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I ') Executive Summary 

In 1988 the President signed ~ n t o  law several Acts which make changes 
to the Internal Revenue Code. The majority of the changes are contained 
in the Technical and Miscellaneous Revenue Act (TAMRA) which provides 
for necessary technical corrections and clean up to legislation enacted 
in prior years (primarily the Tax Reform Act of 1986). TAMRA also 
provides for the extension of several expiring tax provisions as well 
as changes w h ~ c h  ralse revenue to help offset the cost of those 
extensions- In addition, TAMRA enacted the Taxpayer Bill of Rights 
which providea protection to taxpayers in their contacts w i k h  the 
Internal Revenue Serv~ce. 

I Four changea were made to the Internal Bevenue Code by the Family 
Support Act. Those changes extend the tax refund offset program, 
tighten the rules for deducting employee bueinese expensea which are 
reimbursed, reduce the amount allowed under the Child Care Credit and 
require the reporting of dependent children's social security numbers 
at the age of 2 instead of at age 5. 

The remaining 2988 changes lnclude the repeal of the Windfall Profits 
Tax, provide exclusions from income f~r~reparatlon payments under the 
Wartime Relocation of Civil~ans legislation, authorize IRS undercover 
operations under the Anti-Drug Abuse Act and provide appropriations or 
require certain studies to be made by the Secretary of the Treasury. 
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Summary 

This report is limited to a discussion of only the four sections in 
the Family Support Act which make changes to the Internal Revenue Code 
for the express purpose of providing the funding source for that 
leglsletion. These changes extend the tax refund offset program, 
tighten the rules for deducting employee business expenses which are 
reimbursed, reduce the amount allowed under the Child Care Credit and 
require the reporting of dependent children's Social Security numbers 
at the age of 2 instead of at age 5. 
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1 TITLE VII: Funding Provisions 

I ACTION:  EXTENDS THE TERMINATION DATE OF THE TAX REFUND OFFSET 

'1 PROGRAM 

Act Section 701 

BACKGROUND 

Under federal law, federal agencies are authorized to notify the 
Internal Revenue Service of any taxpayer who owes a past-due, legally 
enforceable debt to the agency. Any taxpayer who has overpaid h i a / h e r  
tax liability and owes a legally enforceable obligation to any federal 
agency will forfeit their refund in lieu of payment for that 
obligation- 

Upon receipt of a written request, the Internal Revenue Service can 
disclose to officers and employees of federal agencies certain 
information with respect to the taxpayer. This information can only 
be used for the purpose of eatablishing appropriate agency records. 

Currently, upon notification, the agency in which the debt is owed 
must provlde supporting evidence to the 1nternal.Revenue Service that 
the taxpayer bas been notified about the proposed offset. Also, the 
taxpayer must have been glven at least 60 days to present evidence 
that the debt is not legally due. 

The tax refund offset program was scheduled to expire on June 30, 
1988. The new provision extends the offset program to help facilitate ' 
the collection of debts owed to a federal agency which are 

-/ uncollectible. 

CURRENT CALIFORNIA LAW (Government Code Set?--,12419.2 thru 12419.9) 

California has a similar provision which allows the Controller's 
Office, until December 31, 1990, to offset delinquent accounts againat 
income t a x  refunds which have been certified by the Franchise Tax 
Board in the following priority: 

1. The nonpayment of child support; 

2. Benefit overpayment accounts administered by the Employment 
Development Department; 

3. Other offset accounts in the priority determined by the 
Controller. 

Also the Controller may, In his discretion, offset any amount due a 
state agency or a county from a person or entity, against any amount 
owed to such person or entity by the Franchise Tax Board. The 
Controller may deduct from the claim, and draw his warrants for the 
amounts offset In favor of the respective agencies to which due, and, 
for any balance, l n  favor of the claimant. Whenever insufficient to 
offset all amounts due, the amount available shall be applied in such 

? manner as the Controller, in hls discretion, shall determine. 
I-) 



NEW FEDERAL LAW (Sec. 6103(1>(10>> 

The new federal provision extende the termination date of the tax 
offset program. The offset program is extended for tax refunds 
payable before January 10, 1994. ,' 

Also, because the provision's termination date was June 30, 1988 and 
the extension did not occur until October 13, 1988, Congress states 
that any offsets during this time will not be effected by the I 

termination of the federal law. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to taxable years beginning after October 13, I/ 
1988. 

STATE REVENUE IMPACT 

Not applicable. California's offset provisions have been 
independently and uniquely designed to facilitate collection of debts. ' 



TITLE VII: Funding Provisions 

I ACTION: LIMITS THE USE OF REIMBURSEMENT ARRANGEMENTS TO AVOID 
THE TWO PERCENT FLOOR 

I 

Act Sectlon 702 

BACKGROUND 

Under the Tax Reform Act of 1986, employee businesa expenses, other 
th.an reimbursed expenses, are allowed only as miscellaneous itemized 
deductions. Miscellaneous ltemiied deductions are deductible only to 
the extent that they exceed two percent of the taxpayer's ad3usted 
gross income. However, the floor does not apply to deductions that 
are allowable for impairment-related work expense for handicapped 
employees. 

The Tax Reform Act also provided that employee8 reimbursed from their 
employers for business related expenses may deduct khe expense 
("above-the-line") from their gross income to the extent of their 
reimbursement. In addition, Congress required the Treaaury D,epartment 
to issue regulations whlch allow the treatment of reimbursements by 
third parties to be treated t h e  same as reimbursements by employers. 

Congress enacted a new provision relating to reimbursements by third 
parties to clarify and support the Treasury Regulations required in 
the 1986 Tax Reform Act. 

CURRENT CALIFORNIA LAW (Sec. 17072) 
c /7 

-1 
I 

Callf ornia is generally in conformity with federal law. 

NEW FEDERAL LAW (Sec. 62(a>(2>(A)> 

The new provision codifies the Treasury Regulations prescribed under 
the Tax Reform Act of 1986, which applies to third-party 
relmbursements. Under the provision, an employee who is reimbursed,by 
his or her employer or a third party for business related expenses is 
allowed a deduction from gross Income. The "above-the-line" deduction 
for reimbursed costs are allowed only if they are incurred under a 
reimbursement or other expense allowance arrangement that requires the 
employee to substantiate covered expenditures to the party providing 
the reimbursement. Also, the reimbursement plan must require the 
employee to return any excess amount to the employer. 

Employee business expenses which exceed reimbursed amounts must be 
claimed as miscellaneous itemized deductions, which are subject to the 
two percent floor. 

I EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to taxable years beginning after December 31, 
1988. 

STATE REVENUE IMPACT 

Based on national estimates developed for this provision, state 
revenue gains under the Personal Income Tax Law would be in the 53.5 
million range annually. 



TITLE VII: Funding Provisions 

ACTION: MODIFIES THE REQUIREMENTS FOR CHILD AND DEPENDENT CARE 
CREDIT , 

Act Section 703 

BACKGROUND 

Under current law an individual taxpayer who maintains a household for 
on'e or more qualifying dependents may claim a nonrefundable credit for 
expenses paid for care of these dependent8 necessary to enable the 
taxpayer to be employed. 

A qualifying dependent is defined as: 

1. Any dependent under the age of 15, or 

2. A dependent or a spouse who is physically or mentally unable 
to care for him or herself. 

The credit equals the applicable percentage times the employment 
related expenses paid. The applicable percentage ranges from 20 to 30 
percent depending on the taxpayer's adjuated gross income. The 
applicable percentage is reduced by one percentage point for each 
52,000 by which the taxpayer's adjusted gross income exceeds S10,000 
but cannot be reduced below 20 percent. Regardless of the amount 
actually paid, the maximum amount of qualifying expenses that may be 
claimed in computing the credit is S2,400 for one qualifying 
individual or 54,800 for two or more qualifying individuals. 

Congress enacted this provision originally in order to offer taxpayers 
some tax benefit for remaining gainfully employed while providing care 
for their dependents. 

CURRENT CALIFORNIA LAW (Sec. 17052.6) 

California generally conforms with the federal provisions relating to 
child and dependent care credit. However, for 1987 through 1992 the 
amount of the California credit is 30 percent of the allowable federal 
credit regardless of whether there is a federal tax liability. Also, 
unlike federal law, which has no repeal date, the California provision 
is repealed effective January 1, 1993. 

NEW FEDERAL LAW (Sec. 21) 

The new federal provision contains a variety of modification to the 
child and dependent care credit. The modifications include: 

1. Reducing the eligible age 0f.a qualifying individual from 
the age of 15 to the age of 13. 

2. Limiting the expenses eligible for a credit. The dollar 
amount of expenses eligible for the credit must be reduced, 
dollar for dollar, by the amount of dependent care expenses 
excluded from the taxpayer's adjusted gross income under a 
dependent care assistance plan ma~ntained by the employer. 



3. Reporting the care provider's taxpayer identification 

1 number. The credit may not be claimed unless the taxpayer 

I 
reports on his or her income tax return the correct name, 

I \ address, and the taxpayer identification number of the care 
1 

provider. Only the name and address must be reported if the 
care facility is exempt from federal income tax. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to amounts claimed in taxable years beginning on 
or. after January 1, 1989. 2 

-I STATE REVENUE IMPACT 

I 

I Based on federal eatimatee developed for the nation, atate revenue 
gains under the Personal Income Tax Law would be in the 87 million 
range annually. 



TITLE VII: Funding Provioione 

ACTION: CHANGES THE REQUIRED AGE FOR DEPENDENT CHILDREN TO 
OBTAIN A SOCIAL SECURITY NUMBER 

Act Section 704 

BACKGROUND 

The Tax Reform Act of 1986 enacted a provision under which taxpayers 
clpiming a dependent on their income tax return must report the 
taxpayer identification number (TIN) of that dependent. 

That provision established requirements that any taxpayer claiming a 
dependent, who is at least five years old at the close of the taxable 
year, must report the taxpayer identification number of such 
dependent. A penalty of $5 is assessable for failure to provide the 
dependent's TIN. 

CURRENT CALIFORNIA LAW (Sec. 18685.07 and 18934) i 
California is conformed with federal law as to the requirement, but 
does not impose a penalty for failure to comply. Because there is no 
penalty, the tax forms and instructions do not request diaclosure of 1 
the dependent's TIN. 

NEW FEDERAL LAW (Sec. 6 1 0 9 ( e > ( 2 ) )  

The new provision reduces the age requirement and now requires the 
taxpayer to report the dependent's identification number if the I 

dependent becomes age two by the close of the tax year. 

EFFECTIVE DATE O F  FEDERAL P R O V I S I O N S  

The provision is applicable to returns due after December 31, 1989. 
The effective date was delayed so that taxpayers may apply and receive 
the identification numbers for their dependent(s> before the returns 
are due. 

STATE REVENUE IMPACT 

To the extent taxpayers claim fewer state exemption credits because 
they fail to provide social security numbers for federal purposes, 
state revenues will increase by an unknown but most likely minor 
amount. 
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, 
Summary 

After two years of work in Congress, the Technical and Miscellaneous 
Revenue Act (TAMRA> was signed into law by the President on November 
10, 1988. This report focuses on the more substantive provisions of 
ThMRA contained in Titles 111 through VI of that Act. Those titles 
contain provisions to simplify and clarify the Internal Revenue Code 
(IRC), enact a Taxpayer Bill of Rights, extend and modify certain 
expiring tax provisions, provide revenue increases as the funding 
source for the legislation and other provisions which have a 
substantial revenue impact. I 

By far, the greatest volume of the changes to the IRC can best be 
described as clean up to previously enacted legislation including the , 
Tax Reform Acts of 1984 and 1986 as well as Revenue Acts of 1986 and 
1987. These technical or clean up changes are generally effective 
retroactively to the date the original legislation to which they relate , 
went into effect. A brief explanation of these clean up changes is I 

I '  

provided in Appendix I1 of this report. 

Titles VII through X of TAMRA are not discussed in this report since 
the changes contained in those titles have no counterparts in the 
Revenue and Taxation Code provisions administered by the Franchise Tax 
Board. Those titles concern changes in the Railroad Unemployment and I 

Retirement programs, amendments to Social Security programs, Trade I 

provisions and those relating to the acquisition of the Manassas 
Natlonal Battlefield Park. 



TITLE 111: Additional Simplification and Clarification Provisions 

SUBTITLE A: Diesel Fuel Exrise Tax Collection and Exemption 
Procedures 

ACTION: HODIFIES EXEMPTION FROM EXCISE TAX ON DIESEL AND 
AVIATION FUELS AND PRESCRIBES INFORMATION RETURN 
REPORTING 

Act Section 3001 

BACKGROUND , , 

Federal law imposes an excise tax on the sale of diesel and jet fuel. 
Prlor to TAMRA the tax was collected by the producer or importer while 
the consumer was required to file for a refund on fuel used for exempt 
purposes. 

TAMRA reduces the burden on consumers by granting the exemption from 
the tax to an expanded number of consumers. 

To curb the potential for increased tax evasion arising from expanding 
the number of persons qualifying for exempt sales on diesel fuel, the 
list of information returns and payee statements required is expanded 
to include ~nformation relating to reporting with respect to tax on 
diesel and aviation fuels. The penalties generally applicable to 
information returns also apply to the information returns the new law 
requires. 

CURRENT 'CALIFO'RNIA LAW 

The provisions of the Revenue and Taxation Code administered by the 
Franchise Tax Board do not contain any excise taxes on diesel or jet 
fuel . 
NEW FEDERAL LAW (Sec. 4092, 4093, 6427 and 6724(d>) 

The new provision gives the Internal Revenue Service authority to 
require information reporting as part of the expansion of the tax fee 
sale procedures for nontaxable uses of diesel and aviation fuels by 
purchasers. If the producer, importer or purchaser fails to provide 
the information required, heishe is subject to a penalty of 550 for 
failure to file an information return. Also, producers or importers 
may be subject to a 550 penalty for each failure to furnish a payee 
statement to each purchaser as required by federal law. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is generally effective for diesel fuel and non-gasoline 
aviation fuels sold after January 1, 1989. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE 111: Additional Simplification and Clarification Provisions 

SUBTITLE A: Diesel Fuel Excise Tax Collection and Exemption 
Procedures 

ACTION: PENALTY FOR FAILURE TO REGISTER OR FALSE STATEMENT NOW 
APPLIES TO MANUFACTURERS OR PRODUCERS OF DIESEL FUEL 
AND AVIATION FUEL 

Act Section 3001(bi 

BACKGROUND 

Under federal law, any person who fails to register or who in 
connection with any purchase of gasoline, lubricating oil, or aviation 
fuel falsely represents himself to be registered, or who willfully 
makes any false statement in an application for registration, shall, 
if convicted thereof, be fined not more than $5,000, or imprisoned not 
more than 5 years, or both. 

I 

A new provision gives the Internal Revenue Service authority to issue 
regulations prescribing expanded information reporting requirements 
for both sellers and exempt purchasers of diesel fuel and aviation I 

fuel in order to limit the possibility of increased tax evasion due to ' 
the expanded number of buyers qualifying for exempt sales. The above 
penalty is expanded to include purchases of diesel fuel and aviation 
fuel . 
CURRENT CALIFORNIA LAW 

The provisions of the Revenue and Taxation Code administered by the 
Franchise Tax Board contain no provision imposing an excise tax on 
diesel fuel or aviation fuel. 

NEW FEDERAL LAW (Sec. 7232) 

Unless otherwise provided by regulations, both the seller and 
purchaser of diesel and nongasoline aviation fuel must be registered 
and the purchaser's registration number must be given to the seller. 
The new provision requires the Internal Revenue Service to prescribe 
procedures for complying with the registration requirements within 30 
days of enactment. The penalty for failure to register, representing 
oneself as registered in connection with a purchase of gasoline or 
lubricating oil, or willfully making a false statement on an 
application for registration now also applies to diesel fuel and 
aviation fuel. 

I 

EFFECTIVE DATE OF FEDERAL PROVISIONS - 
The provision is generally effective for diesel fuel and nongasoline 
aviation fuel sold after January 1, 1989. 

STATE REVENUE IMPACT 

Not applicable. 



! -, - 
i TITLE 111: Additional Simplification and Clarification Proviaions 

I 
I SUBTITLE A: Diesel Fuel Excise Tax 

I ACTION: EXPANDS THE DEFINITION OF EXEMPT USERS AND ALLOWS 
EXEMPT USERS TO CLAIM AN EXPEDITED REFUND 

Act Section 3002 

I 

i BACKGROUND 

~r'ior to the Omnibus Budget Reconciliation Act of 1987, excise tax on 
diesel fuel and non-gasoline aviation fuel was generally imposed at 
the retail level. Benefits of exemption from the excise t a x  on these 
fuels were allowed through credits and refunds. Exempt users could 
either claim a credit against income tax or other excise tax 
liability, or file a claim for refund. In order to file a claim for 
refund, the user must have a refundable amount of at least 51,000 
during any one of t h e  first three calendar quarters of a year, 

Congress determined that the rules with respect to administration of 

I excise tax should be modified in order to lessen the administrative 
burden on exempt users. 

CURRENT CALIFORNIA LAW 

The provisions of the'Hevenue and Taxation Code administered by the 
Franchise Tax Board contain no provision imposing an excise tax on 
diesel fuel or aviation fuel. 

(7 . NEW FEDERAL LAW (Sec. 6427 ( i ) > 
I 

The new provision extends the tax-free sale procedures for diesel and 
non-gasoline aviation fuels available for trains, commercial airlines, 
and State and local governments, to all exempt users in off-highway 
business uses, including farm use and liberalizes the refund 
requirements by reducing the threshold for claims. The new law also 
extends the tax-free purchase rule to private buses currently eligible 
for a full refund or partial refund of the diesel fuel tax. 

I 
In order to maintain the greatest possible compliance, Congress 
decided that sales to an exempt user may be made without payment of 
tax only when the parties to the sale satisfy Treasury prescribed 
bonding and registration requirements. Also, only sales that are 
direct from a producer (including a wholesale distributor) to the 

I exempt user will qualify under these rules. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is applicable to fuels used after December 31, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE 111: Additional Simplification and Clarification Provisions 

SUBTITLE B: Health Care Continuation Rules 

ACTION: ESTABLISHES AN EXCISE TAX TO REPLACE THE SANCTIONS 
IMPOSED AGAINST GROUP PLANS WHICH FAIL TO SATISFY 
CONTINUATION RULES 

Act Section 3011 

BACKGROUND 

This act section amends the Internal Revenue Code for,the purpose of 
reducing the gaps and deficiencies in the health care coverage made 
available for purchase by the beneficiaries of certain former 
employees upon retirement and the happening of certain other events 
which would otherwise cause the coverage to lapse. This section of ( 

the act replaces the sanctions currently imposed by federal law with 
an excise tax on group health plans which are in violation of the 
continued coverage rules. California law does not normally impose 
excise taxes. The new monetary penalties at the federal level, which 
may be levied on employers and group health plans which fail to meet 
continuation rules may be sufficient to regulate this issue without 

I 
the existence of additional sanctions at the state level. 

CURRENT CALIFORNIA LAW (Sec. 17201, 17270 and 24343) 

In most cases, California law conform's to the federal law relating to 
deductions for trade and business expenses. Employers with 20 or more 
employees are subject to a continued health coverage requirement. \ 

1 

Currently, the cost of a group health care coverage plan which does 
not satisfy the requirements of providing continued coverage for 
beneficiaries at the time of certain events does not qualify as a 
business or trade expense which may be deducted from an employer's 
gross income. 

To satisfy the continued health coverage rules the plan must offer 
each quaiified beneficiary, who would lose>coverage as the result of a 
certain event, an option to purchase continuous coverage under the 
plan's provisions for up to 36 months of coverage. 

The term "continuous coverage" means coverage which is identical to 
the benefits provided similarly situated beneficiaries under the terms 
of the plan when a qualisied event has not occurred'. 

"Qualified events" include: death of the covered employee; termination 
of the employee not due to misconduct; divorce of the employee from a 
spouse; an employee becoming eligdble for Title XVIII Social Security 
benefits: an employee's child ceasing to be a dependent under the 
terms of the plan; or the filing of Chapter 11 bankruptcy by the 
employer of a retired employee. 



NEW FEDERAL LAW (Sec. 106, 162, 414 and 49803) 

Section 162(i> which disallows the business end trade expense 
deduction for the cost of a group health plan which does not satisfy 
continuous coverage requirements is repealed. 

Section 4980B is added to the Internal Revenue Code which establishes 
an excise tax imposed at the .rate of 5100 per day for each 
beneficiary, on employers or plan administrators who are resp'onaible 
for a failure to satisfy the health care continuous coverage rules. 
T h a  excise tax is assessed for the period of noncompliance, which 
begins on the date that continuous coverage rulee are not met and ends 
on the date the failure to meet the rules is corrected. or 6 months 
after the last date on which the employer could have been required to 
provide continuous coverage to *he qualified beneficiary. If it can 
be established that none of the responsible parties knew or should 
have known about the failure to satisfy the coverage rules, then the 
perlod of noncompliance does not begin until one of the parties 
becomes aware of the deficiency in the coverage tinadvertent failure 
rule). 

The annual amount of e x c l s e  t a x  which may be imposed for any t a x  year 
1s the lesser of 10 percent of the cost paid for the group health plan 
by the employer durlng the preceding year or 5500,000. The annual cap 
on the excise tax imposed does not apply, if the failure to meet the 
continuous coverage rules 1s due to willful neglect. If the failure 
to meet the rules is due to reasonable cauee, and is corrected within 
30 days, the excise t a x  does not apply. 

Clerical amendments ?re also made to sections impacted by this change. 

.EFFECTIVE DATE OF FEDERAL PROVISIONS 

This section of the act is effective and the excise tax applies for 
tax years beginning on or after January 1, 1989. 

STATE REVENUE IMPACT 

The excise tax would not be an applicable confority issue at fhe state 
level. However, to the extent employers report additional deductions 
due to improved compliance with continuous coverage requirements, 
there would be an unknown, but probably minor baseline revenue loss. 



TITLE 111: Add'itional Simplification And Clarification Provisions 

SUBTITLE C: Employee Benefit Nondiscrimination Rules 

ACTION: MODIFIES NONDISCRIMINATION RULES APPLICABLE TO CERTAIN 
EMPLOYEE BENEFIT PLANS 

Act Section 3021 

BACKGROUND 

As part of the Tax Reform Act of 1986, Congress enacted IRC Section 
89, providing nondiscrimination rules for employee fringe benefits, 
which will-go into effect beginning January 1, 1989. Congress's aim 
in enacting these rules is to prevent employers from maintaining 
health and life insurance plans as a vehicle for providing tax 
deferred income to highly compensated employees (including the owner 
or general managing partner). The law is complicated and 
consequently, the topic of employee fringe benefits has generated , 
increased interest recently as a tax and revenue issue at the federal 
level. Clearly, Section 89 marks a major step in the use of tax 
incentives (or the threat of denying incentives) to promote the 
equitable apportionment of fringe benefits among all employees. I 

An additional factor in these developments in federal legislation is 
that TAMRA changed many important parts of Section 89, resolving 
questions raised about the original version, even before the section's 
provisions became effective. 

TAMRA directed the IRS to provlde guiding regulations relating to 
Section 89 provisions. However, none have been made available to 
date. Until the remaining questions regarding Section 89 provisions 
are resolved, the Conference Committee for TAMRA advises employera to 
make a,,"good faith" compliance effort, following a reasonable 
interpretation of the law and its legislative history. 

CURRENT CALIFORNIA LAW (Sec. 17081) 

California law is in complete conformity with the nondiscrimination 
rules established for employee benefit piems by the enactment of 
~ection"89 as part of the Tax Reform Act of 1986. 

An employee is considered highly compensated, during the benefit 
plan's test year or the preceding test year if the employee: 

1. owns 5% of the employing company at any time, 
! 
L 

2. received more than $75,000 compensation from the employer, 

3. earned more than 550,000 and was in the top 20% of the I 

employing company's payroll structure, or I 

4. was an off'icer of the employing company end earned more than 
$45,000. 

I 



If an employing company has business operations in two or more 
locations, the employing company may use a simpler measurement to 
determine which employees are highly compensated. An employing 
company may treat any employee who earns more than 550,000 as highly 
compensated, without regard to whether the employee is in the top 20% 
of the company's pay scale. 

In order to be considered nondiscriminatory in light of Section 89, a 
plan must satisfy one of two test patterns during its test year. 
Under the first pattern, a plan must pass four tests: 

The 50% Eligibility Tegt - At leaat one-half of the 
employees eligible to participate in a plan must be 
non-highly compensated employees. A substitute for this 
test is provided which requires that the percentage of a11 
of a business's non-highly compensated employees who are 
eligible to participate in the plan be equal to the 
percentage of all the highly compensated employees who are 
eligible to participate in the plan. 

2. The 90%/50% Test - A plan meets this test when at least 90% 
of a company's non-highly compensated employees are eligible 
to participate in the plan, and those non-highly compensated 
employees of a company are eligible to receive a benefit 
which is at ieast one-half the value of the most valuable 
benefit available to highly compensated employees under all 
slmilar plans. An employer may aggregate all similar plans 
when applying the 90%/50% test. 

The 75x'Beneflts Test - 'A plan meets thls test when the 
average value of beneflts recelved by a company's non-highly 
compensated employees who participate in plans of a similar 
type is at least 75% of the average value of benefits 
available to highly compensated employees under similar 
plans, The average value of beneflts 1s determined by 
dlv~dlng the total value of all beneflts received by 
non-hlghly and hlghly compensated employees by the total 
number of a company's employees, including employees who are 
not covered by a plan. An employer has the option of mixing 
dlfferent types of plans (i.e. group-term life insurance 
wlth dependent care assistance program) to meet the 75% 
beneflts test. However, if a health plan is aggregated with 
dlfferent types of benefit plans, the health plan must meet 
the 75% benefits test separately, and the aggregation of 
slmllar plans (1.e. group-term life insurance with 
group-term llfe insurance) is mandatory. 

4. The General Nondiscrimination Test - This test is a 
facts-and-circumstances test which moves away from strictly 
quantitative measurements, and simply prohibits a plan from 
containing any eligibility provision which by "its terms or 
otherwise" discriminates in favor of highly compensated 
employees. 



Under the second test pattern the complicated mathematical 
measurements of the first pattern are avoided by providing a safe 
harbor. This safe harbor requires that an employer maintaining a 
group-term life insurance or a health plan must provide active 
coverage (not merely eligibility) for 80% of the employer's non-highly 
compensated employees. In that case, a plan's structure must meet 
only one other target, the general nondiscrimination test discussed 
above. 

The rules relating to the safe harbor (also called the 80% eligibility 
test) limit an employer's options to aggregate plans. For example, a 
group of health plans may be pooled only if the difference between the 
value of the smallest and largest benefits provided by the plans does 
not exceed ten percent. However, health plans, with a maximum 
difference between the most valuable and least valuable benefits of 
20%, may be pooled ~f the employer extends coverage to 90% of the 
company's non-highly compensated employees. Health plans may also be 
pooled if they are available to all employees on the same terms, and 
there is no more than a $100 difference between the lowest and highest 
premiums paid by employees for those benefits. 

The following classes of employees do not have to be provided 
nondiscriminatory benefits, and are not considered when the 
nondiscrimination tests are applied to benefit plans: 

1. Employees who have not worked for the employing company for 
at least one year (six months employment when considering 
certain health plans). 

2. Part-time employees who normally work less than 17 1/2 hours 
per week. 

3. Seasonal employees who normally do not work more than six I 

months during a year. 

4. Employees who are under 21 years of age. 

5. Employees who are included in n collective bargaining 
agreement. 

6. Nonresident alien employees who earn income which is not 
considered U.S. source income. 

7. Students who are employed by a school and receive certain 
health benefits. 

I 

When applying the 80% actual coverage safe harbor test, an employer, I 

I__ 

who has fewer than 10 employees, may exclude from consideration 
employees who work less than 35 hours per week. Beginning in 1990, 
the exclusion from testing consideration is limited to employees 
working less than 25 hours per week. 

Employee exclusions must be consistent for all plans of the same type. 
If one employee from an excluded group participates in a plan, all 
employees in the group must be considered for testing purposes. This 
does not apply in the case of a nonresident alien. Employers, 
however, may design speclal plans solely for employees who are 
excluded from consideration In nondiscrimination tests. 



I 
i If a hlghly compensated employee's benefits are dstermlned to be 

i provided on a discriminatory basis, then the value of the 
discriminatory benefits must be lncluded in the taxable income of the 

, employee on the W - 2  reported by the employer. The complexity of the 
methods for valuation of discriminatory benefits, and the 
administrative problems faced by the discriminatory employer may, in 
themselves, be incentives for Section 89 compliance. 

While the nondiscrimination testing procedures related to employee 
fringe benefits have generated the most controversy, failure to meet 
th.ese tests results only in the taxation of benefits to some highly 
compensated employees. Failure to meet the following plan 
qualification requirements of Section 89(k> however, results in the 
taxation of benefits received by all employees: 

1. the plan must be in writing; 

2. the employee's righta under the plan's provisions must be 
legally enforceable: 

3. employees must be notified of the benefits available; 

4. the plan must be maintained for the exclusive benefit of 
employees; 

5. the plan must be established for an indefinite period of 
time. 

NEW FEDERAL' 'LAW (Sec. 89 > 
:,''--j 

- The most important changes to Section 89 made by TAMRA clarify when 
employers must test fringe benefit plans. TAMRA does not require that 
a plan pass nondiscrimination tests on every single day of the plan 
year. Instead, a plan must be assigned a test year, and pass the 
nondiscrimination tests on a date (teet date) prescribed for the year. 

A plan's test year is a twelve-month period beginning on the firat day 
of a month designated in the plan. The calendar year is the test 
year if no designation is made in the plan. An employer must use the 
same testing period for all plans of the same type. 

The testing day must also be designated in a plan and must be the same 
for all similar plans maintained by the employer. The last d a y  of the 
testing year will be the testing day, if no designation is made. A 
plan's testing day and year may be changed only with IRS approval. If 
multiple employers sponsor a plan, each employer may select its own 
testlng year and day. Any change in a plan's testing day or year may 
not result in any period being disregarded for purposes of Section 89 
testing. 

.TAMRA permits employers to test plans by using a random sampling of 
employees, as an alternative to including all employees and benefits 
in the testing process. The random testing must be done by an 
independent tester,, and the statistical methodology must result in a 
95% probability that t h ~  test findings will have a margin of error no 0 higher than 3%. 



The test must include the value of benefits provided all employees who 
work for the company on the testing day, computed for the entire 
testing year, even though the employee on-ly worked for the company for 
part of the testing year. This may be an important consideration when 
an employer designates a testing day. 

TAMRA gives the .IRS regulatory authority to combine the benefits 
received by an employee who participates in more than one health plan. 
A s  a result, plans which ordinarily would pass the 50% eligibility 
test may fail because, if separate plans are provided for highly 
cqmpensated employees in addition to health plans available for all 
employees, no pooling of these plans is allowed for the purpose of 
meeting the eligibility test requirements. 

Under prior law, a benefit provided to a highly compensated employee 
(and taxable because a plan fails to pass the nondiscrimination 
tests) was required to be included in that employee's gross income for 
the year in which the testing year of the benefits plan ends. Under 
TAMRA, if the testing year ends between September 30 and December 31, 
an employer may elect to report the taxed benefit in the highly 
compensated employee's gross income for the next year. However, if 
the taxation of the excess benefit is deferred, the employer's 
business expense deduction for the excess benefit must correspondingly 
be deferred. 

TAMRA also provides important guidelines for apportioning the overall 
discriminatory benefits of all highly compensated employees when 
employees work during only part of a plan's test year or receive 
different levels of coverage. 

TAMRA allows employers to elect to test plans in one line of business 
separately from plans in other lines of business, just as if the 
separate lines of buslness were separate employers. Separate testing 
is also permitted for employees who work in units which are 35 miles 
apart from other operating unlts in the same line of business. 

TAMRA defines a separate line of business as a business operated 
separately for "bona fide business purposes". Separate lines of 
business should produce different products or perform different 
services. A business must have at least 50 employees includable in 
the nondiscrimination tests, and must notify and receive approval from 
the IRS to conduct separate testing. 

The Conference Committee Report to TAMRA clarifies that the written 
plan qualification requirement (Section 89(k)) is satisfied either by 
a single, all-inclusive stand-alone document or by a collection of 
separate documents. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The effective date of the new provisions is January 1, 1989. 

STATE REVENUE IMPACT 

Based on the low level of revenue losses estimated for the nation, 
state revenue losses would be very minor annually, less than 5100,000. 



- 
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d TITLE 111: . Additional Simplification and Clarification Provisions 

SUBTITLE D: Estate and Gift Taxes 

ACTION: ESTATE TAX VALUATION FREEZES 

Act Section 3031 

BACKGROUND 

Federal law imposes estate and gift taxes based on the value of the 
decedent's assets or on the transfer before death of assets based on 
the fair market value of the gifted property. In certain situations 
persons have transferred appreciated assets before death while 
retaining specified interests during their lifetime. The federal 
estate and gift tax will apply to the value at the time the transfer 
was made (calculated as though the transferor had died) if the 
transferor retained a disproportionate share of income or rights in 
the enterprise . 
CURRENT CALIE'ORNIA LAW ( S e c .  17024.5) 

California specifically makes the rules relating to federal estate and 
gift taxes not apply for purposes of state income taxation. 

NEW FEDERAL LAW (Sec. 2 0 3 6 )  

The Act expands the scope of the prior law rules to apply to when any 
.inco.m.e ..or. r.iht.s .interes.t .in. .an .en.terprise...is retained, b:y the 
transferor. Gift , t a x  provisions are coordinated and safe harbor rules 
are provided. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

Generally these changes are effective for decedents dying after 
December 31, 1987 but only with respect to property transferred after 
December 31, 1987. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE 111: Additional Simplification and Classification Provisions 

SUBTITLE E: Indian Fishing Rights 

ACTION: EXEMPTS FROM FEDERAL AND STATE TAXES INCOME DERIVED BY 
INDIAN TRIBES,AND THEIR MEMBERS FROM PROTECTED FISHING 
ACTIVITIES 

Act Sections 3041 thru 3044 

BACKGROUND 

Various treaties, federal statutes, and executive orders reserve to I 

Indian tribes (mostly in the West and Great Lakes regions) rights to 
fish for subsistence and commercial purposes both on and off 
reservations. Because the treaties, statutes, and executive orders 
were adopted before passage of the federal income tax, they do not I 

expressly provide whether income derived by Indians from protected 
fishing activities is exempt from taxation. 

Indians generally are subject to federal tax in the same manner as 
other U.S. citizens, absent a federal exemption. The Tax Court has 
ruled in three cases that income derived by Indians from protected 

I 
fishing activities is taxable and the IRS has assessed deficiencies in 
other cases. 

CURRENT CALlFOHNlA LAW 

Gross income is broadly defined to include income derived from any 
source whatever, except as otherwise specifically provided by statute. 
California law incorporates the federal definition of gross income by 
reference- This means that the same items are included in gross 
income under both laws, unless a specific exclusion or exception is 
provided. In addition, California can not tax income which the State 
is prohibited from taxing under the Federal Constitution or federal 
laws or under the State constitution or state laws. 

On June 14, 1976, the U.S. Supreme Court, in Bryan v. Itasca County, 
426 U.S. 373, 44 Law Week 4832, concluded that Congress h a s  not 
conferred to the states taxlng jurisdiction as to Indians residing on 
reservations, and that, in the absence of such congressional consent, I 

federal laws preempt state laws. Accordingly, income received by 
reservation Indians from reservation sources is exempt from California 
personal income taxation. Indians living, working, or deriving income 
from sources outside their reservation are subject to the state income 
tax laws. If the income is earned both on and off the reservation, it 
must be allocated, along with applicable costs, to within and without 
the reservation. Reservation source income of reservation Indians is - 
not considered community property for income tax purposes. All other 
income accruing to the Indianlnon-Indian couple is taxable without I 

regard to its character as separate or community property. I 



NEW FEDERAL LAW (Sec,, 

Act Section 3.041(a) provides that income derived by individual members 
- of an Indian tribe, or by a qualified Indian entity, from protected ', 

fishing activities (fishing rights-related activities) is exempt from 
federal taxation (income, social security and unemployment 
compensation insurance taxes), Fishing rights-related activities are 
any activity directly related to harvesting, processing, or 
transporting fish harvested in the exercise of a recognized fishing 
right of such tribe or to the selling of such fish but only if 
su.bstantially ell of such harvesting wqs performed by members of the 
tribe. The exemption from tax applies to direct income received by a 
taxpayer as well as to distributions with respect to an equity 
interest in a qualified Indian entity to the extent the distribution 
is attributable to income derived by the entity from fishing rights- 
related activities. Both individual tribal members and qualified 
Indian entities are required to allocate income and expensee among 
fishing rights-related activities and all other activities, However, 
allocations are not required where all but a de minimis amount of the 

. income of the individual or entity w a s  derived from protected fishing. 
activities. 

A qualified Indian entity is,any entity in which (1) all of the equity 
interests are owned by tribal members (ownership of interests by 
spouses of tribal members 1s treated as ownership by tribal members); 
( 2 )  substantially all of the management functions are performed by 
tribal members; and ( 3 )  if the entity engages in substantial 
processing or transporting of fish, at least 90 percent of the annual 
gross receipts are derived from the exercise of protected fishing 

-) rights of tribes whose members own at l e a s t  a 10-percent equity 
- .., interest in the entity. 

Whlle the determination of whether an entity is a qualified Indian I 

entity normally is made on a yearly basls, the Treasury Department may I 

continue to treat entities as qualified in a year in which the 
90-percent test is not satisfled solely by reason of extraordinary and 1 
nonrecurring events, such as the sale of a boat or other property. I 

Only fishing rights secured as of March 17, 1988, by a treaty, federal 
statute, or executive order are covered by this exemption. Although 
the fishing right must have been in existence as of March 17, 1988, it 
need not have been formally adjudicated or recognized as of that date. 

Act Sectlon 3042 amends the United States Code ( 25  U.S.C. 71) to 
provide that if income from fishing rights-related activity is exempt 
from federal tax, then such income may not be subject to tax under 
state or local law. 

Act Section 3043 makes conforming amendments to OASOI provisions. Act 
Sectlon 3044 further provides that income derived from protected 
Indian fishing activities 1s exempt from federal taxes only to the 
extent provlded by the Act. These provisions are not intended to 
provide any inference as to the existence or nonexistence, or the 
scope, of any exemption from tax for income that is derived from 



fishing rlghts that have been previously secured by a treaty, law or 
executive order. To the extent that the exercise of fishing rights of 
any Indian tribe is entitled to a broader exemption from stake taxes  
under any other federal or state law, this Act does not impair this 
additional protection afforded Indian fishing activity. For instance, 
income earned by Indians from activities undertaken on a reservation 
generally are exempt from state taxation. Thus, income earned by an 
Indian or Indian-owned entity from harvesting or processing fish 
within reservation boundaries is exempt from state taxation, 

'regardless of whether the requirements of the Act for exemption from 
fadera1 tax are satisfied. 

These provisions apply to all periods beginning before, on, or after 
November 10, 1988, Ohe date of enactment of TAMRA. 

STATE REVENUE IMPACT 

Federal law prevents the taxation of such income by the states. Based 
on federal estimates, the revenue loss to California will probably not 
exceed the half-million dollar range annually. 



- 

TITLE IV: Extension and Modification of Expiring Tax Provisions 
I 

ACTION: EXTENDS AND MODIFIES THE EXCLUSION FROM GROSS INCOME OF 
\ EMPLOYER-PROVIDED EDUCATIONAL ASSISTANCE; AND REMOVES 

RESTRICTION ON EXCLUSION OF TUITION REDUCTION FOR 
GRADUATE TEACHERS AND RESEARCHERS. 

Act Section 4001 

BACKGROUND 

The exclusion from an ~ndividual's gross income of the value of 
educational assistance provided through an employer-sponsored program 
is intended to help low and middle-income employees improve their 
education and obtain the skills needed to qualify for better ~obs. 

In part, Congress extended the exclusion of employer-provided 
educational assistance from gross income so that adequate data 
regarding the impact of the exclusion might be collected and 
evaluated- This data will be compiled from information returns filed 
by employers who malntain fringe benefit plans. 

CURRENT CALIFORNIA LAW (Sec. 17151) 

Generally, California iaw conforms with federal law relating to the 
exclusion from an individual's gross income of educational assistance 
provlaed by an employer. 

..Prior .to ..Jan.unry. .l, ,19813, an individual's gross income for California 
income tax purposes did not include amounta paid for the individual's 
educational expenses through an assistance program maintained by the 
employer which met certain nondiscrim'ination and ather technical 
qualifications established for fringe benefit programs. This 
exclusion, which expired for tax years beginning after December 31, 
1587, was limited to.55,250 of the educational expenses provided an 
in'dividual, and did not apply to educational expenses related to 
sports, games or hobbles. 

Individuals, who are employed by educational'institutions, may exclude 
from their gross income for California income tax purposes the amount 
by which the tultion, charged for courses taken below the graduate 
level, is reduced for them by the educational institution. The 
tuition reduction offered by the educational institution must not 
discriminate in favor of highly compensated employees. The exclusion 
from gross income of the value of a reduction in tuition costs 
.received by an individual has no established expiration date. 

NEW FEDERAL L A W  (Sec. 117 and 127) 

This section extends, for taxable years ending in 1988 the exclusion 
from an individual's gross Income of educational assistance received 
from an employer-maintained program. The exclusion had terminated on 
December 31, 1987. 



In addition, this section restricts the gross income exclusion to that 
educational assistance provided by an employer for courses below the 
graduate level, and disa,llows the exclusion of employer paid expenses 
for courses normally taken In pursuit of an advanced (post-bachelor's) 
degree or an advanced course of study in medicine, law or businees. 

However, this section does allow graduate students, who attend a I 

regular structured educational institution and work as teaching or 
reaearch assistants, to exclude from their groas income the amount by 
which the institution reduces their tuition for graduate level I 

education. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The amendments to IRC Sections 117 and 127 contained in this section 
of the act apply to tax years ending in 1988. 

STATE REVENUE IMPACT 

Revenue estimates for this provision have been previously estimated 
for AB 126 (fast-track bill) assuming enactment prior to April 15, 
1989. 

Based on national estimates developed by the Joint Committee on 
Taxation, the revenue loss under the Personal Income Tax Law is 
estimated to be in the 58 million range for 1988-89, of which $6 
million will probably occur without regard to conformity legislation. 
Most lndustry contacts have ~ndicated that for 1988 wage-reporting 
purposes no distinction is being made for possible nonconformity by 
Cal~fornla. 
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I T I T L E  I V :  Extension and Modification of Expiring Tax Provisions 

I 
! ACTION: EXTENDS THE EXCLUSION FROM GROSS INCOME OF 

EMPLOYER-PROVIDED GROUP LEGAL SERVICES INSURANCE;  AND 
RESTRICTS THE PREMIUM VALUE WHlCH MAY BE EXCLUDED. 

A c t  Section 4002 

BACKGROUND 

I n  the House Ways and Means Committee Supplement, it is reported that 
Congress retroactively restored certain exclusions from an 
individual's gross income allowed for the value of fringe benefit 
plans provlded by an employer, so that adequate data related to the 
impact of the exclusion might be collected and evaluated. This data 
is ava~lable from information returns which are required by a federal 

I recordkeeplng and reporting statute, and are filed by employers who 
I maintain employee fringe benefit plans. This ia apparently the reason 

for the extension of the exclusion from gross income allowed for the 
cost of employer-provided group legal services insurance. 

CURRENT C A L i F O R N l A  LAW (Sec. 17131) 

Prlor to January 1, 1988 an individual's gross income for California 
income t a x  purposks dld not include the cost of coverage in a 
qualified group legal services plan maintained by an employer for the 
beneflt of employees, nor the value of legal services provided an 
individual employee through a qualified group plan. This exclusion 

-'\ 
expired for tax years beginning after December 31, 1987. 

. 2' NEW FEDERAL LAW (Sec- 120) 

This section extends, through December 31, 4-988, the exclusion from an 
individual's gross income of the cost paid by an employer for 
participation in a'qualified group legal services plan and the value 
of legai services provided to an individual through a qualified group 
plan maintained by a n  employer. 

,However, thls section restricts the exclusion to 570 of the premium 
value for group insurance protection against legal expenses. This 
limit does not apply to the value of or reimbursement for legal 
services rendered to an individual. 

Under this section, the 570 limit on the exclusion of a legal services 

I 
plan's premium value would not affect the tax-exempt statue of a group 
legal services trust. 

E F F E C T I V E  DHI'E' OF FEDERAL P R O V I S I O N S  

This section applies to tax years beginning on or after January 1, 
1988. 



STATE REVENUE IMPACT 

Revenue estimates for this provision have been previously estimated 
for AB 128 (Fast-Track Bill) assuming enactment prior to April 15, 
1989. 

Based on national estimates developed by the Joint Committee on 
Taxation the revenue loss under the Personal Income Tax Law is 
estimated to be in the 52.3 million range for 1989-89, of which $1.7 
million will probably occur without regard to conformity legislation. 
Mo.st industry contacts have indicated that for 1988 wage reporting 
purposes no distinction is being.made for possible nonconformity by 
California. 



TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: ADDS AN EXCEPTION FOR QUALIFIED BUILDINGS IN CLAIMING 
THE LDW-INCOME HOUSING CREDIT 

Act Section 4003 

BACKGROUND 

No. low-income rental housing credit w a s  provided prior to the Tax 
Reform A c t  of 1986, but other tax incentives for low-income housing 
were available. Congress was concerned that the tax preferences for 
low-income rental housing available under prior law were not effective 
in providing affordable housing for low-income individuals. Congress 
believed a more efficient mechanism for encouraging the production of 
low-income rental housing could be provided through the low-income 
rental housing tax credit. 

The low-lncome houslng credlt may be clalmed by owners of qualified 
low-lncome hous~ng projects that are constructed, rehabilitated or 
acqulred after December 31, 1986. Such projects are any projects for 
residentxal rental property that meet the requirements for low-income 
tenant occupancy, gross rent restrlct~ons, state credit authority and 
IRS certlf lcatlon, 

The credit may be clalmed over a ten-year period that begins with the 
tax year in which Lhe property is placed in service, or at the 
taxpayer's election, the next tax year. A buiLding must be a 

'-) qualified low-income building as of the close of the first year of 
- such perlod. To qualify for the credit, a building must be placed in 

service during the year for which the state allocated the credits. 

Generaily,.any building eligible for the credit must receive an 
allocation of credit authority from the State or local credit agency 
in whose jurisdiction the qualifying low-income housing project is 
located. The aggregate amount of such credits allocated within the 
State is limited by the State annual low-income credit authority 
limitation. No carryover authority for unused credit authority is 
permitted. 

In all cases, credlt allocations are counted against a State's credit 
authority limitation for the calendar year in which the credits are 
allocated. Congress lntended that credits may be allocated only 
during the calendar year in which the building or rehabilitated 
property is placed In service, except in the case of (1) credits 
claimed on additions to qualified.basis and (2) credits allocated in a 
later year pursuant to an earlier binding commitment made no later 
than the year in which the building is placed in service. 

For buildings placed in.service after 1987, an additional exception is 
enacted to allow state low-income housing credit dollar amounts 
allocated in calendar years after 1987 to be carried over if the 
building meets certain criteria. 

, ,.-_ 



CURRENT CALIFORNIA LAW (Sec. 17058 and 23610.5) . 

California allows a credit against net tax for taxpayer6 who provide 
low-income housing. The California credit is based on the federal 
low-lncome housing credit contained in federal law, but with major 
modifications. 

Unlike federal law, the California credit is claimed over a four-year 
period, rather than over a ten-year period. In addition, to qualify 
for the California credit, a California low-income housing project 
must meet the requirements for the federal low-income housing credit 
and must either have been allocated a federal credit by the Mortgage 
Bond and Tax Credit Allocation Committee or else have been at least 
70%-financed by tax-exempt bonds subject to the volume cap contained 
in federal law. 

NEW FEDERAL LAW (Sec. 42(h>(l)> 

The new provision adds an exception for qualified buildings to qualify 
for the carryover of the low-income housing credit. This provision 
provides that a building, other than an existing building, can retain 
its credit as long as the building is 10 percent complete in the year 
the credit 1s taken and placed into service by the end of the second 
succeeding year. To compute the 10 percent completion test, the 
taxpayer's basis in the project (of which the building is a part) at 
the end of the first year must exceed 10 percent of the taxpayer's 
reasonably expected basis at the end of the following year. 

In addition, this provision repeals the carryover allowed from 1989 to 
1990 where 10 percent of the cost had been incurred by January 1, 
1989. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 
Y 

This provision applies to amounts allocated in calendar years after 
1987. 

STATE REVENUE IMPACT 

California currently has an annual 535 million maximum authority to 
issue housing credits. The federal change would not effect this 
annual ceiling on potential revenue losses. 



TITLE 7V: Extensions and Modifications of Expiring Tax Provisions 

I ACTION: D E L E T E S  THE R E S T R I C T I O N  ON CORPORATE OWNERSHIP AND 
\ REVERSES THE ELECTION TO RECAPTURE THE LOW INCOME 

I RENTAL HOUSING C R E D I T  
I 

! Act Section 4004 

I BACKGROUND 

No low-income rental housing credit was provided prior to the Tax 
Reform Act of 1986, but other tax incentives for low-income housing 
were available. Congress was concerned that the tax preferences for 
low-income rental housing available under prior law were not effective 

I in providing affordable housing for low-income individuals. Congress 

believed a more efficient mechanism for encouraging the production of 
low-income rental hausing could be provided through the low-income 

I rental housing tax credit. 

, The low-income housing credit may be claimed by owners of qualified 
i low-income housing projects that are conatructed, rehabilikated or 

acquired after December 31, 1986. Such projects are any projects for 
residential rental property that meets the requirements for low-income 
tenant occupancy, gross rent restrictions, state credit authority and 
IRS certification. 

The credit IS subject to the rules of the general business credit and 
the carryforward and carryback rules. The credit may be claimed over 

- a ten-year perlod that beglns with the tax year in which the property 
) 1s placed in servlce, or at the taxpayer's election, the next tax 

year. However, the burlding must be a qualified low-income building 
as of the close of the flrst year of such perlod. 

If the property on which a low-lncome housing credit is claimed ceases 
to qualify as low-income rental housing or is disposed of before the 
end of a 15-year compliance period, a portion of the credit must be 
recaptured. In the case of a disposition, recapture generally is 
determined at the level of each owner. However, in the case of a 
partnershlp having more that 35 partners and none of whom is a 

I corporation, the partnershlp may elect to compute recapture at the 
I 

partnershlp level rather than at the partner level. This election is 
applicable when there are 35 or more individuals or estates that own 
more than 50 percent of the partnership's capital and profit 
~nterests. 

CURRENT CALlFOHNlA LAW (Sec. 17058 and 23610.5) 

Californla is generally in conformity with federal law. However, 
Californla does not require the recapture of low-income housing 
credit. Instead, the California credit requires that the property on 
which the credlt is claimed must qualify as a low-income rental 
houslng for a compliance perlod of 30 years rather than 15 years under 
federal law. 



NEW FEDERAL LAW (Sec. 42(h> (1) 

TAMRA modifies the election under prior law and requires all large 
partnerships (whether or not containing corporate partners) to compute 
recapture at the partnership level and then flow through to each 
partner their portion of the recapture based on ownership percentage, 
unless the partnership elects to have recapture applied at the partner 1 
level. This election must be made within six months after November 
10, 1988. 

I 

EF.FECTIVE DATE OF FEDERAL PROVISIONS 

This provision applied to buildings placed in service after December 
31, 1986 and amounts allocated in calendar years after 1987. I 

STATE REVENUE IMPACT 

Not applicable. 



- - - TITLE I V :  Extensions and Hodificationa of Expiring Tax Provisions 

ACTION: EXTENDS AUTHORITY FOR ONE YEAR 
\ 

Act Sectlon 4005 

BACKGROUND 

NEW FEDERAL LAW (Sec. 25,26,143,148, 6045 and 6654) 

- 

Authority of states to issue MCCs and QMBs is extended for one year. 
In addltion numerous rules are imposed for that one year period. See 
detailed explanation at CCH paragraph 3820. 

The federal government provisions which grant states authority to 
issue mortgage credit certificates (MCC) and qualified mortgage bonds 
(QMB) were due to expire on December 31, 1988. These programs were 
enacted to provide government help to first time home buyers. 

CURRENT CALIFORNIA LAW 

) The provis~ons apply generally to bonds issued, and norilesued bond 
amounts elected, after December 31, 1988. 

Californ~a participates in the federal program through the Mortgage 
Bond and Tax ~r'edit Allocation Committee. The stats, however, did not 
grant credits on state income tax forms for MCCe issued. Any intereat 
earned on a QMB issued by California is exempt from state income tax 

I as an obligation issued by the sLate. 

STATE'REVENUE IMPACT 

The revenue impact from previous issues of QMBs at the state level is 
not readily available. 



TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: EXTENDS THE EXPIRATION DATE OF THREE BUSINESS ENERGY 
CREDITS FOR , 

1. SOLAR ENERGY PROPERTY; 
2. GEOTHERMAL PROPERTY; 
3. OCEAN THERMAL PROPERTY; 

FROM DECEMBER 31, 1988 TO DECEMBER 31, 1989. 

Act Section 4006 

BACKGROUND 

The business energy Investment tax credits were enacted to provide an 
incentive for the purchase of specific property or equipment. 

Even though the Tax Reform Act of 1986 repealed the regular investment 
credit, it still allowed businesses to take an investment credit for 
certain energy expenditures through December 31, 1988. These 
expenditures must be in connection with solar energy property, 
geothermal property, and ocean thermal property. Under prior 
provisions, all of these credits were to have expired at the end of 
1985. 

CURRENT CALIFORNIA LAW 

California has never conformed to the federal investment t a x  credit. 
Current California law contains a credit for certain specified 
commercial solar energy systems, however, the provisions are 
substantially different than the federal law. 

NEW FEDERAL LAW (Sec. 46(b>(2>(A>> 
L 

The Act amends federal.law to extend the expiration date of the three 
remaining business energy credits relating to: 

1. solar energy property; 
2. geothermal property; and 
3.  ocean thermal property. 

These credits are extended through December 31, 1989 at their 1988 tax 
credit rates. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The extension is effective for property placed in service on or after 
January 1, 1989. 

STATE REVENUE IMPACT 

California has differed from federal law over the years with regard to 
the provision of energy-related tax credits. California's solar 
energy credit related to commercial property expired January 1, 1989 
and lt was the only credit available to taxpayers for the 1987 and 
1988 income/taxable years (except for unused carryover credits from 
prlor years for o'ther energy-related credits). A one-year extension 
of the state commercial solar credit would.result in an estimated $4 
milllon revenue loss. 



TITLE I V :  Extensions and Modifications of Expiring Tax Provisions 

ACTION: EXTENDS THE EXPIRATION DATE OF THE CREDIT FOR RESEARCH 
EXPENDITURES FOR ONE YEAR 

Act Section 4507 and 4008Cb) 

BACKGROUND 

The aim of the research and development credit, available since the 
Ec.onomic Recovery Tax Act of 1981, was to promote R&D investment by 
providing an incentive, by way of tax reduction, for qualified 
incremental expenditures for research activities. The R&D credit 
survived the 1986 tax reform, although it was further limited.' 

Under the Tax R e f o r m  Act of 1986, Congress granted a three-year 
extension to the research tax credit, which was scheduled to expire at 
the end of 1985. The credit was extended for eligible expenses paid 
or incurred through December 31, 1988. The l a w  reduced the credit 
from 25 percent to 20 percent and kept the base-period r u l e  only for 
qualliied research expenses, which were defined more narrowly than 
under prior law. The base period is the three-tax-period ending with 
the tax year immediately preceding the first tax year of the taxpayer 
beginning after December 31, 1983. For tax years beginning after 
1986. the n e w  l a w  also ~ntroduced a special set of operating rules for 
"baslc research expenses," a new category that replaced prior law's 
contract research expenses. 

The amount of any deduction allowable to a taxpayer for research 
expenses for baslc research payments was not reduced by the amount of 
any credit also allowed to the taxpayer for the same research expenses 
or basic research payments. 

These incentives were not necessarily sufficient to maintain the 
United States' competitive edge; therefore, the legislation provided 
for a study of the current structure of the research credit and for 
timely reporting of needed improvements. 

CURRENT CALlFORNlA LAW (Sec. 17052.12 and 23609) 

Callfornla Personal Income Tax Law and Bank and Corporation Tax Law in 
1987 were generally conformed to federal law, which allows a credit 
for increased research expenditures for amounts paid or incurred in a 
trade or business. Unlike Federal law, the credit applies to the 
years 1988 through 1992 (i.e. expenses must be paid or incurred on or 
after January 1, 1988, and before January 1, 1993). 

California's credit has the following differences: 

1. The California percentage is 8 percent of the excess of , 
qualigied research expenses for the tax year over the base 
period research expenses and 12 percent of the basic 
research payments. 

. 2. The research must be conducted in California. 



3. If the credit exceeds the taxpayer's net tax liability for 
the taxable year, that portion of the credit which exceeds 
the net tax liability may be carried over to the net t a x  in 
succeeding taxable years. 

4. The credit applies only for expenses incurred before January 
1, 1993. 

NEW FEDERAL LAW (Sec. 41(h> and ( i > >  

T h e  federal law is amended to extend the expiration date for research 
expenses to apply to those paid or incurred before January 1, 1990. 
In addition an election is provided for a taxpayer to capitalize the 
expenses rather than claim, the credit. 

EFFECTIVE DA'TE OF FEDERAL PROVISIONS 

The extension is effective for expenses paid or incurred during 1989. 
The addition of the election to capitalize expenses applies to taxable 
years beginning on or after January 1, 1989. 

STATE REVENUE IMPACT 

The one-year extension 1s not applicable. California haa enacted its 
own credit with certain differences from the federal provision and a 
later sunset date. The revenue effect from an election to capitalize 
expenses is unknown. 



TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: DENIAL DF DEDUCTION FOR AMOUNTS ALLOWED AS A RESEARCH 
CREDIT 

Act Sectlon 4008 ( a )  

BACKGROUND 

A s  a general rule, business expenditures to develop or create an asset 
th.at has a useful llfe extending beyond the taxable year, such as 
expend~tures to develop a new product or improve a production process, 
must be capltallzed. However, federal law permits a taxpayer to 
deduct currently (or amortlze over certain periods) the amount of 
research or experimental e~~end1ture.d ~ncurred in connectlon with the 
taxpayer's trade or business. 

In addition, both state and federal law provide a t a x  credit for the 
amount of qualified research expenditures paid or incurred by t h e  
taxpayer during a taxable year that exceeds the average of the 
taxpayer's qualified research expenditures in the base period 
(generally, the three preceding taxable years). The credit also 
applies to certain payments to universities for basic research. 

Under current state and federal law, the amount of the taxpayer's 
deduction for research expelidit'ures is not reduced by the amount of 
any credit also aliowed to the taxpayer for the same research 
expenditures. 

CURRENT 'CHLlFURIU'IA L A W  (Sec. 17052.12 and 23609) 

California allows a tax credit for qualified research expenditures. 
The state credit is 8 percent for in-house research and 12 percent for 
university research whlle the federal credit is 20 percent for both 
types of research. The state credit applies to expenditures made 
before 1993. 

NEW FEDERAL LAW (Sec. 280C) 

The act amends federal law to provide that no deduction is allowed for 
that portion of the qualified research expenses or basic research 
expenses otherwise allowable as a deduction for the year which equals 
50 percent of the amount of the credit. ' A new rule is added under 
which the taxpayer may elect to capitalize rather than expense the 
qualified research expenses. By electing this rule, the taxpayer 
avoids the reduction of the deduction where the limitation by' the 
alternative minimum tax prevents the full use of the credit. The 
following example illustrates this new provision. 

EXAMPLE: 

John made credit-eligible resear'ch expenses of S900,OOO during the 
year; the base perlod amount 1s S500,000. John is allowed a tax 
credlt equal to 20 percent of the 5400,000 increase in research. 

- expenses, or 580,000. Under the new provlslon, John's deduction is 
'reduced by 50 percent of the 580,000 credit or 540,000, leaving a 
deduction of S860.000. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is effective for tax years beginning on or after January 
1, 1989. 

STATE REVENUE IMPACT 

State revenue gains under conformity are estimated to be in the $1.5 
million range for 1989-90 and less than $0.5 million for 1990-91. 



I T I T L E  I V :  Extensions and Modifications of Expiring Tax Provisions 

i ACTION: MODIFIES THE GENERAL BUSINESS C R E D I T S  WHICH QUALIFY FOR 
\ 
I A DEDUCTION F O R  THE PORTION O F  THE U N U S E D  C R E D I T  

Act Section 4008(b) 

BACKGROUND 

The federal law identifies qualified business credits a taxpayer may 
clhim in any one year. These credits are combined to determine the 
limitation in the allowable amount of' credit based on the taxpayer's 
tax liability for the year. Amounts that are not currently creditable 

! may be carried forward, subject to the carryback and carryforward 
provisions of unused credits. If at the ,end of the.carry forward 
period (15 years> the credits still have not been claimed, the 
taxpayer is entitled to a compensating deduction in the first tax year 
after the credits expire. 

This provision of' the law was enacted in order to allow taxpayers the 
benefit of receiving some tax relief from the portion of their unused 
credits, 

CURRENT CHLlFUFt f i IA  LAW 

Slnce California does not allow a general business credit there is no 
provlslon which aiiows a deduction for unused business credits. 

. ... 
' NEW FELJEI{AL LAW (Sec. 196:). 

/ .. .. / 

The extension of the expiration date for the research expenditure 
credit has a flow-through effect on Internal Revenue Code Section 
196(c> and (d). These subsections were modif'ied to include the 
research credit for purposes of the definition for unused business 
credits. A s  1s the case for the investment credit, the deduction is 
limited to SO percent of the unused credit. 

EFFECTIVE DATE O F  FELJEHAL P H O V l S l O N S  I 
T h e  modification 1s effective for tax years beginning after December 
31, 1988. 

~ 
~ 

S T A T E  R E V E N U E  I M P A C ' T  

I Not applicable. I 



TITLE IV: Extensions and Modifications of Expiring Tax 
provisions 

ACTION: MODIFIES THE EFFECTIVE DATE OF QUALIFIED RESEARCH 
EXPENSES FOR PURPOSES OF DEFINING QUALIFIED CLINICAL 
TESTING EXPENSES. I 

Act SectLon 4008(c)(l) 

BACKGROUND 

Federal law allows a credit, separate from the general business 
credit, equal to SO percent of the qualified costs for clinical 
testing of "orphan drugs", for tax years beginning after 1982. 
Internal Revenue Code Section 28(b) provides a definition of qualified 
clinical testing expenses by referencing Internal Revenue Code Section 
41(b> which sets forth the meaning of qualified research expenses. 

Under the Tax Reform Act of 1986, Congress extended the credit for the 
clinical testing of "orphan drugs", which was scheduled to expire at 
the end of 1985. The credlt was extended through December 31, 1990. 
These "orphan drugs" are drugs that are either: 

1. for diseases or conditions affecting less than 200,000 
people in the United States, or 

2. cannot reasonably be expected to make a profit from United 
State sales when all development and marketing costs are 
determined. I 

Even though the same expenses cannot be used to claim the research 
credit and "orphan drug" credit, these expenses must be used in 
computing the research credit base period expenses. 

Congress enacted this provision to provide American medical research 
companies with the incentive to develop research in areas where the 
possibility of profit for the company does not always exist. This 
credit allows such companies some tax advantage for offsetting their 
tax liability. 

CURRENT~CAL~F'ORN~A LAW (Sec. 17057 and 23609.5) 

California Personal Income Tax Law and Bank and Corporation Tax Law 
are generally in conformity with federal law, which allows a credit 
against net tax for qualified clinical testing expenses in connection 
with the development of drugs for rare diseases. For California 

I 

purposes, the credit applies to the years 1987 through 1992. - 

California allows the credit in accordance with the federal law except 
as follows: 

1. The California percentage is 15 percent of the qualified 
clinlcal testing expenses for the taxable year. 



2. The testing must be conducted in California. 

3. If the credit exceeds the taxpayer's net tax liability for 
\ the taxable year, that portion of the credit which exceeds 

the net tax liability may be carried over to succeeding 
taxable years. 

NEW FEDERAL LAW (Sec. 28) 

The extension of the expiration date for the research expenditure 
credit has a flow-through effect on Internal Revenue Code Section 
2d(b). This subsection refers td Section 41 for purposea of defining 
qualified clinical testing expenses. Since the expiration date for 
the research credit has been extended for one year, including the 
definition of qualified clinical testing expenses, the subsection 
referring to the definition is also extended one year, 

EFFECTIVE DATE O F  FEDERAL P R O V I S I O N S  

The extension 1s efiective for t a x  years beginning after December 31, 
1988. 

STATE REVENUE IMPACT 

Callforn~a's orphan drug credit applies through 1552. Annual revenue 
losses are estimated to be in the $1 million range. 



'TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: LIMITS THE TIME IN WHICH THE INTERNAL REVENUE SERVICE 
CAN ASSESS A DEFICIENCY FOR THE CREDIT ELECTION. 1 

Act Section 4008(c) ( 2 )  
1 

1 

Internal Revenue Code Section 6501 provides the statute of limitations 
for assessments and collections made by the Internal Revenue Service. 
Specifically, for deficiencies attributable to election of certain 
credits applies to the alcohol fuel credit and the targeted job ! 
credit, whlch the taxpayer may elect not to claim. Alternatively, the 1 

taxpayer may elect to capitalize the costs rather than expense the 
costs. This section applies a limitation of time for assessing a ! 

deficiency due to this election (or revocation). I I 

The statute of limitations for assessing a deficiency on this election 
is limited to one year after the date in which the Internal Revenue 
Servlce has been notified of the election (or revocation). 

CURRENT CALIFORNIA LAW 

California law differs from federal law in that the statute of 
limitations on assessments is the later of four years from the due 
date of the return or the date on which the return was filed. 

N'EW FEDERAL LAW (Sec. 6501(n>> 

The effect on this section of the federal law is the result of a 
flow-through from the modification of the credit for increasing 
research expenditures (IRC 41). A taxpayer may elect to capitalize 
his/her research costs rather than expense the costs. Therefore, this 
section is modified to apply a one year limitation on deficiencies 
attributable to this election (or revocation). Specifically, this 
section allows the Internal Revenue Service up to one year to I 

determine if a correct election (or revocation) was made to have the 
research credit not apply. 

EFFECTIVE UA'TE OF FEDERAL PROVISIONS 

The extension is effective for tax years beginning after December 31, 
1988. 

STATE REVENUE IMPAC1' 
, 

Not applicable. The operation of California's statute of limitations 
does not depend on notification of a specific election. 



i 

7 TITLE IV: Extensions and Modifications of Expiring Tax Provisions 
1 

ACTION: PROVIDES GUIDANCE RELATING TO THE ALLOCATION AND 
APPORTIONMENT OF RESEARCH AND EXPERIMENTAL EXPENDITURES 
FOB ACTIVITIES CONDUCTED INSIDE AND/OR OUTSIDE THE 

I UNITED STATES 

Act Sectlon 4009 

BACKGROUND 

Prlor to the Tax Reform Act of 1986, a suspended Treasury Regulation 
required taxpayer wlth foreign source income from products in which 
the taxpayer lncurs Unlted State research expenses, to allocate a 
portlon of their U - S .  research expenses against foreign source income- 
In 1981, Congress suspended thas rule for two years to allow U.S. 
research expenses to generally offset U.S. source income. In 1984, 
Congress extended this suspension for two additional years. 

The Tax Reform Act of 1986 modified the rules ,for allocating research 
eind experimental expenses against U.S. and f'oreign-source income for 
one-year. The modification was extended to allow Congress sufficient 
time to analyze the need for a permanent tax incentive program. The 
law provided that SO percent of a taxpayer's U.S. incurred research 
and experi.mentai expenses he apportioned to U.S. income and the 
remainder apportioned on the basis of gross sales to gross income. 
The l a w  was effective for tax year beginning after August 1, 1985 and 
on or before August 1, 1987. 

However, ~f the research expenses are incurred to meet legal 
requirements as to improvements or marketing of specific products or 
processes and the results are not likely to generate much gross income 
outside a single source, they will be allocated entirely to that 
source. 

Congress I n  1 'AMRA enacted a new provision to continue offering 
permanent tax incentives for U.S. research expenditures. 

CURRENT CALlFOHNlA LAW 

I Callfornla does not have a provlslon relating to the allocation of 
research and experimental expenditures but instead uses the unitary 
method to determine the lncome attributable to California. 

NEW FEDERAL LAW (Sec. 861(b>, 862Cb) and 863(b>) 

The new provision provides guidance on how research and 
experimentation expenses are to be allocated between foreign and U.S. 
source income. These allocation rules apply to IRC Sections 861(b>, 
sources within the U.S.; 862(b>, sources outside the U.S.; and 863(b>, 
sources partially within and partially outside the U.S. 

First, the provision allocates any qualified research and experimental 
expenses incurred to met legal requirements imposed by political 



entities in regards to the improvement or marketing of specific 
products that cannot be reasonably expected to generate gross income 
outside the geographic area of the political entity to be allocated to 
that geographic area. 

After taking out those expenses, 64 percent of the remaining research , 

and experimentation expenses are to be allocated to the place where 
the activities are performed. Therefore, 64 percent of the remaining 
qualified research and experimental expenses conducted in the U.S. are 
allocated to income from U.S. sources and 64 percent of expenses for 
research and experimental expenses conducted outside the U.S. are 
allocated to foreign sources. After subtracting this amount, the 
remaining portion of the expenses will be apportioned on the basis of , 
either gross sales or gross Income. However, if the taxpayer elects I 

to use gross income, the amount apportioned to foreign sources must be 
at least 30 percent of the amount that would be apportioned to foreign 
sources on the basis of gross sales. I 

In addition, the provisioh clarifies the rules for research conducted 
in space, on or beneath the ocean, or on Antarctica. Research 
expenses Incurred by U.S. persons for activities conducted in such 
areas will be allocated and apportioned in the same manner as 
act~vities conducted in the U.S. However, expenses incurred by a 
non-U.S. person will be allocated and apportioned in the same manner I , 

as activltles conducted outslde the U.S. 

For affiliated groups of companies, the expenses will be allocated as , 
if all members 02. the group, plus any possessions corporations, were a 
single corporation. There are special allocation rules for U.S. 
possessions corporatlons. The allocation provision applies to the 
portion that bears the same ratio to total qualified research and 
experimental expenses as: 

a 1. the lessor of four months or the number of months in the tax 
year, bears to 

2. the number of months ~n the tax year. I 

EFFECTIVE,DATE OF FEDERAL PROVISIONS 

This prov~sion applies to foreign research and experimental expenses 1 

incurred for the first four months of the first taxable year beginning 
after August 1, 1987, with such expenditures treated as if incurred 
ratably throughout the taxable year. 

For U.S. possession corporatlons, the provisions apply to the 
taxpayer's firat taxable year beginning after August 1, 1987. 
However, the rules apply only to a portion of the taxpayer's qualified - 
research and experimental expenditures for that tax year. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE IV: Extensions and Modifications of Expiring T a x  Provisions 

ACTION: EXTENDS TARGETED JOB C R E D I T  FOR ONE YEAR AND MODIFIES 
THE CREDIT F O R  DISADVANTAGED SUMMER YOUTH E M P L O Y E E S .  

Act Section 4010 

BACKGROUND 

The targeted job credit came Into existence in 1979 as an incentive to 
employers to hire persons from specified groups which have a high rate 
of unemployment or special employment needs. 

The Callfornla targeted job credit provisions have been amended 
several tlmes. These amendments lnclude technical corrections, 
addltlons of targeted groups, extension of expiration dates, changes 
In the age requirements, and changes In the percentage of credit 
allowed- Thus, the state credit is substantially different that the 
federal credit. 

CURRENT C A L I E ' O H N I A  LAW (Sec. 17053.7 and 24330) 

The California Personal 1ncome'~nx Law and Bank & Corporation Tax Law, 
allow a limited credit for wages paid to certain qualified employees. 
At present, the California credit is 10 percent of the first $3,000 of 
wages paid during the taxable year and continues for a 24-month period 
beginning with the first day of employment. The credit is limited to 
an aggregate of 5600 per qualified employee, A qualified employee is 

c) defined as: 
.. -, /J 

1. an individual unrelated to the taxpayer and 

2. certified by the California Employment Development 
Department under Unemployment Insurance Code Section 328 or 
by the State Department of Social Services. 

The California credit, unlike the federal credit, allows the job 
credit for wages paid to temporary laborers hired during a labor 
dlspute. The California credit does not provide a greater benefit to 
employers hiring summer youth (85% vs 40% for federal). 

In addition, if the wages upon which the credit is allowed qualify as 
n deductible expense, California law allows a business expense 
deduction in addition to the credit. Federal law prohibits a 
deduction where a credit is allowed. 

The current California credit does not apply to individuals hired 
after December 31, 1989. 

NEW FEDERAL LAW (Sec. ,5l (c) and (d> 1 

Under the new provision, federal law is amended to extend the credit 
to amounts paid or incurred to a targeted-group individual who begins 
work for the employer after December 31, 1988 and before January 1, 



The Act also limits the credit in two respects for disadvantaged 
summer youths. First, the category of economically disadvantaged 
youths is restricted to those aged 18 through 22. Second, the Act , 
reduces the credit amount from 85 percent to 40 percent. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies with respect to targeted-group individuals who 
begin work for the employer after December 31, 1988 and before January i 

1, 1990. The credit does not apply with respect to individuals who I 

begin work for the employer after December 31, 1989. 

The authorization for appropriations is effective for the period 
, 
I 

October 1, 1988 through September 30, 1989 (fiscal year 19891. / 

STATE REVENUE IMPACT 

Not applicable. The California credit already applies to individuals 
hired before January 1, 1990. 



TITLE IV Extensions and Modifications of Expiring Tax Provisions 

ACTION: CODIFIES AN EXCEPTION THAT EXPENSES OF PUBLICLY OFFERED 
MUTUAL FUNDS ARE NOT TREATED AS MISCELLANEOUS ITEMIZED 
DEDUCTIONS SUBJECT TO TWO-PERCENT FLOOR 

Act Section 4011 

For tax years beginning after 1986, certain miscellaneous itemized 
deduction are deductible only by an individual to the extent that the 
cumulative total of these expenses exceeds two percent of the 
.taxpayer's adjusted gross income. Under the Tax Reform Act of 1986, 
the Treasury was directed to issue regulations that would prevent an 
individual's use of pass-through entities to deduct expenses that 
would not otherwise be deductible if the individual incurred the 
expenses directly. 

The pass-through restrictions would apply to indirect expenses from 
regulated ~nvestment companies (mutual funds). Each shareholder would 
report his share of gross lncome from the fund, but his share of the 
fund's expenses would be subject to the two-percent floor. The 1987 
Omnibus Reconciliation Act delayed treatment of the expenses from 
publlcly offered mutual funds as miscellaneous itemized deductions 
untll tax years beginning after 1987. 

Congress In TAMRA enacted a new provision to extend the exemption for 
publicly traded mutual funds as provided in the Omnibus Reconciliation 

) Act of 1987. For tax years beginning after 1989, the exemption will '\ , not apply. But, as the Act is now written, nelther will the 
pass-through regulatlons. Thxs was a draft~ng error since the new 
provision glves the Treasury Department the authority to issue 
pass-through regulations. Unless the provision is corrected, publicly 
offered mutual funds and any other pass-through entity will not be 
sub3ect to leglslatlve regulatlons. 

Although California has incorporated Internal Revenue Code Section 67 
for taxable years beginning on or after January 1, 1987, it also 
incorporated Section 10104 of the Revenue Act of 1987. This section 
delays the application of the two-percent floor to publicly offered 
regulated investment companies until taxable years that begin on or 
after January 1, 1988. Since a new provision has not been enacted or 
incorporated for California purposes, indirect mutual fund shareholder 
expenses for tax years beginning after 1987 are deductible only as 
miscellaneous itemized deductions and are subject to the two-percent 
floor. 

NEW FEDERAL LAW (Sec. 67(c>) 

The new provision amends the section relating to miscellaneous 
deductions from pass-through entities by adding publicly offered 

") . reguiated investment companies (mutuai funds) to the section. Under 
l 
J the provision, the expenses of publicly offered mutual funds will not 

be treated as miscellaneous ltemized deductions subject to the 
two-percent floor for tux years beginning in 1988 and 1989. 



The new law deflnes mutual funds as having its shares: 
I 

1. publicly offered under Section 4 of the Securities Act of I 
1 

1933, 

2. regularly traded on an established securities market, or 

3. held by or for no fewer than 500 shareholders at all times 
during the taxable year. I 

In addition, the provision authorizes the Treasury Department to issue 
regulations reducing the 500 shareholder requirement where the mutual 
fund experiences a loss of shareholders through the net redemption of j 
their shares. 

EFFECTIVE DATE OF FEDERAL PROVISlONS 

This provision is effective for taxable years beginning after December 
31, 1987. r 

STATE REVENUE IMPACT 

Based on national estimates by the Joint Committee on Taxation, 
comparable revenue losses under the Personal Income Tax Law are 
estimated to be in the S12 million range for 1988-89 and the $10 
milllon range for 1989-90. These losses are primarily baseline 
revenue effects which for California purposes will automatically occur 
due to the nonreportlng of expense information to shareholders. 



TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: EXTENDS THE TAX-FREE REORGANIZATTON RULES FOR INSOLVENT 
I FINANCIAL INSTITUTIONS TO APPLY TO OWNERSHIP CHANGES 

OCCURRING AFTER DECEMBER 31, 1988 AND BEFORE JANUARY 1, 
1990 

Act Sectlon 40121al 

BACKGROUND 

The law contains statutory language enacted to facilitate the recovery 
of flnanclally troubled savings and loans in order to protect the 
interests of depositors and employees. A s  these types of institutions 
continue to experience financial problems, the law is being perfected 
to address more spec~fic tax problems and to widen the scope of 
application to other financial institutions beyond savings and loans, 

More specifically, provisions relating to "G" reorganizations 
(commonly named from the federal code section citation (IRC Sec. 
368<a) (1) ( G > >  relating to the reorganization of insolvent savings 
institutions which were due to expire December 31, 1988 were extended 
one year, 

CURRENT C A L l F ' O R N l A  LAW (Sec. 245621 

California law 1s in conformity with prior federal law wlth regard to 
the reorganlzatlon of insolvent financial institutions, however the 
state provision does not apply to acquisitions after December 31, 

-) 
1988. 

/ 

NEW F E D E R A L  LAW (Sec. 382(1>(5) (F)) 

Under prior federal law, the special provisions for insolvent savings 
institutions were due to expire December 31, 1958. This act extends 
the federal provisions for one year. 

I E F F E C T l V E  D A T E  OF F E D E R A L  P R O V i S l O N S  
I ~ 

The rules are effective for,ownership changes occurring after December 
31. 1988 and before January 1, 1990. 

I STATE REVENUE IMPACT I 

I 
I 

State revenue losses from an extension of FSLlC provisions would be 
significant. National estimates by the Treasury and the Joint I 

I Committee on Taxatlon are characterized as tentative and subject to I 

revision at any time. The development of state estimate6 will depend 1 
I on the avallablllty ot relevant state-speclfic information from 
I 
I federal sources. 



TITLE I V :  

ACTION: 

Extensions and Modifications of Expiring Tax Provisions I 

EXTENDS THE SPECIAL RULES FOR FINANCIALLY TROUBLED I 

FINANCIAL INSTITUTIONS TO BANKS AND DOMESTIC BUILDING 
AND LOAN ASSOCIATIONS 

Act Sectlon 4012(b> 

BACKGROUND 

The law contains statutory language enacted to facilitate the recovery 
of financially troubled savings and loans in order to protect the 
interests of depositors and employees. As these types of institutions , 
continue to experience financial problems, the law is being perfected I 

to address more specific tax problems and to widen-the scope of 
I 

application to other financial institutions beyond savings and loans. 

More specifically, assistance payments received from the Federal 
Deposit Insurance Corporation (FDIC) are not includable in the income 
of banks and bullding and loan associations to which the payment are 
made, and no reduction in basis is required as a result of such 
payments. Other provisions relating to the treatment of net operating 
losses, loan portfolio built-in losses and interest expenses as a 

I 
resuit of these payments, and repayments are extended to such 
instltutlons, a s  well as making the tax-free reorganization rules I 

appiy regardiess of whether continuity of interest of the transferor 
exists. 

CURRENT CALlE'ORNIA LAW (Sec. 24322 and 24562(d)> 

California iaw is 1x1 conformity wlth prlor federal law w ~ t h  regard to 
the treatment of assistance payments from the Federal Savings and Loan 
Insurance Corporation (FSLIC) prlor to the enactment of the TAMRA 
proxasions. However, the state provision does not apply to amounts 
recelved after December'31, 1988 in income years ending after that 
date. 

NEW FEDERAL LAW (Sec. 368(a>, 382(1>, 597)  

Under prlor federal law, the provisions relating to financially 
troubled financial institutions applied to savings and loans only. 

Under TAMRA, assistance payments received from the Federal Deposit 
Insurance Corporation (FDIC) are not includable in the income of banks 
and building and loan associations to which the payments are made, and 
no reduction in basis is required as a result of such payments. 

Also, provisions relating to the treatment of net operating losses, - 
lonn p~rtfoliu built-in lass& and interest expenses us n result of 
these payments, and repayments of the assistance are extended to such 
institutions. 

In addition, tax-free reorganization status 1s extended to these 
institutions, regardless of whether continuity of interest of the 
t r a n s f  eror e:%l.sts. 



I , - 
i EFFEC ' r lVE DATE O F  F E D E R A L  P R O V I S I O N S  

I 

I The new rules for banks a r e  effective f o r  payments m a d e  after D e c e m b e r  
31, 1988 through December 31, 1989. 

S T A T E  REVENUE IMPACT 

Natlonal estimates lndlcate that revenue losses attributed to the 
extension of tax-free reorganlzatlon provisions to banks would not be 
slgnlflcnnt as long as the generally healthy condition of the i n d u s t r y  
continues. Thls generallzatlon also a p p l i e s  to C a l ~ f o r n i a  banks. 
According to the Cal~fornla Banker's Association, FDIC has not 
provlded flnanclal assistance to a California bank f o r  the 1983-87 
period- Bank fallures have been pr~marily small banks for which FDIC 
has elther found an lnst~tutlon to assume the liabllitles or paid off 
depos~tors . 



TITLE IV: Extensions and Modifications of Expiring Tax Provisions 

ACTION: ESTABLISHES SPECIAL RULES FOR FINANCIALLY TROUBLED 
FINANCIAL INSTITUTIONS GOVERNING THE CARRYFORWARD OF 
NET OPERATING LOSSES, BUILT-IN LOSSES AND THE TREATMENT 
OF REPAYMENTS. 

Act Section 4012(cl 

BACKGROUND 

The law contains statutory language enacted to fac~litate the recovery 
of financially troubled savings and loans in order to protect the i 

interests of depositors and employees. A s  these types of institutions I 
continue to experience financial problems, the law is being perfected 
to address more speclfic tax problems and to widen the scope of I 

application to other financial institutions beyond savings and loans. ! 

More speclflcally, when assistance payments received from the Federal 
Savings and Loan Insurance Corporation (FSLIC) or the Federal Deposit 
Insurance Corporation (FDIC) (whlch are not includable In ~ncome), 

I 

then net operating losses, loan portfolio built-in losses and interest 
expenses are reduced by SOZ of the payments. Bullt-in portfolio 
losses to be reduced lnclude bu~lt-in losses on property, losses on 1 
marketable securltles, and bullt-ln loan portfolio losses. If any 
asslstance payment IS repald, the taxpayer may adjust prior year 
deductions that were reduced as a result of the 50% rule. I 

CURRENT CALIFORNIA LAW (Sec. 24322) 

California iaw 1s In conformity wlth prlor federal law with regard to 
the treatment of asslstance payments from FSLIC prior to the enactment 
of the TAMRH provlslons, however, the state provisions do not apply to 
amounts recelved after December 31, 1388 in income years ending after I 

that date. 

NEW FEDERAL L A W  (Sec. 

Under prior federal law, the special provisions for financially 
troubled savlngs and loans were due to explre December 31, 1988. This ; 
act extends the federal provisions for one year. ' ! 

Under the new provlslons, assistance payments to financially troubled 
flnanclai lnstltutlons made from the FDIC or FSLIC reduce net 
operating losses, loan portfolio bullt-in losses and interest expenses 
by 50% of the payments. 

Also, the new law specifies that in determining the built-in portfolio 
losses to be reduced by the percentage of assistance payments, such 
losses include built-in losses on property, losses on marketable 
securities, and built-in loan portfolio losses. 

In add~tlon, TANKA addresses the repayment of any asslstance payment, 
statlng that the taxpayer may deduct an amount equal to any deductiona , 
they may nave made In prlor L a x  years as a result of the 50% reduction 
rule for assistance payments recelved. 



4 EFFECTIVE DATE OF FEDERAL PROVISIONS 

The rules are effective for payments made after December 31, 1988 
through December 31, 1989. 

I 

STATE REVENUE IMPACT 

Pending. State revenue estimates depend,on the availability of 
relevant state-specific information from federal sources. 



TITLE V: Revenue Increase Provisions 

SUBTITLE A: Corporate Estimated Tax Provisions 

ACTION: REQUIRES ANY CORPORATION USING THE ANNUALIZATION 
EXCEPTION TO MAKE UP 100 PERCENT OF THE SHORTFALL TO 
AVOlD AN ESTIMATED TAX PENALTY 

, 

Act Section 5001 

BACKGROUND 

A corporatlon must make estimated tax payments. For tax years 
1 

beglnnlng after December 31, 1987, every corporatlon is required to 
make four lnstallment payments of estimated tax. Each installment is 
equal to 25 percent of the corporation's required annual payment. The 
requlred annual payment is lesser of 90 percent of the tax shown on 
the return for the current year or 100 percent of the tax for the 
preceding year, for other than large corporations. 

1 

The most wldely applicable exception to penalties for underpayment of 
estimated taxes IS the annualized lncome exception. Under current 
law, the required payment amount 1s computed by multiplying each I 

installment by a percentage (22 .5  percent for lnstallment 1, 45 I 

percent for lnstallment 2, 67.5 percent for installment 3, and 90 
percent for lnstallment 4 )  by the full tax payable on annualized 
Income, subtracting any prlor tax payments. For both large and small 
corporations the amount of any requ~red payment does not have to 
exceed an amount that would be due if the total payments up to the 
installment due equal 90 percent of the tax due lf the lncome was I 

annualized. Any reduction in an installment payment from using 
annuailzed lncome must be made up In the subsequent payment if the 
corporation does not use the annualized method to compute that 
payment. If the subsequent lnstallment makes up at least 90 percent 
of the prior installment's shortfall, no penalty is imposed. 

Congress was concerned that two corporations, one with fluctuating 
income (especially one with low income for the first part of the year) 
and one wlth steady income flow throughout the year are subject to 
different estimated tax liabilities. Therefore, Congress enacted a 
provision whlch eliminates the ability of corporations with 
fluctuating income to reduce the total amount of estimated tax 
payments owed for any year. 

CURRENT CALIFORNIA LAW (Sec. 25954) 

All corporations subject to franchise or income tax are required to i 

pay estimated tax during the income year. A corporation that does not 
pay its estimated t a x  when due may be charged an underpayment penalty 
for the period of underpayment. California law is substantially 
different than federal law. 

The California penalty has provisions 'or use of the annualization 
method of estimating income. First, there is no penalty if the 
lnstallment 1s at least 90 of the t a x  due, annualized from the first 
of the year to the end of the month preceding each installment month. 
The second exception 1s for corporations earnlng seasonal Income. 
Thls exception 1s generally the same as that contained in federal law. 



i 
I Corporations wlth seasonal lncome whlch, in the preceding three 

I 
I taxable years, have had taxable lncome for any period of six 

successive months that averaged 70 percent or more of the total income 
I for the taxable year quallfy for this exception. They may annualize 

their lncorne by assumlng that the income is earned, in the current 
year, in the same pattern as In the preceding taxable years. 
Estimated lncome taxes would be required to be paid in the same 
seasonal pattern I n  whlch earned. 

NEW FEDERAL LAW (Sec. 6655(e>(l)> 

Under the new provision, any corporation using the annualization 
exception must make up 100 percent of the shortfall in the subsequent 
installment to avoid an estimated tax penalty. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for estimated tax payments required to be 
made after December 31. 1988. 

STATE REVENUE IMPACT' 

I Not applicable under California's estimated tax structure. 



TITLE V: Revenue Increase Provisions 

SUBTITLE B: Insurance Provisions 

ACTION: LIMITS THE AMOUNT OF MORTALITY AND EXPENSE CHARGES THAT / 
CAN BE TAKEN INTO ACCOUNT IN DETERMINING WHETHER A 
CONTRACT MEETS THE DEFINITION OF LIFE INSURANCE 

Act Section 5011 

BACKGROUND 

In the Deficit ReductLon Act of 1984, Congreas attempted to reduce the 
tax advantage of single premium life and other investment-oriented 
insurance contracts. That Act attempted to limit the tax-deferred 
growth of these types of contracts by requiring them to meet strict 
guidelines in order to qualify as a life insurance contract. Under 
those rules, a contract qualifies if it is a life insurance contract 
under applicable state or foreign law and it meets either of these 
tests : 

1. Cash-value accumulation test; 

2. Guideline premlum/cash-value corridor test. 

The greater the mortality and expense charges, the greater the 
aliowable cash surrender value under the cash-vaiue accumulation test 
or the amount of the premium that can be paid for the contract under 
the guideline premium test. A s  a result, insurance companies have 
been able to maximize tax-deferred buildup within the guideline 
prescribed by stating higher mortality and expense charges than the 
company actually charges. 

Congress enacted a new provision to limit the amount of mortality and 
expense charges that can be taken in determining whether a contract 
meets the definition of a life insurance contact. 

CURRENT CALIFORNIA LAW (Sec. 17020.6 and 23045) 

California law is in conformity with federal law. 

NEW FEDERAL LAW (Sec. 7702(c)> 

This Act modifies the federal law with regard to mortality and expense 
charges. Under the new provision, the mortality charges are limited 
to reasonable charges as determined in regulations. And, except as 
provided in those regulations, the charges may not exceed the amounts 
specified in standard tables at the time the contract is issued. The 
Secretary of the Treasury is directed to issue regulations by January 
1, 1990 to set forth the standards for determining the reasonableness 
of mortality charges. Pending the issuance of regulations, mortality 
charges are to be deemed reasonable if they do not differ materially 
from the charges actually expected to be imposed by the company, 
taking into account any reievant characteristics of the insured of 
which the company is aware. 

Also, expense charges must be reasonable and must be charges that are . 
reasonably expected to actually be paid. This provision provides that 



companies with no experience in determining reasonable charges may, to 
the extent allowed under regulations, use the industry-wide experience 
to make such determination. Furthermore, no charge will be taken into 
account, ~f a charge is not specified in a contract, 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to contracts entered into on or after October 
21, 1988. 

STATE REVENUE IMPACT 

The Joint Committee on Taxation has included this rather minor 
provlslon with Act Section 5012 (new limits on modified endowment 
contracts). Refer to the latter provisions for combined state revenue 
impact. 



TITLE V :  Revenue Increase Provisions 

SUBTITLE B: Insurance Provisions 

ACTION: ENACTS NEW LIMITS ON MODIFIED ENDOWMENT CONTACTS 

Act Section 5012 I 

BACKGROUND 
1 

In.the 1984 Deficit Reduction Act, Congress attempted to limit the 
I 

purchase of life lnsurance contracts as an investment. Since 
insurance proceeds receive favorable tax treatment, these contracts 'I 
were often used as tax-sheltered ~nvestments. 

However, according to Congress, the 1984 Act did not place strict 
enough constraints on single premium life insurance contracts. Single 
premlum insurance contracts have three primary benefits: 

1. Undistributed investment income earned on premiums which 
qualify as life insurance is not currently taxed,. 

2. Death benefits paid under a life insurance contract are 
excluded from gross income, and 

3. Amounts recelved under a life insurance contract before 
death of the lnsured are not included in income to the i 
extent t h a ~  the amount recelved is less than the investment. ' 

Thls favored tax treatment for the ~nsurance lndustry has met with I 

hard criticism. Other tax-sheltered program (i.e. mutual funds and 
certificates of deposit) have been subject to legislation which 
reduces thelr tax-favored status. Also, many insurance contracts ere 
not subject to penalties and restrictions on withdrawals and 
contributions that apply to other tax-favored savings plans. 

CURRENT CALlFOhNlA LAW (Sec. 17034, 17085, 23036 and 24272.2) 

Californ~a has no' provision relating to "modified endowment 
contracts". However, California is in conformity with federal law 

! 

! 
relating to life insurance contracts as well as rules for 
distributions of annuity contracts and penalties for premature 
distributions. The California penalty on premature distribution of 
annuities is 2 1/2 percent versus the federal 10 percent penalty. 

NEW FEDERAL LAW (Sec. 26, 72 and 7 7 0 2 A )  

As a result of the cr~ticlsm, Congress enacted a new provision which - 
focuses on the treatment of monies received under a life insurance 
contract prior to the death of the insured, known as "Modified 
Endowment Contracts". These contracts are generally purchased 
primarily as an investment rather than as life insurance. 

Definition 

Under the new provision Congress defines modified endowment contracts 
as those whose premlum payments are greater that the amount needed to 
fund a deflned level of future death benefits. Specifically, a 



modified endowment contract is any contract that satisfies the 
present-law def.inition of' a life insurance contract, but fails to 
satisfy the "7-pay test". In order to satisfy the 7-pay test, a 
contract must provide greater insurance protection per premium dollar 

\ than is required to meet the definition of an insurance contract. 
Modified endowment contract also includes any contract that is 
recelved in exchange for a modified endowment contract. 

Distribution Rules 

If an insurance contract is classified as a modified endowment 
contract, amounts received under the contract are treated first aa 
income and then as recovered basis. Amounts received under the 
contract that are greater than the excess of the cash surrender value 
of the contract over the taxpayer's investment are treated as a return 
of capital and reduces the taxpayer's investment in the contract. 

Loans under the contract (and loans secured by that contract) are 
treated as amounts received under Lhe contract- An exception is 
provlded where an assignment or pledge was made solely to cover 
payment of burial expenses if the maximum death benefit under the 
contract is 525.000 or less. 

In determining whether amounts payable or borrowed under the contract 
are considered as a dlstrib.utlon, only amounts in the nature of a 
dividend that is retained by the insurer as a premium are not included 
In the gross income of the contract owner. 

10 Percent Additional Tax 

, ,---'-I 
; 1 A 10 percent additional tax is imposed on the amount that is 

includible in gross income as a distributio? from a modified endowment 
contract in the taxable year. However, the additional tax is not 
applicable to any distribution: 

1.. Made on or after the date on which the taxpayer becomes age 
59 i / f ,  

2. .Which is attributable to the taxpayer's becoming disabled, 
or 

3. Which is part of equal periodic payments (not less frequent 
than annual) made for the life expectancy to the taxpayer or 
the joint life expectancy of such taxpayer and'the 
beneficiary . 

EFFECTIVE DATE OF FEDERAL PROVlSIONS 

The provisions apply to contracts entered into, or materially changed, 
on or after June 21, 1988. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxat~.on, comparable revenue gains for California would be i n t h e  S4 
million range for 1983-90 and the 57 million range for 1940-91. These 
estimates lnclude the minor effect of Act Section 5011 (mortality and 
expense charge ilmitations for life insurance contracts). 



TITLE V: Revenue Increase Provisions 

SUBTITLE B: Insurance Provisions 

ACTION: DELETES SPECIAL VALUATION OF GROUP TERM LIFE INSURANCE 
PROVIDED INDIVIDUALS OVER 63 

Act Section 5013 

BACKGROUND 

In general, the cost of group term life insurance which is carried by 
an employer is determined by a standard rate table (see below), which 
is prescribed by regulation and in which the premium value is 
determined by an individual's age, increasing in 5 year increments. 

Using this method, the cost of' insurance provided en individual 64 
years of age or older is valued at the same etandard premium rate as 
an individual 63 years of age. (Since the insurance coat table 
utilized is structured in 5 year brackets, it is individuals over age 
64 who actually receive special treatment). As a result, the value of 
life insurance carried by an employer for an individual over the age 
of 63 tends to be undervalued. 

Because the value of group-term life insurance determined by this 
method, and hence the amount which may be required to be included in 
an individual's gross income for tax purposes, is less than the 
age-related value of the insurance provided individuals aver the age 
of 64, the present law benefits older individuals who are provided 
group-term life insurance by their employer. Since Congress did not 
identify a policy rationale which justifies the special treatment of 
employer-provided life insurance costs for individuals over age 63, 
this act repealed the special rule for individuals over the age of 63, 
and"the standard premium rate table will be revised to include 
brackets for over the age of 64. 

CURRENT CALIFORNIA LAW (See. 

California and federal law, relating to the value of employer-provided 
group-term life insurance which must be included in an individual's 
gross income for tax purposes, are the same. 

Under current law, the cost of group-term life ineurance carried by an 
employer must be included in an individual's gross income to the 
extent that the cost ie related to the  proceed^ of the policy which 
are in excess of S50,OOO. In addition, highly compensated employees 
must include the value of employer-provided life insurance to the 
extent that insurance is provided to those employees on a 
discriminatory basis. 

The age-related premium value of ineurance is prescribed by 
regulation, and is reflected in a standard rate table. However, the 
premium value of insurance provided a person who is over the age of 63 
is determined as if the individual is 63. 

Current Group-Term Life Insurance Table 

Cost per 51,000 of protection for a 1 month period 



- 5 yr. age bracket - 
Under 30 ................................... S O . 0 8  
30 to 34 ................................... .09 
35 to 39 ................................... 011 
40 to 44 ,........................,....... .I7 
45 to 49 .,...........,..........,........... -29 

I 50 to 54 ................................... -48 
................................... ................................... 55 to 59 .75 

60 to 64 1.17 

1 In addition, current law includes grandfather clauses for life 
insurance policies in existence on January 1, 1984 and covering f o r ~ e r  

I employees who were retired or who had attained age 55, without regard 
to whether the policy exceeds 550,000. 

NEW FEDERAL LAW (Sec. 79 Cc) 1 

This section of the act reviaea the determinakion of the coat of 
group-term life insurance provided by an employer, by repealing the 
rule which measures the age-related premium value of insurance 
provided for a person over 63 at the same rate the value is computed 
for in~urance provided an individual 63 years of age. A s  a result, 
the standard premium value rate table which is structured in five year 
increments, will be revised to include age brackets over 64. 

! However, individuals eligible for treatment under the grandfather 

I clauses related to the 1984 Deficit Reduction A c t  will continue t o  ~ retain their eligibility. 
I .. - 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The amendments contained in this section of the act apply to tax years 
beginning on or after January 1, 1989. 

I I 
I STATE REVENUE IMPACT 

I 
Based on national eatimates developed by the Joint Committee on 
Taxation, base-line revenue gains under the Personal Income Tax Law 
would be minor, in the 5500,000 range annually. This impact results 
from federal legislation. 



TITLE V: Revenue Increaee Provisions 

SUBTITLE C: Loss Transfer Rules for Alaaka Native Corporations 

/' 

ACTION: REPEAL SPECIAL MOL RULES APPLICABLE TO THESE 
CORPORATIONS 

I 

Act Section 5021 

BACKGROUND 

The 1986 Tax Reform Act in a noncode provision permits Alaska Native 
Corporations to transfer unused credits or operating lossee to other 
corporations. 

CURRENT CALIFORNIA LAW I 

I 

California did not conform to this 1986 Tax Reform Act noncode 
provision. 

NEW FEDERAL LAW Cnoncode provision) 

TAMRA repeals these special rules which are applicable only to Alaska 
Native Corporations. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 
I 

This section applies to losses and credits which arias after April 26, 
1988. This section does not apply to any 108s or credit of a , 

corporations if such corporation was in existence on April 26,1988, 
and the losa or credit ie used to offaet income aeeigned in accordance 
with a binding contract entered into before July 26, 1988. 

Not applicable. 



J TITLE V: Revenue Increase Proviaions 

SUBTITLE D: Estate and Gift Tax Proviaione 
I 

i 

ACTION: REQUIRES AN UPDATE OF VALUATION TABLES FOR ANNUITIES, 
LIFE ESTATES, TERMS FOR YEARS, REMAINDER AND 
REVERSIONARY INTEREST 

Act Section 5031 

BACKGROUND 

The Internal Revenue Service publishes  table^ to be used to value 
annuities, interests for life or terms for years, or remainder or 
reversionary interests. The Internal Revenue Service has propoaod 
amendments to the regulation under those code sections khat deal with 
the valuation of annuities, life estates, terms for years, remainder 
or reversionary interests, which provide gender-neutral mortality 
tables. These proposed regulations, which are baaed on assumed rate 
or return of 10 percent, rather that six percent, became effective 
after November 30, 1983. The laat published Internal Revenue Serv~ce,  
tables in 1984, use a '10 percent interest rate and are baaed on 
mortality assumptions published in 1969 through 1971. 

Congress enacted a new provision to reflect a nore accurate valuation 
method. Under the new provision, the Internal Revenue Service io 
required to publish new tables reflecting the most up-to-date 
mortality experiences using a rate equal to 120 percent of the federal 
mid-term .rate (generally the average rate of federal marketable 

') obligatione with remaining periods of more than three but lrrr than 
nine years). Also, the Internal Revenue Service must revise the 
tables at least once every 10 years. 

CURRENT CALIFORNIA LAW ( ~ e c .  17731) 

California conforma with the federal code section dealing with the 
valuation of annuities, life estates, terms of years and remainder or 
reversionary interests. 

NEW FEDERAL LAW (Sec. 7520) 

Under the new provision, the value of any annuity, any intereet for 
life or a term for years, or any remainder or reversionary interest 
shall be determined as followa: 

I 
1. under tables prescribed by the Secretary, and I 

1 

2. by using an interest rate (rounded to the neareet 2/10tha of 
one percent) equal to 120 percent of the federal mid-term ' 

rate in effect under section 1274(d)<l) for the month in 
which the valuation date falls. 

I 
If an income, estate, or gift tax charitable contribution deduction is 
allowable for more than an insignificant part of the property 

,-I transferred, the taxpayer may elect to uae such federal mid-term rate 
for either of the two months preceding the valuation date. 



The new provision does not apply to.interests valued with respect to 
qualified plans or in other situations specified in Treasury 
Regulations. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to interests valued on or after May 1, 1989. 

STATE REVENUE IMPACT 

The Joint Committee on Taxation has eatimated revenue gains for the 
nation of less than $10 million annually. Comparable a t a t e  revenue 
gains. would be minor, in the 5250,000 range annually. 



4 TITLE V: Revenue Increase Provisions 

SUBTITLE E: Long-Term Contracts 

ACTION: CHANGES THE PERCENTAGE OF COMPLETION-CAPITALIZED COST 
METHOD OF COMPUTING INCOME FROM LONG-TERM CONTRACTS 

Act Section 5041 

BACKGROUND 

The federal Tax Reform Act of 1986 (P.L. 99-514) added Internal 
Revenue Code Section 460, establishing a new method of accounting for 
contracts which take more than one year to complete <long-term 
contracts). For contracts entered into after February 28, 1986, a 
taxpayer must use either the percentage of completion method of 
accounting, which brings into income and deducta as expenses amounta 
based on the percentage of the contract which has been completed 
during the year, or a hybrid method called the "percentage of 
completion capitalized-cost method". That hybrid method provides that 
40 percent of items (income and expensee) with reapect to a long term 
contract must be reported under the percentage of completion nethod, 
while the remaining 60 percent of the items with respect to the 
contract muat be taken into account under the taxpayer's!, normal method 
of accounting (such as the completed contract method which defers the 
reporting of items until the year the contract is completed). 

The federal Revenue Act of 1987 (P.L. 100-203) changed the percentage 
of completion-capitalized cost method for contracts entered into on or 
after October 13, 1987, requiring that 70 percent be taken into 
account currently and 30 percent be taken into account under the 
taxpayer's normal accounting method. An exception to this change is 
provided for certain "qualified ship contracts". Consietent with this 
new rule, the calculntion of interest for underpayments and 
overpayments with respect to theae contracts during a "look-back 
period" will be based on 70 percent of the items taken into account 
under the percentage of completion method. 

CURRENT CALIFORNIA LAW (Sec. 17551 and 24673.2> 

California adopted the federal TRA-1986 provisione by reference in 
Section 17024.5 (AB 53, Stats. 1987, Ch. 1138) and Section 24673.2 (SB 
572, Stats. 1987, Ch. 1139); and further modified Section 24673.2 by 
requiring, upon completion of a contract entered into after February 
28, 1986 during an income year beginning before January 1, 1987, that 
an adjustment to income be made to correct any underreporting or 
overreporting of income resulting from~differences between e t a t ~  and 
federal law for the income year in which the contract began (AB 2130, 
Stata. 1988. Ch. 11). 

California has not statutorily conformed to the 70%-30% change made in 
the percentage of completion-capitalized coat method by the federal 
Revenue ~ct'of 1987, nor has California conformed to the 90%-10% 
change enacted by the Technical and Miscellaneous Revenue Act of 1988 
(P.L. 100-6271 (see below); but administratively, to maintain 
consistency in accounting for state and federal purposes, will allow 
taxpayers to use the federal percentages, a8 specified above, rather 
than the 40%-60% statutory division. 



NEW FEDERAL LAW (Sec. 450 and 56(a) (3) ) 

For long-term contracts (other than qualified ship contracts) 
generally executed after June 20, 1988, current recognition of income 
and expenses under the percentage of completion-capitalized coat 
method of accounting is raised from 70 percent to 90 percent. Thus, 
items deferred (taken into account under the taxpayer's normal method 
of accounting such as the completed contract method, etc.) are reduced 
from 30 percent to 10 percent. However, this change does not apply to 
any contract resulting from the acceptance of an irrevocable bid made 
before June 21, 1988. 

Home construction contracts exception. Neither the percentage of 
completion method nor the percentage of completion-capitalized cost 
method of accounting applies to "home construction~contracta". 
Instead, the uniform capitalization rules apply to home construction 
contracts. "Home construction contracts" are contracts where at leaat 
80% of the estimated total costs to be incurred under the contract are 
attributable to dwelling units in a building with four or fewer I 

dwelling units. For this purpose, each townhouse or row house is 
treated as a separate building. 

The percentage of completian-capitalized cost method of accounting 
must be used for those residential construction contracts that do not 
qualify as "home construction contracts", but is modified to use a 70% 
current recognition/30% deferral rule rather than the 90%/10% rule. 

Sim~lified look-back method. When a long-term contract reported under 
the percentage of completion method is completed, a determination is 
made concerning whether the taxes paid regarding such contract for 
each year of the contract were more or lees than the amount that would 
have been due if gross income had been computed using the actual total 
contract price and the actual total contract costs, rather than the 
anticipated contract price and costs. 

Pass-through entities (partnerships, S corporations, and trusts) that 
are not closely held must apply the new simplified look-back method if 
substantially all of the income under a long-term contract is from 
sources within the United States. A closely held entity is an entity 
where 50% or more of the value of the beneficial interests are owned 
by five or fewer persons. The amount of taxes deemed overpaid or 
underpaid under a contract in any year ia determined at the entity 
level and is the product of the amount of contract income overreported 
or underreported for the year times the top marginal tax rate 
applicable for the year (the top corporate tax rate, or the top 
individual tax rate if more than 50% of the beneficial interests in 
the entity are held by individuals). Interest required to be paid on 
any underpayment of tax shall be paid by the entity, and interest - 
entitled to be received on any overpayment of tax shall be paid to the 
entity. The simplified look-back method generally applies to 
contracts executed after February 28, 1986, except for contracts 
completed in a tax year for which the due date of the return 
(including extensions) is before November 10, 1988, the date of 
enactment of TAMRA. 

Alternative minimum tax. In determining the alternative minimum 
taxable income for purposes of computing alternative minimum tax 
liability, "home construction contracts" of small contractors are not 



d considered long-term contracts. Thus, such contracts are not subject 
I 
I to the alternative minimum tax. Such contracts include "home 
I construction contracts" that are estimated to be completed within two 

years after the contract commencement date and are entered into by a 
taxpayer who has average annual gross receipts for the three tax years 
preceding the tax year in which the contract is executed that do not 
exceed 810 million. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

Changes in the percentage of completion-capitalized coat method apply 
to contracts entered into on or after June 21, 1988; except for 
qualified ship contracts, and for contracts resulting from the 
acceptance of an irrevocable bid made before June 21, 1988. 

The simplified look-back method applies to contracts entered into 
after February 28, 1986, 

I STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation and a prior analysis by the Policy Economics Group, state 
revenue gains are estimated to be in the 573 million range for 1989-90 
and the $77 million range for 1990-91. These estimates reflect 
increasing the current state requirement from 40% to 90% for the 
portions of the contract required to be computed under the percentage 
of completion method. 



TITLE V: Revenue Increase Provisions 

Tax-exempt Bond Provisions 

ACTION: IMPOSES NEW REQUIREMENTS ON PRIVATE ACTIVITY BONDS AS A 
CONDITION OF TAX EXEMPTION I 

Act Section 5051 

BACKGROUND 

Generally, for federal purposes interest on State and local government 
bonds is tax-exempt if the bonds are issued to finance governmental 
activities. However, if the bonds are issued to finance private 
activities for the benefit of the general publ.ic, the interest is 
taxable unless there exists a specific exception outlined in federal (I 

law. 

One of the exceptions in federal law is for pooled financing bonda. A I 

pooled financing bond is defined as any bond issue where an amount I 

exceeding the lesser of five percent or $5 million of the issue 
proceeds are reasonably expected, at the time of issue, to be used 
directly or indirectly to finance loans to two or more borrowers. 

Recently, Congress has found that some governmental units have 
increased their issues of tax-exempt bonds when no current financing 
was needed, solely as a hedge against a possible rise in interest 
rates. Congress enacted a new provision in order to eatabliah a 
statutory provision for the identification of the ultimate borrowers 
at the time of isaue, and a statutory restriction which relates to the j 
period in which the loans must originate. 

CURRENT CALIFORNIA LAW 

California does not have a provision which relates directly to the 
tax-exempt treatment of pooled financing bonds. Federal law provides 
a number of complex restrictions on the exclueion of state and 
municipal bond interest. California does not incorporate these 
federal sections. Instead, California excludes from .gross income 
interest earned on obligations issued by California or local 
governments within California, by the United States, or by territories 
of the United States. 

NEW FEDERAL LAW 

The new provision imposes two requirements that must be met in order 
for pooled financing issues to be tax exempt. I 

L. 

Reasonable Expectation Requirement 

This requirement is satisfied in regards to an isaue if the iasuer 
reasonably expects that as of the close of the three-year period 
beginning on the date of issuance, at least 95 percent of the net 
proceeds of the issue will have been used directly or indirectly to 
make or finance loans to ultimate borrowers. A s  for refunding bonda, 
the three-year period begins on the date of issuance of the refunded 
bond. 



3 " N e t  proceeda" a r e  t h e  p roceeds  of the isnue reduced b y  amounta i n  a 
r e a s o n a b l y  r e q u i r e d  r e s e r v e  o r  rep lacement  funds .  However, the 
proceeda  do n o t  i n c l u d e  p roceeds  used t o  f i n a n c e  costs or to pay 
i n t e r e s t  d u r i n g  t h e  t h r e e - y e a r  p e r i o d ,  

Changes i n  t h e  i n t e r e s t  r a t e s .  t he  Code, I R S  r e g u l a t i o n s ,  and IRS 
r u l i n g s  may n o t  be uaed as a baais for "reaaonable expectations", 

Cos t  of I s s u a n c e  Payment Requirement 

T h i s  r equ i rement  is s a t i s f i e d  i n  r e g a r d s  to an ieaue if: 

1- t h e  gaymenh of  l e g a l  and u n d e r w r i t i n g  c o s t s  a s s o c i a b e d  with 
t h e  i s s u a n c e  of t h e  i s s u e  is n o t  c o n t i n g e n t ,  and  

2. at least 95 p e r c e n t  o f  t h e  r e a s o n a b l y  expec ted  legal and 
underwr i t ing  c o s t s  are pald no l a t e r  than  t h e  180th day 
a f t e r  t h e  d a t e  of i s s u a n c e .  

EFFECTIVE DATE O F  FEDERAL PROVISIONS 

I n  g e n e r a l ,  t h e  p r o v i s i o n  a p p l i e s  t o  bonds i s s u e d  a f t e r  October 21, 
1988. However, t h e r e  is a s p e c i a l  r u l e  f o r  r e f u n d i n g  bonds.  I n  t h e  
c a s e  o f  a bond ieaued t o  re fund  a bond i a s u e d  b e f o r e  October  22, 1988 
t h e  f o l l o w i n g  r u l e s  apply:  

1. The t h r e e - y e a r  p e r i o d  r e q u i r e m e n t ,  which would n o r m a l l y  have  
exp i red  on or b e f o r e  October 22, 1989, w i l l  e x p i r e  on 

-. 

1 
, .Ockober ..21, 1990. 

2. For bonds e x p i r i n g  a f t e r  October  22, 1989, the p o r t i o n  of 
t h e  proceeds  of a r e f u n d i n g  i e a u e ,  which is a v a i l a b l e  t o  
provide  l o a n s ,  w i l l  b e  t r e a t e d  ae35roceeds  of a s e p a r a t e  
i s s u e  s u b l e c t  t o  t h e  r e q u i r e m e n t s  of t h e  new p r o v i s i o n .  

STATE REVENUE IMPACT 

Not a p p l i c a b l e .  



TITLE V: Revenue Increase Provisions 

SUBTITLE G: Excise Tax Provisions 

ACTION: IMPOSITION AND MODIFICATION OF EXCISE TAX PROVISIONS ' 

Act Se'ction 5061, 5063 and 5072 

/ 
BACKGROUND 1 

The federal government imposes numerous excise taxes either as direct 
taxes or as penalty provisions throughout the Internal Revenue Code. 

CURRENT CALIFORNIA LAW 

The provisions of the Revenue and Taxation Code administered by the 
Franchise Tax Board do not impose excise taxes nor a tax on the I 

reversion of pension plan assets. 

NEW FEDERAL LAW 
1 )  

TAMRA imposes an excise tax on manufacture or importation of pipe 
tobacco and modifies the excise tax on distilled spirits. In addition, 
under TAMRA the exciee tax imposed on employers upon the reversion to 
the employer of pension plan assets is made due on the last day of the 
month following the month in which the reversion occurs. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provieions relating to distilled spirits take effect November 10, 
1988 the tobacco provision starts January 1, 1989 and the modification 
to the employer reversion tax applies to reversions after December 31, 
1988. .. 

*. 
STATE REVENUE IMPACT 

Not applicable. 



TITLE V: Revenue Increase Provisions 

SUBTITLE A: Other Revenue Increaae Proviaions 

ACTION: INCREASE PENALTY FOR BAD CHECKS 

Act . Section 5071 

BACKGROUND 

The Internal Revenue Service (IRS) is authorized to impoae a penalty 
for dishonored checks. The penalty (which was 1% of the amount of the 
check, except that if the check amount wae less than S 5 0 0 ,  then the 
penalty was the lesser of $5 or the amount of the check) had not been 
changed since 1954. 

Section 6157 of the Government Code authorizes the State to charge a 
reasonable amount not to exceed $10 for dishonored checks. The charge 
nay be added to and become part of the,underlying obligation, 

According to the State Administrative Manual (SAM) (Section 8043.1) 
and the Department of Finance, this charge must be accounted for so 
that upon collection ik can be transferred to the General Fund. 

