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PREFACE

This report is Volume I of a two-volume series released by
the Assembly Revenue and Taxation Committee,on the Bank and
Corporation Tax. Volume I provides an overview of the tax, in-
cluding its fiscal effects and taxpayer incidence, an analysis
of the major areas of difference between state and federal law,
and an indepth analysis of 4 subjects: carryover/carryback of
net operating losses, graduated tax rates investment tax credit,
and "Subchapter S" treatment for small business corporations.
Each of the latter analyses contains a detailed history of and
rationale for the federal law and an explanation of that law,
the fiscal implications of state conformity, and discussion of
advantages, problems and policy issues associated with conformity.

(Volume II provides an exhaustive analysis of the "unitary
method" of apportioning corporate income for California tax pur-
poses.)

This report results from the work of several people. Kevin
Bacon of the Assembly Office of Research wrote Chapters 3 through
6, to which the staff of the Franchise Tax Board contributed the
fiscal estimates and some of the policy comments. The FTB
staff also wrote Chapter 2 and provided some background materials
incorporated by committee staff into Chapter 1. The report was
prepared by Bob Leland of the Assembly Revenue and Taxation

Committee staff.



CHAPTER 1

BACKGROUND AND BRIEF DESCRIPTION
OF THE
BANK AND CORPORATION TAX

-8 ummary

California is one of 46 states imposing net income taxes on

corporations. Every bank and corporation doing business in this

state with certain exceptions is subject to a franchise tax of
e 9.6 percent measured by its NET income, or $200, whichever is

greater, beginning in 1980.* (For a comparison to the tax

rates of other states, see Table I.)

@

Banks and financial institutions are also subject to a
special tax rate, which is in lieu of personal property taxes

and local business license taxes. For 1980, the bank tax rate

will be 11.6%; for 1981 the rate will be 2% higher than the
general rate for other corporations. For 1982 and thereafter,

the rate will be based on the personal property tax and business

@

license taxes paid by other corporations, but cannot exceed 12%.
If the tax computed is less than $200, the tax will be $200.x -
As shown in Table II, it is estimated that California will
o receive $2.64 billion in revenue from this tax source in 1979-80,
This makes the Bank and Corporation Tax the state's third leading
revenue producer, behind the sales and personal income taxes,
o accounting for 16.1% of General Fund revenues. All of the rate

increases in the tax since 1968 have been to produce revenue for

* For 1981 the rate could range between 9.6% and 9.4%,
depending on corporation tax collections. For 1982, the rate
could range between 9.6% and 9.35%, depending on corporate tax
collections and for 1983 and thereafter, the rate could range
between 9.6% and 9.3% depending on corporate tax collection=.

E
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TABLE 1

RANGE OF STATE CORPORATE INCOME TAX RATES*
As of January 1, 1978

Siote o7 Yex rate} Federe! incoms Siase or Tax ratel Federal income
orher jurisdiction (peveent) tex dechactible wiher jurisdicsion {percent) tax deductible
Alabame............ : ¢ {ac)
- Businets corporations......... $ B
Banks & Financial corps. ..... [ ]
Alwshs. ............... ”. e :?m)

Business corporations......... 3.40s} ves

Banks & financial corpe. ...... e 3
Arome. . ....ooiiinln vprenirs @ «B

$0 to §1.000 . 23 A

Dreer $6,000 8.7 Busivess corporstions. . $ :
Arligweas .. ... .. Banks & trust companies 7 : !

$5 10 $3,000 H Moateme. .. ... 6.35(n) C e

Over 525,000 L&) Nebvasks ....... .. . wev
Callfornia.............. . $6 10 $25.000 .. 4o)

Business COrporations. .. . 31 Over 350600 .. 44240}

Banks & financial corps. . -1 3d) Few Hammpulire &p) se
Colownde .............. 5 Kew Jovsey . .. 1.5q) s
Connertivwt . e} Wew Benbes .. ....... .. . ven
Delawsre ... 8.7 Businzss corporstions. .. 3
Florida .. N Banks & finsncial insts .. 6(¢)

Georgia . .. & ves Mew Verk......o.... e ..
Howall ... .. oot e Business corporations. . . 10(s)
Business corporations: Banks & financil corps. .. 0]
0w SBO0.............. 5.8} Worth Covaline .......... .. -
Ower $25.000 ....... .. 6.438(2) Business corporations. . .. 6

Benks & Ginencia) corps . 507 Building & ioan assocs. . 7.5
!&gbo ................. . 6.5(h) aen Korth Dukots . ......... *
Eilinoks. . . L] . Business corporstions:

& ‘s $0ee$3B00. ... ... )
@ B‘Ovnm ‘s;smo‘.!. ...... . g(u;m
: inanciel corps. V]
5010 525000 .............. 6 : w
(5 4{w)
B(2Kw)
b1 4
84 7.5(x)
A5 10.5
A B(y)
&)
Business corporations. . 6
TOAn BSSOCE. ... ...uaa... 4.5(k) Bamks . ............ 4.5
Kentucky ....... Financial associations 8

50 10 $25.000 4 South Daketa .......... *

Over $25.060 5.8(2) Banks & financial corps, 5.5
Lowigiane ....... * Tennessee .. 6

3 w0 $25.000 4 Utah .. .... 4{aa)

chr §$200.000 S Vermont ........

Maine .. ........ $0 10 210.600 .. S(ab

$06 10 £25,000 Over $250.800 . 7.5(4Kab)

Cver $25.000 %2 Visginia....... 6
Pherviand ... .. 7 Weit Vieginia 6
Massachusetts ... ., Wistonein..... .

Business corporstions. . .. 9.4962(1) 30 1 $3.000 . .. 23

Banks & trust companies. . 1254 Over 36000 . 7.7

Urility corporations .......... 6.5 Dist.efCal........ooioia L. Hab)

*Piepared by the Federation of Tax Administrators onthe basis of
kegisiation enscied a1 1977 sezsions.

{Figure in parembeses is number of steps from Jowest 10 highest tax
rala.
{a) Plus a surcharge of 4 percent of taxable income: the state
surcharge exemption follows the federal surcharge exempiion.

{5} Banks apd other financial institutions are subject to a license

Bz, ..
{3 Minimum 1ax is $200.

{q} This is the corporation business franchise tax rate, plus a net
worth 1ax 5t millage rates ranging from 2 mills 100.2 mill; Mimmum tax
is $250 Corporaiions not subject 1o the franchise tax are subject toa
7.25 peresnt income X, .

{ry Blisimum tax is $100.

§s) Or $250: 1.78 mills per dollar of capital; or 10 percent of 30
percent o net income plus salaries and other compensation to officers
and stackholders owning more than 3 percent of the issued capital stock
less 515000 and any net loss, if any of these is greater than the tax

{d} Rate adjusted annuaily: maximurm, 13 pereent ni .9
percemi; minimum tax i3 $200,

fe}  Or §.31 mills per dollar (maximum 5100.000) of capital stock
and surplus, or 350, whichever i greater.

{f}  An exemption of $5,000 s a¥owed.

(g} Taxes capital gains at 3.08 percent.

{h} An additional x of 310 is imposed on each return.

(i} Consists of 3 percent hasic rate plus & 3 percent supplemental
X,

4y Fifiy percent of federal income 1ax dedurtible,

(k) Plus 3 surax of 225 percent of maxable income in cacess of
$25.000.

{i} Rateinciudes a 14 percem suriax, a3 does the following: 2 tax
of 32.80 per 31,000 on 1axable tangible property (o7 net worth aliocable
1o siaiz. for imangible propenty corporations) Minimum tax of $228
including sunax. Corporsiions engaped cxclusively in interstate.or
{oreign commeree are taxed at § pereent of mel income and are not
subject 1o surtax. .

fm} Minimum tax iz 5100,

{n}  Minimum tax 18 $50; for smali business corporations, $10.

fa) Twemy-Dive and 2.9 percent of individual income 1ax rate,
deiermincd annually by siate board of Lzation and
wnposed on net 1axable income.

ipt Business profits tax imposed en both corporstions and
unincorporated business.

4 an net .

4t} Minirnum tax 15 3250 or 1.6 mills per dollar of capinal siock;
for savings institutions, the minimum tax is $250 or 2 percent of interest
credued to depositons in preceding vear. A 30 percent surcharge, less
$50.000. » imposed on 1978 1ax years.

{u} In addition 10 the tax shown, imposes a privilege tax of 1
prrcent on income in excess of $2.000 on corporations not subject 1o
personal propeny (or in hieu) taxes.

§v} Slinimum tax iz $50; plus an additional 2 percent 1ax.

{wi O 5 mills times the value of the taxpayer's issued and
outstzanding shares of siock sadetermined sccording to the tatal value of
capital swepluy. undivided profns, and reserves; minimum tax $50.

&} Minimud 2x s $10.

£y} ©Or. for business corporations, the tax is 40 cemts per $100 of
corporaie excess. if greater ihan the tax compuied on net income. For
benks. i a presier taxn results, the aliernative (ax is $2.50 per 510000 of
capital stack; minimum tax i 3100,

g2} Blinimum tax is $200 per authorized location.

{sa} RBlinvnum tax i §25.

€ab} Minimum tax 1 550,

{2¢) Michigan imposes 8 single business 1ax {(someiimes described
a3 3 business aciovities tax or value added tax) of 2.35 percent onthe sum
of federat 12xsble income of the business, compensation paid to
employers. dividends., interest, and royahties paid. and other items.