The Franchise Tax Board doee not currently assess thie charge. 
However, the suggestion to impose the charge has been taken under . 
,considerati.on several times in th,e past. Employees have suggested 

A) impoeition of the charge several times through the merit award 
- 

program. The main reasons cited for rejecting the suggeetion in March 
of 1988 was that the: (1) benefit of additidnal revenue would be 
diminished by the cost of developing a computer accounting program to 
track the charge/payment so that it could be transferred to the 
General Fund, and (2) potential Increase in workload for public 
service staff. 

NEW FEDERAL LAW (Sec. 6657) 

The bad check penalty impoaed by the IRS, in general, is increased 
from 1 percent to 2 percent of the amount of the check. For a check 
amount under 8750 the minimum amount of the penalty is increaeed frbm 
$5 to $15 (or amount of check, if less than S15). 

This provision was added ae a revenue raiser to ensure that the bill 
is reven,ue neutral through fiscal year 1991 (Tax Notes; Volume 40, 
Number 4; Congressional Reports, page 432). 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for checks received by the IRS after 
November 10, 1988. 

- STATE REVENUE IMPACT 

I:) Not applicable due to coot and workload considerations. The 
Department has administratively declined to impose the dishonored 
check charge authorized under current state law. 



TITLE V: Revenue Increase Provisions 

SUBTITLE H: Other Revenuea Increaee Provisions 

ACTION: DENY DEDUCTIONS FOR CERTAIN RESIDENTIAL TELEPHONE 
SERVICES 

Act Section 5073 

BACKGROUND 

Employers and employees are allowed business expense deductions. Both 
have specific rules that must be followed in order ta claim business 
expenee deductions. Generally, businese expense deductions are 
allowed for employers and employees to the extent that the expense 
directly relates to businese. 

EMPLOYERS 

Employers are allowed business expense deductions for ordinary and t 

necessary expenses directly connected with the employer's trade, 
business or profession. Employers who use part of their homes for 
business are allowed the same business expense deductions provided 
that a specific part of the residence is set aside and used 
exclusiveZy on a regular basis as (1) the principal place of any 
business, or ( 2 )  a place where the taxpayer meets with patients, f 

clients or customers. 

A. few of the items that may be included as part of these "home-office" 
business expense deductions are costs for telephones, computers, 
equipment, utility expenses, and space in the home. 

The amount of expense that can be deducted by the taxpayer depends on 
the"'proportion of the expense that was actually incurred because of 
the taxpayer's business. For example: If the average electric bill 
for the home was 5200 a month and the amount of business activity that 
contributed to the expense was determined to be 20%, then the amount 
of the allowable deduction would be $480 (12 months x 9200 x .20 = 
$480). The $480 deduction would be subtracted directly from the 
taxpayer's business income. 

EMPLOYEES 

Employees are allowed to deduct expenses incurred during the course of 
employment, however, whether the expense was reimburoed by the 
employer or not determines the manner in which the employee may deduct 
the expense. - 

Expenses that have been reimbursed by the employer and included in the , 

employee's gross income, which have not been treated as wages subject i 

to withholding, are allowed to be deducted directly from the 
employee's gross income. 

Expenses that are not reimbursed or the portion of an expense in 
excess of the amount reimbursed by the employer are deductible only as 
a miscellaneous itemized deduction. This means that only the 
 taxpayer.'^ cumulative miscellaneous itemized deductions that exceed 2% 
of the taxpayer's adjusted gross income are allowed as the deduction. 



Effective for tax years beginning after 1988, for federal purposes 
employee business expense d e d ~ c t ~ o n s  may generally not be deducted 
from gross income if the reimbursement arrangement with the employer 
(1) does not require the employee to substantiate the expenaes to the 
employer or (2) allows the employee to keep the excess reimbursement. 
Thus, as a general rule, reimbursed but unaubstantiated employee 
buslness expenses will be deductible only as miscellaneous itemized 
deductions subject to the 2% limitation. 

CURRENT CALIFORNIA L A W  (Sec. 17201) 

Current California law conforms to federal law by allowing a business 
expense deduction for all telephone charges proportionate to the 
percentage of use that is attributable to any business. 

For employers, this expense is deducted directly from business income 
as an adjustment in determining the amount of tax owed. Whereass for 
employees, unreimbursed expenses and expenses not fully reimbursed 
along with other miscellaneous itemized expenses must cumulatively 
exceed 2% of the taxpayer's federal adjusted gross income. Employees 
may deduct reimbursed business expenses from groea income provided 
that the employer includes the reimbursement in the employee's gross 
income and does not treat the reimbursement as wages subject to 
withholding. 

NEW FEDERAL LAW (Sec. 262) 

Individuals will not be allowed a deduction for any charge, including 
any sales or excise taxes, required to be paid by the taxpayer in 
order to obtain local telephone service for the first telephone line 
in the taxpayer's residence. 

This would not affect the deductibility of equipment, rental, optional 
services (call-forwarding, conference calling, etc.), long-distance 
calls or additional telephone lines necessary to the taxpayer's trade 
or business. 

This change waa included by the House Ways and Means Committee because 
it recognized that individuals incur certain charges for having local 
telephone service provided to their residences for personal uae. 
These charges represents a personal consumption expense, no part of 
which is deductible by individuals who do not use the telephone in 
their residence for business purposes. The Committee determined that 
it is not appropriate to allow a deduction for any part of the charges 
required to be paid by the taxpayer in order to obtain local telephone 
service wlth respect to the first telephone line provided to any 
residence of the taxpayer merely because the line may also be used for 
business purposes, slnce the incurring of such expenses is 
attributable to personal needs. 

EFFECTIVE DATE OF FEDERAL PROVISlONS 

This act section is effective for taxable years beginning on or after 
January 1, 1989. 



STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, the revenue gain under the Personal Income Tax Law is 
estimated to be in the S1.1 million range for 1989-90 and 51.0 million'' 
range for 1990-91. These estimates assume an enactment date after 
June 30, 1989. 



- 

J TITLE V: Revenue Increase Provieions 

SUBTITLE H: Other Revenue Increases 

ACTION: PARTNERSHIP REPORTING OF UNRELATED BUSINESS TAXABLE 
INCOME 

Act Section 5074 

BACKGRDUND 

Under present law, a partnerehip generally must furnish to each 
partner a statement reflecting such information required to be shown 
on the partnership's return as may be specified by Treasury 
Regulations. The statement must eet forth the partner's distributive 
share of partnership income, gain, loss deduction, or credit required 
to be shown on the partnership return, plus any additional information 
required by Internal Revenue Service forms or instructions. The 
present statute and regulations do not m a k e  an express reference to 
reporting by partnerships (in which exempt organizations are partners) 
of that portion of the organization's distributive ahare of 
partnership income that is subject to the unrelated business income 
tax (UBIT). 

CURRENT CALIFORNIA LAW (Sec. 27932) 

Generally, partnerships are not taxable as such under California law, 
but are treated as reporting entitiea only, with the distributive 
shares of the partners being reported in the same manner as required 
under federal law, and taxed in the partner's individual returne. 
However, for poet-1987 tar years, the minimum corporation f ranchi.. 
tax for the privilege of doing business in the state hae been extended 
to include limited partnerships. - 

NEW FEDERAL LAW (Set. 

The new federal law expressly provides that, in the case of any 
partnership regularly carrying on a trade or business, the partnership 
must furnish to the partners such information as neceseary to enable 
each tax-exempt partner to compute its distributive share of 
partnership income or loss from such trade or businese. 

'By expreasly expanding the statutory language relating to specific 
reporting of income subject to the UBIT, the conferees believe that 
emphasis will be placed on the enforcement by the IRS of reporting 
requirements. 

EFFECTIVE DATE OF FEDERAL P R O V I S I O N S  

This change is effective for taxable years beginning on or after 
January 1, 1989. 

STATE REVENUE IMPACT 

Any additional revenues received by California from tax-exempt 
partners due to this federal reporting requirement would be very 
minor. Federal estimates show a gain of only S1 million annually. 



TITLE V :  Revenue Increase Provisions 

SUBTITLE H: Other Revenue Increaee Provisions 

ACTION : OPTIONS SUBJECT TO WASH SALE RULES 

Act Section 5075 

BACKGROUND 
I 

Generally the wash sale provisions deny the deduction of a lose on the 
sale or other disposition of shares of stock or securities if the 
taxpayer acquires or enters into a contract or option to acquire 
substantially identical stock or securities within a period beginning 
30 days before the date of the sale or other diapoeition and ending 30 
days after that date. A recent Tax Court decision, however, held that 
the wash sale rules do not apply to deny loases sustained on the sales 
of stock options. 

CURRENT CALIFORNIA LAW (Sec. 18031 and 24998) 

California law is conformed to the federal provisions in that losaes 
on the disposition of stock or securities are disallowed where 
substantially identical property is acquired within 30 days before or 
after the sale. 

NEW FEDERAL LAW (Sec. 1091) 

The new federal law extends the wash sale provisions to apply to 
contracts or options to sell stock or securities, a6 well as the sale 
of the actual stock or securities. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to any sale after November 10, 1988, iwtaxable 
years ending after that date. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
I 
I 

Taxatiori, comparable state revenue qains are estimated to be in the 
S1 million range for 1989-90, decreasing to the 8200,000 range 
thereafter. 



TITLE V: Revenue Increase Provisions 

SUBTITLE H: Other Revenue Increase Provisions 

ACTION: INTEREST CHARGE ON INSTALLMENT SALES O F  CERTAIN 
PROPERTY 

Act Section 5076 

BACKGROUND 

The Omnibus Budget Reconciliation Act of 1987 provided special 
installment sale rules that apply to the sale of nonfarm real property 
that is used in a taxpayer's trade or business or that is held for the 
production of rental income where the selling price of auch real 
property is greater than 5150,000. First, an interest charge i s  
imposed on the tax that is deferred under the installment method to 
the extent attributable to t h e  amount by which the deferred pay-~~m-ts  
arising from all dispositions of such real property during any year 
exceeds 55 million. Second, if any indebtedneso is secured directly 
by an installment obl~gation that arises out of the disposition of 
such property, the net proceeds of the secured indebtedneaa is treated 
as n payment on such installment obligation. 

CURRENT C A L I F O R N I A  LAW (Sec. 17551 and 24667) 

California law does not provide for the imposition of an interest 
charge on the tax that is deferred under the installment method, nor 
does California require that the net proceeds of a secured 
indebtedness be treated as a payment on the installment obligation in 
the case where the installment obligation arose out of the disposition 
of such property. 

NEW FEDERAL LAW (Sec. 4 5 3 A )  

The new federal law extends the special installment sale rules 
contained in the 1987 Act to real and personal property with a sales 
prlce in excess of 5150,000, whether or not used for business or 
rental purposes. An exception is retained for property used or 
produced in the trade or business of farming, and timeshares and 
residential lots with respect to w h ~ c h  interest is paid. 

Thus, an interest charge is imposed on the tax that is deferred under 
the installment method to the extent attributable to the amount by 
which the deferred payments arising from all dispositions of such 
property during any year exceeds $5 million. In addition, i f  any 
indebtedness is secured directly by an installment obligation that 
arises out of the disposition of such property, the net proceeds of 
the secured indebtedness are treated as a payment on the installment 
obligation. 

As under present law, in determining whether the sales price of 
property exceeds 8150,000, all sales or exchanges that are part of the 
same transaction or series of transactions are treated as a single 
sale or exchange. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to dispositions that occur after December 31, 
1988, except that the provision does not apply to dispositions / 

occurring on or before December 31, 1990, which are pursuant to: 

I 
1. A binding written contract that was in effect on October 21, 

1988, and at all times thereafter until the disposition 
occurred; or, 

2. A letter of intent or approval by the board of directors or 
shareholders of either party to the transaction, in effect 
on or before October 21, 1988. 1 

STATE REVENUE IMPACT 

California has not conformed to the 1987 Federal Act installment sale I 

provisions which were estimated to produce state revenue gains of 
approximately 5200 million over the first three years. Should 
California conform to the 1987 provisions, the extensions contained in 
the 1988 Act would result in additional revenue qains of perhaps S1 
million annually. 



I TITLE V: Revenue Increase Provisions 

SUBTITLE H: Other Revenue Increaee Provisions 

ACTION : REVISIONS OF NET OPERATING LOSS PROVISIONS RELATING TO 
I ACQUISITIONS 

A c t  Section 5077 

BACKGROUND 

The changes made by the Tax Reform A c t  of 1986 to IRC Section 382 
impacted the ability of corporations to acquire another corporation 
and uae its net operating loss CNOL) and placed limitations on the 
amount of loss which could be utilized by the acquiring corporation- 

In order for these new NOL provisions to apply, there muet be a change 
in ownership of more that 50% of stock value of a loss corporation (a 

I 
corporation with NOLa). If this change in ownership occurs, then the 
NOL carryovers of the loss corporation are eliminated unless the 
corporation satisfies the continuity-of-business enterprise 
requirement. 

If the continuity-of-business requirement is met, the NOLs of the loss 
corporation can be used; however, an annual limitation is placed on 
the amount of loss that can be used. 

I This limitation is called the Section 382 limitation. It is computed 
by multiplying the fair market value (FMV) of the loss corporation's 

I (3 etock by the long-term tax-exempt rate. (The long-term tax-exempt 
I 
, rate used is the highest of the adjusted federal long-term rates in 

effect during the month the stock change occurs and the preceding two 
calendar months.) 

The Section 382 limitation may be adjusted by built-in gains, the 
holding of substantial investment assets, or by capital contributions 
made shortly before the ownership change. 

Ownership Chanqes 

There is an ownership change lf immediately after any ownership shift 
involving a 5 percent shareholder or any equity structure shift, the 
percentage of the new loss corporation owned by one or more 5 percent 
shareholders has increased by more that 50 percentage points over the 
lowest percentage of stock of the old loss corporation owned by those 
5 percent shareholders at any time during the testing period. 

I 
Ownership Shift Involvinq a 5 Percent Shareholder 

An ownership shift involving a 5 percent shareholder is defined as any 
change in the respective stock ownership of a corporation that affects 
the percentage of stock held by a 5 percent shareholder before or 
after the change. 

P X  A 5 percent shareholder is any shareholder that owns 5 percent or more 
I iJ of the stock of s corporation (by value) at any time during the 

testing period. The holdings of all shareholders who are not 5 



percent shareholders are aggregated and treated as if held by one 5 
percent shareholder. 

Equity Structure Shift 

An equity structure shift is defined as any tax-free reorganization 
I 

within the meaning of Section 368, other than a divisive 
reorganization or an "F" reorganization. In addition, to the extent 
provided in regulations, equity structure shift also includes public 
offerings and some taxable reorganizations. 

Continuity-of-Business Enterprise Requirement 

The old loss corporation's business must be continued for a two year 
period subsequent to the change date. 

Testinq Period I 

The testing period is a three year period ending on the date of any 
ownership shift of a 5 percent shareholder. 

Built-in Gains 

Special rules apply if an old loss corporation has a net unrealized 
built-in gain or loss at the time of the ownership change. 

A built-in gain or loss exists if the FMV of the corporation's assets 
before an ownership change is more or less than the aggregate adjusted 
basis of those assets. The Section 382 limitation is increased by 
recognized built-in gains and decreased by recognized built-in losses. 

In order for a corporation to have a built-in gain or loss, the gain 
or loss must exceed 25 percent of the FMV of these assets. ! 

Attribution Rules 

The attribution rules of Section 318 apply, as follows, in determining 
ownership of stock. 

The stock owned by a corporation is treated aa being owned 
proportionately by its shareholders. Stock owned by a corporation's 
shareholders is not attributed to the corporation. Family attribution 
rules" do not apply, but certain immediate family member are treated as 
a aingle shareholder (i.e. spouse, children, parents, and 
grandparents). 

An option holder is treated as owning the underlying stock if such a 
presumption would result in an ownership change. - 

The Bankruptcy Exception 

The limitation of the use of losses imposed by this section do not 
apply to ownership changes if the old corporation was under a 
bankruptcy court's jurisdiction before the ownership change and its 
shareholders and creditors immediately before the change own 50 
percent or more of the new corporation's stock immediately after the 
change. 



CURRENT CALIFORNIA LAW (Sec. 24592) 

California l a w  is conformed to federal law for years beginning on or 
, after January 1, 1987. 

NEW FEDERAL LAW (Sec. 382(1><3)(C)Zii)) 

Under present law, in determining if a change in ownership has 
occurred, stock acquired by an employee stock ownerehip plan (ESOP) is 
not taken into account if certain requirements are met. 

The Act added an additional requirement that must be me* for this - 
stock not to be taken into account. The ESOP that acquires the stock 
must have as its participants no less than 50 percent of the average 
number of employees employed by the old loss corporation during the 
testing period, 

EFFECTIVE DATE OF FEDERAL P R O V l S l O N S  

The provision is effective for acquisitions occurring after December 
31, 1988 except those that occur pursuanb to a binding written 
contract entered into on or before October 21, 1988. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on I 

Taxation, comparable state revenue gains would be rather minor, in the I I 

$500,000 to S1 million range annually. 1 
I 

/--\ 
I 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals 

ACTION: LIMITS CONTRIBUTIONS IN CONNECTION WITH ATHLETIC EVENTS 

Act Section 6001 and 1016(b> 

BACKGROUND 

Generally, a deduction for a charitable contribution is only allowed 
when the taxpayer receives no specific personal benefit from that 
contribution. Act Section 1608 of the Federal Tax Reform Act of 1986 I 

1 

<P.L. 99-514) (a noncode provision) provided that charitable 
contributions made in taxable years beginning on or after January 1, 
1984 to the University of Texas or Louisiana State University, which 
would otherwise qualify as a charitable contribution within the , 
meaning of IRC Section 170, would not be disqualified becauee the 
taxpayer receives the right to seating or the right to purchase 
seating in athletic events of those institutions. 

CURRENT CALIFORNIA LAW (Sec. 17201 and 24357) 

California did not adopt this federal TRA-1986 noncode provision. , 

NEW FEDERAL LAW (Sec. 170(m)) 

This Act section amends federal law by repealing the TRA-1986 noncode 
provision and enacting new code language providing that if s taxpayer 
makes a payment to or for a college or university that would be 
deductible as a charitable contribution but for the fact that the 
taxpayer thereby receives (directly or indirectly) the right to 
purchase seating at an athletic event in the inatitution'a athletic 
stadium, 80 percent of such payment ia treated as a charitable 
contribution. This rule applies whether or not the tickets would have 
been readily available to the taxpayer without making the payment. 

No amount paid for the actual purchase of tickets is deductible as a 
charitable contribution. If the taxpayer receives tickets ar seating 
(rather than the right to purchase tickets) the amount of the payment 
must be'reduced by the value of the tickets prior to applying the 80% 
rules. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The Act provides retroactive application and will apply to tax years 
beginning after December 31, 1983. In addition, the statute of 
limitations for closed years (after 1983) is waived if the taxpayer 
files a refund claim on or before November 10, 1989, (i.e., within one 
year of the date of enactment of this provision). 

STATE REVENUE IMPACT 

National estimates developed by the Joint Committee on Taxation 
indicate very minor revenue losses; revenue losses under state 
conformity would be negligible. 



l 

a TITLE V I :  Other Substantive Revenue Proviaions 

SUBTITLE A: Proviaions Relating to Individuals 

i ACTION: NONRECOGNITION OF GAIN ON SALE WHERE ONE SPOUSE DIES 
BEFORE OCCUPYING NEW RESIDENCE 

Act Section 6002 

BACKGROUND 

A married couple filing a joint income tax return generally may defer 
the recognition of gain on the sale of their principal residence 
provided that the proceeda from the aale of the old residence are 
reinvested in a new principal residence within a certain period of 
time. 

CURRENT CALIFORNIA LAW CSec. 18031) 

California conforms to the federal tax treatment regarding rollovera 
of gain on the sale of a taxpayer's principal reeidence when one 

I spouse dies. 

Currently the rollover of gain on the sale of a principal residence is 
denied to a aurviving taxpayer when both taxpayers have not yet 
reslded in the new residence. This is due to two requirements 
established under law. 

The taxpayer and hidher spouae must (1) occupy the old and new 
resldence as khelr princlpel resldence and ( 2 )  the proceeds of the old 
residence and +he adjusted basis of the new residence are allocated 
between the taxpayer and his/her spouse. I 

If a married taxpayer dies during the procees of selling a principal 
residence end purchasing a new residence neither of these two 
conditions can be met by the surviving spouse, thereby disallowing 
the rollover of the gain. I 

I 

NEW FEDERAL LAW (Sec. 1034(g)> i 
This Act Section adds a clause that allows the rollover of the gain 
from the principal residence to the purchase of a new residence even 
though one of the taxpayere has died. This applies if the taxpayers 
were marrled on the date of the spouse's death and the spouae died 
after the sale of the old residence. In addition, the surviving 
spouse must (1) consent to the allocation of proceeds (the same as for 
married taxpayers) and (2) reside in the new residence as the 
principal residence. The same tax treatment applied to married 
taxpayers is adopted for a surviving spouse. 

I This change was included because the House Ways and Means Committee 
believes that it is inconsistent with the objective of Sec. 1034Cg) to 
deny a surviving spouae the nonrecognition of gain rule merely because 
the deceased spouse did not live long enough to complete the sale and 

i -7 
purchase requirement. 



EFFECTIVE DATE 

This provision is retroactive and applies to sales and exchanges of 
old residences on or after January 1, 1985. 

STATE REVENUE IMPACT 1 

Based on national estimates developed by the Joint Committee on 
Taxation, revenue losses under the Personal Income Tax Law would be in 
the 5600,000 range for 1989-90 and the S400,000 range for 1990-91. I 

1 



! TITLE VI: . Other Substantive Revenue Provisions 

SUBTITLE A: Provisioner Relating to Individualer 
\ 

ACTION : EXCLUDES MEALS SERVED TO CREWS OF: 

2. COMMERCIAL VESSELS; 

2. OFFSHORE OIL PLATFORHS; 

3. SUPPORT CAMPS AND OIL AND DRILLING RIGS LOCATED IN 
ALASKA: 

FROM THE 80 PERCENT LIMITATION ON BUSINESS EXPENSES 
DEDUCTIONS FOR MEALS AND ENTERTAINMENT. 

Act Section 6003 

BACKGROUND 

Beginning in 1987, in moat cases the actual cost of business related 
meals and entertainment expenses muat be reduced by 20 percent before 
being claimed as a business expense deduction. 

The llmlt on deduct~ons for meals and entertainment expenses which are 
incurred for business purposes was introduced as a revenue enhancer 
and aa a source of funding for other aocial programs, since the 
deduction was widely perceived as a tax benefit which may, in some 
caees, have been excessive. A common example of this ia the public's 
perception of the "three-Martini business lunch". However, since 
1987, various statutory exceptions have been made to the 80 percent 
limitation. 

Since the cost of supplying meals for the employeee of commercial 
vessels and oil and gas platforms and rigs is nondiscretionary and 
comparatively expensive, Congress considered it appropriate to allow a 
deduction equal to the full actual food and beverage costa. 

CURRENT CALIFORNIA LAW ( S e c .  17201, 17270 and 24443) 

Section 24443 was added to the Bank and Corporation Tax Law as a 
result of the enactment of AB 2130 (Stats. 1988 CH. 11). This 
provision anticipated Section 6003 of TAMRA in allowing a deduction 
for the full actual cost of food and beverage supplied by corporate 
employera to the crews of commercial vessels at sea, and oil and gas 
platforms and drilling rigs located offahore in Alaaka. This 
provision is expressed in the Revenue and Taxation Code as an 
exception to current federal law. 

California's Personal Income Tax Law is currently in conformity with 
federal law as it relates to the busineaa expense deduction allowed 
for meals. In many cases, the deduction for business related meals is 
limited to 80 percent of the actual cost. Exceptions to the 80 
percent limitation rule include: 

1. expenses that are treated as an employee'a compensation for 
the purpose of withholding tax; 



2. reimbursed expenses for services performed for an employer 
and not treated as compensation for the purpose of 
withholding tax, or for servkces~performed for a nonemployer 
which are accounted for: . 

3. recreational expenses of employees who are not highly 
compensated; 

4. the cost of goods and facilities made available to the 
public; 

5. entertainment sold to the public for adequate consideration; 

6. food and beverage which are associated with an employee's 
fringe benefits which are of minor value and occur 
infrequently; 

7. the cost of a ticket to a charity sporting event. 

NEW FEDERAL LAW (Sec. 274(n>) 

I R C  Section 274 (n) is amended to expand the list of meal expenses 
which are exceptions to the 80 percent limit on business deductions to 
include: 

meals which are served to the crew members aboard commercial 
shipping vessels and which are required to be served under 
Title 46 of the U.S. Code, or which are served aboard 
vessels which would be subject to the Title 46 meal 
provisions when operating on the high seas, but which are 
operating on U.S. inland waterwaye. This exception does not 
include fishing or foreign vessela, cruise ahips or luxury 
liners; 

2. meals which are provided by an employer to the workers on en 
offshore oil or gas platform or drilling rig; 

3. meals which are provided by an employer to the workers on an 
oil or gas platform or drilling rig in Alaska or a support 
camp in proximity and integral to an oil or gas platform or 
drilling rig located in Alaska. 

EFFECTIVE DATE O F  FEDERAL P R O V I S I O N S  

The exception to the 80 percent limitation rule for meals served 
aboard vessels and which are required by provisions of Title 46 of the 
U.S. Code apply to tax years beginning on or after January 1, 1989. 

The exception to the 80 percent limitation rule for meals provided for 
the workers on offshore oil and gas platforms and drilling rigs and 
for the workers on oil and drilling rigs and support bases located in 
Alaska apply to tax years beginning on or after January 1, 1988. 

STATE REVENUE IMPACT 

Based on the Low level of revenue losses projected for the nation by 
the Joint Committee on Taxation, revenue loaaes under the Peraonal 
Income Tax Law would be very minor, probably less than 5100,000 
annual 1 y . 
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I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals I 
' ACTION: EXTEND RELIEF FOR INNOCENT SPOUSES TO CERTAIN 

INDIVIDUALS 

1 Act Section 6004 

BACKGROUND 

The Tax Reform Act of 1984 (TRA 84) liberalized the inhocent spouse 
relief provisions by expanding the circumstance8 in which relief may 
be granted. In addition, the TRA 84 prohibited the uee of community 
property laws in making the determination of reeponeibility for the 
understated tax liability. 

The authority to disregard community property laws applies to taxable 
years beginning after December 31, 1984- The remainder of the relief 
p r o v ~ s i o n  is operative for all open years- 

CURRENT CALIFORNIA LAW (Sec. 18402.9) 

California provides tax relief for innocent spouses which, in general. 
conforms to the iedernl provision. 

NEW FEDERAL LAW (Act Sec. 6004; not Amending the Code> 

This noncode provision extends retroactive relief to an individual 
regardless of whether he or she was previously denied innocent spouse 
relief (under IRC Section 6013(e)). Under this act, if: 

1. in slgning the return he or she did not know, and had no 
reason to know, that there was an understatement of tax as 
the result of an unallowable deduction which exceeded the 
tax shown on the return and 

2. the marriage between the spouses, who filed their goint 
return before January 1, 1985, waa terminated and 
immediately after the termination the net worth of the 
innocent spouse was less than 510,000. 

According to information in "Tax Notes" (Volume 37, Number 5, Page 
5271, this provision is to benefit a specific unidentified taxpayer in 
an unknown location. The revenue losa waa estimated to be less than 
$1 million for 1988-90 period. 

EFFECTIVE DATE O F  FEDERAL PROVISIONS 

This provision is effective for joint returns filed before January 1, 
1985. 



STATE REVENUE IMPACT 

Deferred. Only one taxpayer may be affected. 

POLICY ISSUES 

1. This provision provides retroactive relief. 

2. This provision benefits only one taxpayer in the United 
States who may or may not be a California resident. If a 
Californian, it is likely that a bill would already have 
been or will be introduced to provide equivalent relief 
under state law. 



I TITLE VI: Other Substantive Revenue Provisiono 

I SUBTITLE A :  Provisions Relating to Individuals, 

\ 
ACTION : ALLOWS FOR THE NON-TAXED TREATMENT OF THE C H R I S T A  

MCAULIFFE F E L L O W S H I P  AWARDS 

I Act Section 6005 

BACKGROUND 

under the Christe McAuliffe Fellowship Program, the Federal government 
awards fellowships annually to outstanding teachers. The fellowship 
award may be used for an education improvement project approved by the 
Department of Education. These projects can range from developing 
special innovative projects to sabbaticals for study, or reeearch, or 
academic improvement. 

Under the program. a recipient's award cannot exceed the average 
national salary of a public school teacher, If a recipient does not 
return to teaching in his or her school district within two years of 
the fellowship, the award received must be repaid. Currently, checks 
are issued directly to the teacher on a baaia of a monthly budget 
needed in order to carry out the approved project. 

I Ideally, the fellowship is for the benefit of the school district 
rather than the individual. The federal statute which established the 
Chrlsta HcAul~ffe Fellowship Program did not include r u l e e  for the 
Federal income tax treatment of program awards. Therefore, as 
provlded 'under 'the 'Tax Refwrm Act ,of ,1986, n~nech~larship awards 
received by individuals are includible in the recipient's gross 
income. 

The federal statue which established the fellowship not intend for 
this fellowship to be considered income to the recipient so Congress 
h a s  enacted a  new exclusion in this Act. 

CURRENT CALIFORNIA LAW (Sec. 

California conforms to federal l a w  in that prizes and awards are 

1 specifically designated as being includible in taxable income. 

NEW FEDERAL LAW (noncode provision) 

Under the Act language, a teacher who received the Christa McAuliffe 
Fellowship Award is not required to include the amount received in hie 
or her gross income as long as the award is directly used for the 
benefit of a school or school disirict. 

However, if the recipient uses the award for personal use (i.e. 
compensation for services or sabbatical leave), the amount of the 
award must be included in the recipient's gross income. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

( ) The provision applies to amounts received prior to July 1, 1990 in 
\d taxable years beginning before such date. 

I 1 

1 
I 



STATE REVENUE IMPACT 

The Joint Committee on Taxation estimates revenue loeeee for the 
nation of less than 5500,000 annually. State revenue losses, if any, 
would be very minor. 



3 TITLE IV: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals 

' ACTION: ALLOWS CERTAIN UNEARNED INCOME OF MINOR CHILDREN TO BE 
INCLUDED ON PARENT'S RETURN 

A c L  Section 6006 

BACKGROUND 

Prior to the Tax Reform Act of 1986, a family was able to reduce its 
tax liability by shifting income-producing property among family 
members. As a result, a parent could deflect part of the family's 
income to a child. This transfer would thereby allow the 
income-producing property of the parent to be taxed ak the child'e 
rate, which generally waa lower than the parent's rate. 

The so called "kiddie tax*', enacted by the 1986 Tax R d m m  Act 
requires a child under the age of 14 to pay tax at his or her parent's 
rates on "net unearned income", This a p p l i e e  even if the money or 
other income-producing property was given to the child before 1987. 

If the child is age 14 or older, his or her net unearned income is 
taxed at khe child's rate, not the parent's. 

Congress enacted this n e w  provision in order to simplify the filing 
requirement relating to the taxation of unearned income of children 
under the age 14. Under this new provision, the parent may elect to 
include the child's unearned income on the parent'a income tax return. 
A s  a result, the parent avoids filing a separate return for the child, 
making estimated tax payments for the child, and incurring additional 
tax preparation fees. Thus, the child's unearned income increaess the 
parent's adjusted gross income, thereby affecting the floor or ceiling 
for itemized deductions, medical expenses, and other deductions. 

CURRENT CALIFORNIA LAW (Sec. 17041(g) and 17069) I 
I 
I 

California law is In conformity with the federal law which provided a 
rule for figuring the amount of income tax for children under 14 years I 

of age, who have over S1,000 of "investment income". Under California 
law a dependent child with any unearned income muat file a tax return 
if his or her total income exceeds 5500. A child's net unearned 
income in excess of 5500, reduced by the child's standard or itemized 
deductions allocated to such income, is subject to tax at the top 
marginal tax rate of his or her parents. Since the applicable 
standard deduction is generally limited to 5500, only unearned income 
of a minor child in excess of S1,000 will be taxed at the parent's 
rate. This provision applies to children who have not reached age 14 
before the close of the tax year and have either parent living at the 
close of such year. In California this provision is mitigated through 
the availability of the special low-income tax credit. That credit is 
a variable percentage of the tax computed on the return and is baaed 
on AGI, adjusted annually for inflation. 



NEW FEDERAL LAW (Sec. l(i>(7)> 

Under the new provision a parent may elect to include on hi8 or her 
income tax return the unearned income of the dependent child under the 
age of 14. The following requirements apply: 

1. The child's income must be greater that $500 and leae than 
$5,000; 

2. Unearned income must consist solely of dividends and 
interest (including Alaska Permanent Fund dividendel; 

3. Estimated payments for the year were not mads in the child's 
name and social security number; and 

4. Backup withholding has not been made on the child'e unearned 
income during the year. 

A parent electing this provision must include the gross income of the 
child in excess of 51,000 in his or her income. The parent muat also 
report additional tax liability with his or her return equal to the 
lessor of (1) 575 or (2) 15 percent of the excess of the child's 
income over 3500. If the parent elects this provision, then the child 
will be treated aa having no gross income and ia not required to file 
a tax return. 

In addition, any interest of specified private activity bonds ie 
treated as an item of tax preference on the parent's return. 

EXAMPLE 

Ron is 9 years old and has unearned income of 35,000 from interest and 
dividends. His parent8 are in the top marginal tax bracket, which is 
28 percent. By adding 54,000 to their income, their additional tax is 
51,195 (28% X 54,000 =' $1,120 + 575). 

If he files his own return, Ron's tax is also 51,195. His standard 
deduction offsets the first $500. His tax is therefore 15% X 5500 = 
575 + $1,120 as computed above, or 51,195. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The amendment to the provision is effective for taxable years 
beginning after December 31, 1988. 

STATE REVENUE IMPACT 

Any net revenue impact from a comparable state provision under the 
Personal Income Tax Law would be negligible. Many taxpayers would not 
make this election for state tax purposea due to the low-income tax 
credit. 



I 
I TITLE VI: Other Substantive Revenue Provisions 

SUBTlTLE A: Provisions Relating to Individuale 

ACTION: ALLOWS AN ABOVE-THE-LINE DEDUCTION FOR JURY DUTY PAY 
WHEN SURRENDERED TO AN INDIVIDUAL'S EMPLOYER 

Act Section 6007 

BACKGROUND 

If an employer requires its employees to surrender to the employer 
amounts received as jury duty pay, in return for the employer paying 
compensation to the employee during jury duty eervice, then the amount 
surrendered is deductible only if the employee itemizes deductiona. 
Miscellaneous itemized deductions are deductible only to the extent 
that they exceed t w o  percent of the employee's federal adjusted groes 
income. 

CURRENT CALIFORNIA LAW (Sec, 17072, 17076 and 17201) 

California is in conformity with federal.law. 

NEW FEDERAL LAW (Sec. 62 and <new) 220) 

The new federal law provldes a deduction in arriving at ad3usted gross 
income Can "above-the-line" deduction) for the amount of Jury duty pay 
surrendered by an employee to his or her employer, in return for the 
employer'e payment of compensation to the employee for the period of 
jury service. Because the deduction is "above-the-line", the 
deduction ia available to both itemizers and nonitemizers and is not 
subject to the 2%-of-adjusted gross income floor on miscellaneous 
itemized deductions. - 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to taxable years beginning after December 31, 
1986. 

STATE REVENUE IMPACT 

Based on the very low level of revenue lasses estimated for the nation 
by the Joint Committee on Taxation, state revenue losses would be 
negligible annually. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals 

ACTION: AUGMENTS,THE STANDARD MILEAGE RATE FOR THE BUSINESS USE 
OF AN AUTOMOBILE BY A RURAL MAIL CARRIER. 

Act Section 6008 

BACKGROUND t 

Annually, the Secretary of the Treasury sets the mileage rate which 
individuals may elect to use to compute expenses for the business use 
of a privately owned automobile. The rate is based on a data analysis 
study currently performed by the Wisconsin-based firm of Runzheimer 
International, under the terms of a five-year contract with the 
federal government. 

Since rural mail carriers are frequently required to use their 
personal automobiles for U.S. Postal Service work, while travelling 
over unimproved and poorly maintained roads, their privately-owned I 

vehicles may require extraordinary maintenance and repair measures. 
For this reason, the national standard mileage rate may not accurately 
reflect the costa of operating personal vehicles which are incurred by ,I 

rural mail carriers. 

CURRENT CALIFORNIA LAW (Sec. 17260) 

California law is generally in conformity with the federal law which 
regulates the computation of the deduction for employee business 
expenses. The deduction may include expenses for the use ~f a 
privately owned automobile for business purposes. Automobile expenses 
may be computed by the application of a standard mileage rate which ia 
prescribed annually by the Secretary of the Treasury or the 
Secretary's delegate. The 1988 standard mileage rate is currently eet 
at 24 cents per mile for the first 15,000 miles of busineas use, and 
11 cents per mile thereafter. The standard mileage rate method of 
computing vehicle expenses may be used for automobiles which have not 
been fully depreciated. Actual recorded expenaes must be claimed when 
vehicles have been fully depreciated. Unreimbursed employee business 
expenses, as well as most other miscellaneous expenses may be deducted 
only to the extent that they exceed 2 percent of a taxpayer's adjusted 
gross income. 

NEW FEDERAL LAW (Act Sec. 6008 - noncode provision) 

This act establishes a general rule which applies to Section 162 
(business related) expense deductions. The rule allows U.S. Postal 
Service employees, who use privately owned vehicles for the delivery 
and collection of mail on rural routes, to elect to compute automobile 
expenses at a rate for all mileage travelled equal to 150 percent of 
the contemporary basic standard mileage rate applicable to the first 
15,000 business purpose miles travelled under other circurnstancea. 
This option may be elected by rural mail carriers who have not claimed 
a depreciation deduct~on for the automobile after December 31, 1987. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

I 
This general r u l e  applies to Section 162 for Cax years beginning on or 
after January 1, 1988. , 

\ 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, revenue losses under the Personal Income Tax Law would be 
minor ,  in the 8100,000 range annually. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals 

ACTION: EXCLUSION FROM GROSS INCOME FOR INCOME FROM UNITED 
STATES SAVINGS BONDS USED TO PAY TUITION AND FEES 

Act Section 6009 

BACKGROUND 

Title XI11 of the federal 1986 Tax Reform Act (Public Law 99-514) 
provided that interest on bonds of the United Statee, its agencies, or I 

its instrumentalities is fully taxable and interest on state and local 
bonds of any state and certain industrial bonds is tax exempt. 

No special exclusion for interest on Series EE United States saving 
bonds used to finance higher education was provided. 

CURRENT CALIFORNIA LAW 

The California Constitution excludes from income interest on bonds 
issued by California or a local government in California while 
statutory law excludes from gross income interest the atate ia 
prohibited from taxing under the U.S. Constitution and federal law. 

This means that interest from U.S. savings bonds is exempt from 
California taxation. Therefore, this new federal law would not be 
applicable for California purposes. 

NEW FEDERAL LAW (New Sec. 135) 

This Act adds a new code provision which excludes from gross income 
the accrued interest on Series EE United States saving bonds that are 
redeemed by the taxpayer during the tax year. The exclusion is 
limited to the aggregate redemption proceeds (principal and interest) 
which do not exceed the qualified higher education expenses incurred 
by the taxpayer and his or her family during the same tax year. 
If the redemption proceeds exceed the qualified higher education 
expenses, the amount of interest excludable is reduced on a pro rata 
basis. That is, the accrued interest is multiplied by a fraction, the 
numerator of which is the amount of qualified higher education 
expenses, and the denominator of which is the amount of redemption 
proceeds. 

The tax exemption for accrued interest is subject to a phase-out when 
the taxpayer's modified adjusted gross income exceede a specified I 
level. The amount of accrued interest otherwise excludable is also - 
reduced (but not below zero) with regard to the phase-out rules. 

The exclusion is available only for an individual who has purchaeed 
the redeemed bonds after attaining age 24, and is the sole owner of 
those bonds or the joint owner with his or her spouse. The exclusion 
is not available to an owner who was not the original purchaser of the 
bonds from the United States unless the original purchaser was the 
owner's spouse. 



d 

Qualified higher education expenses include tuition and required fees 
I net of scholarahipo, fellowships, employer-provided educational 

sesietance, and o t h e r  tuition reduction amounte, but do n o t  include 

\) expenses f o r  any course or other education involving sports. gamee or 
hobbies other than as a part of degree program. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

1 The new rules apply to tax years beginning after 1989. The bonds w i t h  
respect to which interest is excludable are Series EE bonds issued 
after 1989 a t  a discount to the purchaser-owner. 

I STATE REVENUE IMPACT 
I 
I Not applicable to California. Interest earned on U.S. savings bonds 
I is excludable f o r  state tax purposes. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE A: Provisions Relating to Individuals 

ACTION : MODIFIES EXEMPTION FOR STUDENT DEPENDENTS 

Act Section 6010 I 

BACKGROUND 

A taxpayer generally may not claim a dependency exemption for a 
dependent whose grosa income for the year exceeds the exemption amount , 
(51,950 in 1988). However, thia gross income test does not apply if I 
the dependent is (1) a child of the taxpayer and (2) a full-time 
student at a qualified educational institution, regardless of the 
student's age. "Student" is defined as an individual who during each ! 
of five calendar months during the calendar year in which the 
taxpayer's taxable year begins is a full-time student at, or is 
pursuing a full-time course of on-farm training under the superviaion / 
of an accredited agent of a qualifying educational institution. The 
student may not claim a personal exemption on his or her own return if 
his or her parents (or another taxpayer) are entitled to claim him or 
her as a dependent on their return. I 

CURRENT CALIFORNIA LAW (Sec. 17054(d>(1>) 

California allowa an exemption credit for each dependent for whom an 
exemption is allowable under Section 151Cc) of the Internal Revenue 
Code. 

NEW FEDERAL LAW (Sec. 151(c)(l)(B>) 

This Act amends the code by denying a dependency exemption for a 
dependent who is a student who has attained the age of 24 years before 
the close of the calendar year, unless the student's grosa income for 
the year is less than the exemption amount. If the parent cannot 
claim the exemption under this rule, the child may claim a personal 
exemption on his or her own return. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The age and income limitations on the student dependency exemption 
deduction apply to taxable years beginning after December 31, 1988. 

STATE REVENUE IMPACT 

Based on federal estimates and allowing for the use of exemption 
credits rather than deductions at the state level, revenue qains for 
California would be in the S1 million range annually. 



i 
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I TITLE V I :  Other Substantive Revenue Provisions 

SUBTlTLE A: Provisions Relating to Individuals 

1 
1 ACTION: PRINCIPAL RESIDENCE GAIN EXCLUSIONS MODIFIED 

I Act Section 6011 

BACKGROUND 

The once-in-a-lifetime exclusion of gain from sale of personal 
residence was first enacted into federal law in 1963. The provision 
was substantially modified in 1978 and the age requirement w a s  lowered 
from 65 to 55. 

Californ~a law generally followed federal law from 1964 through 1977. 
For the years 1978 through 1981 California had no age limitation, 
whereaa the Federal exclusion applied only to individuals over age 55. 
Because of that difference, a taxpayer who w a s  under 55 may have used 
the California exclusion during the period 1979-1981, but would have 
been prevented by the age limitation from using the Federal exclusion 
at that time. In such a case, the taxpayer would be eligible for the 
Federal exclusion after reaching age 55, but could not use the 
once-in-a-lifetime California exclusion again. This would apply to 
taxpayers who were not 55 at some time during the 1978 through 1981 
period. 

CURRENT CALIFORNIA LAW ( S e c .  17131 and 17152) 

Both 'Calif ornla arid ' Fedei-a'l 'laws prbvide 'a S125,'OOO once-'in-a-li"fetime 
elective exclusion for gain on sale or exchange of a principal 
residence (562,500 for a married person filing separately). To 
qualify, the taxpayer must be 55 years of ag.e.or older and have owned 
the home,for 5 years and occup,ied it for three or more of the five 
years proceeding the sale. 

NEW FEDERAL LAW (IRC Sec. 121(d)) 

The Act amends federal law to provide that a taxpayer is treated as 
meeting the required u8e rule (three out of 5 years proceeding the 
sale.of the residence) if during the five year period the taxpayer 
becomes physically or mentally incapable of self care and (1) owns and 
uses the residence for at least one ye.ar and (2) during any time 
within such five-year period owns the property and resides in a 
state-licensed facility (including a nursing home) that cares for 
individuals who have become mentally and physically incapable of aelf 
care. 

EFFECTIVE'DATE OF FEDERAL PROVISlONS 

This provision applies to sales of residences occurring after 
September 30, 1988. 

STATE REVENUE IMPACT 

- Based on national estimates developed by the Joint Committee on 
Taxation, revenue losses under the Personal Income Tax Law would be in 
the 51 million range for 1989-90 and the 5800,000 range for 1990-91. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE B: Provisions Relating to Accounting and Agriculture 

ACTION: REPEALS UNIFORM CAPITALIZATION RULES FOR FREELANCE 
AUTHORS, PHOTOGRAPHERS, AND ARTISTS I 

Act Section 6026(a) 

BACKGROUND 

The federal Tax Reform Act of 1986 ~P.L. 99-514) enacted the uniform ! 
capitalization rules, which generally apply to the production of all 
tangible personal property and to the purchase and holding of property 
for resale. For the purpose of these rules, tangible personal 
property includes a film, sound recording, video tape, book, or 
similar property. Regulations implementing these provisions require 
capitalization of all direct costs and an allocable portion of 
indirect costs (i.e., general, administrative and overhead costs). I 

The IRS has provided an elective simplified method for deducting (50% 
in the year in which incurred and 25% in each of the two succeeding 
years) business expenses of authors, photographers, artists, and other I 

similarly situated persons who incur expenees in producing creative 
properties. 

The Revenue Act of 1987, included in the federal Omnibus Budget 
Reconciliation A c t  (P.L. 100-203), included (formerly excluded) 
contributions to a pension or annuity plan, to the extent those 
contributions represent past service costs, as a cost to be 
capitalized. 

CURRENT CALIFORNIA LAW (Sec. 17201, 17551 and 24422.3) 

California conformed to the uniform capitalization rules enacted by 
the Tax Reform Act of 1986 CAB 53, Stats. of 1987, Ch. 1138, and SB 
572, Stats. of 1987, Ch. 1139), but has not conformed to the rules 
requiring the capitalization of that portion of expenses that 
represent past service pension costs, added by the Revenue Act of 
1987. 

NEW FEDERAL LAW CSec. 263Ach) and ti)) 

This Act section amends the code to provide that the uniform 
capitalization rules do n& apply to any otherwise deductible expenae 
that is paid or incurred by an individual engaged in the businese of 
being a writer, photographer, or artist. This exemption applies only - 

to an individual whose peraonel efforts create or mey reasonably be 
expected to create a literary manuscript, musical composition, dance 
score, photograph, photographic negative or transparency, picture, 
painting, sculpture, statue, etching, drawing, cartoon, graphic 
design, or original print edition. This exemption does not apply to 
any expense that is (1) paid or incurred by an employee or (2) related 
to printing, photographic plates, motion picture films, video tapes, 
or similar items. 



In determining whether an expense is paid or incurred in the business 
of being an artist, the originality and uniqueness of the item created 
(or to be created) and the predominance of aesthetic value over 
utilitarian value of the item are taken into account. Thus, any 
expense paid or incurred in producing jewelry, silverware, pottery, 
furniture, and other similar household itema generally is not 
considered as being paid or incurred in the business of being an 
artist- 

Expenses paid or incurred by a personal service corporation that 
directly relate to the activities of a qualified employee-owner 
qualify for the exemption to the extent that the expenses would 
qualify if paid or incurred directly by the employee-owner. A 
qualified employee-owner is defined as any writer, photographer, or 
artist who is an employee-owner of the personal service corporation 
and who (alone or in conjunction with members of the employee-owner's 
family) owns substantially (95% or more) of the value of the 
corporation's stock. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

New subsection ( h ) ,  relating to freelance authors, photographers and 
artists, added by Act Sec. 6026(a>, is effective as if included in the 
provisions of the Tax Reform Act of 1986 (costs incurred after 
December 31, 1986). Eligible taxpayers who elected the simplified 
method for deducting business expenses in any tax year ending before 
November 10, 1988, the date of enactment of TAMRA, may either (1) 
apply the provisions of thls Act for each year that the election was 
in effect by filing an amended return for such year or (2) apply the 
provisions of this Act for the first tax year ending after November 
10, 1988, the date of enactment of TAMRA. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, revenue losses under the Personal Income Tax Law are 
estimated to be in the 51.5 million range for 1989-90 and in the 
S100,OOO range for 1990-91. 



TITLE VI: Other Substantive Revenue Provieions 

SUBTITLE B: Provisions Relating to Accounting and Agriculture 
I 

ACTION: REPEALS UNIFORM CAPITALIZATION RULES FOR CERTAIN 
PRODUCERS OF ANIMALS 

Act Section 6026(b> 
I 

BACKGROUND 

The federal Tax Reform A c t  of 1986 (P .L .  99-514) enacted the uniform , 
capitalization rules which generally apply to the production of all I 

tangible personal property and to the purchase and holding of property 
for resale. Regulations implementing these provisions require 
capitalization of all direct costs and an allocable portion of indirect 
costs (i.e., general, administrative and overhead costs). 

Special rules apply to costs incurred in the trade or business of 
farming. Generally, the uniform capitalization rules apply only to I 

costs (including interest) lncurred in producing crops and livestock 
(other than animals held for slaughter) that have a preproductive 
period exceeding two years. Farm corporations, farm partnerships with , 

corporate partners, and tax shelters that are required to use the 
accrual method of accounting must capitalize preproductive costa 
without regard to whether the preproductive period exceeds two years. 

The Revenue Act of 1987, included in the federal Omnibus Budget 
Reconciliation Act (P.L. 100-2031, included (formerly excluded) 
contributions to a pension or annuity plan, to the extent those 
contributions represent past service costs, as a cost to be capitalized. 

CURRENT CALIFOHNlA LAW (Sec. 17201, 17551 and 24422.3) 

California conformed to the uniform capitalization rules enacted by 
the Tax Reform Act of 1986 CAB 53, Stata. of 1987, Ch. 1138, and SB 
572, Stats. of 1987, Ch. 1139>, but has not conformed to the rules 
requiring the capitalization of that portion of expense= that represent 
past service pension costs, added by the Revenue Act of 1987. 

NEW FEDERAL LAW (Sec. 263A(d>(l)(A>) 

This Act section amends the code by exempting from the application of 
the uniform capitalization rules otherwise deductible expenses that 
are incurred by a taxpayer in connection with the production of 
animals in any farming business. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 
- 

The amendment is applicable to costs incurred after December 31, 1988. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, revenue losses under the Personal Income Tax Law are estimate+ 
to be in the $9 million range for 1989-90 and in the 57 million range 
for 1990-91. T h e s e  estimates assume an enactment date after June 30, 
1989. 



TITLE VI: Other substantive Revenue Provisions 

SUBTITLE B: Provisions Relating to Accounting and Agricultural 

ACTION: PROVIDES FOR ELECTION BY PRODUCERS OF P1,STACHIO NUTS TO 
DEDUCT PREPRODUCTIVE COSTS CURRENTLY 

Act Section 6026(c> 

BACKGROUND 

The t'ederal Tax Reform Act of 1986 (P.L. 99-5141 enacted the uniform 
capitalization rules which generally apply to the production of all 
tangible personal property and to the purchase and holding of property 
for resale. Reguletiona implementing these provisions require 
capitalization of all direct costs and an allocable portion of 
indirect coets (i.e., general, administrative and overhead costs). 

Certain farmers, including ranchers, producers of nuraery stock and 
ornamental trees, and the traditional growers of agricultural c r o p s ,  
may irrevocably elect to disregard the preproductive period 
capitalization rules and to claim otherwise allowable current expense 
deductions for preproductive period costs of plants and animals. The 
election must be made for the first tax year beginning after 1986 in 
which the taxpayer 1s a farmer. No such election can be made for 
costs pertainlnq to pistachio trees. 

Farming corporations, partnerships with corporate partners, and t a x  
shelters may not make such election. Costs attributable to the 
planting, cultivation, maintenance or development of a citrue or 
almond grove and incurred before the end of the fourth year after the 
year in which the trees were planted are not eligible for such 
elective treatment. 

The Revenue Act of 1987, included in the federal Omnibus Budget 
Reconciliation Act ( P . L .  100-203>, included (formerly excluded) 
contributions to a pension or annuity plan, to the extent thoae 
contributions represent past service coets, as 'a coat to be 
capitalized. 

CURRENT CALIFORNIA LAW (Sec. 17201, 17551 and 24422.31 

California conformed to the uniform capitalization rules enacted by 
the Tax Reform Act of 1986 (AB 53, Stata. of 1987, Ch. 1138, and SB 
572, Stats. of 1987, Ch. 1139>, but has not conformed to the rules 
requiring the capitalization of that portion of expenses that 
represent past service pension costs, added by the Revenue Act of 
1987. 

NEW FEDERAL LAW (Sec. 263A(d>(3>(B>> 

This Act section amends the code by providing that taxpayers who are 
not required to use an accrual method of accounting may elect to 
currently deduct costs incurred in the planting, cultivation, 
maintenance, or development or pistachio trees. If the election is 
made, gain from the disposition of pistachio nuts is taxed as ordinary 
income to the extent of prior deductions that would have been 
capitalized but for the election. Additionally, all farm assets 



placed in service in any tax year that the election is in effect are 
aubject to the alternative depreciation syatem (straight line over the 
class life). 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The amendment relating to pistachio trees is effective as if included 
in the provisions of the Tax Reform Act of 1986 (costs incurred after 
December 31, 1986). i 

STATE REVENUE IMPACT 
l 
I 

Based on national estimates developed by the Joint Committee on I 
Taxation, revenue losses under the Personal Income Tax Law would be in 
the $1 million range for 1989-90 and in the 5300,000 range for 
1990-91. These estimates allow for the fact that over 95% of the 
pistachio nut production occurs in California. 



I 
TITLE V I :  Other Substantive Revenue Provisions 

SUBTlTLE B: Provisions Relating to Accounting and Agriculture 

ACTION: CLASS LIFE OF SINGLE PURPOSE AGRICULTURAL OR 
HORTXCULTURAL STRUCTURES MODIFIED 

Act Section 6027 

I BACKGROUND 

FOG federal purposes the Modified Accelerated Cost Recovery System 
(HACRS) is mandatory for most tangible personal property placed in 
service after December 31, 1986 unless transitional rules apply. This 
system, generally, replaced the Accelerated Cost Recovery System and 
was introduced in the Federal 1986 Tax Reform Act (TRA). 

CURRENT CALIFORNIA LAW (Sec, 17250) 

California h a s  adopted federal depreciation provisions (MACRS) 
including the asset expense allowance under the Personal Income Tax 
Law applicable to assets placed in service after 1986. Assets placed 
in service prior to 1987 continue to be depreciated under pre-1987 
California law. The Bank and Corporation Tax Law has not been 
conformed to federal law. 

The MACRS provlslons assign property to specific claes lives and each 
of these class llves has a statutory method of calculating the 
depreclatlon over the span of these lives. Some of these methods are; 
double declining'-balance; '150% declining balance; xum-of-the-years- 
dlglts and straight llne. 

Single-purpose agricultural and horticultural structures are assigned 
a 7-year recovery period based on the asset depreciation range syatem. 
(This system is used to place all property in a class according ko 
their estimated life expectancy.) 

NEW FEDERAL LAW  (Sec. 168 (e)(3>(D)) 

Single-purpose agricultural and horticultural structures are assigned 
a recovery period of 10 years for MACRS purposes for property placed 
in service after 1988. A 15-year recovery period applies to single 
purpose agricultural or horticultural structures for purposes of MACRS 
straight-line method. 

The Secretary of the Treasury is responsible for assigning property to 
specific class lives, however, pre-1988 statutes prohibit the 
Secretary from assigning a longer recovery period to such structures 
that ere placed in service before January 1, 1992. Committee reports 
indicate that the Houae Ways and Means Committee believes that these 
structures should be assigned longer recovery periods than under 
present-law in order to reflect more accurately the economic lifeepan 
of these structures. The committee believes that this change will 
discourage passive tax-motivated investments in certain farming 
bus~nesses. 



EFFECTIVE DATE OF THIS PROVISION 
1 

The provision generally applies to structures placed in service on or 
after January 1, 2989. An exception is provided for any property 
placed in service before January 1, 1990 if such property (1) is 
constructed, reconstructed, or acquired by the taxpayer pursuant to a 
written contract that was binding on July 14, 1988, or (2) is 
constructed or reconstructed by the taxpayer and such construction or 
reconstruction began by July 14, 1988. 

STATE REVENUE IMPACT 

California has not adopted MACRS depreciation under the Bank and i 

Corporation Tax Law. Revenue qains under the Per~onal Income Tax Law 
would be minor, probably less than 5200,000 annually. 



- 
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TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE B:  provision^ Relating to Accounting and Agriculture 

ACTION: CLASS LIFE OF PROPERTY USED IN FARMING BUSINESS 
MODIFIED 

A c t  Section 6028 

BACKGROUND 

For federal purposes the Modified Accelerated Cost Recovery System 
(MACRSI is mandatory for most tangible personal property placed in 
service after December 31, 1986 unless transitional rules apply. This 
system generally, replaced the Accelerated Coat Recovery System and 
was introduced &n the Federal 1986 Tax Reform Act (TRA). 

CURRENT CALIFORNIA LAW CSec, 17250) 

California has adopted federal depreciation provisions ( M A C R S )  
including the asset expense allowance under the Personal Income Tax 
Law applicable to assets placed in service after 1986. Assets placed 
in service prior to 1987 continue to be depreciated under pre-1987 
California l a w .  The Bank and Corporation  ax Law has not been 
conformed to federal law. 

The MACRS provisions assign property to specific class lives and each 
of these class lives has a statutory method of calculating the 
depreciation over the span of these lives. Some of these methods are; 
double declining balance; 150% declining balance; sum-of-the-years- 
digits and straight line. 

Generally, farm property is assigned a 7 year class life and requires 
the use of the double declining balance method for determining the 
amount of depreciation. 

NEW FEDERAL LAW (168(b>(2)) 

The Act requires that farm property be depreciated using the 150 
percent declining balance method. Taxpayers who remain sub~ect to the 
rules requiring the capitalization of preproductive expenses and who 
elect to deduct preproductive period expenses will continue to use the 
alternative depreciation system which uses longer recovery periods and 
the straight line method of depreciation. 

Committee reports indicate that the committee believed that this 
change is necessary in order to discourage passive tax-motivated 
investments in certain f'arming businesses. 

EFFECTIVE DATE OF THIS PROVISION 

The provision generally applies to property placed in service on or 
after January 1, 1989. An exception is provided for any property 
placed in,service before July 1, 1989 if such property (1) is 
constructed, reconstructed, or acquired by the taxpayer pursuant to a 
written contract that was binding on July 14, 1988, or (2) is 
constructed or reconstructed by the taxpayer and such construction or 
reconstruction began by July 14, 1988. 



STATE REVENUE IMPACT 

California has not adopted MACRS depreciation under the Bank and 
Corporation Tax Law. Revenue gains under the Personal Income Tax Law 
from conforming to this change are estimated to be in the 52 million 
range annually. I 



TITLE VI: Other Substantive Revenue Provisions 

\ SUBTITLE B: Provisions Relating to Accounting and Agriculture 

ACTION: CLARIFY DEPRECIATION METHOD OF CERTAIN TREES 

Act Section 6029 

BACKGROUND 

For federal purposes the Modified Accelerated Cost Recovery System 
(MACRS) is mandatory for most tangible personal property placed in 
service after December 31, 1986 unless transitional rules apply. This 
system generally, replaced the Accelerated Cost Recovery System and 
was introduced In the Federal 1986 Tax Reform Act (TRA). 

For prior federal law (pre-1988) it is unclear whether trees and vines 
are classified as land improvements with a midpoint life of 20 years 
or have no class life. Assets assigned to a 20 year class life use 
the 150% declining balance method switching to straight line at a time 
to maximize the depreciation deduction. 

CURRENT CALlF'OHNlA LAW (Sec. 17250) 

California has generally adopted federal depreciation provieions 
(MACRS) including the asset expense allowance under the Personal 
Income Tax Law applicable to assets placed in service after 1986. 
Assets placed in service prior to 1987 continue to be depreciated 

,--\ .under. .pr.e-,1987 ..,Ca.l.i,f.orni.a ..l.aw.. . T.he ..Bank. and ..Corporati.on .T.ax Law .has 
.& 

I 

not been conformed to federal law. 

The MACRS provisions assign property to specific class lives and each 
of these class lives has a statutory method of calculating the 
depreciation over the span of these lives. Some of these methods are; 
double declining balance; 150% declining balance; 
sum-of-the-years-digits and straight line. 

NEW FEDERAL LAW (Sec. 168(e>(3)(D)(ii)) 

The Act provides that the class life for trees or vines bearing fruit 
or nuts will be 20 years and that the depreciation deduction is to be 
calculated using the straight line method over a 10 year recovery 
period. 

EFFECTIVE DATE OF FEDERAL PROVISlONS 

This provision is effective for property placed in service on or after 
January 1, 1989. 

STATE REVENUE IMPACT 

California has not adopted MACRS depreciation under the Bank and 
Corporation Tax Law. Revenue losses under the Personal Income Tax Law 
from conforming to this change are estimated to be in the 5200,000 

0 range for 1989-90 and the 5400,000 range for 1940-91. 



TITLE IV: Other Substantive Revenue Provisions 

SUBTITLE B: Provisions Relating to Accounting and Agriculture 

ACTION: ONE-YEAR DEFERRAL OF PROCEEDS FROM LIVESTOCK SOLD ON 
ACCOUNT OF DROUGHT 

Act Section 6030 

BACKGROUND 

Generally, insurance proceeds which indemnify a business from lost I 

sales are in the nature of a substitute for those sales which, if they , 
had taken place, would have been included in income. Thus, the 
insurance proceeds for those taxpayers who utilize the cash method of 
accounting would normally be included in the taxable or income year in 
which they were received. Both state and federal law contain a I 

special provision which allows a cash basis taxpayer who receives 
insurance proceeds as a result of the sale or exchange of livestock on 
account of drought to elect to include the income in the year 
following the loss if it can be shown that the income from the 
livestock would have been reported in that year. 

CURRENT CALIFORNIA LAW (Sec. and 246611 

In determining accounting periods and methods of accounting California 
generally conforms to the federal provisions. 

NEW FEDERAL LAW ( Sec. 451(e>> 

For taxable years after 1987, the Act broadens the term livestock, for 
drought sales or exchange purpose to include cattle, horses and other 
livestock held for draft, dairy or sporting purposes. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to sales or exchanges occurring on or after 
January 1, 1988. 

S T A T E  REVENUE IMPACT 

The impact on state revenue collections from this provisions would be 
insignificant with regard to drought conditions existing in 
California. It is possible for some California taxpayers to 
experience losses attributed to drought conditions in other etatee. 
Federal estimates for the nation are rather minor. Comparable state 
revenue losses would be negligible. 



i 
TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE 3: Provisions Relating to Accounting and Agriculture 

ACTION: CERTAIN REPLEDGES PERMITTED 

Act Section 6031 

BACKGROUND 

The Revenue Act of 1987 provided special rules that apply to any 
nondealer real property installment obligation that arises out of the 
sale of real property used in a taxpayer's trade or business or in the 
production of rental income where the selling price of the property 
exceeds 5150,000. Under these rules, if any indebtedness is secured 
directly by a nondealer real property installsent obligation, the net 
proceeds of the secured indebtedness are treated 88 payment on such 
obligation. Thia rule applies to nondealer installment obligations 
t h a t  are pledged as security for a loan after December 17, 1987. 

For example: A taxpayer sells his apartment building for $200,000 in a 
nondealer installment obligation transaction. The taxpayer agreea to 
accept 5100,000 cash and takes a note from the purchaser for S100,OOO. 
Assume that the gain realized to the taxpayer (after determining the 
basls and other cost calculations) is S100,OOO. The taxpayer can then 
elect to include In gross rncome the 5100,000 gain in the year of the 
sale or elect to defer the gain through the installment obligation 
rules. (If the taxpayer elects to defer the gain, then a portion of 
the amount of the payments received from the note are included in the 

' - N taxpayer's Income. 1 Assuming the taxpayer elects to defer the gain, 
the gross profit percentage in the example would be 50%. Therefore 
50% of the 5100,000 that was received at the time of the sale ia 
included as gain In the taxpayer's income in-the year of the sale. 
The remaining 5100,000 in payments to be received in subsequent years 
would be included in the taxpayer's inccme s f t e r  spplying the grczz 
profit percentage to the payment received each year. 

If the taxpayer obtains a loan and uses the note from the installment 
obligation as collateral, then the net proceeds would be considered a 
payment on the installment obligation. The SOX gross profit 
percentage factor would then apply to the net proceeds of the loan 
transaction (up to the amount of the pledged note). This would 
accelerate the inclusion of the gain into the taxpayer's income. 

CURRENT CALIFORNIA LAW (Sec. 17551,. 17560 and 246671 

California law generally conforms to the 1986 federal proviaione but 
did not conform to the rules contained in the federal Revenue Act of 
1987. 

Noncorporate taxpayers have a choice to either elect the installment 
obligat~on rules or the proportionate disallowance rules. The reason 
for allowing a noncorporate taxpayer the installment method for tax 
purposes is that the seller might be unable to pay tax currently since 

/-\ 

i-1 



no cash would be available until installment payments are received. 
Noncorporate taxpayers who elect the installment obligation rules and 
who secure later indebtedness with the note which resulted from the 
installment obligation are not required under California law to 
include the net proceeds of the loan as a payment on the obligation, 

1, 
and therefore do not include any gain in income upon the pledge. 

Corporate taxpayers must use the proportionate disallowance rules. 
This 'is because the ability to defer taxation using the installment 
method is perceived as being inappropriate for gains realized by 
dealers on ordinary income assets, and also as to gains realized on 
certain business or rental property to the extent that the taxpayer 
has been able to receive cash from borrowing on its installment I 

obligation. 

NEW FEDERAL LAW (Act Sec. 6031) 

This Act section (an uncodified proviaion) provides that the special 
rule that treats proceeds of an indebtedness as payment on a nondealer 
real property installment obligation does not apply to a pledge of the + 

obligation after December 17, 1987 if the indebtedness (loan) is 
incurred to refinance indebtedness that was: 

1. outstanding on December 17, 1987 and 

2. secured by the nondealer real property installment , 

obligations on such date and at all times thereafter until 
the refinancing occurred. 

This exception does not apply to the extent that the principal amount 
of the indebtedness resulting from the refinancing exceeds the amount 
of the refinanced indebtedness immediately before the refinancing. If I 

the -refinancing of the indebtedness is attributable to the creditor's 
calling of indebtedness (i.e., a balloon payment or payment on demand 
clause> it is treated as a continuation of the indebtedness if the 
refinancing is provided by a person other that the original creditor 
or a person related to the original creditor. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to pledges after December 17, 1987. 

STATE REVENUE IMPACT 

California has not conformed to the 1987 Federal Act installment sale 
provisions which were eatimated to produce state revenue qaina of I 

approximately S200 million over the first three yeara. Should - 
California conform to the 1987 provisions, the treatment of certain 
pledged installment obligations In the 1988 Act would result in a 
minor revenue loss for the first year followed by negligible revenue 
effects in subsequent years. 



n 

TITLE VI: Other Substantive Revenue Provisions 

, SUBTITLE B: Provisions Relating to Accounting and Agriculture 

I 
ACTION: REQUIRES REGULATIONS THAT PROVIDE TO WHAT EXTENT STOCK 

OWNED BY NONGRANTOR T R U S T S  IS T O  BE TREATED A S  
INDIRECTLY OWNED BY T H E  BENEFICIARIES OF SUCH TRUSTS 

Act Section 6032 

BACKGROUND 

I Generally, for t a x  years beginning after 1986, use of the cash method 
o f  accounting is limited to corporations and partnerships with annual 
gross receipts of $5 million or less, S corporations, sole 
proprietorships and partnerships that have no C corporation partners. 
Qualified personal service corporations may also use the cash method 

I if they are substantially involved in performing services in the 
I f i e l d s  of health, engineering, architecture, accounting, actuarial 

science, performing arts, or consulting, and if all their stock is 
substantially owned (95 percent in value) by employees performing 
servlces I n  these fields, their estates, or anyone acquiring an 
ownersh ip  interest by r e a s o n  of that person's death within the past 24 
months. 

CURRENT CALlFOHNIA LAW (Sec. 17562 and 24654) 

California law is conformed to federal law. 

, NEW FEDERAL LAW (Sec.448(d)(2)) 

Federal law is amended to take into accountl(in determining whether 
the ownership test is satisfied) indirect holdings through a trust to 
the extent provided in regulations to be prescribed by the T r e a s u r y  
Department.  

The amendment shall apply to tax years beginning after December 31, 
1986. 

STATE REVENUE I M P A C T  

Based on the low level of revenue losses estimated for the nation by 
the Joint Committee on Taxation, comparable state revenue losses would 
be negligible. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE B: Provision Relating to Accounting and Agriculture 

ACTION: ALLOWS H TAXPAYER TO DEFER CERTAIN PROCEEDS 'RELATING TO 
CROP INSURANCE TO THE FOLLOWING YEAR 

Act Section 6033 

BACKGROUND 

A cash method taxpayer who receives insurance proceeds as a result of 
destruction or damage to crops may elect to include the proceeds in 
income for the taxable year following the year in which the 
destruction occurs. A taxpayer may elect to include such proceeds in 
income in the taxable year following the year of damage aa long as the 
taxpayer would have normally reported the income in the following 
year. 

Payments received under the Agricultural Act of 2949 as a result of: 

1. destruction or damage to crops caused by drought, flood, or 
other natural disaster, or 

2. the inability to plant crops because of such natural 
dlsaster are treated as insurance proceeds and the taxpayer 
is allowed to elect to include the payment in the following 
year. 

CURRENT CALIFORNIA LAW (Sec. 17551) 

California is I n  conformity with federal law. 

NEW FEDERAL LAW (Sec. 451) 

The Act amends the section to treat any payments received under Title 
I1 of the Disaster Assistance Act of 1988 as insurance proceeda and 
thus the taxpayer is allowed to elect.to defer the reporting of the 
payment until the following year. 

EFFECTlVE DATE O F  FEDERAL PRUVISlONS 

The provision applies to payments received before, on, or after 
November 10, 1988. 

STATE REVENUE IMPACT 

According to the State Food and Agriculture Department, payments 
received by California producers under Title I1 would make up a very 
small percentage of the total for the nation (2-3 percent). Federal 
estimates for the nation are rather minor. Comparable state revenue 
losses would be minor, possibly in the S500,000 range for 1989-90 and 
decreasing to negligible amounts thereafter. 
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TITLE IV: Other Substantive Revenue Provisions 

1 SUBTITLE C: Pensions and Employee benefits 

ACTION: EXEMPTION FROM EMPLOYEE BENEFIT NONDISCRIMINATION RULES 
F O X  CHURCH PLANS 

Act Section 6051(a) 

BACKGROUND 

4 The federal Tax Reform Act of 1986 established special rules with 
I regard to amounts that must be included in the income of highly 

compensated employees, In addition, that Act: 

1. Established new eligibility and benefit nondiscrimination 
rules applicable to group-term life insurance plane and 
accident or health plana tinaured or aelf-insured); 

2- Allowed employers to elect to apply those rulee to certain 
other types of plans; 

3. Established a special benefits rule for dependent care 
assistance programs; 

4. Established uniform definitions; and; 

5.  Permitted satlsfactlon of the nondiscrimination rules for 
group-term .life lnsurance,plans and accident or health plans 
on a llne of business or operat~ng unit basis. 

I CURRENT CALlFOHNlA LAW (Sec. 17081) 

California conformed for post-1986 tax years to the extensive changes I 

in the federal law applicable to tax years beginning after 1486 and 
to technical changes made by the Tax Reform Act of 1986. I 

NEW FEDERAL LAW (Sec.89) 

The act provides that the nondiscrimination requirements of Internal 
Revenue Code Section 89 do not apply to statutory employee benefit 
plans maintained by a church for church employees. 

The term "church" is defined to include: 

1. A convention or ussociation of churches, 

2. An elementary or secondary school that is controlled, 
operated, or princ~pally supported by a church or by a 
convention or association of churches; and, 

3. Any church-controlled tax-exempt organization that does not 
receive substantial support from governmental sources or 
sales of goods or services. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective as if it had been included in the Tax 
Reform Act of 1986 and generally will apply to years beginning on or 
after January 1, 1989. 

I 

STATE REVENUE IMPACT 

I 

Based on very minor revenue losses estimated f o r  the nation, state 
revenue losses would be negligible. j 
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TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C : '  Pensions and Employee Benefits 
\ 

ACTION: EXEMPTION FROM EMPLOYEE BENEFIT NONDISCRIMINATION RULES 
FOR CAFETERIA PLANS.  

Act Section 6051 (b) 

BACKGROUND 

Thls change was made to clarify the original Congressional intent that 
the nondiscrimination rules (with regard to highly compensated 
employees) be focused on available nonelective contributions. 

CURRENT CALIFORNIA LAW (Sec. 17131> 

California conforms for post-2986 tax years to extensive changes in 
the federal law relating to nondiscrimination rules applicable to t a x  
years beginning after 1986 and to technical changes made by the Tax 
Reform Act of 1986. 

N E W  FEDERAL LAW i S e c .  125(c> ( 2 )  (C) ) 

The Act provides that post-retirement life insurance funded under a 
cafeteria plan must be tested for discrimination when it is funded 
based on the amount of life insurance that could at that t i m e  be 
p u r c h a s e d  wlth the cafeteria plan electlve contributions. 

I I )  EFFECTIVE DATE OF FEDERAL PROVISIONS 
I 

Thls provision 1s effective as if lt were included in the Tax Reform 
Act of 1986 'and generally will apply to years beginning on or  a f t e r  
January 1, 1984. 

I STATE REVENUE IMPACT 

Based on very minor revenue losses. estimated for the nation, state 
revenue losses would be negligible. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pensions and Employee Benefit8 

ACTION: MODIFICATIONS OF NONDISCRIMINATION RULES APPLICABLE TO 
CERTAIN ANNUITY CONTRACTS 

Act Section 6052 

BACKGROUND 

The Tax Reform Act of 1986 provided that the nondiscrimination rules 
apply to contributions to tax-sheltered annuity programs. With 
respect to contributions pursuant to a salary reduction agreement, the 
nondiscrimination rules generally require that the ability to make 
salary reduction contributions be available to all employees. I 

With respect to other, contributions, the nondiscrimination rules are 
the same nondiscrimination rules applicable to qualified pension 
plans. 

CURRENT CALSE'OKNIA LAW (Sec. 17501 and 17506) 

California conformed to the extensive changes in federal law made by 
the Tax Reform Act of 1986 which first became effective taxable years 
beginning on or after January 1, 1989. 

NEW FEDERAL LAW (Sec. 403Cb)) 

The Act modifies the nondiscrimination rules applicable to 
contributions to tax sheltered annuity programs not made pursuant to a 
sqlary reduction agreement as follows: 

1. Student employees who are not taken into account for 
employment tax purposes may be disregarded; 

2. Employees who normally work less than 20 hours per week may 
be disregarded; and 

3.. For plan years beginning before January 1, 1992, the 
nondiscrimination rules may (under a noncode provision) be 
applied by testing a statistically valid sample of 
employees. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is effective as if included in Section 1120(b) of the 
Tax Reform Act of 1986 and is applicable to taxable years beginning on 
or after January 1, 1989. 

STATE REVENUE IMPACT 

The Joint Committe on Taxation estimates revenue losses for the nation 
of only S500,OOO annually. State revenue losses would be negligible. 



- 
I T I T L E  V I :  Other Substantive Revenue Provisions 

I 

SUBTITLE C: Pensions and Employee Benefits 
\ 

ACTION: REQUIRED D I S T R I B U T I O N  B E G I N N I N G  DATE F O R  GOVERNMENTAL 
AND CHURCH P L A N S  

Act Section 6053 

BACKGROUND 

The Tax Reform Act of 1986 (effective for taxable years beginning 
after December 31, 1988) required that distributions under all 
qualified plans, I R A s ,  tax-sheltered custodial accounts and annuities, 
and eligible deferred compensation plans of state and local 
governments and tax-exempt employers must commence no later than April 
1 of the calendar year following the calendar year in which the 
participant or owner attains age 70.5, without regard to the actual 

I date of separation from service. 

i CURRENT C A L I F O R N I A  LAW (Sec. 17501) 

California conformed to the changes made by federal law under the Tax 
Reform Act of 1986. 

1 NEW FEDERAL LAW (Sec. 401) 
I 

The Act provides that, In the case of governmental plans or plans 
maintained by a church, including qualified church-controlled 7> organlzatrons, the requrred bagxnning date 18 the later of: 

--. 

1. The required beginning date under,the normal rule; or 

2. April 1 of the calendar year following the calendar year in 
which the employee retires. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is effective as if included in the Tax Reform A c t  of 
1986, applicable to taxable years beginning after December 31, 1988. 

STATE REVENUE IMPACT 

The Joint Committe on Taxation estimates revenue losses of only 
5500,000 annually for the nation. State revenue losses would be 
negligible annually. 

I 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Penaiona and Employee Benefita 

ACTION: SECTION 415 LIMITATION FOR STATE AND LOCAL PLANS 

Act Section 6054 

BACKGROUND 

Prior to this Act, federal law provided overall limits on 
contributions and benefits under qualified plans. The limits applied 
to all such contributions and benefits provided by any private or 

I 

public employer. 

CURRENT CALIFORNIA LAW (Sec. 17501) 

California is conformed to federal law, including changes made to 
Section 415 made by the federal 1986 Tax Reform Act. 

NEW FEDERAL LAW (Sec. 415) 

Under this Act, ln the case of a plan maintained for its employees by I 
I 

any state or political subdivision, the limitation on benefits under a 
defined benefit penslon plan wlll not be less than'the accrued 
benefits of a qualified participant under the plan (determined without 
regard to any amendment of the plan made after October 14, 1987). A 
qualified participant is defined as a participant who first became a 
participant in the plan maintained by the employer before January 1, 
1990. 

In order to qualify for this special limitation, the employer 
maintaining the plan must elect to satisfy the general requirements of 
IRC 'section 415, without regard to the special rules for public plans I 

(other than the special rules for police and firefighters). 

EFFECTlVE DATE OF FEDERAL PROVISIONS 

This provision is generally effective for years beginning after 1982. 
The employer's election is required to be made before the close of the 
first plan year beginning after December 31, 1989. 

STATE REVENUE IMPACT 

The Joint Committe on Taxation estimates revenue losses of only 
S500,OOO annually for the nation. State revenue losses would be 
negligible. 



I TITLE VI: Other Substantive Revenue Provisions 

S U B T I T L E  C: Pensions and Employee Benefits 
\ 

A C T I O N :  MINIMUM P A R T I C I P A T I O N  STANDARDS 

Act Section 6055 

BACKGROUND 

The Tax Reform A c t  of 1986 provided that a plan is not a qualified 
plan unless it benefits the lesser of: 

1. 50 employees; or 

2. 40 percent of all of an employer's nonexcludable employees. 

CURRENT C A L I F O R N I A  LAW tSec. 17501) 

California law is conformed to t h e  changes to federal law made by the 
Tax Reform Act of 1986. 

NEW FEDEkHL LAW (Sec. 4013 

T h e  A c t  prov~des that the minlmum participation rule (plans t h a t  must 
beneflt at least 50 employees or 40% of all employees of the employer, 
whichever 1s lesser) can be applled to employees of a governmental 
employer that provldes police, flrefightlng or emergency medical 
servlces separ,ately from other employees. 

EFFECTIVE DATE OF FEDERAL P R O V I S I O N S  

The election that governmental employers can make to utilize this 
provision is effective generally for plan years beginning after 1988 
but a special rule for collective bargaining agreements is provided. 

STATE REVENUE IMPACT 

The Joint Committe on Taxation estimates revenue losses of only 
5500,000 annually for the nation. State revenue losses would be 
negligible. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pensions and Employee Benefits 

ACTION: PROHIBITION ON COLLECTIBLES NOT TO INCLUDE STATE COINS 

Act Section 6057 

BACKGROUND 

Prior to the passage of the Tax Reform Act of 1986, federal law 
prohibited the investment of individual retirement plans in 
collectibles because it w a a  considered too difficult to verify the 
existence of collectibles. 

The Tax Reform Act of 1986 created a limited exception to this rule 
and permitted individual retirement accounts to invest in legal tender 
gold and silver coins minted by the United States. Such coins were 
required to be held by a disinterested third party, and could not be 
held by the individual investor. I 

This exception applied to acquisitions made after December 31, 1986. 

CURRENT CALIF'OHNIA LAW (Sec. 17501) I 

California conformed to the changes made to federal Law by the Tax 
Reform Act of 1986. 

NEW FEDERAL LAW (Sec. 408Cm)) 

The A c t  provides that coins ~ssued under the laws of any state are not 
treated as collectibles for purposes of the IRA prohibition on 
investments in collectibles, as long as the coins are held by a person ' 
independent of the IRA owner. 

EFFECTIVE DATE OF FEDERAL PHOVlSIONS 
I 

This provision is effective with respect to state coins acquired by an 
IRA after November 10, 1988. 

STATE REVENUE IMPACT 

Negligible impact. 



1 
- 

TITLE V I :  Other Substantive Revenue Provisions 

I 
I SUBTITLE C: Pensions and Employee B e n e f i t s  

ACTION: APPLICATION O F  FUNDING RULES TO MULTIPLE EMPLOYER PLANS 

I A c t  Section 6058 

I BACKGROUND 

Under current federal law, the minimum funding requirement w i t h  
respect to a multiple employer plan and the maximum permissible 
deduction for a contribution to a multiple employer plan is calculated 

I 
I 

at the plan level and not at the level of the contributing employer. 

CURRENT CALlF'ORNlA LAW (Sec,  17509) 

California conformed to the changes  made to federal law by the Tax 
i Reform Act o f  1986. 

NEW FEDERAL LAW (Sec. 4131 

Under the Act, In the case of a plan established after December 31, 
1988, each employer partlclpating in a multiple employer pension plan 
1s treated as maintaining a separate plan for purposes of t h e  minimum 
fundlng standard unless the plan uses a method for deterrnlning 
requlred contrlbutlons that ensures that any employer contributes an 
amount at least equal to the amount that would be requared if the 

- employer malntalned a separate plan. 
' 'i 

I d / 

In addition, the assets and liabilities of each plan treated as a 
separate plan are the assets and liabilities that would be allocated 
to a plan maintained by the employer, if the.employer withdrew from 
the multiple employer plan. 

I EFFECTIVE DATE OF FEDERAL PROVISIONS 

I 
This provision is effective for plans established after 1988. In t h e  
case of a multiple employer plan established.before 1989, the plan 
administrator is permitted to elect to have the new rule apply to the 
plan. 

STATE REVENUE IMPACT 

Negligible impact. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pension and Employee Benefits 

ACTION: APPLICATION OF SECTION 415 LIMITATIONS TO POLICE AND 
FIREFIGHTERS 

Act Section 6059 

BACKGROUND 

Present law provides overall limits on contributions and benefits 
under qualified pension, profit-sharing, and stock bonus plans, 
qualified annuity plans, tax-sheltered annuities, and simplified 
employee pensions (SEPs). In addition, present law provides a special 
floor on the annual limit on benefits with respect to certain police 
and firefighters. In the case of a qualified participant, the present 
law reduction provided for benefits payable before age 62 does not 
reduce the dollar limit on annual benefits below 550,000 at any age. 

A qualified participant is a participant in a defined benefit pension 
plan maintained by a State or political subdivision of a State if the 
period of service taken into account in determining the participant's I 

benefit under the plan includes at least 20 years of the participants 
service, as specified. 

CURRENT CALIFORNIA LAW (Sec. 17501) 

California law is conformed to federal law. 

NEW FEDERAL LAW (Sec. 415) 

The .Act provides that the 20 years of service requirement for 
eligibility for the special rule for police and firefighters is 
decreased to 15 years. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for plan years beginning after 1986. 

STATE RI?dENUE IMPACT 

Negligible impact for state purposes. 



I 

TITLE VI: 
I 

Other Substantive Revenue Provisions 

ACTION: MISCELLANEOUS PROVISIONS MODIFYING EXCISE TAXES, 
\ 
\ INSURANCE COMPANY TAXATION AND TREASURY STUDIES 

Act Section 6060, 6069, 6129, 6131 and 6252 

BACKGROUND 

I The federal government imposes numerous excise taxes either as direct 
taxes or as penalty provisions throughout the Internal Revenue Code. 
In addition insurance companies are sublect to income taxation at the 
federal level. The federal code also mandates certain studies to be 
made by the Secretary Treasury. 

CURRENT CALIFORNIA LAW 

The provisions of the R e v e n u e  and Taxation Code administered by the 
.Franc+ise Tax Board do not impose excise taxes nor n tax on the 
reversion of pension plan assets. 

Insurance companies are not subject to the Bank and Corporation Tax 
Law in California but instead are subject to the gross premiums tax 
which is administered by the State Controller. 

1 NEW FEDERAL LAW tSec. 952, 964, 4978A and 4980) 

TAMRA increases the exclse tax imposed on employers upon the reversion 
- to the employer of pension plan assets from ten to fifteen percent, 

-- ) modrfres the insurance company taxation rules dealing with insurance 
branches of controlled foreign corporations (CFCs) and modifies 
prev~ously requ~red studles by cancelling two (one on the payment in 
kind program (PIK) and one on foreign oil and gas tax credit) and 
modifies due dates of reports on Posseasions Corporations and Foreign 
Sales Corporations, 

I I EFFECTIVE DATE OF FEDERAL PROVISIONS I 

1 

The lncrease in the employer reversion tax applies to reversions after 
October 20, 1988, the insurance company provisions apply to taxable 
years of foreign corporations beginning after December 31, 1988 while 1 i 
the noncode provision regarding certain studies is effective November 
10, 1988. I 
STATE REVENUE IMPACT 

I 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pensions and Employee Benefits 

ACTION: LOANS TO ACQUIRE EMPLOYER SECURITIES 

Act Section 6061 

BACKGROUND 

Under present law, a bank, an insurance company, a regulated 
investment company, or a corporation actively engaged in the buainess 
of lending money may exclude from gross income 50 percent of the 
interest received with respect to a securities acquisition loan. A 1 

"securities acquisition loan" is generally defined as a loan to a 
corporation or to an ESOP to the extent that the proceeds are used to 
acquire employer securities. 

CURRENT CALIFORNIA LAW (Sec. 243061 

California law is conformed to the federal provisions for taxable and 
income years beginning or or after ~ a n u a r ~  1, 1990 and before January 
1, 1995. 

NEW FEDERAL LAW (Sec. 133 and Act Sec. 6061) 

This Act, in a noncode provision, modifies another provision of this 
Act (Sec. 1011B) by providing that, in the case of the refinancing of 
a securities acquisition loan that was made before October 22, 1986, 
the partial lnterest exclusion is available for the greater of either: 

1. The term of the original securities acquisition loan; or, 

2. The amortization period used to determine.the regular 
payments under the original securities acquisition loan. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective as if included in the Tax Reform Act of 
1986, in general, applicable to loans incurred after October 22, 1986. 

STATE REVENUE IMPACT 

Negligible revenue losses for state purposes beginning in 1990. 



TITLE VI: , Other Substantive Revenue Provisions 

SUBTITLE C: Pensions and Employee B e n e f i t e  

ACTION: EFFECTIVE DATE OF SECTION 415 LIMITATIONS FOR 
COLLECTIVELY BARGAINED AGREEMENTS 

Act Section 6062 

BACKGROUND 

The Tax Hekorm A c t  of 1986 (TRA) provided that the limit on the annual 
benefit provided by n defined benefit pension plan is generally the 
lesser of: 

1. 100 percent of average compenaakion; or, 

Prior to the TRA, if payment of retirement benefits begen before age 
62, then the dollar limit waa generally reduced so that it w a s  the 
actuarial equivalent of an annual benefit of 590,000 beginning at age 
62. In no event, however, was the dollar limit applicable to benefits 
beginning at or after age 55 less than 575,000. 

Under the law prior to the enactment of the TRA, if benefits began 
before age 55, then the dollar limit was actuarially reduced so that 
it was the greater of the actuarial equivalent of: 

1. A 575,000 benefit beginning at age 55, or 

2. The applicable dollar limit at age 62. 

TRA eliminated the $75,000 floor so that the 590,000 limit is 
actuarially reduced for a participant retiring before the socicl 
security retirement age (currently 65, scheduled to increase to 67). 

In the case of a plan maintained pursuant to one or more collective 
bargaining agreements ratified before March 1, 1986, the TRA 
provisions do not apply to benefits under'such agreements in years 
beginning before the earlier of: 

1. The date on which the last of such collective bargaining 
agreements terminates; or, 

2. January 1, 1989. 

CURRENT CALIFORNIA LAW (Sec. 17131) 

California conformed to the changes to federal law made by the Tax 
Reform Act of 1986. 

NEW FEDERAL LAW (Act Sec. 6062) 

Thls Act, In a noncode provlslon, delays the effective date of the TRA 
psovlslons in the case of collectively bargained agreements. In the 
case of a plan estnbllshed on or before March 1, 1986, pursuant to one 



or more collective bargaining agreements, the TRA proviaions do not 
apply to contributions or benefits pursuant to such agreements until 
the first plan year beginning on or after October 1, 1991. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This change is effective as if it were included in the Tax Reform Act 
of 1986. 

STATE REVENUE IMPACT 

Negligible revenue losses under state law'. 



- 
I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pensions and Employee Benefits 
\ 

ACTION: TREATMENT OF PRE-1989 ELECTIONS FOR DEPENDENT CARE 
ASSISTANCE UNDER CAFETERIA PLANS 

Act Sectlon 6063 

1 BACKGROUND 

California conformed to the changes made to federal law by the Tax 
Reform Act of 1986. 

NEW FEDERAL LAW (Sec .  125 and Act Sec- 6063) 

- 

This Act, in a noncode provision, provides that a plan would not be 
treated as falling to be a cafeteria plan solely because, under the 
plan, a participant elected before January 1, 1989 to receive 
reimbursement under the plan for periods after December 31, 1988, and 

-) such assistance is includible in gross income under the provision8 of 
-2 

the Family Support Act of 1988. 

The Tax Reform Act of 1986 (TRA) limited the employee's exclusion for 
dependent care assistance programs to 55,000 a year (S2,500 for 

I EFFECTIVE DATE OF FEDERAL PROVISIONS -. 

married taxpayers filing separate returns). Also, TRA required that, 
for on-site facilities, the amount excluded with respect ta any 
dependent must be based on actual utilization and the value of the 
services provided. 

CURRENT CALIFORNIA LAW (Sec, 17131) 

This provision is effective November 10, 1988. 

STATE REVENUE IMPACT 

Negligible ~mpact. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pension and Employer Benefits 

ACTION: MODIFICATIONS TO DEFERRED COMPENSATION PLANS OF STATE 
AND LOCAL GOVERNMENTS AND TAX-EXEMPT ORGANIZATIONS 

Act Section 6064 

BACKGROUND 

Under the 1986 Federal Tax Reform Act the IRS issued a ruling that 
unfunded vacation, sick leave, compensatory time, severance pay, 
disability pay and death benefit plans were to be considered deferred 
compensation plans maintained by state or local governments or by 
tax-exempt organizations. Considerable controversy arose over that 
ruling and subsequently IRS Notice 88-68 reversed that position. The 
notice stated that deferred compensation plans for state or local 
governments or tax-exempt organizations do not include bona fide 
vacation, sick leave, compensatory time, severance pay, disability pay 
and death benefit plans. 

CURRENT CALIFORNIA LAW (Sec. 17551) 

California conforms to the federal tax treatment of state or local 
government or tax-exempt organizations deferred compensation plans as 
defined under the 1986 Tax Reform Act. 

NEW F E D E H A L  LAW (Sec. 457) 

The Act codifies the position that vacation, sick leave, compensatory 
time, severance pay, disability pay, and death benefit plans are not 
state or local government deferred compensation plans. 

The Act also includes a grandfather rule exempting certain nonelective 
deferred compensation under governmental plans from treatment as 
deferred compensation plans. 

In addition, church plans will not be subject to the limitations 
imposed under government plans. 

EFFECTIVE DATE O F  F E D E H A L  PROVlSlONS 

This provision applies to taxable years beginning on or after January 
1, 1988. An exception is provided for collectively bargained plans. 

STATE REVENUE IMPACT 

Conforming to these Section 457 provisions would result in state 
revenue losses in the $1 million range annually. 



4 

1 
rn TITLE VI: Other Substantive Revenue Provisions 

S U B T I T L E  C: Pensions and Employee Benefits 

ACTION: AIR TRANSPORTATION OF CARGO AND PASSENGERS TREATED AS 
I SAME SERVICE FOR PURPOSES DF FRINGE BENEFIT INCLUSIONS. 

I Act Section 6066 

BACKGROUND 

i  re-1586 federal law provides that no-additional-cost service provided 
by an employer is not included in an employee's gross income. A 
no-additional-cost service is any service which <I) is offered for 
sale to customers in the ordinary course of business of the employer 
in whlch the employee 1s performing services; and (2) the employer 
incurs no substantial additional cost in providing the service. In 
the case of airlines ~t is not uncommon for an airline to provide 
reciprocal agreements to fly with other airline companies for 
employees, However, the same sort of agreements made by airlinea that 
transport only cargo are not allowed to be excluded from an employee's 
gross Income. 

I CUHHENT CALIFOHNlA LAW tSec. 17131) 

California conforms to the 1987 treatment on no-additional-cost 
servlces provided to employees by employers. These services, once the 
tests are met, are not included in a taxpayer's gross income, 

1 I-\ 

"Spoclflcally, reciprocal agreements between airllnes to transport 
--I employees are not ~ncluded in the employee's 91068 income as long as 

the serv~ce IS In the employer's llne of bueiness and the employer 
lncurs no substantlal add~tlonal cost. 

I NEW FEDERAL LAW (Sec. 132) 

The Act provides that the transportation of cargo by air and the 
transportation of passengers by air is treated as the same service. 
Thus, an employee performing services in the air cargo line of 

I business may receive air travel (including air travel under reciprocal 
I 

I 
agreements with other airlines) as a no-additional-cost service. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for transportation provided on or after 

1 
January 1, 1988. 

I STATE REVENUE IMPACT 

Based on the low level of revenue losses estimated for the nation, 
state revenue losses would be very minor annually. 



TITLE VI: Other Substantive Revenue Provisiona 

SUBTITLE C: Pensions and Employee Benefits 

ACTION: MODIFIES RULES FOR DEFINED BENEFIT PLANS I N  SPIN-OFFS 
INVOLVING BRIDGE BANKS 

Act Section 6067 

BACKGROUND 

Act Section 2550(c) added technical changes which are applicable to , 
the treatment of excess assets of defined benefit plans in the case of I 

spin-offs (occurs when a corporation transfers part of its assets to a 
new corporation in exchange for the stock of the new corporation and 
the stock 1s immediately distributed to its shareholders who do not 
surrender any of their original stock) and similar transactions. I 

Further consideration was given and additional language subsequently 
adopted to extend the allocation rules to spin-offs to a bridge bank 
(a bank established by the Federal Deposit Insurance Corporation 
(FDIC) to assume the deposits and other liabilities of a closed bank 
and continue banking operations), and to authorize the bridge bank to 
cause the plan maintained by the closing bank to spin-off the assets 
to a defined benefit plan maintained by the bridge bank within 180 
days after the closing of the bank. 

CURRENT CALIFUKNIA LAW '(Sec. 17024.5, 17501 and 23051.5) 

California law is in conformity with federal law. 

NEW FEDERAL LAW (Sec. 414<1>(2)(G)) 

Under the new provision, federal law is amended to extend the 
allocation rule for excess assets (assets in excess of the amount 
required to be allocated to a plan under prior law) of a defined 
benefit plan to a spin-off to a bridge bank. However, the provision 
only applies with respect to SO percent of the excess assets. 

In addition, a bridge bank would be authorized to cause the plan 
maintained by the closing bank to spin off assets to a defined plan 
mainta~ned by the bridge bank in accordance with the allocation rule 
within 180 days after the closing of the bank. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provisions generally apply to transactions occurring after July 
26, 1988. 

- 

STATE REVENUE IMPACT 

National estimates are insignificant, less than S500,OOO annually. 
The state revenue effect would be negligible. 



I TITLE VI: Other Substantive Revenue Provisions 

I 
1 SUBTITLE C: Pensions and Employee Benefits 

\ 

ACTION: INCOME AVERAGING ALLOWED TO LUMP-SUM DISTRIBUTIONS OF 
ALTERNATIVE PAYEES 

Act Section 6068 

BACKGROUND 

Generally, both California and federal laws tax amounts received under 
qualified penslon or profit-sharing plans to the employee only when 
actually distributed to the employee. 

If an employee's benefits are paid to himlher in one taxable year 
because of hislher death or termination of employment then the taxable 
amount is subject to special treatment as a "lump-sum" distribution. 
The taxable amount is the total distribution minus: 

1. employee contributions; and 

2. any unrealized appreciation or employer securities included 
in the distribution. 

CURRENT CALlFORNIA LAW iSec. 17504) 

California conformed in 1987 to the imposition of a separate tax on 
lump-sum distributions applicable to tax years beginning after 1986 

' - and conformed to the manner in which federal law taxed lump-sum 
distributions. The provisions: 

1. Replaced former rules (10 years federal; 5 or 7 years state) 
wlth five-year averaging available for a lump-sum I 

distributior! received by en indi=--A-- yIuual attaining the age of 
59 1/2, and 

2. Phased out capital gains treatment for distributions of. 
pre-1974 contributions. 

California law also conformed to federal noncode provisions applicable 
to individuals who attained age 50 by 1986. These provisions allow an 
election to use 10-year averaging (versus 5 year averaging) but apply 
the 1986 tax rates. Also, the taxpayer may elect capital gain 
treatment or treat the capital gain element of the distribution as 
ordinary income. 

NEW FEDERAL LAW (Sec. 402 (e)(4)(0)) 

This Act clarifies that the lump-sum distribution payment received by 
an alternate payee who 1s a spouse or.former spouse of an employee is 
eligible for income averaging if the distribution represents the 
balance of the credit to the employee and constitutes a lump-sum 
distribution. In determining whether the distribution consists of the 0 balance of the credit of the alternate payee, only the interest of the 
alternate payee is considered. 

I 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is retroactive and applies to taxable years beginning 
on or after January 1, 1985. 

STATE REVENUE IMPACT 

The Jolnt Committe on Taxation estimates revenue losses of only 57 
million annually for the nation. State revenue losses would be minor, 
in the 5250,000 range annually. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: pensions and Employee Benefits 

ACTION: DEFINITION OF PART-TIME EMPLOYEE FOR PURPOSES OF 
BENEFITS PROVIDED UNDER CERTAIN EMPLOYEE BENEFIT PLANS. 

Act Section 6070 \ 

BACKGROUND 

Pre - 1988 federal law for health and certain other employee benefit 
plans required to them satisfy certain nondiscrimination rules with 
respect to highly compensated employees. A plan is considered 
nondiacriminatory if it satisfies three eligibility and benefit tests- 
Under an alternative test, a plan is considered nondiscriminatory if 
it benefits at least 80% of the employees who are not highly 
compensated. In reviewing the employees for the 80% teat, employees 
who work less than 17 112 hours a week are not considered. 

CURRENT CALIFOHNlA LAW (Set. 17081) 

California law currently conforms to federal law which provides 
criteria that an employee benefit plan must meet in order to qualify 
for exclusion from the employee's gross income. If a benefit plan 
does not meet the qualification and eligibilit'y requirements then the 
value of the plan is included in the employee's gross income sub~ect 
to lncome tax. 

'NEW FEDERAL ''CAW YSec . '89 (f) 1 

In applying the 80% test to a qualified benefit plan maintained by an 
employer with less than 10 employees: -. 

1. employees who normally work 35 h o u r s  or less per w e e k  m=y 38 
excluded from the test beginning in 1989; 

2. employees who normally work 25 hours or less per week may be 
excluded from the test in 1990. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to.tax years beginning on or after January 1, 
1989. 

STATE REVENUE IMPACT 

Based on the low level of revenue losses estimated for tha nation by 
the Joint Committee on Taxation, state revenue losses would be 
negligible. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE C: Pensions And Employee Benefits 

ACTION: ALLOWS RURAL TELEPHONE COOPERATIVES TO ESTABLISH 
DEFERRED COMPENSATION PLANS ON SAME BASIS AS RURAL 
ELECTRIC COOPERATIVES 

Act Section 6071 

BACKGROUND 

Federal law allows states and local governments or tax-exempt rural 
I 

electric cooperatives to establish a deferred compensation plan under 
which a part of the employee's compensation is not taxed until 
distributed or made available. The maximum amount that can be 
deferred annually is the lesser of $7,500 or one-third of the 
employee's compensation (net of the deferred amount). However, the 
maximum deferral may be increased to as much as $15,000 n year for the 
last three years before the tax year in which the participant reaches 
the normal retirement age under the plan. Alao, employer 
contributions to a tax-deferred annuity are taken into account in 
figuring whether the employee's deferrals under an eligible deferred 
compensation plan exceed the limits on such deferrals. 

CURRENT CALIFORNIA LAW 

California is in conformity with the federal provisions allowing the 
establishment of deferred compensation plans as described above. 

NEW FEDERAL LAW (Sec. 401(k) and 457) 

The Act amended federal law by substituting "rural cooperative plan" 
for "rural electric cooperative plan", thus providing that rural 
telephone cooperatives are able to establish 401(k) or 457 plans (cash 
or deferred arrangements) on the same basis as rural electric 
cooperatives. 

A "rural cooperative plan" means any pension plan which is a defined 
contribution plan and which is established and maintained by a rural 
cooperative. 

A "rural cooperative" IS any organization which (1) is exempt from tax 
or which IS a state or local government or political subdivision, 
agency, or instrumentaltity thereof, and engaged in providing electric 
service on a mutual or cooperative basis: (2) a nonprofit civic league , 

or local association of employees operated exclusively for the - 
promotion of social welfare, or a nonprofit bueiness league, chamber 
of commerce, real estate board, board of trade, or professional 
football league, at least 80% of the members of which are I 

organizations described ~n (I), above; (3) a cooperative telephone 
company, if 85% or more of the income consists of amounts collected 
from members for the sole purpose of meeting losses and expenses; and 
( 4 )  an organization whlch is a national association of organizations 
described above. 



EFFECTIVE DATE OF FEDERAL P R O V I S I O N  

T h i s  p r o v i s i o n  applies t o  tax years beginning after November 10, 1988, 
t h e  date of e n a c t m e n t  of TAMRA. 

STATE REVENUE IMPACT 

Based on n a t i o n a l  estimates developed by the Joint Committee on 
T a x a t i o n ,  c o m p a r a b l e  s t a t e  revenue losses would be i n  the 5200,000 
range annually. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE D: Insurance Provisions 
, 

ACTION : PROHIBITS, FOR TAXABLE YEARS BEGINNING BEFORE 1987, THE 
ASSESSMENT OR COLLECTION OF ANY DEFICIENCY ATTRIBUTABLE , 
TO THE TIMING OF A QUALIFIED GROUP SELF-INSURER'S 
POLICYHOLDER DIVIDEND DEDUCTION 

Act Section 6076 I 

BACKGROUND 

Under applicable state law or regulation, workers' compensation 
liabilities may be pooled as self-insured workers' compensation funds. 
Such f-unds generally are treated as mutual property and casualty I 

insurance companies for federal income tax purposes, under Subchapter 
L of Chapter 1 of the Internal Revenue Code. In audits, the IRS has 
raised the issue of whether the requirements for deductibility of 
policyholder dividends have been met in cases in which the declared I 

divldend 1s contingent upon subsequent approval of the amount of the 
divldend by state regulatory authorities <e.g., the State Workers' 
Compensation Board). The Tax Reform Act of 1986 ( P . L .  99-514) imposed 
a moratorium with respect to audits and litigation relating to 
self-insured workers' compensation funds for the period commencing on 
October 11, 1986, and ending on August 16, 1987. 

CURRENT CALIFORNIA LAW 

Under the California Constitution insurance companies are subject to a 
gross premlums tax and are not subject to the Bank and Corporation Tax 
Law. 

NEW FEDERAL LAW <Act Sec. 6076) 

Act Section 6076 ( a  noncode provision) provides that for tax years 
starting after 1986. deductions for policyholder dividends may not be 
claimed by a qualified group self-insurer's fund until a state 
regulatory authority determines the size of dividends that the fund 
may distribute. For tax years startlng before 1987, no deficiency may 
be assessed against a fund whose deficiency arises simply out of the 
timing of the policyholder dividends deduction. If an assessment has 
already been made, it is not to be collected. A "group self-insurer 
fund" is a group of two or more employers that has been in existence 
two or more years to pool liabilities that arise under state workers' 
compensation Laws. Funds of this type are generally treated as 
property and casualty insurance companies. - 

EFFECTIVE DATE OF FEDERAL PROVISION 

The new rules are effective for tax years beginning before January 1, 
1987. 

STATE REVENUE IMPACT 

Not applicable. 
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I TITLE V I :  O t h e r  S u b s t a n t i v e  Revenue  P r o v i s i o n s  

SUBTITLE D: I n s u r a n c e  P r o v i s i o n s  

ACTION: SPECIAL ESTIMATED TAX PAYMENTS 

A c t  S e c t i o n  6077 

1 BACKGROUND 
I 

P r o p e r t y  and  c a s u a l t y  i n s u r a n c e  c o m p a n i e s  are  r e q u i r e d  t o  make 
e s t i m a t e d  payments  o f  t a x e s  d u e  t o  t h e  f e d e r a l  g o v e r n m e n t .  C a l i f o r n i a  
h a s  n e v e r  conformed t o  t h e  f e d e r a l  t a x a t i o n  t r e a t m e n t  of i n s u r a n c e  
c o m p a n i e s .  

CURRENT CALIFORNIA LA W  

I n s u r a n c e  companies ,  u n d e r  t h e  C a l i f o r n i a  C o n s t i t u t i o n ,  are r e q u i r e d  
t o  p a y  a  gross i n s u r a n c e  premiums t a x  a d m i n i s t e r e d  by t h e  State 
C o n t r o l l e r ' s  o f f i c e .  

NEW FEDERAL LAW ( S e c .  847) 

The f e d e r a l  law makes m a j o r  c h a n g e s  i n  t h e  manner i n  w h i c h  these 
c o m p a n i e s  make t h e i r  e s t i m a t e d  t a x  p a y m e n t s  t o  t h e  f e d e r a l  government. 

EFFECTIVE DATE OF FEDERAL PROVlSlONS 

T h i s  p r o v i s i o n  a p p l i e s  t o  t a x a b l e  y e a r s  b e g i n n i n g  on o r  a f t e r  J a n u a r y  
1, 1988. 

STATE REVENUE IMPACT 

Not a p p l i c a b l e  u n d e r  Bank a n d  C o r p o r a t i o n  ? 'ax  Law. E s t i m a t e d  t a x  
p r o p o s a l s  o f  this sort would r e q u i r e  a n a l y s i s  by t h e  State 
C o n t r o l l e r ' s  O f f i c e  a n d  t h e  S t a t e  B o a r d  o f  E q u a l i z a t i o n .  



TITLE V I :  Other Substantive Revenue Provisions 

SUBTITLE D: Insurance Provisions 

ACTION: PROVIDES THAT A CHURCH SELF-FUNDED DEATH BENEFIT PLAN 
FOR ITS EMPLOYEES IS TREATED AS LIFE INSURANCE 

Act Section 6078 

BACKGROUND 

Exclusion for death benefits 

Present law generally excludes from a beneficiary's gross income I 

proceeds of death benefits received under a life insurance contract 
and provides a limited exclusion for other benefits paid by or on 
behalf of an employer by reason of an employee's death. I 

Definition of a life insurance contract 

A life insurance contract is defined as any contract which is a life 
insurance contract under the applicable law, but only if the contract 
meets either of two alternative tests: (1) a cash value accumulation 
test or (2) a test consisting of a guideline premium requirement and a 
cash value corridor requirement. If a contract does not satisfy the 
definition of a life insurance contract, the in'come on the contract 
for any taxable year of the policyholder will be treated as ordinary 
income recelved or accrued by the policyholder during that year. 

Exclusion for cost of qroup-term life insurance 

Under present law, the cost of group-term life insurance purchased by 
an employer for an employee for a taxable year is included in the 
employee's gross lncome to the extent that the cost is greater than 
the sum of the cost of S50,000 of life insurance plus any contribution 
made by an employee to the cost of the insurance. 

CURRENT CALIFORNIA LAW (Sec. 17020.6, 17131, 23045 and 24305) 

California law conforms to federal law. 

NEW FEDERAL LAW (Sec. 7702(3>> 

The Act provides that certain church self-funded death benefit 
arrangements are included in the term "life insurance contract" even 
if the arrangements are not life lnsurance under state law. The death 
benefit exclusion and the exclusion for the coat of employer-provided - 
group-term life insurance apply to a plan that provides for the death 
of an individual covered under such a self-funded plan if the plan or 
arrangement (1) is provided directly by a church for its employees or 
by a church-controlled organization and ( 2 )  satisfies the requirements 
relating to the definition of a life insurance contract, other than 
the requirement that the plan be a life insurance contract under state 
law. Thus, the exclusion from gross income of a beneficiary of death 
benefits recelved from a ilfe lnsurance contract applies to such a 
church plan or arrangement. 



I 
7 
7 

~l In addition, the cost of such life insurance is includible in gross 
income, except to the extent that the cost is excludable under Section 
79(a) as group-term life insurance. 

"Church" means a church or a convention or essociation of churches. 
"Employee" has the same meaning as for purposes of the rules relating 
to church pension plans. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

These provisions are retroactive and ere effective as if included in 
the Deficit Reduction Act of 1984, ( P . L .  98-369); i.e., generally for 
contracts issued after December 31, 1984. 

STATE REVENUE IMPACT 

Negligible revenue loss under state law. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE D: Insurance Provisions 

ACTION: EXCLUDES FROM CORPORATION'S ADJUSTED CURRENT EARNINGS, 
FOR TAX PREFERENCE, INCOME ON AN ANNUITY CONTRACT THAT I 

IS A QUALIFIED FUNDING ASSET AND INCOME THAT IS PART OF 
AN EMPLOYER'S QUALIFIED ANNUITY PLAN FOR ITS EMPLOYEES 

Act Section 6079(a> 

BACKGROUND I 

/ 
Both federal and state law lmpose an alternative minimum tax. The tax 
due for the taxable year is the tentative alternative minimum tax or 
the regular tax, whichever is greater (adjusted for certain credits). 
Alternative minimum taxable income (AMTI) is the corporation's regular 
taxable income <or loss), modified by certain adjustments, increased 
by specified tax preference items, and reduced by a phased-out 
exemption of S40,000. 

For any tax year beginning after 1989, the alternative minimum taxable 
income of a corporation (other than an S corporation, regulated 
investment company, real estate investment trust or REMIC) is 
increased by 75 percent of the amount by which its "adjusted current 
earnings" exceed ANTI (determined without regard to the adjusted 
current earnlngs preference and the alternative minimum tax NOL 
deduction). The preference is to be taken into account regardless of 
whether the adjustments are positive or negative. 

In computing "adjusted current earnings", a taxpayer must generally 
treat preference ltems in the same manner as required for computing 
alternative mlnimum taxable income. Certain items that are not taken 
into account for thls purpose may be included in determining adjusted 
current earnings. 

For regular income tax purposes, the income on an annuity contract 
held by a corporation or other nonnatural person is included in 
income. An exception to this rule of inclusion is provided in the 
case of income on an annuity contract that is a qualified funding 
asset ufider a structured settlement arrangement, without regard to 
whether there is a qualified assignment. 

The adjusted current earnings provision of the corporate alternative 
mlnimum tax requlres the inclusion of the income on any annuity 
contract. The adjusted current earnings provision does not 
incorporate the exception for annuity contracts that are qualified - 
funding assets. 

- -- - - - -- -- - -. 

CURRENT CALIFORNIA LAW (Sec. 23400) I 

California law generally conforms to federal law. 

NEW FEDERAL LAW (Sec. 56(g>(4)(B)(iii>> 

The Act amends federal law by providing that a corporation does not 
have to include in its tax preference for adjusted current earnings 
elther income on an annuity contract that is a qualified funding asset 



- 
I (without considering whether there 1s a qualified assignment) or 

I income on an annuity contract that is part of an employer's qualified 

annuity plan for its employees. This new rule simply mirrors the rule 
used to calculate regular taxation, under which income on an annuity 
contract held by a corporation 1s included in the corporation's income 
with some exceptions, including the exception for qualified funding 
assets and qualified annulty plans. 

EFFECTIVE DATE OF FEDERAL PROVISION 

This provision is effective for taxable years beginning after December 
31, 1989 (i.e., the effective date for the adjusted current earnings 
provision). 

I STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, the comparable state revenue loss would be in the 5500,000 
range f o r  1990-91. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE D: Insurance Provisions 

ACTION : TREATS A LIABILITY ASSIGNMENT AS A QUALIFIED ASSIGNMENT 
EVEN THOUGH RECIPIENT IS PROVlDED CREDITOR'S RIGHTS 
AGAINST THE ASSIGNEE GREATER THAN THOSE OF A GENERAL 
CREDITOR 

Act Section 6079(b> 

BACKGROUND 

An exclusion from gross income is provided for amounts received for 
agreeing to a qualified assignment to the extent that the amount 
received does not exceed the aggregate cost of any qualified funding 
asset. 

A qualified assignment means any assignment of a liability to make 
periodic payments as damages on account of a personal injury or 
sickness (in a case involving physical injury or physical sickness), 
provided the terms of the assignment satisfy certain requirements. 
Generally, these requirements are that (1) the periodic payments are 
fixed as to amount and time; (21 the payments cannot be accelerated, 
deferred, increased, or decreased by the recipient; ( 3 )  the assignee's 
obligation is no greater than that of the person assigning the 
liability; (4!  the payments are excludable to the recipient as 
damages; and ( 5 )  the assignee does not provide to the recipient of 
such payments rights against the assignee that are greater than those 
of a general creditor. 

CURRENT CALIFORNIA LAW (Sec. 17131) 

Caiifornia law is conformed to federal law. 

NEW FEDERAL LAW (Sec. 130(c>(2> 

Act Section 6079(b) deleted requirement (51, above, and added a new 
sentence at the end of paragraph (2) of Section 130(c> providing that 
a personal injury liability assignment is treated as a qualified 
assignment notwithstanding that the recipient is %provided creditor's 
rights against the assignee that are greater than those of a general 
creditor. 

EFFECTIVE DA1'E OF FEDERAL PROVISlON 

This provision applies to liability assignments made after November 
10, 1988. 