Sources Book of the States, 1978-1979, The Council of State

Governments. Lexington, Kentucky. p.312



TABLE II

HISTORY OF BANK AND CORPORATION TAX

REVENUES AND TAX RATES, 1936-1980

Income Year Rate

Minimum Tax Paid

Revenue
(in millions)

1980 (est.)
1979 (est.)
1978
1977
1976
1975
1974
1973
1972
1971
1970
1969
1968
1967
1966
1965
1964
1963
1962
1961
1960
1959
1958
1957
1956
1955
1954
1983
1952
1951
1950
1949
1948
1947
1946
1945
1944
1943
1942
1941
1940
1939
1938
1937
1336

.6%

.
(=3

s 6 s 8 s e e e
[V RV, RO N RV VRS R )
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*Includes corporation franchise tax and corporation income tax
on banks and corporations, except for years 1936-18%45, which do

$200

200
200
200
200
200
200
200
200
100
100
1060
100
lo0
100
100
100
100
100
100
100
100
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25
25

$2,640
2,370
2,082
1,642
1,287
1,254
1,057
866
663
532
587
592
577
453
436
416
405
311
291
273
241
174
174
167
157
133
125
119
120
98

74

76

69

59

56

48

57

63

54

34

20

16

15

19

16

not include figures for bank tax or corporation income tax.

Source: Governor's Budget, 1979 and 1980 figures from Department

of Finance's May 1978 Revise

g&
-
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state funding of the business inventory exemption. The table
shows the tax rate and revenue history since 1936.

Who Pays The Tax

The distribution of the corporation tax base by industry for
the 1976 income year, as estimated by the Department of Finance,
appears in Table III. The largest share is manufacturing, at
36.4 percent, followed by retail and wholesale trade at 20.8
percent, banks and savings and loans 10.l1 percent, services
8.0 percent, utilities 7.6 percent; real estate, insurers
and other financials 6.7 percent, mining and oil production
5.8 percent, construction 3.4 percent, and agriculture 1.4
percent. These figures constitute taxable income and are there=-

fore net of any losses.

TABLE III

Taxable Corporate Profits in California *
{In millions)

1917 1978
1976 Percent Percent
Industry Actual Preliminary change Estimated change
Agriculture ... et bt bt aee e $289 $293 14 $313 6.8
Mining and 0il production ............coooivieoeeeeeeeeeeeree e, 1,388 1,150 - 17.1 1,317 4.5
CONSLIUCTION ...t e eeseees sttt 549 738 344 758 27
Manufacturing SO S OO ST OS OO U OISR 5,463 6,579 204 8,225 50
TrAAC et 3,301 4,095 24.1 4,686 14.4
BOIVICE crveoee et e e es e 1,190 1,454 25.5 1,808 210
Financials subject t0 the Bank 1aX ....c.cccwecrrirreeioecemonmramenensssses s snconns 1,304 2,008 54.0 2,270 13.0
Real estate and other financials ....... . . 946 1,294 36.8 1,483 14.6
UHHUES oo e et seean e ere s 973 1,178 211 1,710 452
TOLAIS et sae s i $15,403 $18,829 222 $22,570 19.9

* These figures represent income of corporations with accounting periods ending from August of the year shown through July of the following year.

This method of reporting approximates the federal system of reporting corporate profits in the ycar earned.

Source: 1979-80 Governor's Budget, p.A-101
Table IV shows 184,326 total franchise tax returns filed by
banks and general corporations for 1976. Returns with taxable
State net incomes totaled 113,614, constituting $14.8 billion in

total net income and nearly $1.4 billion in self-assessed franchise

taxes.
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35,5300, 103
116,960,966
599,021,912
$1:375:779,435
$19390,238,310
1977

Figures in the
108

STATE

~2¢891,881,640
=Z,891: 8815640

i

[

&

4

7

g

2

7

o

3

7

5

0

&

7

$14,807,759,683
$11:915:,878,043

Dt HO OOt DD e
Ot OGN O edND
of PV O NS 0§D
L - s e o LR N )
D e e
[l sl & A 4
[l STt e T o2 o
a men e
@ OO0
(AR R 1= 1 oY

FEDERAL
~5 090, 294,600

INCOME REPORTED FOR TAXAT]ION
=2 U590, £94.:5600
g
2
3
0
3
2
3

1976 Income Year

Franchise Tax Board's

Annual Report, p.