S'TA'TE REVENUE IMPACT 

State revenue impact would be negligible. 
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~ TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE D: Insurance Provisions 

I ACTION: TREATS EACH AGENCY OR INSTRUMENTALITY OF THE UNITED 
STATES AS A SEPARATE ISSUER FOR PURPOSES OF THE ~ DIVERSIFICATION REQUIREMENT IN THE TREATMENT OF 
VARlAbLE ANNUITIES AND LIFE I N S U R A N C E  CONTRACTS 

I 

Act Section 6080 

BACKGROUND 

The owner of a variable annuity contract or variable life insurance 
contract that is based on a segregated asset account is subject to 
current taxation on the earnings of the contract if the underlying 
investments of the segregated asset account are not, under Treasury 
regulations, adequately diversified. IRS regulations treat 
obligations issued, guaranteed, or insured by a U.S. agency or 
instrumentality as a single investment. This treatment is burdensome 
to owners of variable annuity or variable life insurance contracts 
that are supported by segregated asset accounts, since the owners are 
currently taxed on earnlngs from the contracts if investments held by 
the accounts are not adequately diversified. 

CURRENT C A L I F O R N I A  LAW (Sec. 17020.6, 17085 and 23045) 

The Personal Income Tax Law conforms to the tax treatment of annuities 
-) and lif~e insurance contracts. Slnce IRS regulations provide that 
' obllgat~ons ~ssued, guaranteed, or lnsured by a U.S. agency or 

instrumentality are treated as a single instrument <the underlying 
investments are not diverslfled), the owners of such obligations are 
taxed on the earnings of those obligations. 

I 

! NEW FEDERAL LAW (Sec. 817Ch)) 

The Act provides that each agency or instrumentality'of the United 
States is treated as a separate entity for purposes of the 
diversification requirement. 

EFFECTIVE DATE OF FEDERAL PROVISION 

This provision is efkectlve for taxable years beginning after December 
31, 1988. 

STATE. REVENUE IMPACT' 

State revenue impact would be negligible. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE E: Excise Tax Provisiona 

ACTION: VARIOUS EXCISE TAXES MODIFIED 

Act Sectlon 6101 - 6111 

The federal government imposes excise taxes on such products as wine, 
heavy trucks and trailers, distilled spirits and bows and 

arrows as well as user fees on industrial use of specially denatured 
distilled spirits, occupational taxes on distilled spirits plants and 
harbor maintenance taxes. 

CURRENT CALIFORNIA LAW 

The California tax laws administered by the Franchise Tax Board do not 
contaln provisions comparable to the various provisions being modified 
by TAMRA . 
NEW FEDERAL LAW 

The Act modifies the excise taxes imposed on such products as wine, 
gasoline, heavy trucks and trailers, distilled spirits and bows and 
arrows as well as user fees on industrial use of specially denatured 
distilled spirits, occupational taxes on distilled spirits plants and 
harbor maintenance taxes. 

STATE REVENUE IMPACT 

These provlsaons are not applicable to the tax laws administered by 
the Franchise Tax board. 



TITLE IV: Other Substantive Revenue Provisions 

SUBTITLE F: Foreign Provisions 

ACTION: D U A L  R E S I D E N T  COMPANIES 

Act Section 6126 

BACKGROUND 

Prior to the Tax Reform Act of 1986, certain U.S. companiea subject to 
income tax in a foreign country on their income without regard to its 
source or on a residence basis, could consolidate with one set of 
affiliates in the United States and another set of affiliates in a 
foreign country simultaneouely. This would enable the "dual resident" 
company with a net operating loss to offset two streams of income. 

The Tax' Reform Act of 1986 prevented the double use of losses that the 
prior law allowed. Therefore the loss of a dual resident company may 
be used to offset the income of a group of foreign affiliates but not 
its U.S. affiliates. Under U.S. and United Kingdom law, the loss may 
not be used to offset the income of any other affiliate whether U.S. 
or. foreign. In order to restore the use of its losses, the c'ompany 
must reorganize in the U.K. 

Such a reorganization may result in a taxable event if the U . S .  parent 
has an "excess loss account". An excess loss account is created when 
the domestzc company has d~stributions or losses which are in excess 

/ - -  of the parent's basis in the stock. 
I ,I 

CURRENT CALlFORNlA LAW 

California Bank and Corporation Law does noL.contain a proviaion for 
dual resident corporations. Under the unitary method of taxation, all 
corporations that a r e  opereting a unitary businsss with a taxpayer 
must be included in the combined report, therefore any loss sustained 
by a member of the combined group would offset the combined income. 

Under the water's edge method of filing,. a corporation will be 
included in the water's edge combined report if it is incorporated in 
the United States (with the exception of corporations making an. 
election pursuant to Sections 931 to 936 inclusive of the Internal 
Revenue Code) whose property, payroll and sales percentages are less 
than 20 percent within the U.S. The corporation does not have to be 
included in a federal consolidated return. Therefore any loss 
sustained by a dual resident corporation will offset the water's edge 
combined income. 

NEW FEDERAL LAW (noncode provision) 

Under T A M R A ,  a U.S. corporation that has an exces6 loss account which 
arose prior to January 1, 1988 and while the corporation was a dual 
resident company would be allowed to reorganize as a foreign 
corporation without subjecting the parent to taxes on said excess loss 

' 'j accounr;. The excess Loss account wouid be "suspend'ed" until the 
' corporation was sold outside the affiliated group. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision would be effective for transactions occurring after 
November 10, 1988. 

STATE REVENUE IMPACT 

Not applicable. 
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I TITLE IV Other Substantive Revenue Provisions 

SUBTITLE F: Foreign Provisions 

ACTION: ELECTION OF A PASSIVE FOREIGN INVESTMENT COMPANY TO BE 
TREATED AS A QUALIFIED ELECTING FUND 

Act Section 6127 

BACKGROUND 

under prior law, an election to tyeat a passive foreign 'investment 
company (PFIC) as a qualified electing fund must be made by the 
company, not the investor. 

CURRENT CALIFORNIA LAW (Sec..24995> 

California Bank and Corporation Tax Law specifies that the federal 
rules relating to passive foreign investment companies do not apply. 

If over 50 percent of the voting stock of the PFIC or qualified 
electlng fund is owned directly or indirectly by a California 
corporate taxpayer ~t 1s subject to the corporate rules which are 
summarlzed below. Under the unitary method of taxation, all 
corporations that are operat~ng a unitary business with a taxpayer 
must be included ln the combined report. 

. .Under the water's edge method of filing, a foreign corporation will be 
included in whole in the water's edge combined report if its property, 
payroll -and sales percentages are-20 percent or more within the U.S. 

-... ',' 
Controlled foreign corporations that have Subpart F income are 
included in part in the water's edge combined report at the ratio that 
Subpart F income bears to earnings and profits for the current year. 
Other forelgn corporations are included in the water's edge combined 
report to the extent that they have income which is effectively 
connected or which is treated as being effectively connected with a 
U.S. trade or business. 

NEW FEDERAL LAW (Sec. 1291(d> and 1295) 

Under TAMRA, a U.S. shareholder of a passive forelgn investment income 
company (PFIC) may elect to have the PFIC treated as a qualified 
electlng fund for purposes of that shareholder. An election at this 
level 1s available only when the PFIC complies with certain criteria 
listed in the revised regulatione. The effect of the election is that 
the U.S. shareholder wlll not be subject to the interest charge on tax 
deferral (IRS Section 1291). Once an election is made it is in effect 
unless ~t 1s revoked by the lnvestor with the consent of the Secretary 
of the Treasury. In addition, if the investor liquidates its holdings 
In a PFIC, the elect~on remalns In effect should the lnvestor relnvest 
in the PFIC in a later taxable year. , 

The lnvestor may make the election on or before the due date of its 

,--.. 
tax return. If the investor do'es not make an election because it 
beiieve that the company is not an eligible PFIC, but it is later 
determined through an IRS audit that the company is eligible, the 
regulations provide for a retroactive election. 



E F F E C T I V E  DATE O F  FEDERAL P R O V I S I O N S  

The provision i s  effective for tax years beginning after December 31, 
1986. 

STATE REVENUE IMPACT I 

Not applicable. 
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I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE F: Foreign P r o v i s i o n s  

ACTION : INCREASES DEBT EQUITY RATIO ALLOWED IN DEFINING A 
FOREIGN CORPORATION'S RESIDENCY STATUS 

Act Section 6128 

BACKGROUND 

The 1984 Deflczt Reduct~on A c t  ( ~ n  a noncode provision) set the 
maximum debt to equity ratio at 5 to 1 as part of the determination of 
whether the country of lncorporatlon could be used as the 
corporation's country of residence. These rules applied to.controlled 
forelgn corporat~ons (CE'C's) and In particular the Netherlands 
Antllles Flnance Subsld~arles of U. S. corporations. 

CURRENT CALlE'OHNIA LAW 
I 

Callfornla dld not conkorm to the noncode prov~sion enacted by the 
1984 Deflclt Reduction Act. California utilizes the unitary method to 
determine the portlon ot the buslness lncome of domest~c parents with I 

forelgn subsldlarles whlch 1s sub3ect to state franchise t a x .  I 

I 
NEW FEDERAL LAW (Act S e c .  6128) 

Thls noncode provlslon In the Act changes the ratio of 5 to 1 
contained In the 1984 Deflclt Reduction Act to 25 to 1 thus allowing 

I 1 more of these finance subsidlarles to be considered as foreign versus 
domestlc corporations. Also, thls change has the effect of allowing a 

I 
flvefold lncrease In the corporation's debt. 

EFFECTIVE DATE OF FEDERAL PKOVlSIONS 

Effective for taxable years ending after November 10, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions . 

SUBTITLE F: Foreign Provisions 

ACTION: MODIFIES RULES FOR FOREIGN CURRENCY TRANSACTIONS 

Act Section 6130 

BACKGROUND 

Under pre-1988 federal law ordinary income and lose characterization 
rules apply to certain gains and losses on foreign currency-related 
forward contracts, futures contracts, options, and similar financial 
instruments, unless those instruments are marked to market at 
year-end. At the taxpayer's election, gain or loss on a forward, 
future, or option which is a capital asset in the hands of the 
taxpayer, is not part of a straddle, and is identified by the taxpayer 
before the close of the day on which it is entered into, is capital, 
and not ordinary. See an in depth explanation in CCH paragraph 3170. 

CURRENT CALIFORNIA LAW (Sec. 17078 and 24905) 

California is conformed to federal law. 

NEW FEDERAL LAW (Sec. 988 and 1092) 

TAMRA retains current law (as amended to take into account numerous 
technical corrections) of regulated future contacts and nonequity 
options by not treating them as foreign currency transactions if they 
are marked to market at year end but allows the taxpayer to elect to 
treat them as foreign currency transactions.' 

Foreign currency related forwards and similar financial instruments 
are to be treated under the foreign currency rules whether they are 
marked to market at year end or not and thus, generally will be 
treated as ordinary income and not capital gain. Special rules are 
provided for a capital gain'election as well as creating a special 
class of partnerships called "qualified funds" to receive capital gain 
treatment on certain forwards and futures which would otherwise be 
foreign currency transactions under the general rule. 

Regulatory authority is expanded with regard to mixed straddles to 
include the issues of timing and character of gains and losses. A 
mixed straddle is one where at least one position would produce 
ordinary income and at least one position would produce capital gain. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

These provisions are generally effective for contracts acquired or 
entered into after October 21. 1988. 

STATE REVENUE IMPACT 

No identifiable revenue effect. 



TITLE IV: Other Substantive Revenue Changes 

SUBTITLE F: Foreign Provisions 

ACTION: VIRGIN ISLANDS TREATED AS QUALIFIED BASIN COUNTRY 

Act Section 6132 

BACKGROUND 

The Puerto Rico and possession tax credit was originally enacted for 
the purpose of promoting American trade in the U.S. possessions and to 
afford U.S. citizens and domestic corporations an equal opportunity to 
compete with foreign individuals and foreign corporations. The Tax 
Reform Act of 1986 expanded the definition of "possession" to include 
the' U.S, Virgin Islands. 

Certain electing U.S. corporat~ons engaged in a business in a 
Caribbean Basin country can take a possession t a x  credit on Qualified 
Possession Source Investment Income (QPSII). QPSII must be 
attributable to an investment where a trade or business is conducted 
wlthln the Caribbean Basin country. 

Prlor to TAMRA, corporations doing business in the Virgin Islands may 
still elect IRC Section 936 without being considered Caribbean Basin 
countries, however they may not take a tax credit based on QPSII. I 

CURRENT CALIFORNIA LAW 

' ... Caliiornia Bank and Corporation Tax Law doee not contain a provision 
for tax credits for corporations earning QPSII. Under the unitary 
method of taxation, all corporations that are operating a unitary 
business with a.taxpayer must be included in-the combined report. 
Under the water's edge method of filing, all corporations electing IRC 
Section 936 status a r e  excluded from the water's edge ccmbine repsrt, 
unless the corporation has more the 20 percent of its property, 
payroli and sales within the United States. 

NEW FEDERAL LAk (Sec. 936(Dj(4>(B>> 
I 

Under TAMRA, the U.S. Virgin Islands would be considered a Caribbean 
Basln country for determining whether investments in financial 
intermediaries give rise to QPSII. 

EFFECTIVE DAl'E OF FEDERAL PROVISIONS 

The enactment date applies to investments made after November 10, 
1988. 

I 
STATE REVENUE IMPACT I 
Not applicable. 1 

i 
i 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE F:  Foreign Proviaions 

ACTION: EXTENDS PROVISIONS FOR THE TREATMENT OF PORTFOLIO 
f - 

INTEREST OF U.S. OBLIGATIONS HELD BY POSSESSION BANKS 
I 

Act Section 6133 

BACKGROUND 
I 
I 

Under prior federal law, certain non-Guamanian possession banks were I 

subject to net-basis U.S. income taxes and branch level taxes with 
respect to interest from U.S. obligations, regardless of whether such 
banks had an actual trade or business in the U.S. On the other hand, 
foreign banks without U.S. trades or businesses were not subject to 
these U.S. taxes. 

This Act extends the same treatment of U.S. government interest to 
possession banks as is applicable to foreign banks. 

CURRENT CALIFORNIA LAW 

California law has no comparable provision regarding taxation of 
foreign banks or financial corporations. 

U.S. government interegt is includable in income for purposes of the 
California franchise tax. The franchise tax applies to banks and 
financial corporations as well as general corporations doing business 
within California. 

NEW FEDERAL LAW (Sec. 882(e>) 

Under the new provision, federal law is amended to extend the 
treatment of interest on U.S. obligations to banks organized and doing 
business in any U.S. possession, as follows: 

1. would not be subject to net-basis U.S. income taxation on 
lnterest on U.S. obligations that is portfolio interest, and 

2: they would not be subject to the branch-level taxes on 
earnings that arise from, and interest expense that is 
allocated against, interest income from U.S. obligations 
derived from those banks (unless they are engaged in a U.S. 
trade or business and the business interest is actually 
effectively connected therewith). 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is effective for taxable years beginning after December 
31, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



I - 
I 

TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE F: Forelgn Provisions 
I 

\ 

ACTION: CODIFIES THE CURRENT IRS PRACTICE OF NOT COLLECTING 
FROM GAMBLING CASINOS THE 30 PERCENT WITHHOLDING TAX ON 
U.S. GAMBLING WINNINGS OF NONRESIDENT ALIENS FROM 
CERTAIN TABLE GAMES 

~ Act Section 6134 

Under current federal law, a 30 percent withholding tax is imposed on 
certain gambling winnings of nonresident aliens. The Internal Revenue 
Service, wlth some exceptions, collects withholding taxes on gambling 
winnings of nonresident allens from slot machines, keno, pari-mutuel 
games, blngo and pull-tab games, The winnings from "table games" are 
also ~ncluded. 

Congress enacted a new provision based on the Internal Revenue Service's 
findings that collecting withholding from nonresident aliens.of certain 
table game winnings is administratively infeasible and no 30% withholding 
was collected from nonresident aliens from certain table games. To 
collect the taxes would substantially change current gaming casino 
practice if the amount of winnings paid at table games was dependent 
on the winner's residence. 

CURRENT CALIFORNIA LAW' (Sec. 18805 and Government Code Sec. 8880.681 
T-"\ 
\ 1 . . Currently, California does not have a specific provision which imposes 

a withholding of California tax from gambliog winnings. Although 
California law authorizes the Franchise Tax Board to require withholding 
of personal income tax from payments of interest, rent, dividends, 
annuities, prizes, and winnings as well as pa'yments for personal 
services in general, the FTB has required withholding at the source 
only from personai service income of nonresidents. Occasionally the 
provision has been applied to prizes and winnings paid to nonresident+. 

In addition, a speciai exempt.ion is provided for winnings awarded by 
the California State Lottery. The Government Code provides that 
lottery prizes are exempt from state and local taxes. 

NEW FEDERAL LAW (Sec. 871(j> and 1441Cc)) 

Under the new federal provision, the 30 percent withholding t a x  
imposed on United States source gambling winnings will not apply to 
the gambling winnings of nonresident aliens from blackjack, roulette, 
baccarat, craps and the big six wheel. However, should the collection 
of tax become more feasible, the Treasury can issue regulations 
reimposing the withholding tax on the winnings of these table games. 
Imposition of the tax would apply where withholding wouldn't be 
disruptive to the caslno's operation as the games are now played. 

EFFEC'iiVE DATE OF FEDERAL PROVISIONS 

The provision applies to gambilng winnings received on or after 
November 10, 1986. 



STATE REVENUE IMPACT 

Not applicable. 



q TITLE IV: Other Substantive Revenue Provisions 
! 
I 

i , SUBTITLE F: Foreign Provisions 

ACTION: ELECTION OF DOMESTIC CORPORATION TREATMENT BY FOREIGN 
I INSURANCE COMPANY 

Act Section 6135 

1 BACKGROUND 

Under present law, foreign corporations engaged in the insurance 
business in the United States are subject to a branch tax, even if 
they are controlled by U.S. persons. If the corporation reorganizes 
and incorporates as a U.S. corporation they would avoid the branch tax 
but be subject to a t a x  on their accumulated earnings and profits- 

CURRENT CALIFORNIA LAW 

California Bank and Corporation Tax Law does not contain a provision 
for taxation of insurance companies. Instead, they are subject to s 
gross premium tax. 

NEW FEDERAL LAW (Sec. 953(d>) 

I Under TAMRA, a controlled foreign corporation engaged in the insureace 
buslness can make an election to be treated as a domestic corporation 
avoiding branch taxes. Dividends paid by the electing corporation 

I -'-.., 
I' / wou.lcl .b.e ,..e.liglbl.e .,f a.r .the d~vidends. -r.e.c,eiv.ed de.d.uct.ion .to .the ..exk.ent 
! ..-I 'they are paid out of earnings and profits for the period the election 
1 was in effect. In lieu of paying the immediate accumulated earnings 

tax on earnings and profits accumulated prior to the election, the 
electing corporation will pay a tax of three quarters of one percent 
of capital and surplus (limited to S1,500,000), 

I 
EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision would be effective for taxable years beginning after 
December 31, 1987: 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE F: Foreign Provisions 

ACTION: EXEMPTS FROM FEDERAL, STATE, AND LOCAL TAXATION 
DISTRIBUTIONS FROM THE ENJEBI COMMUNITY TRUST FUND 

Act Section 6136 

BACKGROUND 

The Enjebi Community Trust Fund was established in Section 103(k) of I 

the Compact of Free Association Act of 1985 ( P . L .  99-239) to provide a 
means of financing the future rehabilitation of Enjebi Island in the 
Enewetak Atoll, which was the site of nuclear weapons tests that were 
conducted in the 1940s and 1950s. 

CURRENT CALIFORNIA LAW (Sec. 17041(a> and ( c > ,  17742, 25108 and 
25123-251261 

California residents, estates (if the decedent was a California 
resident), and trusts (if the fiduciary or beneficiary is a California 
resident), are taxable on income from all sources. A corporation 
whose commercial domicile is in California is taxable on nonbusiness 
income from sources outside of California. 

NEW FEDEHAL LAW (Act Sec. 6136) 

Act Section 6136 adds a noncode provision, providing that any earnings 
on, and distributions from, the Enjebi Community Trust Fund, created 
under Sectlon 103 of the Compact of Free Association Act of 1985, 
shall be exempt from all federal, state and local taxation. 

EFFECTIVE DATE OF FEDEHAL PROVlSION 

This provision applies to all taxable years whether beginning before, 
on or after November 10, 1986. 

STATE REVENUE IMPACT 

~ e ~ l i g i b l e  revenue loss, ~f any. 



- 

Z! TITLE V I :  Other Substantive Revenue Provisions 

I SUBTITLE F: Foreign Provisions 
\ 
\ 

ACTION : PROVIDES AN EXCLUSION FOR COST-OF-LIVING ALLOWANCES 
RECEIVED BY JUDICIAL EMPLOYEES SERVING ABROAD 

I Act Sectlon 6137 

BACKGROUND 

Under I h C  Sectlon 912, cost-of-l~v~ng allowances for civalian 
offlcers and employees of the U.S. government stationed outside the 
contiguous 48 states and the Dlstr~ct of Columbia are excludable from 
gross lncome if they are recelved under regulations approved by the 
Pres~dent. Slnce October 12, 1987, COLAS received by employees of the 
judlclal branch of the government have not been excludable from income 
because, technically, they have not been received under regulations 
approved by the President. 

CURRENT CALIFORNIA LAW (Sec. 17024. b (bI(8) ) 

The provisions of the Internal Revenue Code relating to United States 
citizens living abroad are not applicable. These individuals would, 
however, normally be nonresidents of California and, therefore, are 
not taxable on income earned from sources outside of this atate. 

NEW FEDERAL LAW (Sec 912(2>) 

' The Act corrects the inequity for judicial employees b y  allowing them 
to exclude from gross income cost-of-living allowances received after 
October 12, 1987, if they were received either under regulations 
approved by the President or under certain &her pay scales or salary 

i plans approved by the President. 

I EFFECTIVE DATE OF FEDERAL PROVISION 

This provision applies to allowances received after October 12, 1987, 
in tax years ending after that date. 

STATE REVENUE IMPACT' 

Not applicable. For California residents all income, irrespective of 
where it is earned, is considered for tax purposes; for nonresidents, 
only income attributable to California sources is considered. 



TITLE VI: Other Substantive Revenue Provisions. 

SUBTITLE F: Foreign Provisions 

ACTION : REQUIRES A STUDY OF THE DEFINITION OF A RESIDENT ALIEN 
BY TREASURY DEPARTMENT 

Act Section 6138 

' BACKGROUND 

Federal law c0ntains.a provision which defines a resident/nonresident 
alien. In order to broaden the definition, Congress has required the 
Treasury Department to complete an in-depth study regarding the 
effects of a change on federal tax admini~tration, U.S. treaty 
obligations, U.S. trading partners, and revenue impact. 

CURRENT CALIFORNIA LAW (Sec. 17024.5(b>(11)) 

California specifically makes federal provisions relating to resident 
and nonresident aliens of the United States not applicable for 
Calif ornis purposes. 

NEW FEDERAL LAW Cnoncode provision) 

Under the new provision, the Treasury Department is required to 
complete a study of the Code definition of resident alien. The Study 
is to examine the following: 

1. The effect that the determination of whether a person is a 
United States resident has on federal tax administration and 
investment flows between the United States and foreign 
countries, 

2. The coordination of the definition with United States treaty 
obligations, 

3. How the rules for making the determination of resident alien 
status compare with those rules used by United States 
trading partners, and 

4. The estimated revenue impact of changing the definition. 

EFFEC'TIVE DATE OF FEDERAL PROVISIONS 

The study is to be completed before May 1, 1989. 

STATE REVENUE IMPACT 

Not applicable. 



- - 
I 

TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE F: Foreign Provisions 
'\ 

' ACTION: EXEMP'I'S THE BERMUDA AND BARBADOS INCOME TAX TREATIES 
FROM THE PHOVISION BARRING THE APPLICATION OF THE U.S. 
GROSS BASIS EXCISE T A X  FOR INSURANCE PREMIUMS 

Act Section 6139 

BACKGROUND 

The Internal Revenue Code provides that income of any kind, to the 
extent required by any treaty obligation of the United States, shall 
not be included An gross lncome and shall be exempt from taxation. 
For purposes of applying any exemption from, or reduction of, any tax 
provided by any treaty to which the United' State6 is a party with 
respect to income which is not effectively connected with the conduct 
of a trade or business within the United States, a nonresident alien 
individual or a foreign corporation shall be deemed not'to have a 
permanent establishment in the United States at any time during the 
taxable year. 

CURRENT CALlFOKNlN LAW (None) 

California 1s not bound by any treaties with foreign governments 
entered into by the United States government, as they affect the 
income tax laws of this state. California residents, estates (if the ' 

decedent was a California resident), and trusts (if the fiduciary or 
bene2iciar.y 1s a 'California "resident), are taxable on income from all . 

sources. H corporation whose commercial domicile is in California is 
taxable on nonbusiness Ancome from sources outside of California. 

NEW FEDERAL LAW (Act Sec. 6139) 

This noncode provision in the Act provides that none of the provisions 
of.the Tax convention with the United Kingdom (on behalf of Bermuda) 
or the Tax Convention with Barbados, if either or both are in force on 
December 31, 1989, shall prevent application of any provision of the 
Internal Revenue Code of 1986 lmposing insurance excise taxes. In the 
case of a treaty entered into after November 10, 1988 (the date of 
enactment of TAMHA), this prohibition will not apply if the treaty by 
specific reference to this section of this Act clearly expresses the 
intent to override the provisions of this section. In the case of any 
treaty in effect on December.31, 1989, this provision shall apply to 
any premium, regardless of when paid, that is allocable to insurance 
coverage for periods after December 31, 1989. 

EFFECTIVE DATE OF FEDERAL PHOVISION 
1 

This provision became operative ~ovember 10, 1988. 

STATE HEVENUE IhPXCT 

A. 

0 Not applicable. 
J 



TITLE IV: Other Substantive Revenue Provisions 

SUBTITLE F: Foreign Provisions 

ACTION: AWARDS BY GUAM DISTRICT COURT 
I! 

Act Section 6140 

BACKGROUND I 

i 

If.an individual is a bona fide resident of Guam, their income will 
not include any income derlved from sources within Guam or any income 
which is effectively connected f.rom a trade or business that is 

I 
conducted within Guam. An indkvidual shall not be allowed any 

'I 
deduction or credits attributable to such income. 

If a corporation created or organized within Guam is to be treated as 
a foreign corporqtion, then it will be subject to the rules stated in 
IRC Section 884. If the corporation is to be treated as a domestic 
corporation, then it would be treated as if it were operating within 
the U.S. A corporation created or organized in Guam will be treated 
as a domestic corporation 15 it meets the following criteria: 

1. at all times during such taxable year less the 25 percent of 
the stock 1s owned (directly or indirectly) by foreign 
persons, 

I 

2. at least 65 percent of the gross lncome of the corporation 
is effectively connected with the conduct of a trade or 
business In such a possession for the three year period 
ending with the close of the current taxable year, and 

3. no substantlal part of the income of the corporation ie used 
(directly or indirectly) to satisfy obligations of persons 
who are not bona Side residents of Guam. 

CURHEN'I' CALIFORNIA LAW 

Neither California Personal Income Tax Law nor California Bank and 
Corporate Tax Law contain any provisions for possession corporations. 
Under the unitary method of taxation, a corporation incorporated in 
Guam that is operating a unitary business with a taxpayer must be 
included in the combined report. 

Under the water's edge method of filing, a corporation incorporated in 
Guam will be included in the water's edge combined report, provided 
the corporation has 20 percent or more of its average property, - 
payroll and sales percentages within the U.S. Controlled foreign 
corporations that have Subpart F income are included in the water's 
edge combined report at the ratio that Subpart F income bears to 
earnings and profits for the current year. Foreign corporations are 
included in the water's edge report to the extent that they have 
lncome which 1s effectively connected or which is treated as 
effectively connected with a U.S. trade or business. 



NEW FEDERAL LAW (noncode provision) 

Amounts received under any claim under the jurisdiction of the 
) District Court of Guam by virtue o f  Section 204 of the Omnibus 

Territories Act of 1977 are excluded from gross income for purposes of 
the Internal Revenue Laws of both the U.S. and Guam. 

EFFECTIVE DATE OF FEDERAL PROVlSlONS 

The exclusion is effective for tax years beginning after 1985. 
I 

4 ' STATE REVENUE I.MPAC?' 

I 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE G: Estate Tax Provisions 

ACTION: SPECIAL USE VALUATION NOT TERMINATED FOR RENTAL OF 
PROPERTY TO MEMBER OF SURVIVING SPOUSE'S FAMILY 

Act Section 6151 

BACKGROUND 

Federal law imposes an Estate Tax on the value of assets in the estate 
of decedents. Special use valuation terminates when the property is 
no longer used for qualified purposes. A s  part of the federal system i 
a credit is allowed for state taxes paid by the estate. 

CURRENT CALIFORNIA LAW 

California imposes an estate tax equal to the highest amount of credit 
allowable for the federal estate tax. This tax is called the "pick-up , 

tax" which In administered by the State Controller's Office. 

NEW FEDERAL LAW (Sec. 20328) I 

This act makes changes to the federal estate tax relating to special 
use valuation, to provide an exception for certain rents. 

A surviving spouse's cash rental of specially valued real property to 
a member of the spouse's family will not be treated as a recapture 
event, i.e., the property wlll not be considered to have ceased to be I 

treated in a qualified use. 

EFFECTIVE DATE OF FEDERAL PROVlSIONS 

The provision applies to rentals occurring after December 31, 1976. 
The statute of limitations will be waived with respect to claims filed , 
by November 10, 1984. 

STATE REVENUE IMPACT 

Determination of the amount of any change in estate tax "pick-up" 
revenue at the state level would require analysis by the State 
Controller's Off ice. 
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I 

TITLE VI: Other Substantive Revenue Proviaiona 

SUBTITLE G: Estate Tax Provisions 

ACTION: CLARIFIES THE TREATMENT OF .JOINT AND SURVIVOR ANNUITIES 
UNDER QTlP RULES FOR FEDERAL ESTATE AND GIFT TAX 
PURPOSES 

Act Section 6152 

BACKGROUND 

The federal glft tax applies to gifts of property to the extent that 
the value of the gifts exceeds permitted deductions. A taxable gift 
generally occurs with respect to an annuity when the donor 
irrevocably designates a,beneficiary. 

A marltal deduction is allowed for federal estate and gift t a x  
purposes for an interest in property passing to a spouse if that 
interest 1s not terminable (i.e., it does not terminate and pass to a 
person other than the spouse). A special rule applicable to qualified 
terminable interest property ( Q T I P )  allows a marital deduction where 
(1) the donee spouse only has an income interest in the property; (2) 
an electlon 1s made to lnclude the property In his or her estate and 
(3) any federal estate tax is paid out of the Q T I P .  

CURRENT C A L I E ' U H N I A  L A W  

both,the Cal,lf.ornla ~nh,erlt,ance tax and the,g~ft tax laws were 
-- I -I repealed on June 8, 1982. However, California still imposes two death 

taxes: (1) the estate tax (Part 8 of Dlvlsion 2 of the Hevenue and 
Taxatlon Code, and (2) the generation-sklpping transfer tax (Part 9.5 
of Dlvlslon 2 of the Revenue and Taxatlon Coae). Both are so called 
"plck-up" taxes that s~mply collect a tax that would otherwise go to 
ths federal government. They obtaln for the state the maxlmum benefit 
for the federai credlts that are allowed for state taxes. 

NEW FEDERAL LAW (Sec. 2056(b)(7> and 2523Cf)) 

The Act provides that the transfer to a spouse of an interest in a 
joint and survivor annuity in which only the spouses have the right to 
receive any payments prior to the death of the last spouse generally 
qualifies for a marital deduction for federal estate and gift tax 
purposes. However, such a transfer does not qualify if either the 
donor or the executor irrevocably elects out of qualified terminable 
interest property (QTIP) treatment. The donor's subsequent transfer 
of an interest in the annuity is treated as a transfer of such 
interest. The donee's subsequent transfer of an interest in the 
annuity is treated as a transfer of all interest in the annuity other 
than the donor's interest. If the donee dies before the donor, no 
amount with respect to the annuity is includible in the estate of the 
donee. 

\,-' This provision is generally effective for decedents dying, and 
transfers made after December 31, 1981. For any'estate or gift tax 
return filed before the November 10, 1988, the date of enactment of 

I 



TAMRA, 
the pr 
treatm 

this provision does not apply to the extent inconsistent with 
ior return unless the executor or donor otherwise elects such 
ent within two years after the date of enactment. The time for 

election out of QTIP treatment does not expire prior to November 10, 
1990, two years after date of enactment. 

STATE REVENUE IM P A C T  

Not applicable under Personal Income Tax Law. 



+ 
I 
3 TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-exempt Bond Provision 

i 
ACTION: CLARIFIES THE DEFINITION OF MANUFACTURING FACILITY FOR 

QUALIFIED SMALL-ISSUE BONDS 

Act Section 6176 

BACKGROUND 

For federal purposes interest on State and local government bonda 
generally is tax-exempt. However, interest on private activity bonds 
issued by such governments are taxable unless a specific exemption is 
provided in the Code. Federal law currently grants tax-exempt status 
to certain "small issues" of State and local bonds that would 
otherwise be taxable as private activity bonds (for bonds issued after 
August 15, 1986). These bonds are part of qualifying "small issues" 
which are called "qualified small issue bonds", and constitute 
tax-exempt "qualified bonds". 

The qualified small issue bonds may be issued to finance a 
manufacturing facility only. The authority to issue these bonds is 
scheduled to expire after December 31, 1989. A manufacturing facility 
is defined as one that 1s used to produce tangible personal property, 
including the processing that would result in a change in such 
property. 

CURRENT CALlFOHNlA LAW (Sec. 17143) 
,--< . 
0 
. - ,' California does not have a provision whlch defines qualified small 

issue bonds for manufacturing facilities. Federal law provides a 
number of complex restrlctlons on the exclusion of state and municipal 
bond ~nterest. Callfornla does not incorporate these federal 
sect~ons. Instead, Californla excludes from gross income interest 
earned on obligations lssued by Californla or local governments within 
Californla, by the Unlted States, or by territories of the United 
States. 

NEW FEDEKAL LAW 

1 The new federal law clarifies the definition of a manufacturing 
I I 
! facility. The law states that a "manufacturing facility" includes 

facilities that are directly related and ancillary to a manufacturing 
facility if: I 

1. such facilities are located at the same site as the 
manufacturing facility, and 

2. not more than 25 percent of the net proceeds of the 
qualified issue are used to provide such facilities. 

All ancil'lary activities must occur at the same site as the 
manufacturing activity, and manufacturing must constitute 
substantially ail of the on-site economic activity. All other 

I (2 activities must be subordinate to and integral to the manufacturing 
process. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision generally applies to bonds issued after November 10, 
1988. 

STATE REVENUE IMPACT 

Not applicable to California's tax-exempt bond provisions. 



I 

, 
I T I T L E  V I :  Other Substantive Revenue Provisions 

S U B T I T L E  H: Tax-exempt Bond Provisions 
'l 

ACTION: A M E N D S  THE TAX AND REVENUE A N T I C I P A T I O N  NOTES (TRAN) 
ARBITRAGE HEBATE SAFE HARBOR BY EXTENDING THE MINIMUM 
PERIOD FOR DETERMINING THE CASH FLOW D E F I C I T  

Act Sectlon 6177 
I 

The Tax Reform Act of 1986 restructured and amended the rules 
governing tax exemption for interest on bonds issued after August 15, 
1966. interest on state and local government bonds generally ie 
tax-exempt- However, bond interest in not tax-exempt when it is 
derived from nonexempt private activity bonds, state or local bonds 
that have not been issued in registered form, or arbitrage bonds- 

Any investment with respect to which impermissible arbitrage earnings 
accrue may result In the ~nterest on the issue becoming taxable to the 
issuee, retroactive to the date the issue was issued. For example, if 
after the expiration of an allowable temporary period, the issuer 
continues to invest the bond proceeds at a materially higher yield in 
order to earn impermissible arbitrage, interest on the bonds is 
taxable. 

To qualify for tax exemption, certain arbitrage restrictions must be 
satisfied with respect to the earnings on bond proceeds. Certain 
arbitrage profits earned on "nonpurpose investments" acquired with the 
gross proceeds of any tax-exempt bond must be.rebated to the United 
States. "Nonpurpose investments" include all obligations other than 
those specifically acquired to carry out the governmental purpose for 
which the bonds are issued. 

A s  described above, arbi,trage profits on all tax-exempt bonds, 
including tax and revenue anticipation notes (TRANS) issued to fund 
cash-flow shortfalls of governmental units, generally must be rebated 
to the Federal Government if all gross proceeds of an issue are not 
spent for the exempt purpose of the borrowing unit within six months 
of the date of issuance. The Tax Reform Act of 1986 provided a 
special safe harbor exception for TRANs pursuant to which all gross 
proceeds are deemed to have been spent for'the exempt purpose of the 
borrowing unit within six months. 

Under this safe harbor, TRAN net proceeds are treated as so spent if 
the issuer's cumulative cash-flow deficit for the period beginning on 
the date the notes are issued and ending on the earliest of <a> the 
maturity date of the TRANs, (b) the date that is six months after the 
TRANs are issued, or (c) the date of computation of the issuer's 
cash-flow deficlt, exceeds 90 percent of the TRAN proceede. Solely 
for the purpose of this safe harbor, cumulative cash-flow deficit is 
deflned as the excess of the amount the government unit spends during 
the relevant perlod over the sum of all amounts (other than the issue 
proceeas~ that are avalla~le  or payment of the expenses durlng that 
perlod . 



Most (if not all) gross proceeds of TRANs having a maturity of less 
than six months must be rebated to the Federal Government. This 
conclusion is based on the following analysis: 

For TRANs having a maturity date of less than six 
months, the issuer's cumulative cash-flow deficit 
would be calculated for the period beginning on the 
date the notes are issued and ending on the maturity 
date (earliest of (a> the maturity date, or (b) the 
date that is six months after the TRANs are issued, 
or (c> the date of computation of the issuer's 
cash-flow deficit) of the TRANs. The issuer's 
cumulative cash-flow deficit would not exceed 90 
percent of the TRAN proceeds at this date; therefore, 
the gross proceeds are not deemed to have been spent 
for the exempt purpose of the borrowing unit. In 
order to keep the tax-exempt status for the issuee, 
the gross proceeds would have to be rebated to the 
Federal Government. 

In an attempt to make the rules more flexible for TRANa having a 
maturity of less than six months, a provision was enacted to extend 
the period for determining whether arbitrage proceeds were used for 
governmental purposes under the safe harbor. 

CURRENT CALIFORNIA LAW (Sec. 17143) 

California does not have a provision which relates to tax and revenue 
anticipation notes (TRANS>. Federal law provides a number of complex 
restrictions on the exclusion of state and municipal bond interest. 
California does not incorporate these federal aectiona. Instead, 
California excludes from gross income interest earned on obligations 
issued by California or local governments within California, by the 
United States, or by territories of the United States. 

NEW FEDERAL LAW (Sec. 148(f>(4)(B>iiii> and 148(f>(3)> 

The new federal law amends the TRAN arbitrage rebate safe harbor by 
extending the minimum period for determining the cash-flow deficit in 
the case of TRANs having a maturity of less than six months. For 
these TRANs, the period for determining the issuer's cumulative 
cash-flow deficit will be the period beginning on the date of issuance 
of the bonds and ending on the earlier of: 

1. the date that is six months after the TRANs are ieaued or 

2. the actual date the issuer's cash-flow deficit exceeds 90 
percent of the TRANs proceeds. 

The provision does not affect the determination of whether an isauer 
qualifies for a temporary period during which higher yielding 
investments must be made. Therefore, to qualify for a temporary 
period, issuers must continue to satisfy the cumulative cash-flow 
deficit calculated before the maturity date of each TRAN issue. 



The provision also amends the due date of the final rebate payment on 
TRAN issues that have a maturity of less than six months. The final 
rebate payment is due no e a r l i e r  than e i g h t  months a f t e r  the  d a t e  of 

, issue. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision generally applies to tax and revenue anticipation notea 
issued after November 10, 1988. 

STATE REVENUE IMPACT 

Not applicable to California's tax-exempt provisions. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-exempt Bond Provisions 

ACTION : AMENDS MORTGAGE BOND PURCHASE PRICE REGULATIONS 

Act Section 6178 

BACKGROUND 

Currently, under federal regulations relating to mortgage bond 
purchase price requirements, an issue meets the requirement6 only if 
the acquisition cost of each residence, other than a targeted area 
residence, for which owner financing is provided doea not exceed 90 
percent of the average area purchase price applicable to such 
residence. In the case of a targeted area residence, the acquisition 
cost may not exceed 110 percent of the average area purchase price 
applicable to such residence. 

CURRENT CALIFORNIA LAW 

California doea not have or need comparable purchase price 
regulations. Federal law provides a number of complex restrictions on 
the exclusion of state and municipal bond interest. California does 
not incorporate these federal sections. Instead, California excludes 
from gross income interest earned on obligations issued by California 
or local governments within California, by the United States, or by 
territories of the United States. 

NEW FEDERAL LAW (noncode provision) 

The new provision requires the Treasury Department to amend its 
tax-exempt mortgage bond purchase price regulations to provide that 
the capitalized value of a ground lease is equal to the present value 
of the current ground rent projected over the remaining term of the 
lease and discounted at 3 percent or at a discount rate establiehed by 
the IRS. This provision applies to leases having at least 35 years 
remaining and a specified ground rent is known for at least the first 
10 years of the term, but not for the entire term. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision generally applies to bonds issued on or after November 
10, 1988. 

STATE REVEUNE IMPACT 

Not applicable. 



TITLE V: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-exempt Bond Provisions 

ACTION: CLARIFIES THE TAX STATUS OF HAZARDOUS-ACTIVITY BONDS. 

I 
! 

Act Section 6179 

BACKGROUND 

For federal income tax purposes, State and local governments may issue 
tax-exempt bonds to finance governmental activities, but may issue 
tax-exempt private activity bonds only for specified purposes. Under 
present law, ,private activity bonds are any bonds issued as part of an 
issue which meets: 

1. the private business use test and the private security or 
paymenk Lest, or 

2. the private loan financing test. 

Intersat on certain exempt facility bonds issued by or on behalf of 
qualified governmental units may be tax-exempt even khough the above 
tests for private activity bonds are not satisfied. Included in the 
list of exempt facilities eligible for tax-exempt financing are 
qualified hazardous waste disposal facilities. 

Hazardous waste disposal facilities include facilities for the land 
incineration or the permanent entombment of hazardous waste when such 
facilities are ,subject to final permit requirements under the Solid '3 Waste Disposal Act. Tax-exempt financing is available only for 
facilities (or the portion of a facility) used to dispose of hazardous 
waste generated by the public, as opposed to the owner or operator of 
the facility or a person related to the owner or operator. 

Congress enacted a new provision to provide aaaistance to atates that 
are considering the issuance of bonds to finance hazardous waste 
clean-up activities on private property. Currently, present law is 
unclear as to whether these bonds are governmental bonds if the 
proceeds are used to finance activities on privately owned land and 
reimbursement may be sought from private parties. 

CURRENT CALIFORNIA LAW 

California does not have a provision which relates to private activity 
bonds for hazardous waste activities. Federal law provides a number 
of complex restrictions on the exclusion of state and municipal bond 
interest. California does not incorporate these fedpral sections. 
Instead, California excludes from gross income interest earned on 
obligations issues by California or local governments within 
California, by the United States, or by territories of the United 
States. 

NEW FEDERAL LAW (noncode provision) 
A 

The new provision requires the Treasury Department to provide 
guidelines clarifying the tax status of hazardous-activity bonds where 
some activities occur on privately owned land. The guidance is to 



address the application of the private activity bond test to 
tax-exempt bond financing for state programs that finance hazardous 
waste cleanup activities. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The Treasury Department must provide the guidelines before January 1, 
1989. 

STATE REVENUE IMPACT 

Not applicable. 



- -. 
I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-exempt Bond Provisions 

ACTION: EXPANDS EXEMPT-FACILITY BONDS TO INCLUDE HIGH-SPEED 
RAIL ACTIVITIES 

Act Section 6180 

BACKGROUND 

For federal income tax purposes, qualified governmental unita may 
provide tax-exempt financing for certain nongovernmental activities. 
Bonds for activities of nongovernmental persons are referred to 
collectively as prlvate activity bonds. All private activity bonds 
involve a use of bond proceeds or bond-financed property by, or a loan 
of bond proceeds to, a person other then a governmental unit, which 
use or loan exceeda a specified portion of the proceeds. Unlike 
financing for governmental operations, interest on private activity 
bonds is taxable unless a specific exception is provided. 

i Private activity bonds qualifying for tax-exemption include, among 
others, exempt-facility bonds. These type of bonds are issued to 
finance specific categories of exempt activities. Some of these 
activities include: 

1 1. airports, 

2. docks and wharves, 

3. mass commuting facilities, 

I 4. water, sewage and solid waste facilities, 

5. local electrical and gas energy systems, 

6. hazardous waste facilities, and 

7. qualified residential properties. 

In order for bonds issued for these activities to be considered 
tax-exempt, 95 percent of the bond proceeds must be used to finance 
the activity for which they were issued. 

Congress has enacted several provisions for the tax-exempt status of 
bonds in order to stimulate private enterprise to develop projects 
which generally benefit the general public. 

I CURRENT CALIFORNIA LAW I 
I 

California does not have a provision which relates to exempt-facility 
I 

bonds. Federal law provides a number of complex restrictions on the , 
exclusion of state and municipal bond interest. California does not 
incorporate these federal sections. Instead, California excludes from 

/- x gross income lnterest earned on obligations issued by California or 
(u' local governments within California, by the United States, or by 

terrltorles of the United States. 



NEW FEDERAL LAW (Sec. 

The new provision adds high-speed intercity rail facilities ae another 
category of exempt-facility bond. This provision allows privately 
owned high-speed rail facilities to be financed by tax-exempt bonds. 
The bonds can provide funding for any facility for fixed guideway rail 
transportation for the benefit of the genera1 public. 

The term "high-speed rail facility" includes ground transportation 
facilities which utilize magnetic levitation technology. To be a 
qualifying facility, it must be reasonably expected that trains, 
carrying passengers and their baggage, will operate on the rail 
facility that is bond financed at average speeds in excess of 150 
miles per hour between stations. 

High-speed intercity rail facilities bonds are treated like airport 
exempt facility bonds, with exceptions. One exception provides that 
facilities financed by these bonds do not have to be governmentally 
owned. However, any owner that is not a governmental unit must make 
an irrevocable election not to claim depreciation or any credit on any 
property financed from the tax-exempt bond issue. Also, any proceeds 
from the issue that are not exhausted within three years from the 
issue date must be used to redeem outstanding bonds. Finally, 
twenty-five percent of each issue must receive an allocation subject 
to the State private activity bond volume limitation. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to bonds issued after November 10, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-Exempt Bond Provisions 

ACTION: AMENDS THE ARBITRAGE REBATE REQUIREMENT RELATING TO 
EARNINGS ON BONA FlDE DEBT SERVICE FUND 

Act Section 6181 

BACKGROUND 

For federal income tax purposes certain arbitrage profits earned on 
"nonpurpose investments" acquired with the gross proceeds of any 
tax-exempt bond must be rebated to the United States. "Nonpurpose 
lnvestments" lnclude all  obligation^ other than those specifically 
acqulred to carry out the governmental purpose for which the bonds are 
lssued. Obllgat~ons lnvested in a debt service reserve fund or in an 
escrow account eatabllahed with the proceeds of a refunding ieeue are 
considered to be "nonpurpose investments". 

The Tax Reform Act of 1986 provided five exceptions under which the 
rebate requirement does not apply. One of the exceptions provides for 
certaln temporary lnvestments related to debt service. Under this 
exception, if less than S100,OOO is earned on a bona fide debt service 
fund in a bond year with respect to an Issue, arbitrage profits earned 
on the fund In that year are not subject to the rebate requirement, 
unless the Assuer elects to consider such amount when determining the 
amount of the rebate otherwise due with respect to the issue, This 
election must be made at the time of, or before, issuance of the 
bonds, and the election, once made, is irrevocable. 

CURRENT CALIFORNIA LAW 
-. 

California.does not have a provision which relates to arbitrage 
earnings invested in a bona fide debt service fund. Federal law 
provides a number of complex restrictiona on the exclusion of state 
and municipal bond interest. California does not incorporate these 
federal sections. Instead, California excludes from gross income 
interest earned on obligations issued by California or local 
governments within California, by the United States, or by territories 
of the United States. 

NEW FEDERAL LAW (Sec. 148(f)(4)(A)) 

The new provision makes the exempt treatment of arbitrage profits on 
amounts invested in a bona fide debt service fund mandatory rather 
than elective. Also, the provision provides that the 5100,000 gross 
earnings limitation does not apply to governmental issues, other than 
private activity bonds, having a weighted average maturity of five 
years or more and bearing lnterest st rates that do not vary during 
the term of the bonds. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

Thls provision applies to bonds ~ssued after November 10, 1988. Also, 
issuers of outstanding governmental bonds, other than private activity 
bonds, are allowed a one-time election to apply the new rules to 
amounts deposited after November 10, 1988 in bona fide debt service 
funds for bonds issued after August 31, 1986. 



STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE H: Tax-Exempt Band Provisi~na 
\ 

ACTION: MODIFIES THE TAX-EXEMPT TREATMENT OF BONDS ISSUED BY 
VOLUNTEER FIRE DEPARTMENTS 

Act Section 6182 

BACKGROUND 

currently, for federal income tax purposes, certain volunteer fire 
departments are allowed to issue tax-exempt bonds to finance qualified 
expenditures such as firehouses and firetrucks. The tax-exempt bonds 
can only be issued if the fire department is the only organization 
providing firefighting services to the area in which they serve, and 
if they are required by written agreement with the government to 
provide such a service. The net proceeds of the bond issue must be 
used to finance 95 percent or more of khe qualified expenditures for 
which they were issued. The bond proceeds cannot be used to finance 
any portion of land in which a firehouse is to be located. 

Under the Tax Reform Act of 1986, it was unclear whether bonds issued 
by volunteer fire departments were considered private activity bonds 
or governmental bonds. Therefore, Congress enacted a new provision 
clarifying the treatment of these bonds. 

CURRENT CALlFORNlA LAW 

Cal'ifornsa '.does -'not have ..a 8pruvisi.on .w.hich ,relate.s --.direct1 y , to the 
tax-exempt treatment of bonds issued by volunteer fire departments. 
Federal law provides a number of complex regtrictions on the exclusion 
of state and municipal bond interest. California does not incorporate 
these federal sections. Instead, California excludes from gross 
income interest earned on obligations issued by California or local 
governments within California, by the United States, or by territories 
of the United States. 

NEW FEDERAL LAW (Sec. 150(e>) 

The new provision essentially treats these bonds as governmental bonds 
except that they require public approval and advance refunding is 
prohibited. The requirement that a volunteer fire department must 
provide exclusive firefightlng services within a certain service area 
is modified to provide an exception where the governmental unit being 
served has been receiving continuous and exclusive service in the area 
by more than one qualified volunteer fire department since January 1, 
1981. 

The Act also provides that a reasonable amount of land, which is 
functionally related and subordinate to a firehouse which qualifies 
for tax-exempt financing, may also be financed with tax-exempt bonds 
as part of the acquisition or construction of the firehouse. 

r3 
EFFECTlVE DA'I'E OF FEDERAL PROVISIONS 

This provision applies to bonds issued after November 10, 1988. 



STATE REVENUE IMPACT 

This special treatment for bond issues of volunteer fire departmente 
has been a nonconformity issue for California since the federal 
enactment in ERTA 1981 (Economic Recovery Tax Act>. If the state were 
to consider a tax exemption, annual revenue losses would not be 
significant. 



TITLE V I :  Other Substantive Revenue Provisions 

SUBTITLE H: Tax-Exempt Bond Provisions 

' ACTION: REMOVES SHALL ISSUER QUALIFICATIOMS EXCEPTION FOR 
POOLED FINANCING BONDS 

Act Section 6103 

BACKGROUND 

  or federal income tax purposes, interest on state and local 
government bonds are generally tax-exempt. To qualify for this 
tax-exempt status, certain arbitrage restrictions must be satisfied 
with respect to arbitrage earnings. One of the restrictions is that 
nonpurpose arbitrage earnings must be rebated to the Federal 
Government. However, special provisions exist for governmental units 
with general taxing powers where the unit does not issue more than 55 
million in bonds during the year, to be exempt from the rebating 
requirements. 

Currently, State or local government may issue bonds and use the 
proceeds of the issue to finance or make loans to other persons. 
These type of bonds are known as pooled financing bonds. Regardless 
of the ultimate user of the funds from pooled financing, the bonds are 
counted towards the determinntlon of whether the iasuer of such bonds 
qualify as a small Issuer. 

* -, CURRENT CALIFORNIA LAW 

California does not have a provision which relates directly to the 
tax-exempt treatment of pooled financing bonds. Federal law provides 
a number of complex restrictions on the exclusion of state and 
municipal bond interest. California does not incorporate these 
federal sections. Instead, California excludes from gross income 
interest earned on obligations issued by California or local 
governments within California, by the United States, or by territories 
of the United States. 

NEW FEDERAL LAW (Sec. 148(f) (4 )  (c) (iii) 

The Act provides that pooled financing bonds issued by a governmental 
unit (not an ultimate borrower) on behalf of other governmental units 
with general taxing power and not subordinate to the issuing unit 
(ultimate borrowers), are not counted towards the 55 million limit for 
determining whether the issuer qualifies under the small-issuer 
exception on ~ t s  nonpooled financing bonds. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision applies to bonds issued after December 31, 1988. 

STATE REVENUE IMPACT 

- Not applicable. 

(0 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE I: Provisions Relating To Tax Exempt Organizatione 

ACTION: MODIFIES SECTION 1834 OF THE TAX REFORM ACT OF 1986 
RELATING TO GAMES OF CHANCE 

Act Section 6201 

BACKGROUND 

Tax-exempt organizations are subject to t a x  on income derived from an 
unrelated trade or business. Bingo games are excluded from the term 
"unrelated trade or business". The Deficit Reduction Act of 1984 
(P.L. 98-369) provided that the unrelated businesa income t a x  (UBIT) 
does not apply to income of a tax-exempt organization derived from 
conducting a game of chance (gambling) in a state having a statute, in 
effect as of October 5, 1983, providing that only nonprofit 
organizations may conduct such activities. This provision was applied 
retroactively to games of chance conducted after June 30, 1981, in 
taxable years ending after that date. 

The only state to which this provision was intended to apply was North 
Dakota. Accordingly, Section 1834 of the Tax Reform Act of 1986 (P.L. 
99-514) clarified this by providing that the state law permitting 
nonprofit organizations to conduct games of chance must have been 
originally enacted on April 22, 1977, the date of enactment of North 
Dakota's law. A s  a result of this provision, such income derived by 
exempt organizations in other states was treated as not subject to 
UBIT under the 1984 Act, but was retroactively treated aa taxable 
under the 1986 Act. 

CURRENT CALIFORNIA LAW (Sec. 17631, 17632, 23710, 23731 and 23732) 

California has the same rules relating to "unrelated businese income", 
including an exemption for bingo games. All income from unrelated 
trade or businesses has to be reported on the California return. If 
it is derived from sources within or without California, an 
apportionment of income is required. For trusts which have unrelated 
trade or business income from sources without California, the trust 
must report the same proportion of the income ae the number of 
resident trustees bears to the total number of trustees. Also, where 
a part or all of the unrelated trade or busineas income is taxed by 
more than one state, California or the other state may allow a tax  
credit for that portion of the income which is subject to taxation by 
the other state. 

NEW FEDERAL LAW (Act Sec. 6201) 

TAMRA amends the 1986 Act by providing that the 1986 amendment to the 
1984 Act applies only to games of chance conducted after October 22, 
1986, the date of enactment of the Tax Reform Act of 1986, thus 
nullifying the retroactive treatment (taxation) of income from games 
of chance in states other than North Dakota. 



- 
I 

I EFFECTIVE DATE OF FEDERAL PROVISIONS 

The treatment of income derived by tax-exempt organizations from games 
; of chance conducted prior to October 22, 1986 are governed by the 

provision of the 1984 Act as originally enacted; i.e., excluded from 
UBIT. 

I 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE I: Provisions Relating to Tax Exempt Organizations 

ACTION: CLARIFIES THE TERM "PURCHASING" BY A HOSPITAL SERVICE 
ORGANIZATION 

Act Section 6202 

BACKGROUND 

Federal law provides tax-exempt statue for hoepital service 
organizations operated solely to perform, on a centralized basis, 
certain services for two or more tax-exempt hoepitals, including 
hospitals owned and operated by the federal or local government. The 
services are: data processing, purchasing, warehousing, billing and 
collection, food, clinical, industrial engineering, laboratory, 
printing, communications, record center, and personnel services. 

CURRENT CALIFORNIA LAW (Sec.  23704) 

California is in conformity with the federal provision treating a 
hospital service organization as an exempt organization. 

NEW FEDERAL LAW (Sec. 501 (el ) 

The Act clarifies that "purchasing" by a hospital service organization 
includes the acquisition, on a group baois, of insurance (auch ae 
malpractice and general liability insurance) for its hoepital members. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision defining purchasing by a tax-exempt hospital service 
organization to include the acquiaition of group insurance for its 
hospital members applies to such purchases made before, on, or after 
November 10, 1988. 

STATE REVENUE IMPACT 

No revenue impact results from this clarification of law pertaining to 
hospital service organizations. 



TITLE VI: Other Substantive Revenue Provision6 

SUBTITLE I: Provisions Relating To Tax Exempt Organizatione 

ACTION: MODIFIES THE 85 PERCENT TEST FOR TAX EXEMPT STATUS OF 
RURAL UTILITIES 

Act Section 6203 

BACKGROUND 

Under federal law, a mutual or cooperative telephone, electric or 
water company qualifies for exemption from federal income taxation if 
at least 85 percent of its groas income coneists of amounts collected 
from members for the sole purpose of meeting losses and expanssee of 
providing service to ita members. In the case of mutual or 
cooperative telephone or electric companiee, the 85 percent tea t  io 
determined without regard to income from certain qualified pole 
rentals. In the case of mutual or cooperative telephone companiss, 
the 85 percent test is determined without regard to income f r o m  
certain long-distance fees and telephone directory income. Gross 
income of a taxpayer generally includes income from the discharge of 
indebtedness. 

CURRENT CALIFORNIA LAW (Sec, 17071 and 242711 

California does not have a counterpart to Section 501(c)(12) of the 
Internal Revenue Code (relating to tax exemption of a mutual or 
cooperative telephone, electric or water company). However, 
California does conform to federal law relating to the taxation of 
income from the discharge of indebtedness. 

NEW FEDERAL LAW (Sec. 501(c>(12>(A) and Act'Sec. 6203) 

This Act, in a noncode provision, states that the 85 percent test is 
te be deteralned w l t h a u t  regard t= any di=ehar,ge tf indebtedness 
income arising in 1987, 1988, or 1989 on debt that either originated 
with, or is guaranteed by, the Federal Government. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for loans cancelled after December 31, 
1986, and before January 1, 1990. 

STATE REVENUE IMPACT 

Not applicable. California has not adopted the 85 percent standard 
for determining the taxability of mutual utilities. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE I: Provisions Relating To Tax Exempt Organization6 

ACTION: MODIFIES DEFINITION OF A PRIVATE OPERATING FOUNDATION 

Act Section 6204 I 

BACKGROUND 

The federal Tax Reform Act of 1969 (P.L. 91-172) added Code Section 
4940 (effective for taxable years beginning after December 31, 19691, 
providing for an annual two percent exciee tax on the net investment 
income of a private foundation. A private foundation is an exempt 
organization organized exclusively for religious, charitable, or 
educational purposes which does not receive broad public support. 

A further distinction is drawn between a private "operating" 
foundation and a private "nonoperating" foundation. A private 
"operating" foundation is defined as one that spends at least 85 
percent of its income in the active conduct of its exempt activities 
and hae 65 percent of its assets directly devoted to its exempt 
purpose. 

The Deficit Reduction Act of 1984 (P.L. 98-369) added language 
providing for an exemption from this excise tax for an operating 
foundation that is broadly supported by, and governed by 
representatives of, the general public. This provision was operative 
for taxable years beginning after December 31, 1984. However, a 
foundation that was an operating foundation as of January 1, 1983, is 
treated as meeting the requirements of this provision. 

That Act also provided for a reduction in this excise tax to one 
percent if the corporation satisfies certain requirements as to the 
level of distributions to charities and was not liable during any 
base-period year for the tax imposed on undistributed income. 

CURRENT CALIFORNIA LAW (Sec. 23708 and 23709) 

Although California has conformed in principle to the federal law by 
creating a special category of charitable organizations claeeified as 
"private foundations", California has not adopted many of the 
complicated federal provisions relating to euch organizations. An 
organization which receives private foundation atatus for federal 
purposes is automatically a private foundation under California law. 

Whereas,federal law imposes an exciee tax on the investment income of 
private foundations and a series of excise taxes on self-dealing, - 
income accumulations, prohibited investments, lobbying, termination, 
etc., California has never conformed to the imposition of excise taxes 
on private foundations. In order to limit the impact of three excise 
taxes, the federal law contains a subcategory of private foundation& 
called private operating foundations. California has no need for this 
subcategory since it imposes no excise tax on private foundations. 



NEW FEDERAL LAW (Act Sec. 6204) 

The A c t  provides that for purposes of the Deficit Reduction Act of 
, 1984, a private foundati'on that constituted an operating foundation 

for its l a s t  taxable year ending before January 1, 1983 ia treated as 
constituting an operating foundation as of January 1, 1983, and 
therefore will be exempt f r o m  the excise t a x  on net investment income. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision was effective on November 10, 1988, the date of 
enactment of TAMRA. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE J: Taxpayer Rights and Procedures 

ACTION: PART I - TAXPAYER RIGHTS CODIFIED 
Act Sections 6227 through 6235 

BACKGROUND AND SUMMARY OF DIFFERENCE 

The federal "Taxpayers' Bill of Rights" was first introduced in 1987. 
During the legislative process it was revised and reintroduced ~everal 
times but failed passage. In late 1988 the provisions were added to 
TAMRA as the "Omnibus Taxpayer Bill of Rights". 

The preliminary version of California's Taxpayers' Bill of Rights was 
introduced in January 1988 CAB 2788, Harris-Katz and AB 2833 
Katz-Harris). After numerous revisions (with the original version of 
the federal bill as a basis), the bills became law in September 1988. 
The provisions of AB 2788 are administered by the Franchise Tax Board 
(FTB) and the provisions of AB 2833 are administered by the Board of 
Equalization (BOE) . 
AB 2788, in general, provided the taxpayer with protection that is 
equal to that provided by TAMRA, and in some areas, the provisions of 
AB 2788 extended beyond the federal provisions in order to focus on 
taxpayer's education or practices that are unique to California 
because of it's laws and procedures. 

The following discussion highlights the differences between the 
federal provisions that pertain to taxpayer rights and the related 
California law or current practice. (It ia noted that the phrase "the 
California provision", for purposes of this discussion, means the 
provision as enacted by AB 2788). 

DISCLOSURE OF RIGHTS TO TAXPAYER (R&T Sec. 21007 and TAMRA Soc. 
6227 > 

The California provision is broader in scope than the provision 
in the federal act, i.e., the IRS must disclose to the taxpayer 
his or her rights when the taxpayer is contacted during an audit 
(no amendment to IRC), whereas FTB must disclose to the taxpayer 
his or her rights with most of its taxpayer notices and also in 
its tax booklets. 

PROCEDURES INVOLVING TAXPAYER INTERVIEWS (R&T Sec. 21011 and 
TAMRA Sec. 6228) 

The California provision is generally the same ae the federal 
provision, in that: (1) the taxpayer may record the interview; 
(2) in the event the government is to record the interview, the 
government must give the taxpayer prior notice and the taxpayer 
is entitled to a copy; and (3) the taxpayer must receive notice 
of his or her rights prior to the interview. 



TAXPAYERS RELIANCE IN ERRONEOUS WRITTEN ADVICE (R&T Sec. 21012 
and TAMRA Sec. 6229) 

The California provision ie broader than the federal provialan, 
\ 

I i.e;, under the federal provisions with certain safeguards, IRS 
will abate the penalties that are attributable to the taxpayer's 
reliance on the government's erroneous written advice, whereas, 

I FTB (with additional safeguards) will abate: (1) tax, penalties, 
edditiona to tax and intereat if attributable to an erroneous 
chief counsel ruling; or (2) penalties, additions to tax and 
interest if attributable to erroneous written advice that is 
other than a chief counsel ruling. 

I TAXPAYER ASSISTANCE ORDERS (R&T Sec, 21004 and TAMRA Ser- 6230> 

The California provision provides the same general concept that 
is provided by the federal provision, i.e., under federal law the 
Office of the Ombudsman can require the IRS to cease any action 
where the taxpayer would suffer a significant hardship, and the 
California provision created a Taxpayers' Rights Advocate who, 
among other things, must give highest priority to resolving 
complaints where the taxpayer would suffer an irreparable loss 
and stay any FTB actions, when appropriate. 

BASIS FOR EMPLOYEE EVALUATION <R&T Sec. 21008 and TAMRA Sec. 
6231 > 

The California provision provides the taxpayer the same general 
protection as the federal act (no amendment to IRC), i.e., the 

3 ,performance or production .goals of the .government's employees can 

,_+ not be based on the amount of additional tax assessed or taxes 
collected and the government must certify, as specified, to its 
compliance with these provisions. - 

PROCEDURES RELATING TO TEMPORARY REGULATIONS (TAHRA Sec. 6232) 

This federal provision (IRC 7805) is not applicable for 
California purposes since FTB does not have the authority to 
issue temporary regulations. 

CONTENT OF TAX DUE DEFICIENCY AND OTHER NOTICES (R&T Sec. 18645 
and 25762 and TAMRA Sec. 6233) 

Except for the law relating to tax that is in jeopardy of being 
assessed or collected (jeopardy assessments> there is no 
provision requiring FTB to describe the basis for, and identify 
the amounts of, tax, penalty or interest when issuing a notice to 
the taxpayer, as this federal provision does (IRC 7521). Under 
current practice, FTB does, however, identify the amounts of tax, 
penalty or interest when issuing its notices to the taxpayer. 



INSTALLMENT PAYMENT OF TAX LIABILITY (R&T Sec. 18700 and TAMRA 
Sec. 6234) 

FTB, since 1987, has had the authority to enter into an 
installment payment agreement, which is the subject of this 
federal provision (IRC 6159). 

ASSISTANT COMMISSIONER FOR TAXPAYER SERVICES (TAMRA Sec.  6235) 

There is no California law that is comparable to this federal 
provision. However, FTB's administrative organization has a 
Taxpayer Services Bureau Director who is responsible for the same 
services as those provided by the federal provision (IRC 7802). 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

Both state and federal law became effective in 1989. 

STATE REVENUE IMPACT ' 

Not applicable. California has already legislated in this area of 
taxpayer rights. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE J: Taxpayer Rights and Procedures 

j8 ACTION: PART 11 - LEVY AND LIEN PROVISIONS CODIFIED 

Act Sections 6236 through 6238 

BACKGROUND AND SUMMARY OF DIFFERENCE 

The federal "Taxpayersc Bill of Righte" was first introduced in 1987. 
Duxing the legislative process it,was revised and reintroduced several 
times but failed passage. In late 1988 the provisions were added to 
TAMRA as the "Omnibus Taxpayer Bill of Rights". 

The preliminary version of California's  taxpayer,^' Bill of Rights w a s  
introduced in January 1988 (AB  2788, Harris-Katz and AB 2833 
Katz-Harris). After numerous revisions (with the original version of 
the federal bill as a basis), the bills became law in September 1988. 
The provisions of AB 2788 are administered by the Franchise Tax Board 
( F T B )  and the provisions of AB 2833 ere administered by the Board of 
Equalization (BOE) . 
AB 2788, in general, provides the taxpayer with protection that is 
equal to that provided by TAMRA and in some areae, the provisions of 
AB 2788 extended beyond the federal provisions in order to focus on 
taxpayer's education or practices that are unique to California 
because of its laws and procedures. 

The following discussion highlights the differences between the 
federal levy and lien provisions and the related California law or 
current practice. It is noted that for purposes of this discussion: 

1. under California law, FTB has less authority with respect to 
the seizing and selling of taxpayers' property and the 

A. garnishment of rages then the IRS under the IRC, is=., &e 
IRS itself can seize the property of the taxpayer, take 
title to the property, and conduct the sale. In addition, 
the FTB is generally not bound by the federal restrictions 
on wage garnishments. However, under California law, title 
to the property does not pass to the party taking the action 
and the seizure and sale of the property is conducted by a 
law enforcement officer pursuant to the Code of Civil 
Procedure (CCP). (The CCP is also used in California for 
enforcing judicial judgements.) In the case of a wage 
garnishment, FTB again abides by the CCP's exemptions, which 
are the federal restrictions on wage garnishments (Title 15 
U.S.C. 1673 (a)); 

2. FTB cannot, in general, seize any funds under the control ,of 
or held by the federal government, unless a federal 
provision expressly allows for a state levy (the doctrine of 
federal sovereignty); and 

3. the phrase "the California provision", means the provision 
as enacted by the Taxpayers' Bill of Rights (AB 2788). 



NOTICE RELATING TO LEVY (TAMRA Sec. 6236) 

Even though the FTB is not required by statute to send a taxpayer 
notice 30 days before levy, as is the IRS under this federal 
provision (IRC 6331 (dl), taxpayers are provided reasonable 
notice of their rights under current California practice and law, 
i.e., prior to levy, FTB, administratively, provides the taxpayer 
with several notices that contain a statement to the effect that 
his/her failure to pay the debt may reeult in a levy and these 
notices must contain information relating to the taxpayer's 
appeal rights, etc. (RGTC 21007), which io also required under 
this federal proviaion. In addition: (1) the levying officer 
pursuant to the CCP (CCP 688.010, et seq.1 must provide notice of , 

levy, which includes information as to the taxpayer's rights and 
duties; and (2) the FTB must give the taxpayer notice as to its 
intent to sell his or her property and provide an oral hearing as 
to why the sale should not take place, if so requested (Dupuy v. 
Superior Court of Los Angsles, 15 C3d 410). This FTB notice is 
issued at least 20 days prior to the sale. 

CONTINUING LEVY ON SALARY (TAMRA Sec. 6236) 

This federal provision (IRC 6331(e)), which allows for a release 
of levy on salary for circumstances other than payment in full or 
an unenforceable debt, is not applicable to FTB since there is no 
California law that limits the release of such levy. 

With respect to exemptions from levy, there are three areas which 
are affected by this federal provision. The differences between 
the state and federal law in these areas are aa follows: 

1. For furniture and personal effects, books and tools of a 
trade, and wages and salary, the amounts of the exemptions 
from levy under the CCP (CCP 704.020, 740.060, and 706.050, 
respectively) are already greater than the increased amounts 
provided under these federal provisions (IRC 6334 (a) and 
( d ) ) .  

2. Funds that are exempt from levy by this federal provision 
(IRC 6334 (a)), i.e., public assistance or Job Training 
Partnership Act funds are already exempt from levy for state 
purposes because they are federal funds. 

3. Under current policy and the CCP (CCP 704.750>, a principal 
residence is exempt from levy unless approved for sale, as - 
is required by this federal provision (IRC 6334 (a)). It is 
noted that for California purposes approval for sale must be 
given at a higher level than under the federal provision, 
i.e., for California purposes, a judicial action i6 brought 
by the Attorney General on behalf of FTB, and only an 
administrative approval ia required by this federal 
provision. 



UNECONOMICAL LEVY(TAMRA Sec. 6236) 

This provision (IRC 6236(d)) is not applicable for FTB's 
purposes, since the FTB, in general, does not incur any expenses 
of the sale, i.e. the expenses for such sales are paid by the 
taxpayer (RGTC 18908, et. seq.). 

SURRENDER OF BANK ACCOUNT (R&T Sec. 18817 and TAHRA Sec,  6237) 

California haa a provision similar to this federal proviaion, 
i.e., under California law, asbank account must be surrendered 
after 14 days (10 business days) of receipt of the levy as 
co.mpared to the 21 days required under this federal provision 
( I R C  6236 (el). 

RELEASE OF LEVY (R&T Sec. 21016 and TAMRA Sec. 6237) 

The California provision requires the release of a levy under 
circumstances similar to those ~utlined in the federal proviaion 
(IRC 6343). 

RIGHT TO REQUEST THAT SEIZED PROPERTY BE SOLD WITHIN 60 DAYS 
(TAMRA Sec. ,6237) 

Under California's current law and practice, the taxpayer can 
achieve the same results as provided by the federal provision 
(IRC 6335); i.e., the property could be aold within approximately 
60 days, if the taxpayer requests the sale. 

.. , REVIEW OF LEVY THAT IS MADE LESS THAN 30 DAYS AFTER NOTICE 
(JEOPARDY LEVY AND ASSESSMENT PROCEDURE) (R&T Sec. 18641 and 
25761 and TAMRA Sec. 6237) 

The procedure provided by this federal provision is already 
followed for California purposes. In 1987 California conformed, 
in general; to the federel jeeperdy assessaent proeeduziss, ts 
which this "jeopardy levy" provision (IRC 7429) was added, i.e., 
when FTB makes an immediate levy on a taxpayer, it is the result 
of a jeopardy assessment and upon protest, the taxpayer will 
receive an immediate review of the circumstances, which is the 
purpose of this federal provision. 

ADMINISTRATIVE APPEAL OF LIENS (R&T Sec. 21019 and TAMRA Sec. 
6238) 

In general, the difference between the California provision and 
the federal provision (IRC 6326) is, that for state purposes the 
taxpayer has at least 30 days before the filing of a lien to 
appeal the filing, and any releases must be made within 7 
business days (or immediately in certain cases), whereas under 
the federal provision, the appeal period which will be 
established by regulations, will begin after the lien has been 
filed, and any releases must be made within 14 days. 



EFFECTIVE DATE OF FEDERAL PROVISXONS 

Both state and federal law became effective in 1989. 

STATE REVENUE IMPACT 

Not applicable. California has enacted its own extensive levy and 
lien provisions. 



TITLE VI: Other Subatantive Revenue Provisions 

SUBTITLE J: Taxpayer Rights and Procedures 

ACTION: PART 111 - PROCEEDINGS BY TAXPAYERS 
Act Sections 6239 through 6242 

BACKGROUND AND SUMMARY OF DIFFERENCE 

The federal "Taxpayers' Bill of Rights" was first introduced in 1987. 
During, the legislative process it.was revised and reintroduced several 
times but failed passage. In late 1988 the provisions were added to 
TAMRA as the "Omnibus Taxpayer Bill of Rights". 

The preliminary version of California's Taxpayers' Bill of Rights was 
introduced in January 1988 (AB 2788, Harris-Katz and AB 2833 
Katz-Harris). After numerous reviaions (with the original veraion of 
the federal bill as a basis), the bills became law in September 1988. 
The provisions of AB 2788 are adminiatered by the Franchise Tax Board 
(FTB) and the provieions of AB 2833 are administered by the Board of 
Equalization (BOE). 

AB 2788, in general, provides the taxpayer with protection that is 
equal to that provided by TANRA and in some areas, the provisions of 
AB 2788 extended beyond the federal provi-*ions in order to focus on 
taxpayer education or practices unique to California because of it's 
laws and procedures. 

The following ,di.scussinn focuses on the differences between the 
federal taxpayer proceedings provisions and the related California law 
or current practice. It is noted that for purposes of this discussion, 
the phrase "the California provision", mean8 the provieion as enacted 

- 
by the Taxpayers' Bill of Rights (AB 2788). 

AWAWOING O F  COSTS AND CERTAIN FEES (R&T Sec.21013 and TAMRA Sec. 
6239) 

It is noted that under California law, a taxpayer's proteat is 
heard by the FTB and appeals against the FTB's action are brought 
before the BOE in an administrative proceeding, whereaa, for 
federal purposes, the IRS hears the protest and appeals are heard 
in the U.S. Tax Court, which is a judicial proceeding. 

The California provision conforms in part to the federal 
provision (IRC 74301, in that certain costa and fees may be 
awarded to taxpayers who prevail in administrative proceedings 
and demonstrate that the taxing agency was unreaeonable in its 
action. However, for California purpoees, the award applies to 
an administrative proceeding before the BOE, whereaa under the' 
federal provision the awards are extended to any administrative 
proceeding and judicial proceeding with the IRS. 



CIVIL ACTIONS FOR DAMAGES (R&T Sec.21021 and TAMRA Sec. 6240) 

The California provision is similar to that of the federal 
provisions ( I R C  7432 and 7433) in that: (1) if a officer or 
employee of the taxing agency causes the taxpayer to sustain 
damages under certain circumstances, the taxpayer may bring a 
civil action against the government for those damages and (2) in 
the event the court finds the civil action brought by the 
taxpayer to be frivolous, a penalty of up to 910,000 may be 
imposed by the court ( I R C  6673). However, for California 
purposes, the damages must be caused by the reckless dieregard of 
published procedures whereas, for federal purposes, the damages 
can be caused by the reckless or intentional disregard of the law 
or regulations (IRC 7433) or by the knowing or negligent failure 
to release a lien (IRC 7432). 

PENALTY FOR IMPROPER DISCLOSURE BY PREPARERS OF RETURNS (TAMRA 
Section 6242) 

California does not have specified penalties for tax preparers 
who improperly disclose or use information furnished to him or 
her in connection with the preparation of a tax return as does 
the IRC under Sections 6712 and 7216. For federal purposes, any 
tax return preparer who discloses information furnished for or in 
connection with the preparation of a tax return will pay a 
penalty of 5250 for each disclosure. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The federal provisions are effective after November 10, 1988, except 
for the provision that provides for damages caused by the failure to 
release a lien, which is effective January 1, 1989. The California 
provision is effective January 1, 1989. 

STATE REVENUE IMPACT 

Not applicable. California has enacted its own "Taxpayer Bill of 
Rights" provisions. 



- 
I TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE J: Taxpayer Rights and Procedures 

I ACTION: Part IV - TAX COURT JURISDICTION 

Act Sections 6243 through 6247 

BACKGROUND AND SUMMARY OF DIFFERENCE 

The federal "Taxpayers' Bill of Rights" was first introduced in 1987. 
During the legislative process it.was revised and reintroduced several 
times but failed passage. In late 1988 the proviaions were added to 
TAMRA as the "Omnibus Taxpayer Bill of Rights". 

The preliminary version of California'g Taxpayers' Bill of Righta was 
introduced in January 1988 (AB 2788, Harris-Katz and AB 2833 
Katz-Harris). After numerous revisions (with the original version of 

i the federal bill as a basis), the bills became law in September 1988. 
The provisions of AB 2788 are administered by the Franchise Tax Board 
(FTB) and the provisions of AB 2833 are adminiatered by the Board of 
Equalization (BOE). AB 2788, in general, provides the taxpayer with 
protection that is equal to that provided by TAMRA. 

However, with respect to this part of the Taxpayers' Bill of Rights, 
there are no comparable California provisions because under California 
law a taxpayer's appeal of an FTB action is heard in an administrative 
proceeding before the BOE and not a Tax Court which is the judicial 
proceeding for hearing such appeals under the IRC. 

i-\ 

i \ 

' The five provisions added under this part provide the Tax Court with 
broader jurisdictional authority and are not applicable to the laws 

, administered by the FTB. 
I 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

These federal Tax Court provisions are effective after November 10, 
1988. 

STATE REVENUE IMPACT 

! Not applicable to California's current system of administrative1 
judicial proceedings. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE K: Other Administrative Provisions 

ACTION: MODIFIES THE POPULATION REQUIREMENT FOR ELIGIBILITY FOR 
DISCLOSURE OF RETURN INFORMATION 

Act Section 6251 

BACKGROUND 

Due to confidentiality and disclosure rules adopted by Congress, the 
exchange of tax information between federal and state governments is I 

closely guarded. The federal government has established procedures 
and safeguards to protect individual taxpayers from unauthorized 
disclosure. The conditions under which returns and return information 
can be disclosed are specifically enumerated in the federal law. 
Disclosure of returns and return information to.loca1 governments is 
not generally permitted. However, a specific exception to this rule 
provides that any city with a population in excess of 2 million that 
imposes an income (or wage) tax may, if the Secretary enters into an 
agreement with the city, receive returns and return information for 
the same purposes for which States may obtain information and subject 
to the same safeguards as apply to States. 

CURRENT CALIFORNIA LAW 

California has no provision relating to the disclosure of return 
information to cities. However, the California Franchise Tax Board is 
required by the provisions of the Information Practices Act of 1977 
and the federal Privacy Act to comply with provisions of those federal 
laws to protect the individual taxpayers. Except in specified cases, 
it is a misdemeanor for any member of the Board, any officer of the 
state, or any other ~ndividual to disclose i%formation contained in a 
tax or information return or report. In these regards, the Board is 
authorized by law to furnish information shown on the return to the 
following under certain circumstances: 

1. Judicial or administrative proceeding pertaining to tax 
administration, 

2. Legislative committee request, 

3. Attorney General or other legal representative of the etate, 

4. U.S. Commissioner of Internal Revenue or hie representative, 

5. Tax officials of California or other states, - 

6. Members of the Multistate Tax Commission, 

7. Director of Social Services or his deputies of record, and 

8. State Controller. 



NEW FEDERAL L A W  (Set. 6103<b) (5> ( 8 )  (i ) 

The new provision modifies the federal law by reducing a city's 
population requirement for eligibility to receive confidential tax 
returns and return information. Cities that qualify must now have 
populations in excess of 250,000 and impose a tax on income or wages. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision became effective on November 10, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE K: Other Administrative Provieiona 

ACTION: REPEAL OF SECRETARIAL AUTHORITY TO PRESCRIBE CLASS 
LIVES 

Act Section 6253 , 

BACKGROUND 

Pre-1988 federal law placed the responsibility of evaluating and 
establishing class lives of a11 depreciable assets with the Secretary 
of the Treasury. 

CURRENT CALIFORNIA LAW (Sec. 17201 and 24349) 

Current California law generally adopts the federal asset depreciation 
range system which establishes class lives for property. 

NEW FEDERAL LAW 

The authority for the Secretary of the Treasury to evaluate and 
establish class lives is repealed. This repeal of authority also 
extends to assets which do not have class lives. However the 
Secretary would continue to be responsible for studying the actual 
experience,of depreciable assets and reporting the findings to 
Congress. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective beginning November 10, 1988. 

STATE REVENUE IMPACT 

No identifiable revenue impact. 
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I TITLE VI: Other Substantive Revenue Provisions 

I SUBTITLE K: Other Administrative Proviaicms 

ACTION: REPEALS REPORTING REQUIREMENTS FOR WINDFALL PROFIT TAX 

A c t  Section 6254 

BACKGROUND 

The federally imposed crude oil windfall profit t a x  w a s  repealed for 
oil removed on or after August 23, 1988 ( P . L .  100-418). On October 
11, 1988, the Internal Revenue Service issued Notice 88-115 providing 
that the annual information return of windfall profit tax is waived 
with respect to crude oil removed (or deemed removed) on or after 
January 1, 1988, if certain conditions are met, 

, CURRENT CALIFORNIA LAW 

California does not impose an excise t a x  on the windfall profits of 
domestically produced crude oil. 

,NEW FEDERAL LAW (Sec. 4997) 

The Act repeals the reporting requirements with respect to crude oil 
removed on or after December 31, 1987 if (1) the person otherwise 
required to furnish or file an information return for calendar year 
1988 must reasonably believe that no windfall profit tax accrued . 

'during 1988 with respect to such crude oil, and (2) there w a s  no 
~indfa~lrproflt tax lw.ithholdlng w ~ t h  respect to such crude oil. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The repeal of the reporting requirements with reapect to crude oil is 
effective only for crude oil removed after December 31, 1987, for 
which no t a x  is due or withheld under former Chapter 45 of subtitle D 
of the Internal Revenue Code of 1986. 

STATE REVENUE IMPACT 

1 Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE L: Provisions Relating to Corporations and Personal 
Holding Companies 

ACTION: AUTHORITY TO PAY REFUNDS TO STATUTORY OR 
COURT-APPOINTED FIDUCIARY OF INSOLVENT MEMBER OF 
AFFILIATED GROUP' 

Act Section 6276 ; 
I 

BACKGROUND 

Under pre-1988 federal law the common parent of an affiliated group 
filing a consolidated return is the agent of all members of the group 
in matters before the Internal Revenue Service. This common parent 
agency provision generally requires a refund attributable to loesses of 
any member to be paid by the Internal Revenue Service to the parent 
corporation. 

If a subsidiary of an affiliated group (group of subaidiariea with a I 

parent corporation) becomes insolvent and become8 subject to a 
statutory or court-appointed receivership or other similar fiduciary 
relationship, the fiduciary may have difficulty obtaining access to 
tax refunds attributable to that member's losses, due to the operation 

I 
of the common parent agency provision. 

I 
CURRENT CALIFORNIA LAW (Sec. 19051, 25902 and 26701) 

In the case of a subsidiary who files a combined report with the 
parent corporation and the parent corporation makes the payments, any 
refund resulting from the report is paid to the parent corporation. 
This occurs even if the refund is due directly to the losees of the 
subsidiary. However, if the subsidiaries make separate payments to 
the Franchise Tax Board and are included in the combined report, then 
the Board would pay to the subsidiary the refund amount attributable 
to that subsidiary. 

In addition, the Franchise Tax Board has the authority to offeet a 
taxpayer's (individual or corporation) refund against liabilities 
relating to other income or taxable years (not including years that 
are closed by the statute of limitations). 

NEW FEDERAL LAW (Sec. 6402) 

The Secretary of the Treasury is authorized to provide acceas to tax 
refunds to a statutory or court appointed fiduciary of an ineolvent 
member of a group of corporations filing a consolidated tax return, to 
the extent the Secretary determines: (1) that the refund is properly 
attributable to the losses of such insolvent member; and (2) that such 
access is consistent with the purposes of the consolidated return 
provisions. It is also intended that the Secretary may authorize 
participation by such fiduciary in the controversy and refund 
procedure. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provieion is effective for pending or future statutory or court 
appointed fiduciary situations, in accordance with any regulations 
promulgated under the Treasury Department's regulatory authority. 

STATE REVENUE IMPACT 

Unknown but minor. The feasibility of a similar authorization by the 
Franchise Tax Board extended to unitary members of a combined report 
(which may not correspond to entities af a federal consolidated 
return) will require further study. 



TITLE VI: Other Substantive Revenue Provisions 

ACTION: APPLICATION OF NET OPERATING LOSS LIMITATIONS TO 
BANKRUPTCY REORGANIZATIONS 

Act Section 6277 

BACKGROUND 

Under the 1986 Tax Reform Act (TRA 86), the net operating loss of a 
corporation which has had an ownership change, in general, may be 
limited as to the amount of the NOL deduction that can be taken on the 
"SUCC~~SO~" corporation's return. In the caee of ownership changes 
resulting from bankruptcy proceedings, the general limitations are not 
applicable as there are special limitations and rules for determining 
ownership changes. To test whether an ownership change has occurred, 
in general, the percentage points of stock ownership at the time of a 
change is compared to the stock ownership of those having more than 5 
percent ownership prior to the change. The TRA 86 limitation8 are 
generally effective for ownership changes occurring after January 1, 
1987, so any change that occurred after that time would be taken into 
consideration when determining whether an ownership change has 
occurred for purposes of applying the limitations. However in the 
case of bankruptcy reorganizations, if the ownership change reeults 
from bankruptcy petitions filed with the court before August 14, 1986, 
the TRA 86 limitations and rules do not apply. However, proposed 
regulations'provide that in the case of those bankruptcy 
reorganizations that result from bankruptcy petitions filed with the 
court before August 14, 1986, any shift in ownership after December 
31, 1986 arising out of that reorganization shall not be taken into I 

account for purposes of determining whether a change occurred. 

CURRENT CALIFORNIA LAW (Sec. 24592) -- 

California conforms to TRA 86's limitations on NOLs. However, it did 
not conform to the federal effective date transition rules. 

NEW FEDERAL LAW (noncode provision) 

Under TAMRA, corporations with bankruptcy petitions filed before 
August 14, 1986 (1) can elect to be subject to the TRA 86 rules for 
purposes of applying the NOL limitation rules, and (2) who do not make 
such election, will not make the determination as to whether there was 
a change of ownership resulting from the bankruptcy reorganization 
until the final settlement. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective as though enacted by the TRA 86. 

STATE REVENUE IMPACT 

Not applic,able . 



TITLE VI: Other Substantive Revenue ~rovi'sions 

SUBTITLE L: . Provision8 Relating to Corporations and Personal 
Holding Companies 

ACTION: APPLICATION OF SEC. 7503 TO REVISIONS MADE TO SEC. 1503 
BY THE REVENUE ACT OF 1987 

Act Section 6278 

BACKGROUND 

Current federal law (after the 1987 Revenue Act) relating to 
consolidated return8 provides that for purposes of dispositions of a 
subsidiary's stock, the parent's basis in the stock of a subsidiary 
with which it files a consolidated return will be determined by 
computing the earnings and profits of the subsidiary without taking 
into account certain special adjustments. This federal provision wao 
effective for dispositions af'ter December 15, 1987. An exception to 
this effective date applied to dispositions occurring before January 
1, 1989 under a written binding contract or other inetrument executed 
before December 16, 1987. 

It was unclear how IRC Section 7503 impacted the above exception. 
Section 7503 provides that when the last day prescribed under 
authority of the Internal Revenue Laws for performing any act falls on 
Saturday, Sunday or a legal holiday, the performance of such act shall 
be considered timely if it is performed on the next succeeding day 
which is not a Saturday, Sunday or a legal holiday. 

- Since December 31, 1988 fell on a Saturday, it was unclear whether the 
stock of the subsidiary could be disposed of on the following Tuesday 
and still fall within the above exception. (Sec 1503) 

CURRENT CALIFORNIA LAW 

California has not conformed to the federal rulea for consolidated 
returns nor to the cl-ianges made in these rules made by the 1987 
Revenue Act. 

NEW FEDERAL LAW (noncode provision) 

The new federal provision provides that Section 7503 applies to the 
above exception to Section 1503. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This section applies to dispositions made before January 4, 1988. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE L: Provieions-Relating to Corporatione and Personal 
Holding Companies 

ACTION: EXCLUDE FROM PERSONAL HOLDING COMPANY INCOME INTEREST 
EARNED BY BROKER/DEALER . 

Act Section 6279 (a> 

BACKGROUND 

The personal holding company sections were originally enacted to stop 
an abuse. Individual taxpayers (in high brackets) were transferring 
passive investments (stocks, bonds, etc.) to corporations they formed 
so that income from these investments would be taxed at the lower 
corporation tax rate. 

To stop the abuse, Congress enacted the personal holding company 
provisions. These sections impose n personal holding company tax on 
undistributed personal holding company income of corporations found to 
be personal holding companies. 

A corporation is a personal holding company if at least 60 percent of 
its adjusted gross income is personal holding company income and less 
than 6 shareholders own more than 50 percent of the value of its 
outstanding stock. 

Personal holding company income consist of dividends, interest, 
royalties, annuities and rents. 

There are some exceptions to the above definitions. 

CURRENT CALIFORNIA LAW 

California has not conformed to the imposition of a personal holding 
company tax since the abusive situation will not occur under the rate 
structure of the California Bank and Corporation tax. 

NEW FEDERAL LAW (Sec . 543 (a 1 ( 1) ) 

Persanal holding company income excludes interest received by 
securities broker/dealera with respect to: 

1. any securities or money market investments held aa 
inventory, 

2. margin accounts, or 

3. any financing for a customer.secured by securities or money 
market instruments. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The amendment is effective November 10, 1988. 

STATE REVENUE IMPACT 

Not .applicable. 



1 
;I TITLE VI: Other Substantive Revenue Provisions 

I 

SUBTITLE L: Provisions Relating to Corporations and Personal 
Holding Companies 

ACTION: EXCLUDES UP TO S3,000,000 PER YEAR OF DIVIDENDS 
RECEIVED FROM A BANK FROM THE PERSONAL HOLDING COMPANY 
INCOME OF A "QUALIFIED" BANK HOLDING COMPANY UNDER 
CERTAIN CONDITIONS 

Act Section 6280 

BACKGROUND 

Under prior federal law, a corporation that is treated as a personal 
holding company is subject to a 28 percent tax on undistributed 
personal holding company income (PHCI), which is in addition to the 
regular tax on corporations. 

I 

PHCI generally includes passive income, but does not include income 
such as rents and royalties that produce most of the corporetion'a 
income if the corporation has only limited amounts of PHCI, and incurs 
deductible expenses evidencing an active business activity (not a mere 
collection of passive income). 

Certain corporations, including banks, are excepted from the 
definition of a personal holding company. 

In a 1971 ruling, the IRS held that PHCI of a bank holding company 
\ .d,oes <,nok ~nclude .dividends pei,d by the subsidiary bank where the bank 

I - holding company owns 80 percent or more of the bank's stock. 

I It was felt that such bank holding companies (as defined in the A c t )  
are actively engaged in the control and operation of banks, so 
dividends they receive from such banks should be treated as active 
i n c c r n ~ .  

CURRENT CALIFORNIA LAW (Sec.. 23102) 

IRS code section applicable to personal holding companies provide a 
penalty tax on corporations holding substantial amounts in investment 
portfolios where the interest and dividend income was not paesed 
through to high bracket taxpayers. 

California, with a corporate tax rate which is the same as the top 
personal income tax rate, has not adopted similar provisions. 

The California Bank and Corporation Tax Law does provide that any 
corporation holding stocks or bonde of any other corporation and not 
trading in stocks or bonds or other securities held and engaging in no 
activities other than the receipt and disbursement of dividends from 
the stocks or interest for the bonds is not conaidered to be a 
corporation doinq business in the state for purposes of the California 
franchise tax. However, the dividends and interest the holding 
company received would be taxable under the California Income Tax 

( ') provisions. 
'L-1 



NEW FEDERAL LAW (noncode provision) 

Under the new provision, up to 53,000,000 per year of dividends 
received from a bank ia excluded from the PHCI of a "qualified" bank 
holding company if: 

1. the bank holding company owns at least 25 percent (by value 
and vote) of the bank's stock, and 

2. 80 percent or more of the total value of the assets of the 
bank holding company consist of stock in one or more of 25 
percent-owned banks during the entire year. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision is effective for dividends received by a bank holding 
company during any taxable year ending in 1989 or 1990. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE L: Provisions Relating To Corporations And Personal 
Holding Companies 

ACTION: AUTHORIZES THE ISSUANCE OF REGULATIONS THAT ALLOW 
CORPORATIONS (OTHER THAN S CORPORATIONS) TO PROVIDE 
LESS-DETAILED SUBSTANTIATION FOR CONTRIBUTIONS OF 
INVENTORY PROPERTY 

A c t  Section 6281 

BACKGROUND 

Under the Tax Reform Act of 1984 (P.L. 98-3691, individuals, closely 
held corporations, and personal service corporations generally must 
obtain qualified appraisals meeting specified requirements in order to 
claim a charitable deduction exceeding 55,000 for certain 
contributions of property, (In the case of S corporations, the 
qualified appraisal requirements apply where the corporation claims 
such a charitable deduction,) An IRS announcement (IRB 88-1371 
provides that less stringent appraisal requirements would apply to 
charitable donations by certain corporations of inventory property to 
be used for care of the ill, the needy, or infants, such as 
contributions of food by a food retailer (if a C corporation) to 
tax-exempt organizations aiding the homeless. 

CURRENT CALIFORNIA LAW (Secs. 24357 - 24359) 
\ 

California corporate law generally conforms to federal law relating to 
the deduction for charitable contributions with the following 
pertinent differences: 

L 

1. California limitation is 5% of net incdme: Federal 10%. 

2, There a r e  differences in the =d;u=tm=nta to .I.IIL.UIII.= 4 - - - - -  =-- .L UL 

purposes of computing the limitation, i.e., for federal 
purposes, income is adjusted for operating loss carryovers 
and other special deductions not applicable to California. 

3. Federal law provides for a 5-year carryover of contributions 
in excess of the limitation; California has no carryover. 

4.  The federal law was amended in 1984 to provide special rules 
for certain noncaah contributions, contributions of 
conservation interests, and contributions to private 
foundations; California conformed in 1985 regarding 
conservation interests, but has not conformed to the other 
1984 federal amendments. 

NEW FEDERAL LAW (Act Sec. 6281) 

This Act, in a noncode provision, authorizes the Treasury Department 
to prescribe regulations allowing corporations (other than S 
corporations) to provide, in the case of charitable contributions of (1) inventory property, less datalled substantiation than that required 
under the present-law qualified appraisal rule. For example, the 
regulations could require the donor corporation to furnish summary 



information about the donated inventory with its tax return, such as a 
description of the contributed items and the valuation method used. 
Thia provision author-izes waiver'only of the 1984 Act qualified 
appraisal requirement, and does not modify the general statutory rule 
that a charitable contribution is deductible only if verified in the 
manner required by Treaaury regulations. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective on November 10, 1988. 

STATE REVENUE IMPACT 

None. 



TITLE VI: Other Substantive Revenue Proviaions 

SUBTITLE L: Provisions Relating to Corporations and Personal 
 oldi in^ Companies 

ACTION: RELIEF FROM RECOGNITION OF CORPORATE LEVEL GAIN 
INVOLVING TRANSFER OF RESIDENTIAL COOPERATIVE UNITS 

Act Section 6282 

BACKGROUND 

When a corporation distributes appreciated property to its 
~hareho~ders in a liquidating or nonliquidating distribution, it 
generally recognizes gain. The shareholders who receive appreciated 
property in such a distribution in exchange for their stock generally 
recognize gain to the extent that the value of the property 
distributed exceeds their bases in the corporation's etock. 

However, federal Law allows taxpayers, including tenant-stackholdere 
in cooperatives, to defer the gain if the taxpayer realizes gain on 
the sale of his principal residence and acquires another principal 
residence within a kwo-year period. 

CURRENT CALlFORNlA LAW (Sec. 243821 

California is in conformity with federal law. 

NEW FEDERAL LAW (Sec. 216Ce)) 

Under the new provision, gain or loss will not be recognized by a 
residential housing cooperative when property qualifying as a 
principal residence is distributed to the tenant-shareholder in 
exchange for stock. This rule applies only to the extent that the 
shareholder is not required to recognize gain under Section 1034. 

The Treasury Department is expected to issue regulations with 
reporting and other procedures, so that the relief only applies when 
the taxpayer-stockholder uses the house or apartment as a principal 
residence both before and after the exchange. 

The Treasury Department may also issue regulations providing for 
recapture of tax benefits by.the cooperative, to the extent the 
shareholder could not have claimed the same benefits by owning the 
unit directly and using it as a principal residence. 

EFFECTIVE DA'TE OF FEDERAL .PROVISIONS 

This provision is generally effective for liquidating distributions 
made after July 31, 1986, and nonliquidating distributions made after 
December 31, 1986. 

STATE REVENUE IMPACT 

Based on national estimates developed by the Joint Committee on 
Taxation, comparable state revenue losses would be minor, in the 
S250,OOO range annually. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE M: Miscellaneous Provisions 

ACTION: REPEALS STATUTORY LIMITATION ON LONG TERM TREASURY 
BONDS 

Act Section 6301 

BACKGROUND 

In.1918 a provision was enacted to provide that the rate of interest 
that may be paid on a United States bond--defined as an obligation 
with more than 10 years to maturity when issued--may not exceed 4 1/4 
percent. The first exception was enacted in 1971 to provide relief 
from rapid shortening average maturity of outstanding debt during a 
period of several years when interest rates were rising. 

When the exception was enacted in 1971, the limitation was set at 810 
billion, which applies to all bonds issued with rates of interest 
above 4 1/4 percent. Two years later in 1973, the exception was I 

amended to apply only to bonds held by the general public. Bonds held 
by Federal Agencies and th,e Federal Reserve Banks were not included in 
the amount subject to the exception. 

The Omnibus Reconciliation Act of 1987 enacted the last prior increase 
in the exception to allow the Secretary of Treasury to issue up to 
5270 billion in bonds with interest rates above the 4 1/4 percent 
statutory limlt. 

Several decades have passed since the Secretary has been able to issue 
bonds with an interest rate at or below 4 1/4 percent. Therefore 
Congress repealed the statutory limitation dn the interest rate which 
has been obsolete for many years. 

CURRENT CALIFORNIA LAW 

California.does not have a provision which relates to statutory 
limitations on long term United States bonds. Federal law provides a 
number of complex restrictions on the exclusion of state and municipal 
bond interest. California does not incorporate these federal 
sections. Instead, California excludes from gross income interest 
earned on obligations issued by California or local governments within 
California, by the United States, or by territories of the United 
States. 

NEW FEDERAL LAW (noncode provision) 

The Act repeals the statutory limitation (currently $270 billion) on 
the total amount of obligations which may be issued which mature more 
than 10 years from the date of issue with interest rate8 above 4 114 
percent. 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

Thls provision applies to bonds issued on or after November 10, 1988. 

STATE REVENUE I M P A B  

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE M: Miscellaneous Provisions 

A C T I O N :  EXTENDS FOR ONE YEAR THE CREDIT FOR PRODUCING FUEL FROM 
A NONCONVENTIONAL SOURCE 

Act Section 6302 

1 BACKGROUND 

~ h d  Internal Revenue Code provides a tax credit for the production of 
qualified nonconventional fuels. Such fuels include oil or natural 
gas produced from unusual geological formations and synthetic fuels 
derived from coal (including lignite). The production credit is 
available generally to qualified fuels which are produced in a 
facility placed in service after December 31, 1979, and before January 
1, 1990, and which are sold after December 31, 1979, and before 

I January 1. 2001. 

i C U R R E N T  CALIFORNIA LAW (None) 

California does not allow a t a x  credit for the production of fuels 
from nonconventional sources - 

I NEW FEDERAL LAW (Sec. 29(f>(l)(A>) 

I This Act amends federal law by providing that qualified fuels are 
eligible for the production credit if they are produced from a 

' f a c i l i t y p l a c e d ' i n - s e r v i c e  or a well drilled before January ,l,;,1991. 
This is one year later than the previous expiration date of January 1, 
1990 for this credit. The extension was granted because facilities 
may not have been placed in service by December 31, 1989 for reaaons 
which the taxpayer had no control, such as acts of.God or changes in 
legislation governing regulatory procedures or environmental 
regulations. 

EFFECTIVE DATE OF F E D E R A L  PROVlSIONS 

This provision is effective on November 10, 1988. 

STATE R E V E N U E  INPAC1 '  

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE M: Miscellaneous Provisions 

ACTION: CERTAIN DISCHARGE OF DEBT INCOME NOT INCLUDED IN 
ADJUSTED BOOK INCOME 

Act Section 6303 

BACKGROUND 

If'a discharge occurs in a Title 11 bankruptcy case or when the 
taxpayer is insolvent, a corporation's gross taxable income does not 
include any amount that results from a discharge of indebtedness. The 
exclusion from gross income for an insolvent taxpayer is limited to 
the amount of its insolvency. This exclusion applies to a corporation 
that exchanges its stock for its debt. 

A corporation in Title 11 bankruptcy proceedings or insolvency can 
have book income, calculated under generally acceptable accounting 
principles, in the amount of the excess of the debt's principle amount 
over the fair market value of the stock issued in exchange for such 
debt. This adjustment to book income can result in an alternative 
minimum tax liability for tax years beginning in 1987, 1988, and 1989 
when alternative minimum taxable income is increased by one-half of 
the excess of pre-tax book income over other alternative minimum 
taxable Income. 

In order to ensure that a discharge of indebtedness by a corporation 
that is in Title 11 bankruptcy or is insolvent does not result in I 

either regular or alternative minimum tax liability, a new provision 
was enacted to provide that the transfer by a corporation of its own 
stock in exchange for its debt does not result in book income. 

CURRENT CALIFORNIA LAW (Sec. 23400) 

For Income years beginning after 1987, California imposes an 
alternative minimum tax on corporations in substantial conformity to 
the federal alternative minimum tax enacted by the 1986 Tax Reform 
Act. The California alternative minimum tax replaces the tax on 
preference items, which applies to income years beginning before 1988. 

Federal law, as incorporated by California, requires alternative 
minimum taxable income for income years 1988 and 1989 be increased by ! 
50 percent of any amount by which the net book income, as adjusted and 
modified for state purposes, excees alternative minimum taxable income 
of a corporation. 



- 
I NEW FEDERAL LAW (Sec. 56(f)<2>(1>) 

Under the new provieion, the transfer of a corporation's own stock in 
; exchange for the corporation's debt in a Title 11 bankruptcy caae doea 

not give rise to adjusted net book income. In the case where the 
corporation is insolvent, the exclusion from book income is limited to 
the amount of its insolvency, 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision is effective for taxable yearls beginning after December 
31, 1986. 

1 STATE REVENUE INPACT 

Based on the l o w  l e v e l  of r e v e n u e  losses estimated for the nation by 
t h e  Joint Committee on Taxation, comparable state revenue losses would 

I be negligible. 
I 

I 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE M: Miscellaneoue Provieions 

ACTION : ALLOWS THE NONCONVENTIONAL FUEL CREDIT DISALLOWED 
BECAUSE OF THE TENTATIVE MINIMUM TAX LIMITATION TO 
INCREASE THE CREDIT FOR PRIOR YEAR MINIMUM TAX CREDIT 

Act Section 6304 

BACKGROUND 

Currently, the nonconventional fuel credit can be used only to the I 

extent regular tax exceeds the taxpayer's tentative minimum t a x  after 
regular tax has been reduced by the foreign tax credit. This credit 
does not contain carryover provisions. 

Also, when a taxpayer pays alternative minimum tax, the amount of the 
net minimum tax generally is allowed as 8 credit against regular tax 
liability of the taxpayer in later years. 

CURRENT CALIFORNIA LAW 
! 

California has no provision allowing a nonconventional fuel credit. 

NEW FEDERAL LAW (Sec. 53(d)(l)(B)(iii)> 

Under the new provision, the nonconventional fuel credit, not allowed 
for the taxable year because of the tentative minimum tax limitation, 
will increase the taxpayer's credit for prior year minimum tax. I, 

EFFECTIVE DATE OF FEDERAL PROVISIONS 

The provision 1s effective for tax years beginning after December 31, 
. 1986. 

STATE REVENUE IMPACT 

Not applicable. 



TITLE VI: Other Substantive Revenue Provisions 

SUBTITLE M: Miscellaneous Provieions 

ACTION: ELIMINATE EMPLOYMENT TAXES FOR QUALIFIED SERVICE 
PROVIDERS 

Act Section 6305 

BACKGROUND 

Under federal tax law provisions, the determination of whether an 
employer-employee relationship exists is made under the common law 
test. This test indicates that an employer-employee relationship 
exists if the person contracting for services haa the right to control 
the result of the servlces as well as the means by which they are 
accomplished. 

CURRENT CALIFORNIA LAW (U-I. Code 621) 

California law defines "employee" as any officer of a corporation and 
any individual who under the usual common law rules applicable in 
determining the employer-employee relationship has the status of an 
employee. In addition, Section 621 of the California Unemployment 
Insurance Code also provides exceptions where under common law rules 
an individual would be considered an independent contractor. 

NEW FEDERAL LAW ( A c t  Sec. 6305) 

This Act section (an uncodified provision) provides that the federal 
government, any state or political subdivision, the District of 
Columbia, or any agency or intrumentality of the foregoing can treat a 
person who renders dependent care or similar services as other than an 
employee for employment tax purposes if the following conditions are 
met: 

.l. The person does not provide any dependent care or similar 
services in any facility owned or operated by a governmental 
agency; 

2. The person is compensated by a governmental agency for 
services out of' funds'provided under the Social Security 
Code or by the Family Support Act of 1988; 

3. The governmental agency does not treat the person as an 
employee for employment tax purposes; 

4. The governmental agency files all federal tax returns in a 
manner consistent with the person's status as not being an 
employee; 

5 .  No more than 10 percent of the governmental agency'= 
employees may be provided with insurance under Title I1 of 
the Social Security Act. 

Also, the 'provision requires the Secretary of the Treasury to report 
to Congress on the tax status of day care providers compensated under 
the programs, as described above, by December 31, 1989. 



EFFECTIVE DATE OF FEDERAL PROVISIONS 

This provision applies to the period January 1, 1984 through December 
31, 1990. 

STATE REVENUE IMPACT 

Negligible cash flow revenue impact for California. 
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OTHER 1988 FEDERAL LEGISLATION 

Orphan Drug Amendments 
(P,L. 100-290, Signed April 8, 1988) 

This Act requires the Secretary of Health and Human Services to 
conduct a study to determine whether there is still need to 
encourage the development of medical~devices and medical foods 
for rare diseases and/or conditions through provisions in the 
Federal Food, Drug, and Cosmetic A c t  and through the orphan drug 
tax credit. The report on this study ia to be sen* to Congress by 
April 8, 1989. 

California has enacted an Orphan Drug Credit (which will expire 
at'the end of 1992) patterned after the federal credit but 
applicable only for testing conducted,in California and the 
credit percentage is 15 percent. 

Medicare Catastrophic Coverage A c t  
(P.L. 100-360, ,Signed July 1, 1988,) 

This Act imposes, under the Internal Revenue Code, an addition to 
tax liability for a supplemental medicare premium atarting in 
1989. Estimated tax will be required on this new tax starting in 
1990. In addition, this Act requirea that the Secretary of the 
Treasury conduct a study of federal tax policies to promote the 
prlvate financing of long-term care with a due date to Congress 
of November 30, 1988. 

'\ 

) 111. Wart'ime Relocation ' of .'Civilians 
(P.L. 100-383, Signed August 10, 1988) 

This Act provides for payments t o  be made individuals who were 
relocated during World War 11. Section 205(f> clarifies the tax 
treatment of these payments by stating that the Internal Revenue 
laws of the U.S. will treat amounts paid to an eligible person 
under the section as damages for human suffering. A s  such, the 
payments will not be included in the gross income of the 
recipient. 

California, in AB 4132 (Floyd, Stats. 1988, Ch. 12341, enacted a 
specific exclusion from gross income for reparation payments made 
to redress the injustice done to U.S. citizens and resident 
aliens of Japanese ancestry who were interned during World War 
11. This provision was contingent upon the federal Act being 
signed by the President and treating amounts payable under that 
legislation as damages for human suffering. 

1 IV. Trade and Competitiveness Act 
(P.L. 100-418, Signed August 23,1988) 

Section 1941 of this Act repeals Chapter 45 of the Internal I 

Revenue Code of 1986 (the Windfall Profit Tax) and makes 
conforming amendments throughout the Internal Revenue Code. Thia 1 
repeal does not impact the California Revenue and Taxation Code 
as the state did not impose the Windfall Profit Tax. 



V. Independent Agencies Appropriations Act, 1989 
(P.L. 100-440, Signed September 22, 1988) 

In the portion of the Act dealing with salaries and expenses of 
the United States Tax Court requires that written certification , 

of travel expenses are required before payment under the 
appropriation may be made. 

Budget control language of this nature will not require 
California to enact any type of state level legislation. 
Compliance to the federal requirement will provide sufficient 
evidence under the reimbursed travel rulea contained in the 
California Revenue and Taxation Code. 

VI. Coast Guard Authorization Act 
(P.L. 100-448, Signed September 28, 1988) 

Section 6 of this Act increase the maximum amounts in or 
transfers to the Boat Safety Account as well as extend the i 
expenditure authority expiration date which are contained in 
Sections 9503 and 9504 of the Internal Revenue Code of 1986. 

The provisions of the Revenue and Taxation Code administered by 
the Franchise Tax Board do not contain any provisions comparable 
to the Boat Safety Program provisions of the Internal Revenue 
Code of 1986. 

VII. Anti-Drug Abuse Act 
( P . L .  100-690, Signed November 18, 1988) 

Under this Act, Section 6103(i) of the Internal Revenue Code of 
1986 is amended to allow the IRS to disclose returns on cash 
transaction to federal officers and emp-ioyees administering 
federal criminal statutes not relating to tax administration. In 
addition, this Act amends Section 7608 of the Internal Revenue 
Code of 1986 to enhance the undercover capabilities of the 
Internal Revenue Service. 



APPEADIX I 
1981 FEDERAL TECdlICAL 6 #ISC, REVENUE ACT 

(INCLUDES 1988 PAHILY SUPPORT ACT) 
ESTIMATED STATE REVEHUE IMPACT ' 

( i n  mi l l ions1  

Act 
Sec t  Provision --- ---------- 

111-SIMPLIFICATION & CLARIFICATION 
PROVISIOHS 

3001 Diesel  Puel Excise Tax 
3001-h Diesel Fuel Bxcise Tax 
3002 Diesel  Puel Excise Tax 
3011 Continuation Rules 
3021 Employee Benefit Plane 
3031 e s t a t e  Tax yaluation 
3041 Indian Fishing Rights 

IV-EXTENSION & MODIPICATION OF 
EXPIRING TAX PROVISIONS 

4001 Educational Assistance 
4002 Group Legal Services 
4003 Low Income Housing 
4004 bow Income Housing 
4005 F i r s t  Home Buyers 
4006 Energy Credi ts  
4007 RCD Credi t  
4008-a RCD Deduction 
4008-b Business Credits 
4008-cl Orphan Drug Credit 
4008-c2 IRS Assess Deficiency 
4009 Guide f o r  R & E Expend 
4010 Targeted Job Credi t  
4011 nutual Funds 
4012-a PSLIC 
4012-b FSLIC 
4012-c PSLIC 

V-REVEHUE INCREASE PROVISIONS 

Est .  Tax Penalty-Corp 
l o r t a l i t y  Expenses 
Endowment Contracts 
Group Term Life  I n s ,  
Alaska Native Corps 
Valuation Annuities 
Long Term Contracts 
Pr iva te  Activity Bonds 
Excise Tax Prov, 
Bad Check Penalty 
Resident ial  Telephone 
Partnership UBI 
nash Sale  Rules 
Instal lment  Sales 

Fiscal  Years 
-------------- 

89/90 90191 
----- --- 

n l a  n l a  
n l a  n l a  
n la  n l a  

a 1 a 1 
a 1  a 1 

n l a  n l a  
-0.5 -0.5 

n l a  
n/a 
--- 

-4.0 
a1  

1,5 
nla  
n l a  
n la  
n l a  
n la  

a1 
b / 
bl  
b l  

n la  
c l  

4,O 
0.5 
n la  
0 ,3  

d 1 
n l a  
n/a 
nla  
1,l 

a1 
1 ,o  

d l  

n l a  
n la  
--- 

a 1 
a 1  

0 ,5  
n l a  
n la  
n l a  
n la  
n l a  

a 1 
b/ 
b l  
b l  





APPENDIX I 
1988 FEDERAL TECIINICAL & MISC, REVENUE ACT 

(INCLUDES 1988 FAMILY SUPPORT ACT) 
ESTIMATED STATE REVENUE IMPACT " 

( i n  m i l l i o n s )  

Ac t 
Sec t  Provision ---- ----------- 

5011 WOL Acquisitions 

VI-OTBER SUBSTANTIVE REVENUE 
PROVISIONS 

6001 School Contributions 
6002 Surv Spouse Rollover 
6003 Crew Meals Limitat ion 
6004 Innocent Spouse 
6005 C McAuliffe Fellowship 
6006 Unearned Minor Income 
6001 Jury Duty Pay 
6008 Rural Nail Car r ie r  
6009 Savings Bonds-Tuition 
6010 Student Dep Exemption 
6011 Principal  Residence 
6026-a Authors,Photo.& . A r t i s t  

.60.263 .,Ps.oducers of Animals 
6026-c P i s tach io  Nuts 
6027 Class Life-Ag or Aort ,  
6028 Class  Life-Para Prop, 
6029 Deprec, Certain Trees 
6030 Livestock Proceeds 
6031 Certain Repledges 
6032 Nongrantor Trusts 
6033 Crop Insurance 
6051-a Church Plans 
6051-b Cafe te r ia  Plans 
6052 Annuity Contracts 
6053 Govern, & Church Plans 
6054 S t a t e  & Local Plans 
6055 Min Par t  Standards 
6051 S t a t e  Coins 
6058 Fund Employer Plans 
6059 Police 6 F i re f igh te r s  
6060 Excise Taxes 
6061 Employer Secur i t i e s  
6062 Col lec t ,  Bargain Agree 
6063 Dep, Care-Cafeteria 
6064 Deferred Camp-Govt , 
6066 Cargo & Pass, Fringe 
6061 Bridge Banks 
6068 Inc ,  Average Lump-Sum 
6010 P,art-Time Employ Bene 
6011 Rural Telephone Coops 
6076 Qualif ied Gp, Dividend 
6077 Special  Es t ,  Tax' Pay. 
6018 Church Life Insurance 

F i sca l  Years 
-------------- 

19/90 90191 ----- -a*-- 





Act 
Sec t  Provis ion 

6079-a Corp Adj Cur ren t  Earn 
6019-b Qua l i f i ed  Assignment 
6080 Variable  Annu i t i e s  
6101 Excise Tax Hod i f i ed  
6126 Dual Res iden t  Comp 
6127 Pass ive  Foreign I n v e s t  
6128 Foreign Corp Residence 
6132 Vi rg in  I s l a n d s  
6133 P o r t f o l i o  I n t e r e s i  
6134 Gambling NR C o l l e c t i o n  
6135 Foreign Insu rance  
6136 Enjebi T r u e t  Fund 
6131 J u d i c i a l  Employ Abroad 
6138 Resident A l i en  
6139 Bermuda & Barbados 
6140 Awards by Guam 
6151 Specia l  Use Va lua t ion  
6152 QTIP Rules 
6116 Small-Issue Bonds 
6177 Rebate Sa fe  Harbor 
6118 Mortgage Bonds P r i c e  
6119 Hazardous Act ,  Bonds 
6180 Exempt P a c i l t y  Bonds 
6111 flona Pide Debt 
6182 P i r e  Dept Bonds 
6183 Pooled Finance Bonds 
6201 Games Of Chance 
6202 Hospital Se rv i ce  
6203 Rural U t i l i t i e s  
6204 P r iv ,  Operat ing Pound 
6227 Taxpayer Rights  
6236 Levy & Lien P rov i s ion  
6239 TP Proceedings 
6243 Tar Co&t J u r i s d i c t  
6251 Return Informat ion 
6253 S e c r e t a r i a l  Au thor i ty  
6254 Windfall P r o f i t  Tax 
6216 Refunds t o  F iduc ia ry  
6277 NOL Bankruptcy 
6218 Corps & Holding Co, 
6279-a Corps & Holding Co, 
6280 Corps & Holding Coo 
6281 Contr ib  of Inven to ry  
6282 Res. Coop Units 
6301 Treasury Bonds 
6302 Fuel C r e d i t  
6303 Adjusted Book Income 
6304 Fuel C r e d i t  

APPENDIX I 
1988 PEDERAL TECHWICAL & MISC. REVENUE ACT 

(INCLUDES 1988 FAMILY SUPPORT ACT) 
ESTIMATED STATE REVENUE IMPACT * 

( i n  m i l l i o n s )  

F i s c a l  Years 
-------------- 

89190 90191 ---- ----- 
--- 

a 1 
a 1  

n/a 
n l a  
a/ a 
n l a  
n l a  
n l a  
n l a  
n l a  

a 1 
n l a  
n/a  
n l a  
n l a  
n /a  
n l a  
n/a 
n l a  
n l a  
n l a  
n l a  
n/a 

a 1  
n l a  
n l a  --- 
n/a 
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  

a /  
n l a  
n l a  
n l a  
n l a  
n l a  

-0 ,3  
n l a  
n l a  

a 1 
n/a 

-0.5 
a 1  
a 1  

n l a  
n/a 
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  

a 1 
n/a  
n/a  
n l a  
n l a  
n l a  
n l a  
n/a 
n l a  
n l a  
n l a  
n l a  
n l a  

a /  
n l a  
n l a  --- 
n/a 
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  
n l a  

a 1 
n l a  
n l a  
n l a  
n l a  
n l a  

-0.3 
n l a  
n/a 

a 1 
n /a 





Act 
S e c t  Provision ---- ----------- 

6305 Employment Taxes 

APPENDIX I 
1988 FEDERAL TECHRICAL & MISC, REVENUE ACT 

(INCLUDES 1988 PAMILY SUPPORT ACT) 
ESTIMATED STAT!!, REVENUE IMPACT ' 

( i n  mil l i o n s  I 

F i sca l  Years 

FANILP SUPPORT ACT 
VII-FUNDING PROVISIONS 

701 . Tax Refund Offset  
702 Limit Reimbursement 
103 Child & Dep Care Cr 
704 Dependent SSN 

n l a  n i a  
3,5 3.5 
1.0 1 , o  

a I a 1  
----- ----- 
(TI (T) 

I 

(TI Grand t o t a l s  a r e  not provided s ince  e s i l m a t e s  f o r  FSLIC provisions a re  st111 
pending. To ta l s  w ~ t h o u t  regard t o  FSLIC a r e  a s  fol lows:  1989-90 +$2.7 mil 

- 1990-91 +$12,1 mil 
s I . f  e d l m a t e s  f o r  1987 6 11988 >Federal Act p rov i s ions  on l n s t a l h e n t  s a l e s  and 
long term contracts  a r e  included, t o t a l s  a re :  1989-90 +$180.7 mil 

1990-91 tS162.1 mil 

* Assumes a 1989 enactment date  a f t e r  June 30 and inc ludes  any 
behavioral reporting e f f e c t s  t h a t  w i l l  occur , i r r e s p e c t i v e  

. of s t a t e  conformity, I d e n t i f i c a t i o n  of these  e f f e c t s  w i l l  
be made as  conformity l e g i s l a t i o n  i s  introduced.  

N/A = Not Applicable 

a /  Negligible Impact, 
b l  S ign i f i can t  l o s s ,  Estimates a re  pending, 
c l  Combined with Act Sect ion 5012 es t imate ,  
d l  Estimates a re  not provided s ince Ca l i fo rn ia  has not conformed 

t o  basic  changes i n  t h e  1987 Federal Act, Refer t o  Total  (TI 
f o r  t h i s  impact, 

e l  Omitted s ince only one taxpayer may be a f f e c t e d ,  





Technical and Miscellaneclusj fleevenue Clrt of 19BB 
Titles I and 11 (Technical Corrertlons) 

CCtl 
k t  Sectim Subject Para I E  hc .  PIT Sec. 

1001 taf 111 RRTE OF TRX - LRJCLFliWED 4895 6867(b) 1W4 
CASH 

i 1001 (a) (2 )  iWTE DF TRX - RMXRR1FRTED 1175 531 .N/G 
- EFIRHIFIGS T4X 

1M1 ( b )  (3) (B EMPLOYEE EXPENSES 3 8 5  527 NIR 
REIKELIRSU, BY POLITiCAL 
OWILGTIONS 4RE A F O V i  
THE L:E DEDliCi;3NS 

! 1001 (c) ERRNED INCOHE CREDIT 585 32 N/R 

1 1001 (dl PRIWTE FOUNDFlTION RULES, 4840 7701 ( b )  ( 5 )  NIR 
DEFINITION OF NIR AtIEffi, 
U1THHOU)ING ON NIR RLIENS 

1001 (el EXCiUDES SKI& SECURITY 5032 86 
BENEFITS FRCU WFINITION 
OF EARNED INcmE 

I 
1001 ( f )  PRWIDES ORDERIff i  U E S  480 67 17076 

1 FOR FlPPLICATIGN OF LIMITS 
ON EXPENSES SUBJECT TO 
ME 2% FLWR 

1001 ( g )  LIHITRTIOF(S 13N W MD 526 274 172i:ll 

'\ ENTERTRI WtiT EXPENSES 
I ,  ,I 

1 0 1  (h )  SPECIN RULE FOR 5076 182 1720 1 
ETERIIINIffi I F  RN 
FCTIVITY IS UUT ENGFIGED 
IN FOR PROFIT CLRRIFIED 

Nl4 E ~ I i % ~ i f i e s  section by using cross reference 
to rate of tax ~ t i ~ n  rather than stating the 
exact rate i n  this sectlon. 

NOT FlPPLICRBLE - California did not conform to the 
phase out of personal exemptiw and therefow 
thew is m need to enact this provision which 
prevents the avoidance o f  the full  impact of phase 
out by rarrigd rouples filing separate return. 

N/4 MT M P l I W  - California allom additional 
personal eaeaptlor~ credits to blind and elderly 
lmlivirluals rather than an add i t im l  standard 
deduction. tk ttechnical correction s-lfving 
Interaction with rules for pemm clalaed as 
dependents i s  n&d. 

N ifl WT iWLICm - The state filinn thresholds are 
basd on either Eross Incow or Fbjusted 6 m s  
incore munts  and were ad 'usted to  reflect the 
lowering of tax rates in 1h7. 

N/R TECHYICAL - h v i d e s  statutory autbc~rity for the 
IRS regulation that when an empl~yee i s  reimbursed, 
that wployw i s  pern:t ted ... a bus.iress..expensje 
deduct ion (above-the-line) nhether the 
winburswent i s  provided by the employer or by a 
third party. 

23701r TEMICAL - Conforming mndmnt to incorporate 
statutory authority for IRS regulations relatlntj to 
relmbur5ement of moloyee enperms which ma be 
deducted above-the-line in the provlsiaa rerating 
to the tax treatment of polltical organizatiam. 

NIP NOT A P P t I ~ B L E  - The state does not have an eaned 
ir~crvne credit but instead provides a Ion i m  
c rd i t  nhlch differs substantially with the 
provisions of the federal earned i n c m  credit. 

NIG NOT APPLIWBLE - California d w s  not cpnfora to the 
federal treatment of rronresident aliens nor the 
rules for imposition of excise taxes on private 
foundat Ions. 

N/R NOT WLICAPtE - California has never conformed t o  
the partial taxation of Social Security and 
Railroad Ret i m n t  benefits and thus has never 
inc!uded those benefits in earned incow. 

. N/R TEMICAL - The S3,OCIO limit on congressional 
anay-fros-home exwnses is to be applied after 
reducin the the total expenses by the 2% flo:~?. 
This R f hod insures the maxi- ,amunt possible 
niil be deductible. Fllw specifies ruies for 
Estates arrd Trusts. 

24443 TEMICIJL - Clarifies that expenses excepted fmm 
the limitations are not t o  be limited to BCt%, Rlso 
the Code is mnded to apply the percentdoe lin~it 
at the enplclv~e level for oea: expenses nhich are 
deductible as w i n g  expenses. 

NIR TECHNICAL - Clarifies the application of the 
testin period her1 a tax~ayer elects to test the 
activiiY belinnin with the fifth ear of engaging ; in the activity. hovides that pro i t  i s  necessary 



Technical and Niscel laneous Revenue kt. of 1388 
Titles I and 1.1 (Technical Corrections) 

CCH 
Para IRC Sef. PIT Sec. EM: Sec. Explanat ion Act Section Subject 

5Xi 28W 17201 N/ A TEMICCIL - Specifically adds a reference to rental ' 
activity as well .as trade or business activity in 
the gross i m  liaitation. Cllw, carryaver of 
unused deductiom will continue to be limited to 
the incore f m  the business in which i t  arose. 

1130 168 17250 . 24343,s TECHNICK - It* include the l i fe  of railroad 
grading, that %year research property 8ust be 
personal property, hen an election to use the 150% 
declining balance lethod ray be wide, averagintj 
convention, churning, tam-exmpt ent lties arrd 
transferees. 

1#2 CLRRIFICRTIDN OF THE 
HIDIF IED FICCELERFITED COST 
RWVERY SYSTW (WFICRS) 

5015 46 N/R N/R I NOT RPPLICRBLE - Clerical amendments to reflect the , 
86 Flct change froa IXRS to WCffi. California has 
never all& an invetrent tax credit. 

1002 (a) . MENDMENTS RELRTED TO THE 
W N T  OF THE INVESTMENT 

10@? (a) CROSS REFERENCES UPDGTED 5016 47 N/R N/R NOT RPPLICFlFLE - Various cross references are 
changed to reflect the chan es made by the 
enactment of MRS versus d RS. California has 
never conford  to the allowance of an investaent 
t a x  credit. 

IN SECTION DEALING WITH 
RECRPTURE OF INVESTMENT 
CREDIT 

1002 (a) DEFINITIONS RND SPECIRL 
RULES FBR INVESTMENT TRX 
CREDIT 

760 48 N/R N/R NOT WLICRBLE - Flrends various cross refererm to 
Set. 168 to reflect enactment of WE versus 
and clarifies treattent of wund recordings. 
California has never conformed to the a1 lonance of . 
an invest sent tax credit. 

502 56 17tm 23456 TEMICFIL - Identifies the specific 86 Rct Section 
transitional rules nhich prevent the mputat.ion of 
depreciation on assets placed in service in 1987 o1 
later years froa being mde (for Rlternative 
Minimu Tan) under the alternative depreciation 
system 

1002 (a) FlLTERNClTIW NINIW TRX 
CLRRIFIED WITH RESPECT. TO 
COORDINATION WITH 
TWSITIONCIL RULES 

5074 178 1 7 ~  24373 TECHNICRL - Replaces cross references to specific 
IRE code deduction sectiorfi nith the general 
description Vdedction allonable to a lesee for 
exhaustion! wear and tear, obsolescence, or 
mrtization". B&CTL not conformer; to 86 k t .  PITL 
conformed. 

1002 (a) RblENaFIENTS RELRTED TO 
MlRTIZRTIM\I OF COST CIF 
REQUIRING R LERSE 

1CW (a; FOREIGN CORPGRRTIONG MUST 24484 TECHNICRL - In cowputin! earnings and prc.fits of a 
corporation whlch derives less than 205 of i ts  
~ross  incoae fm U, S. sources, depreciation rust 
fie calculated using straight-line (no salvage) over 
the  class l i fe  (the alternative depreciation 
system). 

USE RLTERNRTIVE 
DEPRECIRTIDN SYSTEM FOR 
CFILCULRTINE E & P 

24591 CLERIWL - Chanoes the t i t l e  of para raph (c) (24) 
to reflect the 66 k t  change fm RC/S to MCRS. 

1C@ (a) CRRRYOVERS IN CERTGIK 
CORPORRTE RCQUISITIONE. 

1002 (a) WIN FROR DISPOSITIOK OF 
CERTRIN DEPRECIMLE 
PROPERTY 

24990 TECHNICRL - The 86 TRFI repealed Sec. 125(r(d) (I:! 
and this k t  section repeals the same provision 
again. 

1002 (blbc8) ELECTION TO EXPENSE 
DEPRECIABLE BUSINESS 

3802 if i TECHNICRL - Costs. in excess of the taxable incore 
linitat ion ma be carried fornard but  are subject 
t o  the linitakon in the later ear as though those 
carr over amounts were assets p ! aced in service in 
the Eter  year, Transition rule also clarified. 

1002 (b2) LIMITFITION ON 
WPRECIRTION ON CERTRIEi 
PROPERTY USR) FOR 
PERSONRt PURPOSES 

24349.1 TECHNICAL - hrdinates  the revisions of Sec. 173 
with this section to insure !hat enployer uie bf 
listed property which the enployer is expensing i s  
required as a mndit~on nf eaoloyrnent and is fr .1~ 
the convenience of the emoloyer before beis! 
qualified 



Technical and fiiscellaneous Revenue Rct of 1986 
Titles I and I7 (Terhnira! C~rrertior~s) 

CCH 
Para IRE Ser. PIT Sec. BCC 5ec. Explar~at ion ct M i o n  Sub jert 

1002 (el GD(ER% BilSIRSS CREDIT 
ORDERING RWlS 

NOT RPPLICWJ - California has not cmforwd t o  
the allouance of a general business credit. 

NOT W!IW - California has never allowed an 
invest l e n t  tax credit. 

TECHNIW - The 86 TRFl l i r i t d  ttre amount of credit 
available t o  individuals 
entities. This provision 
the disalloned munt as 
carrybark and carryover 

NOT GWLICABtE - Deletes a r e f e m  t o  u n u d  
research credit i n  the ragraph dealing with 
consolidated returns wig tentative carryback and 
refund adjustmts. California has I& m n f o d  t o  
carryback rules. 

NICI NIR 

1002 (i) WWtv7S FDR THE USE OF 

I PROPERTY OR S i W : C E S  
TECMICRL - The statutory recove period (used t o  7 determine whether a d iqua l i f i d  easeback has 
.mured) is modified to include railroad grading w 
tunnel bores with an assiqred 50 year recovery 
period. 

TEMICRL - Includes railmad lradin! and tunnel 
bores depmiation as being subject to recapture 
under the rules for personal property and mt real 
pqer ty .  

TECHNiCFlL - Provides code languaw uhich states 
that no depreciation or aeortizafion deduction is 

::.aliowed .,for..any tradeaark..or.. trade rwe 
expenditure. The code section which allowed 
amortization was repealed by the 86 TRCl Cut  WRS 
needed clarification. 

NUT WRICFIBLE - California dcez nclt allcln 
carrybarks of either deductions or credits. IKOHE 4JilSINk CREDIT T D  

YERRS WORE 1987 

TECHNICRi - Makes nunerous changes to the lon 
incoare housina credit. See discussion of k t  
Sect iclrls 4103 and 4004 for a discussion of the 
technical changes as weli as the nen suhtanfive 
JrClVlS 10TIS. 

I 1002 (1) C€FINITIG# OF REWR TiX 
FOR FILTERNATIVE MINIMVn 
TQX 

TECWICFK - Regular tax clarified to m t  include . 

the increase to tax m u i d  under Ser. 42(k) 
At-R~sk Rules for the Lon Inrwe Musin! Credit. 

NOT RFFLICAPLE - Clerical changes, California d c e ~  
nclt conform to the federal provisions providing tax 
incentives wlat ing to raerchant llarine capital 
construct ion funds. 

1002 (a)  ERCHFIM MAINE CRPITR 
ClXJSTRUCTlON NNO 

I 

1003 (a1 WOMING M W E N T S  Dlff: 
. TO REPEAL OF CWITRL 

WINS PREFERPIT IRL 

NOT RPPLICClBLE - Rr! obsolete reference t o  the 
capital gains deduction is repealed. For years 
prior to 1987 California provided preferentlal 
treatment to capital gaim through the use of 
exclusions f m  inco# rather than a capital gain 
deduct ion, ' 

NOT APPLICRBLE - This change in the calculation of 
the carryover of capital losses to future years is 
made in order to disallon the anrclunt of loss equal 
to the pelwnal exemption deduction. The state uses 
credits versus deduct ions so i t  d o e s  m t  apply. 

CLERICAL - TM 56 aodified the internal nwbering 
nithin Sec, 62 to nhich the withholding allowance 
calculations raade reference, This change changes 
the reference to the correct paragraoh niuaber i n  
that renumbered sect ion, 

I 100; i a )  CLERIWL F1IIPIDMRU'T TO 
I WITHHDLDING R U W C E  

ClXCUUT IONS 



kt Section Subject 

1003 (b) WIMHIXDIK OF TRX ON 
DISWSITIDNS OF US RECV 
~ R T Y  INTERESTS 

- (FIWTFI) 

iM? (C) -CDFIFURIffi MNDMENTS TO 
ME REPERL W KTERNRTIVE 
TClX RRTE FOR WRPOMTE 
WITRL GRINS 

1033 ( c )  CONFORHIM ~ ~ T S  TO 
THE REW OF THE 
FILTERNRTIVE TRX M 
CURPORFlTE CQPITRL GRIN5 

1003 (dj INCENTIVE STOCK OPTIONS 
( 1 s )  

1lM4 (a )  INCM FROM DISCHARGE W 
FRRM INDEFTEWllESS 

1004 (a )  DISCHRRGE OF FRRN 
1 NDEBTEDNESS 

1 0 4  (bi CF1PITRL GRiN TRERTMENS ' 

FUR SRLES OF MIRY CilTTLE 
UNDER MILK TERMINGTI Oh! 
PROERR# 

1004 (c j  RECliPYURE OF MIhING 
EXPtDRFlTIDN EXPENSES UPON 
NLE UF INTEREST IN THE 
PROPERTY 

1!@5 (a) PRSSiVE LOSS RULES 

1005 (c) INTEREST EXPENSE 
LIMITRTION 

i005 (cj  (1.5; TREATWENT UF LOFINS WITH 
ELM MRRYET INEREST - 

Technical and Hiscel laneous Revenue kt of 1988 
Ti t l es  I and I1 (Technical Correct ions) 

CCH 
Para IRC Sec. PIT Sec. BCC Sec, Explanat ion 

4Ei5 1445 l W S ( a )  (2 26131 (a)  ( TECHNICFli - M i f i ~  the withholdinn ra te  to  
I 

1 2) reco nize the wjualatory use of a foner 
HithRdding rate. California adopted the provision 
to the extent that Calif. r ea l ty  i s  sold but in  an 
a u n t  equal to  113 of the federal withholding. i 

1050 593 NIR NIR NUT !WLICRELE - Certain financial i m t i t u t i o m  
rust exclude capital gains in  m p u t i n  the bad ! debt rwerve deduct ion nhen ut i l iz ing he 
percentage-of-taxable-in- aethod. California has ' 
never rovided prefewnt i a l  treatment of corporate 
capita! pain. 

5255 1201 N/R 24990.5 NOT WLICCIBLE - k k e s  technical rodifications t o  : 
the section dealin nith the al ternat ive tax for  
m r  r a t  i o ~ .  ~ali!ornia has never adopted 7 pw erent ial  t w a t m n t  of c o r p r a t e  capital gains 
in the Bank and Corporation Tax Law. 

1660 4224 17514 24621 TECMICRL - Provides that an o t ion  which by i t s  
specific terms i s  not an incen ! ive stock option 
nil1 not be treated as  an ISO. The l i a i t a t ion  on 
ISU's is s i ~ p l i f i e d  t o  provide that  options granted ! 
in a year in excess of $ 1 0 0 , W ~  will not be an ISO. 

11% 108 17131 24307 TECHNICAL - TM 86 stated that  a i m  f m  
discharge of certain farm indebtedness by a solvent , 
farmer Has tct be given the sdme tax treatment as 
discharge by an i radvent  debtor. TMRR awends the 
sect inn t n  suecify each of these rules, 

1190 1017 1KlJl 24918 TECHNICRL - k n d s  sect ion t o  specify the order ar 
type of pro erty nhich i s  t o  have i t s  basis r e d u m  
by the d i sdarge  of qualified farm indebtedness. 
Previously the section used a cross referencirr! 
S Y S ~ M ,  

105.5 1202 a T *  18162 FiIG SUBSTRNTlVE - R l l ~ s  sales  made in Septeaber 1987 
under a valid contract nith the  Dept of Flgriculture 
t o  qualify for ca i t a l  !air! treatment! thus f extendin! the BL RR Sec, 4% non-code orovision t o  
nhlch California conformed for  individuals by one 
mnth, 

910 1?54ia) 18151 24390 TECHEiICRi - Section amendecl t o  take into a m u n t  
the amount of expenses previously recaptured nhen 
the taxpayer elects (under 617(bj (1) ( R I )  t o  lrmlude 
in gross ~ m m ,  h e n  the ~ i n e  h w s  prcductive, 
the amount of exploration expenses taken 
previous1 y. 

2230 469 17561 2463'2 TECHNICRL - Clarifies portfolio incone, restat- 
deduction for suspended PRL5, rental  real es ta te  
activities clarified, eliminates overla2 of  Sec, 
2BOR, adds rules for affiliated groups and 
distriblltlon b es tatel t rust  and treatment of 
pre-B7 inst sa  r es. 

540 163 17201 24344 TECHNICRL - Takes into amount passive i m s  
rules, makes consistency chan es t o  several 
deflnitlons, c la r i f i es  the $lase-in rule, and adds . 
rules for certain refinancing of debt, wntino of 
residence, security interests,  divorce as nell as 
estatesl t rusts .  

543 787?(di 17024.5(a) 24'352 TECHNIML - Corrects a cross reference to the 
(3) definition of Net Investment Incilrn~~ - - -  

GIFT LCMNS 



Technical and tllscel ;armus Revenue Rrt of 1968 
Titles I and 11 iTechn~cai Correct ions) 

1006 WIFICATIDN FOR 
REaLRTED INVESTUENT 
WCPFM BTRTUS 

DIVIDENDS PCllD BY 
REGULRTED INVESTMENT 
WCIPFlNIES 

BUlYIfICRTIffl lwl 
TCIXRTIG'N OF RERL ESTRTE 
I m l r l W T  TRUSTS 

1006 DlSTRIBlTiIDNS BY REAL 
ESTGTE INVESTMENT TRUSTS 

1006 TREFITMENT OF R#CWNTS 
RECEIVED DN RETIREMEN: OR 
SCY+ OR E X ! 3 W E  DF DEPT 
INSTRtMNTS 

DTSB 'MFiNITiDNS FIND 
WCICY RULES 

1006 TREFlTlgNl ff ORIBINR! 
ISSLE DISCWNT DN 
TRX-EXEWT OKIG?I:I DNS 

1006 ia) CORPOWTE TRX KTE 

1006 ( b )  LIHITClTIONS WPLICRELE TO 
DIVIDENDS RECEIVED 'FRO# 
REGULNED INVESTMENT 
CDCbFLNY 

10C6 (c) EXTRMRDINFIRY DIVIDENDS 

106 i d )  LINITRTiOtJS ON Mi1 S RND 
OMR CRRRYFORWRDS 

m 
Para IRE k. PIT Sec. N C  Sec.' E x p l  arat ion 

4W 851 17145 24412 TECHNIW - T(YIFW clarifies the ninety rcent test I" relating to a RIPS partnemhip or trus in- and 
the thirty percent test addin o tiom, futures, 
a d  forward contracts t o  the ?is! o f  restrictEd 
inccae iterrs as well as clarifyin! the 5 day rule. 

W5 052 17145 24412 NOT FlPPLICRBLE - TFYIfW clarifies the r u t s  for the 
excise tax i y i e d  on the d i s t r i bu t ed  im of a 
RIC tonhich iifornia has not mnforuted. 

3% 855 ti14 24412 CLERIC& - Modifies a m s  reference to  take into 
mount technical changes made by TMRA. 

408 8% 17740 24413 TECMICCIL - T M  d i f i e s  the excise tax iaposed 
on undistributed REIT incam, clarifies the ruIes 
for qualificati~n as a REIT in the year the RE!T 
liouidates and clarifies th rule for rent ard 
interest inccme. 

4G30 857 17740 24413 TECHHIWL - Clarifies the interaction uf  cagital 
gain net incollle in years uhen the REIT has a net 
operatin! loss,. requires incllusion of forclosure 
incme in distrlbutlon computation and deems 
dividends derlared i n  the final quarter as mieved 
on 12/31, 

~ 6 3  1271 I@!" I J A 24?% CiERICFIL - Corrects a c m s  reference. 

"5214 '1275 "18'151 ' ' 24?90 ' UERI WL - Corrects a n-vss mferenc~.  

5265 1280 1B151 24990 UERICRL - Corrects a cm.5 reference. 

4645 6049 10803 NIR TECHNIZRL - Clarifier the point at which aunts  
are treated as i d  and reauires the info return to  
state the ad!us .eC issue orice rathe:. than the 
issue price, 

P" 
700 15 NIR 23151 TECHNICRL - The corporate tax  rate was reducet July 

1, 1987 and corporations :lse a blended rate t o  
calculate the tax, TMW clar i f~ed the provision 
when other M e  sections require the use of the 
"highest" rate to mean a wight& averaoe 
calculation. 

5197 854 N/R 24412 CLERICR: - Raended tc~ take into accour:: the repeal 
of the capital gaim deduction by the BL 'RR. 

TECHNICRL - TWRF; clarifies the dividend 
announcement date, the exception for stmu heid 
durin the entire existence of the corporation, 

if i d  preferred dividends and treatment of 
partial 1 iquidat ions. 

TEMICFli - Clarifies valuation of old lws  
corporation, definition of w loss rorpctrat ion, 
interact iclr~ of ownership change with change ir: 
ownership of  referred stock, bar~uruot corp, 
moni t ion  of uainand eff, dates. see also E H  
1075-78 b 1082-66. 



Technical and Miscel lanectus Revenue k t  of 1988 
Ti t les  I and I 1  (Technical Corrections1 

CCK 
Rct Section Subject Para IRE Sec. PIT Sec. BhC Sec, Ex~lanat ion I 

11% (el 

1006 (el 

1006 (el  

LIQUIDRTIONS - RELRTUj 885 267 17201 24427 TECHNICRL - Clarifies the ru le  for losses in 
PFlRTY RULES cogplete liquidations by restating the exception. 

WRWRRTE DISTRIBLiTICNS - 830 3 0 l ( b l  17321 24452 TECHNICRL-ktuntofdis tr ibut ionclar i f iedand 
PROPERTY DISTRIRITED TO sect ion conforred with the  repeal of the General 
SHFlRDlOLDERS U t i l i t i e s  rule  by the 86 TIN rrhich provides that in  

a nonl iquidat ing distribution t o  any shareholder! 
gain is recognized to the distributing corporation. 

DISTRIBUTIONS OF PROPERTY 830 301  (dl 1 7 2 1  24454 TECiNICFlL - T M I N  awnds t h i s  subsection so that  
- BRSIS property in  the hands of a corporate distributee 

that was wceived in a Sec. 301 distribution i s  the 
satle as  it would be in the hands of a noncctrporate 
distributee. 

1006 (el SPECIAL RULE FOR HOLDING 830 301 (el 17321 
PERIOD OF RPPRECIRTED 
PROPERTY DIST8IBU:ED TO 

1006 (el DISTRIBUTIONS NOT I N  835 311 NIR 
COMPLETE L I  WIDRTIDN 

1 W 5  ie)  BRSIS OF WRENT 850 234 17321 
CORF'ORRTION IN PROPERTY 
OF BOX OWNED L I W I M T I N G  

1006 (e )  BRSIS I N  CORPORRTE 
LIQUIDRTIONS 

1006 (el DISTAIEL.:TIONS TO TRX 865 337 NIR 
EXEMPf Ci7RPORR7IQfi RNfi 
REGULAir3RY aUTHORI TY TO 
PREVENT C I  RCUMVEVTiOk 

l0OE (el C!ItW.JP OF REPERL OF 5106 338 NIR 
EENERRL UTILITIES RULE 

1UE& (el CLERNW OF REPERL OF 5 i 0 7  341 17321 
GENERRL UTILITIES RULE 

10!% (el REORGRN! ZRTIr3NS - 815 367 
TMNSFERS TO FOREIGN 
CORPORRTIONS 

1006 !el IWRCT OF REPEAL OF 8 5  386 
ENERRL LITILITIES RULE ON 
DISTRIBUTIONS OF 
PRRTNERSHIF RND TRUST INT 

1006 ie) INSTALLMENT METHOD OF 2305 4 5 3  
N%OUNT:NG - CERTRIH 
LIQUIDRTING DISTRIBUTIONS 
BY S COZFORRTIONS 

24454.2 TECHNICFlL - This subsection was repealed as  
dead& by TMRR. 

24481 TECHNICAL-TMCIRFIprovidesregulator au thor i ty for  
distributions of partnerrhip or t rus  i interests  by 
corporations a5 well a5 clarifying taxability of 
cor r a t e  liquidat ions of appreciated propert in  
m n r q u i d a t i n g  distributions. See also CCH 845. 

24504 TECHNICRL - Provides that i f  gain is recoprtized by 
an 84% m d  l~quidat ing corporation on 
distribution of pwperty t o  its parent the parents 
basis in the property received i s  the Fnv of the 
pro r t y  a t  the time of the 1iauiZatino 
dlsgi but ion. 

24511 TECHNICRL - Clarifies election t o  t rea t  subsidiary 
stohk s a i e  as  an asset transfer and expands 
propert subject to  l l n i t a t  ion on m g n i t  ion of r loss ru e s  as  nel! as clarifying those rules in the ' 

case of a distribution t o  80% parent cnro. See CCH 
66@, 

245!2 TECHNICAL - Clarifies rlules for  distriblltions t o  
tax exempt organizations and expends the authority ' 

A t o  the IRS t o  prevent c i r c w e n t i o n  of the 
6 TRR repeal of General Uti l i t ies .  See alsct CCH arant 

875. 

24519 CtERICRL-Sec, 538(h)(7)repealedasdeadwood 
af ter  06 TRR repeal of General Ut i l i t i es  rule  and 
Sec, H ( c )  t o  nhich t h i s  rule  related, 

NIR CLERICRL - Cleanup phrasin! in section reiatinp t o  
collapsible corporations t o  ref lect  the 86 TRR 
repeal of the General U t i l i t i e s  rule. 

17W4.5(b.l 245E.1 TECHNICAL - TRMRR t r ea t s  the transfer of oro er ty 
(9) t o  a foreign corporation (evert though i t  n u r d  

otherwise qualif as  a tax-free reor anization! as % though i t  had t a k n  place in a liqui ation (i .e.  
gain nil1 be recognized unless regs provide 
otherni se) . 

1732 1 24585 TECHNICK - TWRA repeals Set. 836 but amends Sec, 
311 t o  r e s t a t e  arid provide for  repulatory authcarity 
for the Secretary to  issue regulaflons regarding 
the amount ctf uain recognized on a noniiquldatirro 
d ~ s t r i b u t i o n  o) th i s  type of property. 

;755; 24667 TECHNICiii - TMRR provides a rule  for the 
distribution by an S corooration of ari installment 
obligation t o  allow the shareholder t o  report the 

t! ain over the wried of the m t e  and rot subject 
he S corporatlon to tax on the distrlbutiorr. 



Pa e No. 7 
I 03915/89 

Technical and Wlscel ianec.115 Revenl~e Rct of 1986 
T i t  1- I and I1 (Technical Corrertic~rd 

i 10% ie) GFIIN fRD# DISTRIBLTIDNS 
OF STOCK IN CERTRIN 
FOREIGN WWOFWTIONS 

10% (fl S WRWWlTIDNS - 
ELECTION EW)CFITIDN, 
TERWIWT\ ON 

1006 ( f )  DISTRIBtlTIDFl DF 
WRECIATED PROPERTY BY 5 
f.xmmaT1 ms 

I 

1% (1) TMITIONFli RULES FOR 
ECOENITIM OF GRIK OR 
LOSS ON iIGu!DRTiNG SRLES 

I RND DISiRiBJTIONS. 

10% ( h )  RLLOCRTION OF PURCME 
PRICE. i h  CEgTiIN S i iES  5 
ffiSETS 

1 lOod (h) INFORHflTIDN ETURNS - 
MRTRIN FISSET RLLOCRTIONS 

1006 ( i )  INSTNLKNT OBLIGFITION 
MD RELRTED PRRTY SRLES 

1006 ( j )  WORTIZRPG BOND PREMIdK 

!O% ( j )  FIWORT!ZRBiE FOND PREMILF 

CCH 
Para IRE SgC, PIT Sec, EM: Sec. Exolanaticm 

5257 1223 lB15i 24490 CLERICR; - Changes the crvss references to other 
d i o m  to delete the 5ec. 301(eI h i c h  was 
repealed by a technical change i n  TMffC1. 

905 1240 lf1151 24990 TECiiNICAL - T A W  makes confminq changes t o  this 
section to reflect the 86 TR6l repeal of the General 
Utilities rule. 

977 1362 N/FI 23801 TECHNICRL - Clarifies the spwial rule for optinns 
and cronudity dealers by placing it in its MI 

paragraph and adding definltiom. 

103 1363(d)ble) N/C) 2302 TEMICRL - The repeal of  the 6erwal Utilities 
rule and the tan m built-in gain of  5 corporatiom 
made rules which andate recognition of galn on the 
distribution of appreciated property obsolete. 
TMR therefore repaled those PT'OVlsiom. 

5279 i366 170I37.5 23800 CLEU1CC)L - Corrects a cross reference. 

955 1374 U/FI 2380'3 TECHNICAL - Clarifies the tax base for buil t-irr 
pains! definitirlins of recognized built-ir! gair: or 
loss, carryover of capital losses, transfer of  
assets from C to S, wpiaceaent assets ayuiwd in 
tax-free transaction and e f f d i v e  dates. CCil 
36Ch980, 

9 8 1  1275 Nia 23811 CLERIERL - Corrects cross reference an6 m r 4 a n i i ~  
the sect icln, 

990 337 G E T *  N/FI 24513 TECHFi'lCFli - Section 633 of the 86 TRR i s  mdified 
by TMRR relatin! t s  corpclrat iuns that quiIify, . 
mnliquidat in! distribut iom, one-mcinth 
1icl:;dst ions, imta: laent obligations, 
tax-avoidance transfers and r o r m t  birding 
contract exceptions, See 995-!@5. 

895 l&(lid) 1fi03: 24366.5 TECHtiICRi. - clarifies the valuation of olx*dni!i or 
ooino concern value when IIartn@rShiD pmnerty or an 
inteGest I n  6 pat3trrprsh:p i s  distriblitea, Glsu 
clarifies infclrrnat ion return ?ortion of this 
sect ion. 

4735,6724 18681.1 N/R TEMICFIL - Clarifies that the inforwat ion 
( d l  reportin! required lunder See. lM@ib) is to be 

considered an info return for pur s of the P" penalty nrovisions. Failure t o  f i  e oena!tv i s  $50 
for faiiure to file the return or $5 for failure to 
include info. 

2300 453 17551 24667 TECHNICRL - Clarifies distribution of imtallment 
oblipatiom i n  order for the recognition t o  cccur 
as the mte is paid (the corprate sale rust have 
beer made in one transaction! as well a5 treatment 

, of  sa:es of depreciable property to a re!ated 
~a r ty ,  

600 171 17a1 245611 TECMICRL - Changes m r t  izable bond premium on 
taxable bor~ds acquired after 1967 to an offset of 
interest income rather than an interest deduction. 
California has conformed to the treatwnt of bc~nr! 
~rmiun! ar ~nterest only for near-cl:lrp@rate 
taxpayers. 

600 1016 18036 249i6 TECKNICRL - R reduction in basis is reouired for 
amortlzatrie bc~nd premium that is applied to reduce 
interest pay~entc illnder Sec. 171 ie! ) . 



WENDIX I1 

Technical and Miscellaneous Revenue kt of 1388 
Ti t l es  I and I1 (Technical Correctlorhi 

CCH 
Para IRC Sec. PIT Sec. EAC Sec. Explanat ion k t  Sect ion Subject 

52Cll BbOR NIR 24870 CLERIC& - Corrects a drafting error in the 
section, 

1006 ( t i  TFlXRTIDN OF RERL ESTRTE 
NORTGME IMESTMENT 
W I T S  

I 
TEEINICRL - TMM c l a r i f i e s  the corputatlon of the I 

net i n c m  or loss of a REHIE subject t o  tax t o  
allow a deduction for  the tax irposed on forciosure 
incwe of the REMIC. 

TECHNICR - W i f i e s  the testin month for  
deteraining qualification as a b IC and specif ies  
that the asset t e s t  say not be applied during the 
period of a RMIC1s liquidation. I 

TECHNICRL - TAMM requires the payrent of a 
quarterly tax if a tax-exempt holds a residual 
interest in the REMIC. In addition clar i f icat ion is 
nade when holders of residual interests  are members 
of an aff i l ia ted group, See also CCH 4075. 

TECHNICFlL - Clarif ies  the exception f m  prohibited , 
transaction s tatus  of certain repurchases of I 

wrtoages and w c a l l e d  "clean-u calls". In P addifion clar i f icat ion is Bade o the return f i l ing  
requirwents for REMIC1s. See also CCH 4080. 

1006 ( t )  TFlX ON FORCLDSUE INCOME 
.IF REAL ESTRTE WORTGRSE 
INVESTW CDNDUifS 

1006 ( t )  WLIFICRTION RS R RWL 
ESTRTE MJRTGRGE 
INVESTMENT CONDUIT 

1006 ( t )  TAX ON RDlIC WITH 
TRX-EXEWT WSIDURL 
INTEREST HOLDER 

1006 ( t )  PROHIBITED TRRNSFICTIONS 
RNI:t RETLIRNS OF RERL 
ESTRTE MORTGEE 
INVESTMENT COMDUI TS 

1006 ( t )  TRX ON CGNTRIPUTIONS TO 
RERL ESTRTE MRTGFIGE 
INVESTMENT CONDUITS MRDE 

TECHNICAL - TMW i m p s  a 10'3 percent excise tax 
on certain contributions of property a f te r  the 
startup day, expands the definition of regular 
interest,  requires t h e  issuance of residual 
interests  on the s ta r tup  day and modifies oualiflerr ; w r t  g afjes. 

TECHNICAL - In determining whether an interest  in a 
REMIC qualifies for  purposes of oefininq a domestic 
building ard loan association, an repl iar  interest 
in another REMIC held by such R E M ~ C  is treated a s  a , 

loan, 

NOT WLIWFLE - California has never a!il& a 
genera: bus1 nes5 credit.  

TECHRICRL - Reflect charrp from corporate 
preference tax to RMT. Previously an ent i tv  scbiect 
t o  UP1 was subject t o  preference tax and now i s  
subject t o  RMT. Rlso exemption amount modified tl:l 

address f i l ing of separate return. See also CDl 
4300, 

SUBSTRNTIVE - Numerous changes to  MT include 
clar i f icat ion of l i ab i l i ty ,  taxable income figure, 
exem tion phase-out! i n v e s t ~ n t  in tews , loss  P .  l i ~ i ~ a t i o n s ,  possessions tax credit,  and tax 
preferences. Rlsc~, standard deduction and pers 
exemption are denied - 

TECHNICRL - H o d i f i ~  the  tirnincj of the irrclusion 
for Rlt Min purpuws of the irmme fro# exercise of 
a stock option and requires Estates and Trusts t o  
t rea t  charitable contributiom as tax preferences. 

TECHNICRL - TF#rlM provides that farm tax shelte!. 
losses must be adjusted t o  m v e  the i r  p ~ f e r e n c e  
and oualified housing interest may not be include 
i n  comput in! passive business act ivit.y losses. 

TECtfN:CRL - k e n  cornput ing WTi! passive losses 
used in computino the loss limitations for a t-r isk 
purposes nr~lst be ad.justed t o  wnrl.ve the i r  tax 
preference element, 4150 c la r i f i es  the complltat ion 
of t h ~  foreign tar  credi t .  

1006 (u) RERL ESTRTE MRTGRGE 
INVESTMENT CONDUI T5 

1 Oil7 GENERFIL BUSINESS CREDIT 

1007 R;TERNRTIVE t!IN!WL'H TRX - 
ORGAN1 ZRTION 9i;BJECT TO 
UBI RNIj EXEMPTION FOR 
SEPRRATE RETURNS 

RLTERNRTIVE MINIMUM TAX 
CHANGES 

HINIMM TRX' PROVISIONS - 
TAX PREFERENCE ITEMS 

WNIRL OF ERTRIN LOSSES 
FOR RLTERNRTIVE MINIWM 
TR X 

MINIMUW TRX PROVISIONS - 
LOSS LIMITRTIONS RNP 
FOREIGN TRX CREDIT 



- 
i Technical and Mlsce1:armus Revenue k t  of i9BB 

I Tlt les I and 11 (Technical Corrprt ions) 

Subject Explanat ion 

1007 (4) MMWSIDEKl RLlEN SPECIN 5002 2(dl 17024.5(b) NIR tUT fYR1CRBl.E - California has m r  adopted th 
RUES federal tax treatment relating to  nonresident 

aliens. This change is s i r  ly updatlng a cross 
reference reiatlng to regufar tax ard a l t e r ~ t j v e  
eini~um tax to the sertiom dealin4 nith 
nonres~dent a1 lens. 

1M7 ( g )  IMSITIDN OF TRX ON 5003 11 
C D r n T I D N S  

lN7 ( 4 )  PRIM YfFlR +!IN!MM TRX: 742 42 
CREDIT 

I 1047 (g) PRIOR YEFlR WINIW TRX 785 47 
CEJ;? CLRRIFIED 

-do7 Igl  CAEDIT FOR PRIOR YfAR 5020 55 
HINIlRlM TRX LIRBlilTY 

1M7 ( 4 )  RESERRC6 RNI! EXPES!!!ENTQl 5973 174 
EXPEND: TURES 

1007(g) DEVELOPMENTEXPENDITURES 5171 616 

1007 (g! DEWCTION AEiG RECRPTUaE 517i 617 
OF CERTRIN WINING 

I 1007(g) WRWRRT:DNSREW:REDTO 53876!54 
PClY ESTIWTED TAX 

1007 ( 4 )  (1) DEFINITION OF REGULFIR TRX 5006 26 

1008 ( a )  LIHITRTION ON USE OF CRSH 1349 446 
. . NETHOD 

' )  

1W8 ( a )  O I L  RM GFlS TRX S E ' L T E F ~  235 461 

23151 NOT RPPtICRBLE - California corporate tax dm not 
distinguish betneen dp9estic and fowign 
mrp2rat ions ge!wrally but taxes al l  corporations 
doin business i n  the state, TMRR IS slmply 
upda 1 14 a cross reference t o  take MT lnto amunt 
in this sec. 

NIR K I T  APPLICRBLE - California dws not have an earned 
income credit. This TMfW change is  deleting a 
redundent phrase. 

. 2351 g.5 NDT RWLICRXE - TMfG provides that recapture o f  
lw  incclae housing credit is mt to be treated as 
regular tax ia when calrulatin the winirum p"" P tax credit, Ca ~fornia has no recap ure of low 
im3w.housin4 credit provision so change dces not 
apply. 

N/R NOT WLIC~~PLE - TMRR clarifies that investmt 
credit recapture i s  mt to be considered as part of 
the tax immel i n  prior years when calculating the 
mini~urn tax credit. California never allowed an 
investment tax credit so TMRFI change d o e s  mt 
applys 

25453 CLERICRi - Ccrrrerts a cross reference description 
of the method i n  Sec % ( g )  fm adjusted 'earnings 
and prc1fits"to adjusted "current earninys'. 

24,764 CLERICfii - Corrects a cmss wfewnce. 

24365 CLERICRi - Corrects a crcrss reference. 

24423 CIERICRL - Corrects a crvss reference, 

2373 1 ,F :EL-INICgL - - Men a tax-exempt is sub;iect to La1 i t  
is also sub 'ect to MT. This change mcnves the 
iapclsit ion ianPuage from Sec. Sli (d l  to 5S(b) (21 
and uakes clarifying changes. 

24631 ZERICRL - Corrects a cross reference. 

24831 CLERICRL - Corrects a cross reference. 

N/R ,23801 UERICRL - Corrects a cross reference. I i 

18682 2556; CLERICAL- Corwcts a cross reference, 

17039 25636 CLERICW_ - Makes a punctuat.ion change. 

i 7562 24654 TECHNICAL - Clarifies the indirect m r s h i p  test 
for personal service corporations mu i r e s  regs 
re!at in! to related parties used kc- avoid the 
rules, rules for affiliated gmup, predecessor 
entities and the definition of a tax sheIter, 

1755; 24681 TECHNICRL - C!arifies the ecomic performarce rule 
and specifies that in partners hi^ tax shelters! the 
partners's deduction i s  lilaited to the partwr s 
cash basis in the partrlershl~ and define.- cash 
basis. 



Technical and Wiscel lanmus Revenue k t  of 1988 
Titles I and 11 (Technical Corrections) 

CCH 
.en Subject Para IRE Sec, PIT Sec. FCC Sec. Explanat ion 

LIHITRTIDN ON WXICTIOFIS 
FOR CERTRIN FRRMING 
EXPWSES 

24682 TECHNICRL - TFWM sunsets this  sect ion since under 
the 86 TRR farmin syndicates are required to use 
the accrual e t h  of accounting h i &  
autctsatically prevents the abuse. 

MIFOWI1 CWITF1LIZRTION 
RULES 

24422.2 TEMICFU. - Clarifies exception for certain costs, 
claculation of interest required to be capitalized 
and a1 lows deduction of certain crop replant ings. 

E l l i O D  OF XCMJNTINE FOR 
WRPORRTIONS ENGREED I N  
FRRMING 

24652 CLERICRL - Correct drafting errors in phrasing. 

LDNG-TERM CONTRRCT 
LOOK-BRCK RULES 
SIMPLIFIED 

24672.2 TECHKICRL - Determination of proper clnu!at lve tax 
on a completed contract are redeternined uslng 
actual versus estimated figures. This change 
specifies the discount rate to be user' and exempts 
certain contracts under $1 ~ l l l i o n  fro# these 
rules. 

BAD DEPTS RESERVE 24548 WRICRi - The 86 TRR repealed the reserve for bad 
debts in Sec. 166(c). TMRR aakes this chanoe to  
el ir inate the cross reference to that repeafed 
sect ion. 

NIR NOT WLICRBLE - Clerical mrrection to a cross 
reference. 

lOO8 ( d l  BFlG DEBTS, LOSSES RhI. 
WINS WITH RESPEC? TO 
SECURiTIES HELD BY 
FINFWCIRL INSTITUTION 

NIR 

24631 TECHNICAL - C i a r l f i ~  the tax year of a persclnal 
service corporation and aff i 1 iated oroup rules. 

NIR TECHNICK - TMRR, consistent nith the provisions . 
in the 86 TRR, requires that comrnor; trust funds use 
the EZlendar year as their tax year. R participant 
ir: the fund i s  required tu report the incme fm 
the short period ratably over a fol~r year period. 

TRX !'ERRS O!: rjRRTNERSHI? 
S CORPORRTIONS 

NIP TECHNICRL - Clarifies the rules far partnelrhip tax 
years to recl~ire the use of a r w  "ma .ority 
interest taxable year" definition, auihorizes r w s  
relatir+g to the mjority interest rule an6 66 TM 
Qct langusce for required chanys i n  tax years. CCH 
2203, 

24667 TECHNICRL - Clarifies nhich obliqations are 
'applicable installment obligations" 

P n! credit plan sales, timing of the ap lication o 
these rules ard losses from sales o receivable 
arising from revolving credit plans, 

INSTALLMENT HETHOG 24667 CLERICRL - Corrects a drafting error in phrasing. 

INSTALLMENT MEYHOD FOR 
W R S  IN PERSONRL 
PRDPERTY 

5145 4538 1755 1 24667 CLERICRL - Corrects a cross reference, - 

5179 703 17853 NIA CLERICRL - Corrects a cross reference. 

54;4 65?i i85Ai.6 25663 CLERICR? - Eiiminates an obsolete cwss reference, . 
t o  a Sec, 1lEic) statute extension nhlch was 
repealed by the 86 TRFI. 

URGE BRNK EXCEPTIO'? TO 
RESERVES FOR LOSSES ON 
LORNS OF BRNKS 

5168 565 hi i ;  24348 NO! RPPLICRBLE - Makes clarifying change: t o  the 
lar  e bank exceptiiln to which California has not 
cor8oYrnei'. 

EXPENSES FINE INTEREST 
RENTING TC TRX-EXEMF' 
INCOME OF FINANCIRL 

3820 26: NIFI 24425 NUT RPF'L:CRBLE - TRtiRR makes technical chanues to  
t h e  exce~ t  ion fron: dedluct ior deniai for certain 
ual if ied tax-exempt obl ioatlons t o  ~hich 

i a l i  fornia has wt conformed. 



J 
I 

Technical ano #iscellamus Revenue k t  of :%a 
Ti t l es  1 and I1 (Technics! Correctiom) 

CCtl 
\st Section Subject Para IRE Sec. PIT 5ec. 3CC Sec, Exelanat ion 

1009 lb) S C I F l l  RMS RELFlTING TC 5098 291 N IR 24449 CLERIC& - b r r e c t s  a c m s  referen:. and lnternal 
ctWCMTE PRmENCE nubering. 
ITEK 

1'23 (r) N3 OPERATING LOSS 5071 172 17276 24416 W R I W  - Corrects a c m s  reference: internal  

I EDKrIDN numbering and corrects phrasing. 

1009 ( d l  ' DWISITDR LDSSES FROM 4@5 16fr(l) 17201 UIR SUESTWIVE - Depcrs:tor losses new previolussly 
INSLXVENT FIWIFlt  treated as casualt losses deductible only t o  the 
INSTITUTIDNS extent i t  exceeds il($l plus 10 percent of Om. This 

change a l l o m  the u t o  520,000 of the  loss  as a 
business but is in ieu of any casualty lms 
deduct Ion, 

P 
1W Id) FENERRL RULE FOR TRXW 5143 451 17551 24661 TECHNIClK - Provides f o r  claims t c l  be filed within 

WR DF INCWSlDN one p a r  a f t ~ r  TMRFI is enacted (llllOIB8) f o r  
changes in  report in croo imurance pmceeds or 
proceeds f~ liv?s?ci iold m amunt  of drought 
for  years wi-lch would have nbt-aaiiy he?.; c l m d .  

I .  

1010 (b) TflX EXWT WIZFITIDHS 3580 501 (m) NIFI U/FI NOT WPLICABLE - California has mt conformed t o  
PRWIDING CMRCIRL-Tm t h i s  federal provision which denies tax e x e n d i m  
lNSURRNCE t o  charitable or m i a l  oraanizations i f  a 

substantial part of i t s  a c t i v i t y  is prcdvldirig 
commercial-t pe insurance. T M  changes a re  thus 
not appiicab i' e. 

1010 ( f )  INSURRHM D4PF)NY 6ADSS 3535 542 Y i F I  NIR MT WLICFIELE - California impses a gms5 
INCDME premiclms tax on insurarce ccmmpafii~s rather  than a 

tax o n  or measured by i n c m .  

ELECTIVE E E R R F I L  RULE5 
UNDER CRW OR DEFERRED 
RRl3fMBENTS (CODFiz) 

IRFl RULES .MLiIFIED 

IRFl W T I M  LIMIT - 
MRRIED FIL!NCi SEiRRTE 
m w  

INFORMTIDN RFrllRNS FOR 
NONWXlCTIBLE IRQ 
WNTRIBUTIOHS 

., '. ,4121i:: , 401 . .  1:EQI. , . . N!R . . . ,J TECHNICAL..; Hwr.ous..kechnicaJ .rnartgs .:are ,made 
inc:uding nondiscrimination t e s t ,  coverage and 
particiuat ion rules (CCH 12251, inteoratef plans 
(CCH 1230)! family amber r u l e  (CCH 14453 h a i t  on 
e le t t ive  deferrals  arrC other COD7 ru les (& 
1570-1 576), 

4 ~ 3  17501 NIR TECHNICAL - Several wx!ificatiors a r e  a a t e  t o  the  
rules under the i% TRG provisior: irn~osing an 
overall limit on eiect ive deferral: including 
qualification! earnings and d i s t r i b a t  ions! c e r t a i r ~  
covt plan.- and ta r  she!terd .annuity t*l;izs. 

146(! 434 i 7501 hiR TECHNIW; - Clarif ies  the rules for  t h ~  =Xi,OIXI 
mpensa t ion  limit and the r u l e  fo r  deduction by 
ewployer of contributions t o  a SEF\ (see CCH 1550). 

1512 408 i 750 i SIR TEMICRL - Several modifications a r e  mace t o  IM 
rules including valuation of d i s t r ibu t ions ,  
contributions withdrawn before and a f t e r  return due 
date, info returns for  nowdeductible IRR 
mntribut ions, rules  for  sa la ry  reduct lor1 SEPr ard 
definitiorrs. 

4x1 219(g) ,17131 . N / F I  TEMO(1CRL - Corrects the  IRR deduction l imit  fo r  
active participants t o  take into accclu?? the act ive 
participant s t a t  us of both smuses nhether s e ~ a r a i e  
or joint returns are f i led.  Rules fo r  separated 
spouses are  a lx ,  provided. 

4730 6632 18681,9 NIR SUBSTW'IVE - R penalty of $50 is i n w e d  for  each 
fai lure  t o  f i i e  the form p m r i b e d  by the IRS 
(Form 8606) for nondeductible. IRP contr ibut iom and 
in t9e information nhich say be r q u i r e d  on the 
forra! f iscal  years are  taken into accclunt. 

PENSION TRUST FUNDED BY 
ElrPLOYEE COKTRIBUTIONS 

3875 XI! !c) ( la!  NIFI 2374:s TECHNICRL - bends the requirements for  tax 
exemption t o  irclude tble cao on eiect ive deferra!~. 





Sub jert 

TPfhnlcai' and N i w l l a w ~ ~  Revenue Rct of 1984 
Titles I and I1 (Technical Cormticm) 

CCH 
Para TRC Ser. PIT !kc. 

1011R(bl . WISREWMRYAULESFOR 1230 72 17085 
EMOYEE M3KTRIBiTIDh'S TO 
DEFINED BENEFIT PiANS 

lO~lG(b1 CERTRIN ElrlPLDYEE5 DF 5124 407 17501 
IK)IESTIC SUBSIDIMIES 
EN6ffiED IN BUS1 NEB 
DiTiSIDE THE U. S. 

BCC Sec. Explanat ion 

NIR ;ECHNICFL - Clarifies that 5% pwners may roll over 
a ualified plan distribution into a "conduit IRR" 
an! s u ~ u e n t l  roll over the amount distributed 
f m  the IRR inio another qualified pian w~thout 
adverse tax mnseqmces. 

N/G TECHNIWL - Clarifies that employee contributions 
t o  a defined benefit which are credited to a 
seperate account are to be treated as contributiom 
to a defined contribution plan and ail basis 
recovery rules for that type of plan will apply. 

24601 ClERICRL - manges to rrvss references to take into 
account the technical correctiuns made by TMIW. 

246131 lXERICFlL - Change cross referefir- to wflfrt the 
technical rhanges .adE by TWRA. 

BRSIS RCWEAY RULES FOR 1285 414 17501 NIR TECHNICAL - Clarifies that erploye contributions 
WLOYEE CONTRIBUTIDNS TO to a deflned benefit lan which are treated as a 
R DEFINED BENEFIT PLRN separate contract wily be treated as a defined 

mntributior: plan fur purposes of the basis 
recovery rules upc~n distribution. 

DEFINITIDN DF REWL9R Ti:! 5Ct05 215 17039 23336 C1,ERICRL - Changes c m s  references tn Ser. 72 and 
4IB(fi to reflect the technical changes made in 
those sect iom by TMM. 

.. INCOFIE:A% !,E~SPECTTdlF . .,.. . -... i34f :..,691 1 ! . Eri.F: NOT RPPLICRBLE - Urder TMRR no .d&uct.i.on .ail1 .be 
KCEDEMS allwed as IRD for the portion of the federal 

estate tax increased dl~e to excise tax on excess 
distributions fpca qualified ret i r m n t  plarrs under 
Sec. 4 9 M  to which California d m  nc~t mnfarm. 

INFORffiTiDFi RETUW BY 3 8 5  6018 Nil? N!R MIJOT WPLiCilELE - T%?G adds an info rewrting 
EXEZUTOk WD;-II,W FOR requlrenent on executors nhu have had to imy the 
INRERSE iK FEDERAL &ate-levei tax on excess retirement 
ESTATE TRX accumulations, California does not conform to the 

im~os~tior! of estate taxes except for the 'pick up 
tax", 

1.2; 1s ( f a l  TiERRi THRIFT S4V;NiiS 5459 770i i j )  17510 Ni6 TECYNiCR. - k ids a crces reCerence ti Sec. 401(k! 
FLM~ plans as ,wll as 5ec. 402(a) (61 glans in 7?(!l(j1 (C) 

dich provides that in federa; cafeteria plans, the 
o tion that the mntributior could be received by 
tRe employee as cash will not trigger distribution 

WENDENT %RE RSSISTRNii !U5  129 17131 NIG TECHNICRL - Clarifies that the $5!OOI:, rpaximum 
exclusion is a yearly limit hich applies to the 
amount the employer is oblioated under the oian to 
pay to the eaployee for thaf year. Alw a special 
benefits test is clarified, 

ESOP DIVEilSIFICRTIOK 1588 401 1750 1 TECilhfiICFtL - Clarifies the qualified eiection 
wriod, the wriod for ESOP diversivicat~on and the 
effect of diversification distributionsas riel; as 
voting rights for employer stock in non-EW 
defined cont plan. See also 1590-95 6 16i0. 

DFlXICTIOli FOP DIVIDMDS 1645 404(k.) NIA 24503 NCTRPPLICRELE-Clarifiestherulesforan 
ffl EMPLOYER STOCK HELD PY employer deduction of dividends paid to the. E S P  
ESOP and specifies that the use of dividends to repav 

ac?uisit.ior, debt is not a prohibited transaction. 
Cal.ifornia.specifically does mt conform to Sec. 
404(k). 

WLIFICRTIONS FOR TAX 1580 403 17501 &/G NOT WLICRBLE - Nakes technics! changes to the 
CtE!lI:1 ESW definition of tax credit ESOP inc!udino 

distribution ruies, diversificat ioc distribut jons, 
participant's rights on ESOP, voting rights of ESOP 
stock and estate tax deductlon.See also CCH 



Technical and Miscellaneous Revenue kt of 1988 
Ti t l es  I and I1 (Technical Corrections) 

k t  Seft ion Subject 

1011E WFIt4I:IONS SPECIRL 
RULES RELRTING TO 
EMPLOYEE BENEFIT 
PROVISIONS 

1011E(a) MMDISCRIMIMTION RULES - - -  

FOR EWLOYEE BENEFIT 
PROVISIONS 

1011F(a) WLIFIED TUITION 
REDUCTI ONS 

10l:B(a) GROUP LEGAL SERVICES 
PUNS 

101 1B(a) ADD IT IONRL RED5 I SEMEFTS 
TO PE WET BY 

101lB(a) !XNRLTY FOZ FRILYRE -O 
FILE- CERTRIN INFORMRTIOR 
RETURMS 

IOllP(b) HEALTH INSURGNLE COSTS OF 
SELF-WPLOYED LIMITED 

1011F(c) DEP€NDENT CRRE RSSISTWCE 
PRYWENTS REDOR'iRELE OK 
FORM W-2 

1011E(d) LODGING NSNISHED BY 
EWCATIONRL INSTITiTIONS 
TO EMPLOYEES 

1011F(e) DEFIKITIOK OF EMPLOYEE 

ccii 
Para IRC Sec. PIT Sec. B&C Sec, 

5131 414 1 7 3 1  N/R CLERICFK. - Corwcts cross refewncinc t o  take lnto 
account TMRR technical corrections. 

I 

1685 89 18081 N/R TECHNICRL - Clarif ies  aggregation, benefit tes t ing,  
worn statements, famil coverage, provides a r simplified rethcd of de emining highly compensated ; 
mployees, c la r i f i es  the na i t in j  peri* for excluded employees, d i f i e s  sanc iom and earned 
income. 

17% 117 17131 H/R TECHNICRF - TMRR ~ k e s  ~ n d a t o r y  the exclusion for  ' 
tui t ion reductions provided t o  wrployees of 
educational institutions. 

1805 120 17131 N/R TEMIWL - TMRR ~ k e s  mndatory for  purpvses of , 
roup legal services plan nondiscririnat ion t e s t s  

!he e x c l ~ ~ s i o n  of the same categories of empl~yees 
that are  excluded for  purposes of Sec. 09 f r ~ n g e  
benefits. 

17131 %/G TECHNICAL - TMRR aaends definition t o  exclude plan 
that offers  a choice only m n  nontaxable fringe 
knef  i t s .  Rlso c l a r i f i e s  benefits, 
sanctions, limits on certain elections and 
empio ees and pw-89 election for dependent care 
assis  ! a n c ~ .  

1795 127 i?151 NIP TECHNICRl - TFIMRL makes mandatory the exc:usion of 
the same sroup i l f  employees as  i s  exc:cs'ec' ilnder 
Sec. 8? wfien testing the nondiscrimination 
requi rewrits of the educational assi stance pmprah, 

1730 132 17131 N/R TECHNICRL - TMRR orovides that the saw group of 
etnplrlyee~ excluded under Set, 89 must be excluded 
h e n  tes t in r  for nondiscri~ination of statutory 
f r i r g ~  benefit plans, 

j::~ 58: N/9 23705 TECHNICRL - Clarifies that a l l  emplovees of these 
types of plan5 fi1ust make less than 9200,005 i a ~  
m d i f i e l  for 1nf:atlon). 

1755 665f lBL82 25.523 CLERICR; - Mak.es cross r e f e r e n c ~  char~oe tc l  take 
into account mci f icat ions ~ a d e  by TRRRL. 

535 162i111) i7201 N/R TECHNICRL - The 86 TRR allowed 25% of health 
insurance t o  be deducted on Sch C as business 
expense t o  the extent i t  does nclt exceed earnel 
income. TMRFl limits the deduction t o  the earned 
irrcme from the business for which the plan i s  
established. 

- 
465 6051 U, I.C. N/R SUBSTRNTIVE - For 1988,and la te r  years! the t o t a l  

D!V, 6 amount iriclurred for dependent care assistance on 
behalf of an err loyee under an emplu e r  plau: m u d  
be reported on !he eat110 ee l s  U-2. T X ~ .  amnc?: i s  
necessary t o  calculate t X e Child Cat'e Credit. 

;8?0 119 17151 N/R TECHNICRL - Clarifies the timing of aakir~c the tes t  
a f  fair-market-value of rent in  order t o  determine 
nhether the employee i s  a l l& an exciu~ior: from 
income. 

5455 776: (a )  (3) 17I:Qi N/R CLERIWL - Cor~%ects phrasing in the definitior! oi 
ewpioyee. 



Technical and Mixellaneous Revenue kt of 1388 
T i t l s  I and II (Terhnica! Chrrertior~s! 

Subject 
CCti 
Para IRC k. P I T  Sec. BCC Sec. 

iOll%(h) TRXRTIDN OF REGllWmj 51% 852 
INVESTMENT EMWIES AND 

N/FI TEHiVICRL - Clarif ies  that  mil i tary f r inge  benefits 
covered by rule or regulation a s  +el1 as  s t a t u t e  
continue l o  be excluded from gross income. fllso 
c i a r i f i e s  that the  p e r s o ~ l  use of a vehicle cannot 
be exciuded as a military fr inge benefit. 

H I4 TECHNIL4 - TMRR c l a r i f i p s  t h e  availability of the 
part ia l  interest exclusion, on various typer, of ESOP 
loam. 

24412 CLERICAL - Changes the  w d  'paragraph" t o  
"sect ionYn the provision deal in with in te res t  on 
cer tain loans used to acquire . e p  7 oyer securi t ies .  

N/R MT RPPLICABLE - This provision requ i res  p i t i o m  
contrary t o  tan t reatrent  required by the  IRC t o  be 
disrlosed on the return d m  tha t  position is based 
01; a71 inccme tax t reaty .  

N / R  W WLICFIELE - Clerical renumberinn of section t o  
arrowdate nen ser t lon deaiing with disrlosurn of 
treaty-based m s i t i w  on return f i l ed .  

N/R . NOT RPPLICRBLE - Relates t o  r e l a t i o m h i p  of tam 
t r e a t i e s  and the IRC. 

1012 (aa) TRX TREATIES 4705 782  

I ' --) 
..dl2 (b) DEWCTION FOR CERTRIN 5122 404R 

FOREIGN DEFERRED 
M3)4PBt%TIDN PLw 

N/R NOT RPPLlCRT1LE - Ncldifies the provision relat ing t o  
the relationship of federal tax t r e a t i e s  and the 
I RC. 

24601 CLERICAL - Corrects drafting e r ror  re la t ing  t o  
regulations. 

1012 (bb! CERTRIN STOCK PVRCHaSES 880 3 3  NIR 24519 NOTRPFLICGBLE-;clctrdinatesthesourcin r u l e w i t h  
TRERTED A5 RSSET the foreicr; tax credit l imitat isns ,  Caii ornia dces 
RCDUISITIDNS not. allon a foreign tax credi t .  

! 
101E'(bbj FOREIGNPERSOMLL~CILDINC. 2800 551 N/R HIR NOT RPPLICRELE - Modifies ru les  re la t ino  t o  the 

CWRNV INCOME TGIE; '3 floa-thru of undistributed fowigrl wrsonai  holdin! 
U. 5, SHGRFdOLXRS cwparrv income t o  U. S, sharehe!5e:.s tla which 

Cailfornia has not conformed, !%e a l so  CCH EBCiJ'. 

in12 (bb) DCtIN!TiOh' OF FOREIGN 2819 552 N/R N/R NOT RPRICRBLE - Modifies definitior; of dividends, 
PERSOWi HOLDING COMFIFINY interest, anc effective date of foreion persc?rlai 

hoiding corapany provisions t o  which Califprnia has 
not conformed. 

1 0 2  (bbi  DISCLOSURE OF TRX RETURN 4795 61@3 1Pbt %45i NOT RPPLICRFLE - Clarif ies  the disclosure of 
INFORWITION TO F0RE:GN inforaation under bi la teral  a reements with the 1 
G W E m T S  foreign poverwnt  and the u.$. California  has its , 

m unique disclmure of inforaation ~ r o v ~ s i o n s  
wb ich do not contain foreign governrent provisions, I 

1012 ( i )  . RETURNS FIS TO OR6 OR 4780 6046 
REDRG DF FOREIGN CORP AND 
ffi TO CICQUISITION-OF 
THEIR STOCK 

!012 ( j )  TRXES OF FOREIGN 282G 901 
CWdTRIES QND OF 

- - POSSESSIONS OF THE LNITED 

/ 

STRTES 

'.'-a.,i{z (0) SPECiN TFlX PRW!SIONS 5210 6039E 
FOR U. S. PERSOH 

N/P N/R NGT WPLICRU - Uodifies rules  relatin! t o  captive 
insurance rules t o  h i d  California does not 
conform. 

N i R  N!R NOT RWLICRELE - Modifies rules  fo r  gross uo of 
dividends for foreign tax credi t  and wssessions 
cormration foreign tax credit tn  which California 
has not ~:~r!fot.med. See also CCtl 2625. 

N/R NIR NOT WLIWBLE - Clarif ies  the rules  for  resident 
s ta tus  informat ior! upt:ln application for  passports. 
See also CCH 47s0. 



Technical and Miscellaneous Revenue kt of 1988 
Ti t les  I and I1 (Technical Corrections) 

m 
Para IRE Sec. PIT Sec. F&C Sec. k t  Sect ion Subject 

5259 1246 17024.5(b) 24990 CLERICRL - Corrects cross reference and internal * 

(5) nuahering. 
1012 (p) MIN ON FOREIGN 

INVESTMENT WRNY STDCK 

930 1248 170'Z4.5(b) 24990 NOT WPLICRBLE - Clarif ies  that the amunt of I 

( 5 )  ordinary incone t o  be reported on the s a l e  of stock 
h e n  portions of the  undistributed earnings have 
been taxed t o  the shareholder previously. 
California has not canforled t o  tax undistributed 
earnin gs. i 

1012 (p) W I V E  FOREIGN 
INVESTHEKT mAI\IY WHICH 

. IS  RLSO R CONTROLLED 
FOREIGN CORPORRTION 

1012 (p) PFlSSIVE FOREIGN 
INVESTMENT WFWIES - 
NC#JW&IFIED FUNDS 

925 1231 NIFI 24935 NOTWPLICRBLE-CIodifiesthedmed-paidrulesand 
rules for excess distributions t o  which California 
specifically does not conform. 

935 1293 N / R  24995 NOT RPPLICRBLE - M i f i e s  rules for  earninus and 
profits of qualified electing fund and authorizes 
regulations in a section t o  which California 
specifically doe. not conform. I 

1012 (0)  W I V E  FOREIGN 
INVESTMENT CWWY - 
SHRREHOLDER INCOME 

940 1294 NIR 24995 NOT WLICRBLE - Clarif ies  rules ni th  respect to  
the a nt of tax on undistributed earnin s t o  9 *hi& E i f o r n i a  specifically does not con or& 

j 

1012 (01 PRSSIVE FOREIGN 
INVESTEN? WRHY - 
EXTENSION OF TIME TO PRY 
CERTRIN TRXES 

1012 ip!  MSIM FOREIGN 
INVESTHENT W R N Y  

930 1295 NIR 24995 NOTWPLICAPLE-Clodifiestheti~lefornak.ing,ar~ 
election under t h i s  section t o  which CaIifornia ; specifically does m t  conforra. 

9 2 ~  1296 NIG 24995 NOT FIPPLICRFtE - Modifies the definition of passive 
imise  in a section t o  which California 
specifically does not conform. 

945 1237 NIFI 24995 NOT RPPLICRBLE - Modifies at t r ibut ion ru les  for 
stock optiors and dis tr lbut  ions te dewr~d cwters t o  
which -- Cal i forr~ia  specif ical ly  does not conform. 

1012 (p) PRSSIVE FOREIGN 
INVESTREKT COMPRNY - 
RTTRIBUTIDN OF STOCK 
OWNERSd!F1 

705 26 17033 23036 NDT RPPLICRBLE - California does m?t iglpose a 
brarch profi ts  tax. 

1012 (a )  DEFINITION OF REGULGR TFIX 
MDIFIED TO EXCLUDE 
bRANCtl PROFITS TRX 

4850 i446 1BEQ7 NIR TECtiNICFli - Modifies and c la r i f i es  the rules  for 
withholdin! by a U.5. or fl~reion pavtnership on 
ano11nt.s a1:ocaSie t o  foreigrl part.ners of income 
"effectively connected". 

l0lZ (5)  WITHHOLDING ON FOREIGN 
PRRTNERS! SHRRE OF 
EFFECTlVEiV CONK! C'E~I 

lo:,? i s )  RMOUt?TS TRERTED RS 
OVERFIRY#ENTS 

5407 6401 Nln NIR NOT RPPLICABLE - Corrects a drafting e r re r  in the 
provision dealing with withholdin! on nonresident 
aliens and on foreign mrporat ions. 

3010 893 17146 NIfi TECHNICRL - Clarif ies  that the exclusion f r m  
incme of wages of an employee of a foreign 
government does nc~t apply i f  the employees servlces 
are or i ra r i lv  in connection with a commercial 
activity. 

1012 ( t )  MIMPENSRTI Oh' OF EHPLOYEES 
OF FORE1 GN GOVERNMENTS OR 

5170 988 17078 24305 TECHNICRL - Modifies and c la r i f i es  ru les  relating 
to foreign currency transactions and futures  or 
option contracts, sourcing rules, measuresent and 
recogrrition of foreign currency gain or loss  and 
hedoing transactions. See also a)! 5175-5185. 

5458 7654 NIR N/R NOT WPLICRBLE - Clerical correction of drafting 
error, 

1012 (v )  FOREIM CURRENCY 
TRRNSRCT I ONS 

1012 (y) TRX TREGTMENT OF 
RESIDENTS OF U. S, 
POSSESSIONS 

2700 I<]! 17145 ?427? NO' RPPLICRF,E - TRMRR makec- numerclus techr~ical  \ 
correction. and clarifications t o  the federal 
orovisions relatlnr; t o  bonds the rnterest on nhlch 
1s ercluded fmai income finder federal law t o  which 
California does not conform but uses rts own rules. 



Technical and Miscellaneous Revenue k t  of 19BB 
Titles 1 arrd I1 (Terhnira! Cx~rrert i om) 

f Section Subject 

1013 (a) SPECIRL RULES FOR KERN 
MINE!% CREDIT 

1013 (a1 DECURTURY JULWCNTS 
IMFITING TO STRTUS W 
CERTAIN G O V E W T A L  
OBLI~TIDNS 

1014 (a) fjWWTOR RFTRINED INTEREST 
TRllSTS 

1014 (b) WWTION OF 6WTOR1 S 
/- - ') RM.BIWRY INTEREST 

1014 (cl BENEfiCIRRIES OF TRUSTS 

CCH 
Para IRC Sec. PIT Sec. BCC Ser. Explanat ion 

3750 25 NIR N/A NOT F I P P L I C W  - California does not have a 
m p a r d l e  cwdi t. 

N17  . 48 N/R N/ A NOT WPLICABLE - Corrects a draftin error in 
special rule for p r o p ~ t y  financed %y subsidiied 
ener y financing or industrial development bonds. 
~al i jo rn i r  does not al lw a leneral business 
credit. 

7478 7474 U/R N/FI NOT ~WLICFIBLE - hr r e r t s  a drsftirq ermr i n  
section. 

2500 672 17731 NIR TECHNICAL - TMM expands the spousal attributiw~ ' 

rule to include spclluse who wrr ies  a g r a~~ to r  after 
the creation of the K"" or interest and for 
certain situations n ere spouses are trustees c l f  
the trust. 

2500 6774 17731 N IR TELMICRL - Clarifim that if a spouse i s  a trustee 
the rantor can bg treated as the omer of the 
trus? under certain conditions. 

2500 675 1773 1 N/R TECHNICFIL - Clarif i~s  that certain brwwin_o of 
trust funds by a spouse can t reat  the grantctr ar 
the clnner of the trust and thus taxable on the 
income frca the trust. 

i?"JO5 673 1791  N/R TECHN!CF)L - Clarifies the ruie for valuing &tether 
. . has a 5% or reater reversionar ~ n t ~ r e s t  (the r w  

test after t%e d6 TI% repeaid {he Clifford trust 
rules). 

mO 664 MT* 17551 N/ir TECHNICRL - Clarifies the four year 5 ~ t " e d d  of 
income from the short pericd also aop: ies to 
bewficiaries'of a charitable lw~ lnde r  trust. See 
aiso .CCH 2525. 

1014 ( d l  HLJLTIRE TRUSTS 2510 643 17721 

1014 ( d l  ESTIMTED TRX PRYHENTS BY 2515 6654 18682(h) 
PRIWTE FWNDFlTIONS RND 
CWRITAeLE TRUSTS 

' 1014 (el MMRDINFITIDN OF KIDDIE 410 I ( i )  17041 (g)  
TRX WITH TtE TRXRTION M 
CERTRIN SALES OF TRUST 
PROPERTY 

CHILD SUBJECT TO 
FILTERNC)TIVE MINIMUM TP.1 
FIT PFIUEKT'S RMi RRTE 

1014 (el DISCLEURE OF INFOFmRTIOh' 5384 6103 19282 
TO PERSON HFWIffi MTERIFIL 
INTEREST 

' )5 (a) NOnINEE REWATIK BY 4740 6724 IBEIl, 1 
- .., PFIRTNERSHIP CLQRIFIED 

N/FI TECHNICAL - TMRR clarifies rules regardicp 
aggregst~or~ of certain mcltlple trusts. 

NiP. NOT WICRFLE - Clar i f i s  the rules for estimated 
tax payments of private fouridat ions and charitabie 
trusts to which Ca:ifornla does not conform. 

NIR TECHNICAL - Provides the Isanner i n  nhich the gain 
on the sale of property orioinall transferred t o  a i trust at less than fair ,market va ue i s  to be 
calculated. Rlw clarifies that in ~ o i n t  custcd 
situations the custodia! parent's rates are to b 
used. 

?34:)0 SUESTWTIVE - For years after 19B8, the mollnt of 
income that is taxed at a parent's tax rate i s  now 
subject to fMT at the parent's R#T rate not to 
exceed the amount the arent m~uld par. The amount L of income exmpt f m  is earn& incme + 
$1, 000, 

26451 CLE!?ICR - Glrwcts a cross reference. 

N/R TECHNICRL - Clarifies that a rrctminee holding a 
. . partnershio interest and failinr; to furnish certain 

~nfomt ion  returns called "payee statements" i s  
subject to the permity for fai!ure to furnish those 
st atemer:ts, 
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Technical and Miscellanecius Revenue k t  of 1988 
Tit les  I and I1 (Technical Corrections) 

m 
Para IRC Sec. PIT Sec. EM: Sec, 

I 

Explanat ion Rct Sect ion Sub.ject 

471G 6013!bj (51 18410. 5 NIR TECHNICAL - Clarifies that i f ,  af ter  makinn 
seperate returns rhich have been filed neg1igent.ly 
or fraudulent1 , the taxpayers elect t o  f i l e  a 
joint return, the ne liyence or fraud penalties 
will s t i l i  apply t o  ! he original filing. 

- 

PENALT I ES CDORDINRTED 
WITH ELECTION TO FILE 
JOIW RETURN 

1015 (b) EXTENDS INTEREST PERIOD 
FOR CALCULRTING INTEREST 
ON NEGLIGENCE RND FRRUD 

4710 6601 18689 . 25901~ TECHNICFlL - Interest on negligence and fraud 
penalties is t o  be calculated froa the due date of 
the return until  paylent versus f m  the date of 
the assesur~nt .  Thq penalty section MIS &i f  ied t o  
eliminate a portion of the penalty relat ino t o  
interest .  

PENRLTIES 

1015 (b) NEGLIGENCE WIU) F M D  
PENRLTIES HODIFIED 

4710 &53 18684 25934 TECMICRL - Eliairtates the r t ion of the perralty 
equal t o  50% of the in te res rbe twen  return due I 

date and assesssent date and instead requires 
interest t o  be accrued on the penalty f m  the  
return due date, . L i ~ i t s  penalty t o  amunt on 
certain info ret ,  

1015 (c) PWLTY FOR SUBSTMTIN- 
WERPRYt4ENT OF TRX 
CLARIFIED TO BE 5% 

4720 6661 16664.4 25934.4 TECHNICAL - M i f i e s  the effective date of the  OBM 
of 86 which dealt nith Sec. 1504 of the 86 TE. 
This eliminates a chapteriny problewi relat ing t o  
the amount of the penalty for  substantial 
underpaywent of tax being raised to  25%. 

1Gi5 (d) DETERt4INRTIM OF RRTE OF 
INTEREST 

5420 6621 19269 2354 .2  CLERICRL - Changes the t e r ~  %sort-tern Federal 
rate" t o  'Federal short-term rate". 

1015 . i e )  RETURNS Or BROKE% 4750 6045 188112.4 N!R TECHNICRi - Clarifies the info return muiwarent  
n i t h  respect t o  persons who uana e a  far^ on behalf 
of another person and modifies t I? e real es ta te  
reporting requirwlent5 t o  refer  t o  real es ta te  
w p r t i n g  person (formerly known as real e s t a t e  
brokkr) , 

1015 ( f )  INFO8EGTIOK 3EP02TINf ON 
FEDERRL GOVERHMEK 
CONTRACTS 

4775 6E0V 18802, 9 N/G NOT RPPLICFIPLE - Clarifies the excep t io~s  t a  the 
reportino by federal aoencies t o  the IRS on 
government contracts. h e  California counterpart 
applies t o  s t a t e  contracts with s t a t e  atjencies and 
i s  unique t o  t h i ~  state. 

iGlE INFORWRTIDN REPORTING - 
F9ILURE TO SJTiY TIN BY 

4725 6676 18685.67 NOT RPPLICRPLE - TRYRG c l a r i f i e s  ruies relat ing t o  
the  reportinrj of TIN by dividend and r y a l t y  oaynrs 
t o  which Caiifornia has rever conforhieti. DIViDEh!D RND ROYALTY 

I1FtYEE 

1015 (hi ESTIMRTED TAX' OF PRIVRTE 
FWNDRTIONS FlND CERTAIH 
TRX EXEMFIT ORGANIZRTIONS 

715 6154 18682 25561 NOT RPPLICAELE - California pmvisions reuuir inj  
the oayment of estimated tax by corwrat ions is 
substantiall  different than federal law, TRMRR 
chanoes to  t X e federal prr?visiom do rnt apply, 

1015 ( i )  FIWARDING OF COURT COSTS 
CERTRIN FEE:. BY TEX 

COURT 

4865 7430 N/R N / A  NOT RICRBLE - Clarifies the urocedures and 
corrects cross reference. Cal iforn~a dcles not have 
a Tax Court. 

4880 7447 N/R N/P NU? WKICRELE - TFHilRR c la r i f i es  the manner ifi 
nhich the federal overnrent i s  t o  calculate the 
retirement pay of ?ax Court judges which has no 
Cal ifornla counterpart. 

1015 ( k )  RETIRED PRY 3F TAX CWRT 
JUDGES 

5455 760'3 18586. 7 N/R TECHNICRL - TMRR sakes technical chanoes t o  the 
duties of s m n e d  pties relating t o  €he 
suspension of the s atute  of limitations. 
California does use sumac1nseE but insteatj may 
subpoena the wmrds  of a third-party recordk.~eoer~ 

lOi5 (:I SPECIRi PROCEDURES FOR 
THI 6-MRTY SUMDNSES 

4830 621': 185E7 N/F; TECHNICGL - TWRR c l a r i f i e s  that i f  a deficiency 
notice has held open the s tatute  of limitations and 
that notice i s  later suspended, the s ta tu te  of 
l i ~ i t a t i o n s  b e ~ i n s  t o  run again at the date of the 
recision not ice. 



Pa e No. 19 
03715/09 

Technical and Uiscel l a ~ t u s  Revenue Af of 1988 
T l t l ~ s  I and I I  ITechnlcaJ brrectlons) 

, 
.Act Sert ion Sufiject 

1015 (q) E E f b l  REOUIfEKN W 
m m ,  STATMWT, OR 
LIST 

1015 (r) CERTRIN fGWMLE 
CREDIE TO BE RSSE55ED 
UNDER WICIENCY 

1015 (51 NOTICE W LIEN iY4 
PERSONW. PROPERTY 

1015 ( t )  EFFECT IF HONORING LEVY 

TAX-EXEMPT TlTE t!UfDINE 
COPDRRTIONS 

1016 ( b )  REPERL OF SECTION l6i18 OF 
TCIE REFORK KT RELRTING 
TO F! TRFiNSITION RULE FOR 
CUNTRIWTIONS 

1017 REFW DN FUELS NOT USED 
FOR TRXRBLE WRH3SES 

m 
Para IRC Ser. PIT Ser. EM: Sec, Ex~lar~atimr 

5409 6404 19131 L35801 CLERICRL - Corrects a drafting error, 

5404 6334 NIR N/FI CLERICRL - Corr~cts m s  references. 

5372 601 l 18493 NIR CLERIC& - Corrects a drafting error. 

5330 6201 18602 N/R NOT RPPLICRPLE - Move the provision f m  Sec. ,6201 
t o  *. 6211 &ich enables a taxpayer to  utilize 
the protest and appeal procedures on k i n  
assessed. California d m  not have a mun erpart to  
these refundable federal credits. 

S 
5391 6211 1859!. 1 25622.1 NOT FIPPiICF1BLE - Moves provision from Sec. 6201 t o  

Sec. 6211 thus allwing the taxpayer t o  utilize the 
orots t  and appeal proceduws u being assessed. 
California does not a l l c ~  c+i r s mtpar&:e to . 
these refundable federal c red~ts .  

5393 6213 185% 25667 NOT WFLICRBLE - California does not allow ordits 
to whirh this urnvision relates nor does California 
have a Tax hur t .  

3 9 9  6 9 3  N/R NIR NOT lXrFjLICABLE - Specifies imteractiw with a 
national lien filing systm. 

5403 6332 NIG N/R NO: RPPLICRFLE - b r w d s  ohrasinrj in this section. 

5415 6502 18586.5 3675 TECHNICR - Clarifies the t i r e  in which collection 
by levy flay occur. 

3055 501 NIFI 237!:lu TECHNICRL-Clarifies t hede f in i t i~no f  real 
property, eligible shareholder and their riohts for 
purposes gf  deterraining whether the corporafion 
ualifies for tax-execa t status. Rlxl clarifies; %C. 514 pmvision~ rerating to MI of disqualified 

halders, 

500 lM1BTM 86 NIR N i R  NOT WLICRBLE - Repea!s a m n d e  rule in the O€ 
TRR to which California never conformed relating to ~ 
contribntiorrs to the Univ of Texas and LSU h e r e  
athletic tickets wre invctlved. See explanation of 
kt Sec 6001 for discussion of new code chanoe. 1 

5413 M?7 NIR N/fi NOT APPLlCREkE - laites clerlcal and cmss reference 
I 

chan es t o  a section nh~ch has no counterpart in 
the &venue and Taxation Code sections administered ' I  
by the Franchise Tax Board. I 

TRRGETED JOBS CREDIT 5019 51 17053.7 23621 NGT WPLICRPLE - Rakes a clerical change to a cross , 
reference. California has i t s  cwn unique targeted 
obs credit with provisions which are substantially i different than the federal credit. 

M L T Y  FOR FRILURE TO 5421 6652( j )  N/R NIR NOT RPVLICRELE - Corrects a cmss reference in a i 
61VE WRITTEN NOTICE TO section which has no counterpart in the Revenue and 8 

CERTClIN SELLERS OF DIESEL Taxation Code sections adwinistered by the 
FUEL Franchise Tax bard. 

CREDIT FOR CERTFIIN USES 5010 3 N l G  HIR NOT RPPLIC9BLE - Corrects a c m s  reference i n  a 
OF GFISDtIN£ RHD SPECIRL section which has no California counterpart. 
FllELS 

REFWS OF GASOLINE USED, 5412 6421 NIR NIR EWT RWLICRFLE - Makes technicai and interrsl 
FOR CERTAIN PURPOSES numberin! changes in a section which has no 

coclnterpart in the Revenue ar~d Taxatiort Code 
sections administered by the Frawhise Tax Board. 



Paoe No. EQ 
03715/09 

Technical and Hiscellaneous Revenue k t  of 1988 
Titles I and I1 (Technical Corrections) 

rn 
Para IRE Set, PIT Sec. BM: Sec. k t  Section Subject Explarat ion I\ 

5416 6511 (h) K/R NIR NOT RPPLICAbtE - Rakes c m  reference chan e to a i P provision relating to gas tax credits or re unds 
nhich have no counterpart in the Revenue and 
Taxat ion Code sectiom administered by the 

I 

Franchise Tax Board. 

1017 ( c )  LIMITRTION ON CREDIT OR 
REFUND 

1017 (c) FRILURE TG OBEY SUMMONS 5434 7210 NIR Nlh NOT RPPLICFlBLE - bkes clerical crms reference 
correct ion. I 

NIR NIR 5452 7603 HOT FLPPLICABLE - Makes cross reference correction I 
in a section to nhich California does not conform. 

1017 (c) SERVICE CIF SUMONS 

5453 7604 NIR NIR NUT APnICRBLE - hkes cross reference corrections , 

in a section to nhich California doe5 not conform. 
1017 (c) ENFORCEMENT OF SUMMONS 

1017 (c) TIME FIND PUCE OF 
EXMINFITION IN W M N S  
PROCEEDIffi 

5454 7605 NIG NIR NUT WLICABLE - hkes c m s  reference correct ions 
in a sectinn to nhich California does not confowr. 

1017 (cl SPEC:RL PROCWRES FOR 
THI RD-PFIATY SlAWllOHSES 

5455 7609 10506.7 NIR NOT FIPPLICRELE - kkes c m s  reference correction 
in the section dealing with suronses to which 
California does not conform but California dM 
provide for a subpcena of third-party I 
recordkeepers. 

1017 (c)  FEES RNC COSTS FOR 
SUMMONSED W I TKSSES 

5456 7610 NIR NIR NOT WiICRELE - hkes cross reference correct ion 
in a section to nhich California does not conform, 

1018 CERTAIN PROCEEDS OF 
E W N E N T  RND LIFE 
INSilRRNCE CMTRRCTS 

505~1 72 17085 2427Z ?: TEMICRL - Corrects draft in errors and clarifies 
an excepticln to required dis!ributions for certa~r , annuity contracts nhich are qualified fundin! 
assets, 

role DEDUCTION FOP 
CDNTRIEUTIONS OF Rh' 
EWLOYER TO AN EMPLOYEES 
TRUST 

5121 404 1750: 246C1 CLERICRL - C~rrects a draftinq error. 

5134 4;7ie) 17%: Ni.9 CLER!CRL - Corrects a drafting error. lOlE DEFINITIONS Gh!D SPECIRL 
RULES FUR PURPOSES DF 
MINIMU% SURVIVOR RNNUI 3' 
RE!lUIREMENTS 

: 

5135 4!9(a! 17501 24601 CiERICRL - Corrects a cross reference, TRERTMENT OF FUNDED 
WELFRRE BENEFIT Pi f iNS 

1018 (b )  RCRS TRX-EXEMPT ENTITY 
LEASING RULES CLRRIFIU) 

1154 168 17254 24343,Z NOT FlPPLICFlBLE - California did not generally 
conform t o  KAS de wciat ion exce t with wspect to  
certain residentlar rental pro rry, lhese 
retroactive clarifications of A CRS rules are 
therefore not applicable for California, 

1018 (c) DEFINITIONS RNE SPECIRL 
RULES - MFlRKET DISCOUNT 
BONDS 

5267 1278 18151 24990 TEMBJICFIL - Clarifies that the electior, to include 
mrket discc~unt currently nil1 require a basis 
adjustwrct and expends the IRS regulatory authority - 
to ir~clude bonds the principal of which is paid in 
2 or mre payments. 

1018 ( d )  GOLDEN PRRACHUF PRYt4ENTS 1162 2806 17201 NIR TECHNICK - Provisions relating to shareholder 
approval of the pa nt have been modified tc? take 

inns are into amunt m n v o E o  pref. stock? regulat:. 
required and expands fhe saall buslrress exce~tion 1 

to lnclude domestic corp with foreign shareholders, 

11118 ( d )  TAXI% I L  ITY OF CORPORRr IM 
ON DISTRIBLTION 

845 511 NIG 24481 TELHNICRi - Ciarifies that except for certain 
distributions of appreciated pro~erty, no gain or , 
loss is recognized to a corporatiilri on a 
distribution that is w t  in complete liquidatinn o f  
stock, rights or property. 



Pa e No. 21 
03715/83 

T~rhniral and Mlsrellaneous Revenue Flct of 1988 
Tit!= I and I1 nerhniral Correctims) 

m 
Para IRC k. PIT Ser. BbC Ser, kt Section Subject 

1018 (dl EFFECT DF DISTRIEUTIDN OF 840 312 N/FI 24484 TEHICFIL-Cla r i f i~s tha t the ru lesunder th i s  
w t i o n  do rmt appl t o  a distribution of. a r, corporation's own o ligation. 

WRECIRTED PROPERTY DN 
IXIAWFWTE WRNIffiS (WD 
PROFITS 

1018 (d l  WIN OR LOSS RECDGNIZED 
ON PROPERTY DISTRIBUTED 

5104 336 N/R 24511 CLERICN - Corrertr a reference to an excentlon for 
liquidations whirfi are part of a reoqanizatimr. 

5iM 338 NIR 24519 MlRICRi - Corrects a rrorr reference in the 
ant i-avoidance rule to reflect 86 TW changes to  
subsection ( d l .  

805 351 17321 2 4 9 1  TECHNICAL - Clarifies the treatmnt of  transfers 
after 6120188 to a controlled rorprat  ion d m  such 
transfer nas oartially or who11 granted 
mrmgn i t i nn  of gain t r ea t aed  

1010 td) DIBTFIIBLTIDN Of STOCK RNG BO(r 355(ci YICI 24553 TECHNIC& - Clarifies the taxability of th9 
mr~oration on distrubution by requiring gain (but 
not loss) t o  be  re^, nized b the distrubutor of 
propert other than ?he s t m l  and securities af a 
contmlled corporation that i s  not under a plan of 
reorg. 

SECURITIES OF FI 
C[MTRI#IED CDRFUWlTION 

BRSIS m DISIWUTEES . BOO 3 3  173?1 24541 

t#NRECDGN!TIDN OF GRIN OR 800 361 17321 2455 1 

TECHNICRi - Clarifies that m gain i s  recognired on 
the distribut i.on of quaiified property which 
includes stock, rights, obliqatiorh o f  the 
distributing corporation or the forgoing i t s  of 
another corpration which i s  a party to the 
reorganization. 

TEWICRL - Modifies the rules for nonrecognition 
by a transferor ccirpclration that 15 a party to a 
reorganization tcl apply to stock for propertv, 
rules for reco nition of gain to the extent ef  
' h t U  and tha? no 11xs f m  the m r p  exchanoe is 
recogni zed 

TECMIW - Clarifies the definition of ouaiified 
payrnent tcl a desi nated settlement fund requires 
that the establidnent of the fund orD\etely 
extinguish the taxpayer's tort liability and that 
earninos in the account are subject to current 
taxat ion ,  

NOT NPLICRBiE - Corrects a c m s  reference. 

E S  I WTED ' SETiEHEVT 2560 468E 17512 N/C 
FUNDS - YERR DF WKlCTIDN 

MFINITiON O= RES;DEKT 5451 77111 (h i  ( 5 )  17024,5(b! N/R 
/LIEN AND NONRESIDENT (11 
FH-IEN 

T W E R S  bETWEEN SPOGSES 5138 425 1755 1 NIR 
OR IKIDEh'T TO DIVORCE 

TECHNICRL - Clarifies that the term disposition 
d o e s  not include certain tramfers of pmlrperty 
between spouses or transfern incident to divorce. 

I 

NOT W I W  - California speriflcally never 
adopted rules for nclnresident aliens. b i n  will be 
taxed on transfers of prooerty betneen spouses for 
transfers to a former spouse incident to a divwce 
when that spoluse i s  a nonresident alien. I 

CLERICAL - Corrects a cross reference. I 
t 

PERIOD OF LIHITFITIONS FW 5395 6229 N/G N/R 
HlN6 KSESSXNTS 

NOT RPPLICRBLE - Clarifies the ability to  extend 
the statute by agreement Setneeti the oartner avc 
the Secretary of the Treasury for it- which 
become rcln~artnership items, Ca! ifornia has mt 
conformed to the administrative omceedincs 
~rovi  sions. 



Paoe No. 22 
03715189 

Technical and Hiscellaneous Revenue kt of 1988 
Titles I and I1 (Technical Corrections) 

m 
k t  Section Subject Para IRE Sec. PIT Sec. ECC Sec. Explanat ion 

' ,  
I 

N/R NOT APPLICABLE - Corrects a drafting error. 1018 (01 RDDITIWL WINISTRRTIVE 53% 6230 N/R 
PROVISIONS RELRTING TO 

1018 (p) TRXRTICW OF REGULATED 5196 852 17145 
1)IWESTIQNT m I E S  FWD 

'THEIR WREHOLDERS 

23609.5 CLERICRL - Corrects a cross reference to the I 

Federal Fmd, Drug, and b w t i c  Act. I 

23251 TEMICAL - Clarifies the qualification for 
diversification for purposes of the tax-free , 
reorganization rules can be laet throutjh stock i 
holdings in a RIC, REIT, or diversified investment 
mpany. 

1010 (q) O W N  DRffi CREDIT 5007 28 17057. 

1018 (q) DEFINITIONS RELRTING TO 820 368(a) N/R 
WRPURRTE REORGMI ZRTIONS 

T4X TREG3ENT OF STRIPPED 915 128.5 
ms 

TECHNIWL - Clarifies the rules for determining the 
arount of ori inal issue diwount (OID) that is 
allocable to $MIS *hi& have had their mupons 
seperately sold (stripped) hen the bonds are 
tax-exenpt, See also CCH 3825. , 

I 

CLERICK - Corrects cross reference. 

CLERICAL - Corwcts drafting errors. 
S CORPURGTION DEFINED 5276 1361 

WNTRIEUTIUNS BY EHKOYER 336 106 
TO RCCIDEKT W D  HERLTH 
PLRNS 

TECHNICRL - Clarifies the definition of a cafeteria 
plan to exclude certain deferred mpensation planc 
of a rural electric cooperative plan. 

CLERICAL - Corrects internal section nunherin! and 
a drafting error. -- 

CLERICGL - Corrects a cross reference. 

TRXAEILITY OF BENEFICIFIRY 51 19 402 
W EWLOYEES' T!?J&T 

IND IVIDUR? RET! REHEN: 5125 M 8  
KCDUNTS 

TECHNICRL - Clarifies the voting riohts for I 

employer stock in an ESOP relatin! to the pass-thru 
of rights on major changes to the corporation 
(i .  e. ! meroers, etc. 1. 

WFILIFICATIONS FOR TRX' 1618 409 
CREDIT EMPLOYEE STOCK 
WJNERSiiIP PLRNS 

CLERICGL - Corrects a draftin! error relatino to 
restrict ions on certain mandatory distributions. 

WIKIMLK VESTING STRNDRRDS 5128 411 N/R 

NIR DEFINITION IWD SPECIRL i405 414 
RULES FOR TRX' SHELTERED 
PWNUITIES 

TECHNICAL - Clarifies that tax sheltet~d annuities 
are subject to the rules for taxation of 
distributions nursuant to qualified darnestic 
wlat ior~s orders (LZDROs). 

CLERICAL - Corrects a drafting error in internal 
nubering of subsect~nn ( k ) .  

- 

LIHITRTIONS ON BENEFITS 5132 415(kj 
ND CONTR:Eh71 ON UNDER 
W I F I E D  PLRNS 

CLERICRL - Corrects a drafting error reiatinq to 
the special rule for collective bargained and 
enployee pay-all plans. 

lWRLIFIED RSSET RCCWNT 51ZL 419R 
LIRITRTIOk ON RDDITIONS 

TO FlCCDUNT 

CLERICRL - Corrects cross referencino. UNREUTED BUSINESS 5159 512 
TRXRBLE INCORE 

TECHNICRL - Clarifies the n o n m  nition of  gain on % sale of employer securities to ES it or worker+ner' 
rocperat ive, determinino ~hether a participant is , 
25% shareholder and corrects cross references arrd 
drafting errors, 

SRLES OF STOCH TO ESOP OR 1584 1042 
CERTRIN COOPERATIVES 



Technical and Miscel laneous Revenue kt of 19B0 
Titles I and 11 (Terhnirai Corrertiom) 

m 
Para IRC 5ec. PIT k. B4C Sec. Explanat ion Rct Section Subject 

1010 Iul EQERIlTIDN SKIPPING 
TRMEEfi TRX 

5064 164 17201 '2435 CLERICAL - Corrects a draf t ing e r r o r  IT? t h e  
rovision Mich denies a deductior~ a!i a tan for the b T tax imposed on illcore dis tr ibut lgns.  

5095 200F 17201 24349.! W R I W  - Corrects draf t ing error i n  referenre. lOlE ( u )  RECAPTUR OF EXCESS 
DEPRECI4TlON ON LISTED 

. m m  
I 

5144 453 17551 24667 CLERlCR; - Corrests g r a m r  of subsection (f). 4 1016 (u) DEFINITION F WTU) 
PERSON FOR INSTALLENT 
SRLEPUIBOSEEi 

5156 501 NIR 23706 CLERICRL - h r r e c t s  cap i ta l i za t ion  a t  t h e  be inning 
of the scntenms of paragraphs (cllll and (2%. 

5200RT7 17740 24413 CLERICFIL - kk y a u a t i r a l  change i n  definition 
of capital gain dividend. 

5246 1016 18036 24916 CLERICRL - El i d n a t ~  won reference to dmletr 
section, wnurbers s u k t  ion la) and corrects a 
cross refererm in (a) (24). 

5265 1276 18151 24990 CLERICAL - Corrects drafting e r r r ~ r s  in internal  
sect ior~ nwrberlng and punctuation. 

1010 ( u )  DEFERRRL DF INTEREST 
DEDUCTION UDCRRLE TO 

/' '\ ' \ 
FlCCRLlED MRKET DISCWNT 

522, 1277 1E151 24390 CLERICRL - Corrects punct uat ]on. 

,dl0 (u) PRSSIM FOREIGN 
I M S M  m y  

5274 12% NIR NIR NOT MICABLE - Clerical punctl~ation char_oe. 

5385 6051 NIR NIR NOT RPPLICRBLE - Corrects punctuation. 

I 
1 1010 ( u I  STATUTE Gf LIRITRTION DN 

CUIM FOR REFUND OR 
CREDIT FOR TRX ON PRIVRTE 

541G 6511 ( f )  19053 26(i7:. NOT MICAFLE - California d c e ~  not impose an 
excise tax on private fo~lndations. 

1018 ( u )  WCTIDNS ON UELFRRE 
I BENEFIT NNDS 

1755 6652 ' 18663 255'23 HOT RPPLICAELE - Tinis TRNRFI ?mvision statec- tha t  
t h ~  ~ n c i s e  tax or1 etnclloye~s navir~g a dlscr im~natory 
employee benefit plan i s  in  additlon t e  ar:y other 
tax i n  osed. California has not conformed t o  the  

' im,msi i=' icln of these excise taxes. 

lOi8 (u) TAX INCENTIVES ELATING 
TO ERCWlNT KQRINE 
WITFY. CONSTRUCTION 

5447 7518 NIR NIR HOT WLICRBLE - Corrects a crms reference in a 
section t o  which California d o e s  not confortn. 

1018 ( u )  RESTRICTIONS DN CHURCti 
TIlX INWIRIES RND 
EXMIHFITIDNS 

5457 7611 N/R NIR NOT BPPLICFBLE - Corrects a draf t ing e r ror  ir! a 
section to nhich California does not conform. 

5462 7703(b) 17021.5 N/R CLERICRL - Corrects a c m s  reference t n  the 
definition of the p r i m i  1. place of abode of a 
child ~ i t h i o  t h i s  clefiniron. 

5468 7872 17024.5(a) 24993 CLERICAL - Corrects internal sect ion numberinc. 
(3) 

1018 (u) TRERTENT DF LORNS WITH 
BELWCSICIRKET INTEREST 

i.-3 RRES 

ESTIWITED TFlX FIWTIES 
I VED 

720 6655 *RCT* NIR 25951 SUESTWIVE - For corporations or other taxpayers 
subject to  Sec, 6655 penalties for  underoayment o f  
estiaated tax wlll be naived ni th r e s w c t  t o  a y  
period before 4/16/83 t o  the extent the 
underpaywnts was the result of T i t l es  I I i  of 
TMUQ. 



Technical and Niscel l a m u s  Revenue kt of 1988 
Titles I and I1 (Technical Corrections) 

CCH 
k t  Section Subject Para IRC Sec, PIT Sec. BCC Sec. ~ x ~ l a r i t  ion 

i 

1017 (b) WIVER OF ESTIWTED TRX 442 6654 %T* 18682 25954 SUBSTWIVE - fl noncode provision which naives the 
W T I E S  tF t of =tirated tax due 

~~ky$~;1!%? e extent the result of Tltle I 
or Title I1 of TMRR. 

2001 (c )  .RDJUSTKNTS IN CWUTING 5022 NIR N l f l  NOT NPLICMLE - TFYlRCl rovides that the 
FlLTERNFlTIVE HINIMUM % ( f )  (2) (B environental tax paid g y corporatiom 1s not an 
TFlXABLE INCM ad'ustlent for purposes of determining the 

a1 ! ernative minl~ur taxable incore of a 
corporation, California does not i~pose an 
envlronaental tax. 

2001 (c) RJVIR(3NldENTFIL TAX IMPOSED 4 9 5  59R NIR NIR NOT IIPPLICWE - California does not impose an 
BY SUPERFUND REVENUE RCT excise tax on corporatiom called an enviromiental 
OF 1986 DOES NOT WLY TO tax. The federal provision provides a fundin 
RIC OR REIT 

Superfund Revenue k t .  
a rechanisl for envirorwental clean up under t e 

2001 (dl LEAKING UNDERGRWND 4400 6416 NIR NIR NOT RPPLICRBLE - The rovisiom of the Revenue and 
STORaE TM TRUST FMD Taxation Code adninisfered by the Franchise Tar 
TRX bard do not contain any provisiom imposing excise 

taxer; on diesel fuel. 

2001 i d )  LEN 1% UNDERGROUND 4400 6421 NIR NIR NOT WLICFIBLE - The rovisiom of the Revenue and 
STORME TRNK TRUST FUND Taxat ion Code adminisfered by the Franchise Tax 
TRX Board do not contain any provisiom impin! an 

excise tax on gasoline. 

2M1 (dl LERKING UNDERGRDUND 4400 6427 NIR NIG NOT WPLICABLE - The wvisiom of the Revenue and 
STORRGE TRNE TRUST FUND Taxation Code adminis .ere6 by the Franchise Tax 
TRX 

P 
Board do not contain any provisions imposing an 
excise tax on fuels. 

2003 (a)  TRX EXEMPT STRTUS OF 
RURRL MUTURL OR 
COOPEWTI VE TELEPHONE WD 
ELECTRIC CWFINIES 

21x14 (a)  DEFINITION OF INTEREST 
RND SPECIRL RULES 

2004 (tij DEFIKITIDN OF DLiGLlFIEi 
HDUSING INTEREST FOR 
PURPOSE5 ZF THE 
RLTERNRTIVE MINIMUK TRX 

2004 ( d l  INSTRiiME?.!f SRLES - 
TWRTMEh? OF SFllES BY 
DEFILERS 

2004 ( d l  INSTRUMEN: SRLES BY 
NONMRLERS OF REAL 
PROPERTY 

2004 (el LIHITRTION ON FLWWNTS 
HID BY PERSONRi SERVICE 
WRWRGTIONS TO 
EMPLOYEE-WNERS 

2004 (el TIERED STRUCTURE RULES 
RELRTIK TO ELECTION OF 
TRX YERR OTHER THRN 
C i l i i N D E R  YEAR 

3 8 6 5  311 (c) (12)  N/R NIR NOT' WLICflBLE - California has never enacted a 
counterpart to Sec. 501 (c) (12) uhich pants tar  
exewpt status to benevolent 1 ife insurance 
asmciations, mutual ditch or irriqation 
com anies, taut ual or cooperative telephon~ cwpanies 
or Pike organizat ions 

506.2 163 17201 24344 , CLERICRL - Redenumbers paraoram ( h )  (6) to ( h )  ( 5 ) .  

5c1?2 56 17062 23400 NOT RPPLICRBLE - California has m6 conformed 60 

the changes made in the definition of qualified 
residence interest deductible for purposes of the 
m y l a r  tax made by the 1787 Revenue Rct to which 
these TMRR technical changes relate. 

2 3 5  453 1755 1 24607 NOT WPLICRBLE - California has not conformed to 
the 1987 Revenue Rct provisions t a  nhich the TRHRR 
technical changes; relate. 

2290 4 5 3  1755 1 24667 HOT RPPLICRELE - California has not conformed nith 
the chanoes nade by the 1787 Revenue kt relatiny! 
to instarlnent sales of real property by nondealers 
and the repeal of the proportionate d isa l lwnce 
rules. 

5097 2MH K i G  N/P NOT WLICRBLE - California has m t  conformed to 
the enactment of t h m  limitations which apply &en 
the personal service corporation elects a.tax year 
other than the calendar ear. TMRR technical r changes are therefore no applicabie. 

2270 444 17551 24637 TEWICRL - Under 87 Revenue k t  the election of ',< 
fiscal year can not be made i f  the pass-thru entity 
i s  part of a tiered structure. TRMRR c!arifies the 
rules relat inn tit FY terminat ion upon becoming part 
of a tiered sfructure and ather related rules. 



Technical and Uixellaneous Revenue kt of lW 
, Titles I and !I (Technical Correct ions) 

IXH 
Para IK 5ec. PIT Sec. BtC Sec. Explanation dct w t i m  Sub ject 

Z75 7519 t( /R NI4 f f l T  RPPLICABLE - California did not conform to the 
requirement for making payments for the election of 
a tax year other than a calendar year. 

TCIXWYERS ELECTING YERR 
DMER T I M  C U M M R  YEFlR 

1166 7704 N/R N/A NOT WQLICFIBLE - California has not m f d  to 
the 1987 Revenue Flct provision hi& treats certain 
publicly traded partnersh~ps as prporations and 
not as partnershi . TRnRFl technical changes are F therefore not app  table. 

2245 459 17561 (d l  24692(e) TECMICFIL - Codifies leqislative history dealinn , 

with sus nded losses fror ~ u b l i c l ~  traded 
p a r t n e d p  provisions to  Aich Cilifornia 
conformed statin that suspended losses may no€ fr 
deducted u n t i l  tffe taxpayer disposes of t t n t  
entire interest. 

23735 SLETCWTIVE - Incm fm debt-fi& froperty is' 
treated as IIBTI t o  taw-exerpt partners. ,xceptlom 
are d e  *hen a1 1 partners are tax-exempt. Cllw, 
regulations are to deal with the interaction of 
these rules and rules for substantial econmir 
effect. 

2004 (+I) P(IRTMRSHIP U R T I D N S  - 
DEBT FINRNCR) REAL 
PROPErn 

TECMICFIL - Clarifies that income .(and basis of 
stmk in the distributing corporation) of 20 
percent m~rpc~rate shareholders inc!udes redemptions 
by the distributing corporation of i t s  stock. 

TECHNICRL - Corrects, the word 'ofn to "frorrH in the 
provision relat ing to the. treataent of  .certain 
intragmup transactions. 

T E C M I C A  - Clarifies the sect ion to provide that 
nonreco nition of gain nil: wit. apply for certain 
mrpora?e spinaff distributions of stair and 
securities within 5 years of having acquired 
control of the control led ' mrwrat ion. 

KT FPPLICABLE - Hakes technical cross reference 
change to the section dealing with the federal 
alternative t a r  flor cor ljratluns to which P California does not con orm, 

SUESTCWTIVE - Rules limit in! an acquiring 
corporat :on1 s use of i t s  pre-acquision losses 
ajainst t h ~  acquired corporation's net built-in 
gains are broadened to apply as well .when the 
acquirino corp has built-in gains and the acquired 
corprat ion had loss. 

TECHXICN - Clarifies that a C corporation *ich 
was a' member of an affi 1 iated group using the LIFO 
sethod that subsequent! elects S status i s  the r only corporation subjec to t h ~  recapture rule and 
not the a7fiiiated group as a hole .  

NOT QPPLICRBLE - California did not confom to the 
substantial changes mde to corporate estimated tax . 
provisions by the 1987 Revenue Act. 

DISTRIBUTIM BY 20 
PERCENT CORWRClTE 
WEHOLDER 

2004 (kl REDUCE TRX CWOIDRF(CE DF( 
DiSTRIEUTiDN OF S T X K  FLND 
SECURITiES BY R 

2 5 5  1201 NIR 2(X14 ( 1 )  TYTERWTIVE TQX FOR 
CORPORAT: M S  

2 ~ 4  (1) CUPORATE KQ'CIISITIONS - 
LIMITS USE OF -- 

PE-RC~:S!?IO?I LOSSES TO 
OFFSET GRINS 

2004 ( n )  RECAPTURE OF LIFO M W N T  
llWN S ELECTION BY EMBER 

2004 ( r )  ESTIMTED TAX OF PRIMTE 
FOlMDFlTIDNS IWD CERTFIIN 
TAX EXEMPT ORGFINIZRTIONS 

N/R NOT FlPPLICABLE - The provisions of the Revenue and 
Taxat ion Code administered by the Franchise Tax 
Poard do  not contain any provisions impnsin_o a tax 
on aviation fuel. 

L W  (5) LERKING LWRGRUUND 
- STORAGE TFINK TRUST FUND 
' '\, TAX 
.-' 

24601 TECHNICRL - Mcdifies the rules for a! regation of 4 ulans maintained by more than one eplo oyer, the 
overall deduction limit is conformed to the rule 
allowing deductions up to the unfunded current 
liab, and de1ett.r: an obsolete part of the funding 
standards, 



Paoe No. 26 
03715/89 

k t  Section Subject 

Technical and Pliscel laneous Revenue Rct of 1988 
Titles I and I1 (Technical Correctiom) 

CCH 
Para IRCSec. PITSec. BBCSec. Explanation 

2003 CIINIMM FLNDlNG STMDFIRDS 5129 412 17501 N/R TECHNIC& - hrwcts the date beginning d a t e  
FOR COLLECTIVELY contained in the section. I 
BClRGRINED PLFlFlS 

2005 PENSION PLAN DEFINITI(3N 1355 414 17501 N/R TECHNIW - h i d e s  that excess plan assets a r e  to i 
FYB) RUES be allocated rtionateiy aong the plam that 1 

have been .put!% within a controlled rous of 9 corporations. Rules are provided for s i  uations 
involving corporations not or igir~l ly part o f  the 1 
plan, I 