»
s

2+119,193,343
34207+ 768,537
$102,382,859,818
$97:292,565,210

Source

DO P OO
ONDOM OO0 Mdnm
D ek O O
PO ERD BEGED Sme ee

TG NN Nedededod

NUMBER
OF

RETURNS

TUy 712

113,614
18445326

TABLE IV
Bank end Corporation Franchise Tax Siatistics
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column headed "Number of Returns” include (a) approximately 904 corporations

which have changed their income years and filed "short-period” returns and
(b) approximately 22 mergers and consolidations occurring during the income

Corporations sustaining losses and those which "broke even'” (mostly inactive
year, a return for each surviving corporation and one for each of the diascived

corporations and cooperatives) are included in this table.

i;iﬁﬁg TGT&«LS'O!OQC
corporations.
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Just over 54,000 corporations reported State net losses of
$2.9 billion, down from the previous year's $3.3 billion.
Another 16,000 corporations reported no State net income or loss
(cooperatives and inactive corporations). Taxes shown for these
corporations represent the $200 minimum and any preference tax
liability.

Table IV also indicates the degree of concentration of
very high State net incomes among a few corporations. Corpora=-
tions reporting $1 million or more in State net income accounted
for less than one percent of all returns filed, but made up nearly
70 percent of total State net income and taxes assessed. On the
other hand, corporations with less than $50,000 in State net
income comprised 88 percent of all returns filed, but only eight
percent of total State net income and taxes assessed.

There is no clear-cut answer, however, to the question of

who ultimately pays the tax: corporation or consumer., Of

course the corporation may recoup up to half of the tax from

the federal government, by virtue of the deductibility of the

state tax. Beyond that, it is assumed that a merchant or manu-
facturer often takes into account, at least indirectly, the amount
of income tax he will have to pay and, if the market conditions
permit, fixes his prices at such a level as would yield him a
certain minimum net income. Aside from the complications intro-
duced by the corporate form of business, however, most economic
opinion has in the past been to the effect that "market condi-
tions" usually do not permit the addition of the tax to the price
in the short run. Any shifting that takes place does not come
about by a straightforward shifting from seller to buyer, but

does so through a complex, indirect, and roundabout process.

7



In the Post Commission task force report entitled "Principal

Tax Burdens in California®

39 that:

There is considerable debate as to who ultimately
bears the corporation tax; i.e., to what extent

is the tax shifted to labor, forward to consumers,

or directly absorbed by equity capital. Data from
empirical studies are not particularly revealing
mainly because cause-effect relationships are diffi-
cult to substantiate. It is, however, reasonably
safe to conclude that shifting does occur in various
proportions, especially over the longer run, the
degree depending on a number of factors, such as elas-
ticity of demand, alternative rates of return on
investments, and the bargaining position of organized
labor.

Finally, in a report* prepared for the Assembly Revenue and

Taxation Committee in 1964, Prof. Harold M. Somers, chairman of

the Economics Department at UCLA, concluded:

In general, we may conclude that in the short run
there is little likelihood of business income tax
being shifted under the rigorous assumption of
profit maximization in the literal sense. Depar-~
tures from this assumption, such as maximization

of gross sales (or size of the business) subject

to a profit constraint, lead to the conclusion that
prices will change under the impact of an income
tax in some instance, e.g., where the company has
been operating right at the profit constraint.
Various other situations in which price changes may
occur have been mentioned above.

There is some recent empirical evidence that tends
to support the conclusion that the business income
tax is shifted. It has been shown that an increase
in the corporation income tax is shifted through
shortrun adjustments to prevent a decline in the net
rate of return, and that these adjustments are main-
tained subsequently. This suggests that strict pro-
fit maximization had not been followed and that a
business firm has much leeway in terms of buying and
selling prices and internal efficiency. An increased
tax prompts changes which will leave the profit rate

* Taxation of Corporate Income in California; Part of A Major

(Project II - 2), it is stated on page

Tax Study;

1964; p. 28

8

Assembly Revenue and Taxation Committee; December

e

E

A%



unimpaired. The reluctance of management to alter
dividend policy abruptly as a result of changes in
profits after taxes strengthens the notion that
shareholders, at any rate, do not bear the burden

of changes in corporate income taxation in the short
run, (footnotes omitted)

" History

Prior to 1910, state revenues were derived mainly from a
direct ad valorem property tax upon all taxable property within
the State. The method was unsatisfactory and burdensome, and it
came to be recognized as inequitable as well.

In 1905 a joint legislative committee was established to
study the situation and suggest a remedy. It submitted its
report to the Legislature in 1906, which at first was rejected.

It was continued in existence and its program was accepted in 1910,

Its basic recommendation was a separation of tax sources.
This came into being in 1911 after the adoption in 1910 of Consti-
tutional "Amendment Number One." Among other things under this
amendment corporations were placed in a separate class and their
franchises were taxed exclusively for state purposes.

The franchise tax on banks and corporations was not measured
by income. Banks were taxed under what was known as the "share=
tax" method and general corporations were taxed on a percentage
of the "actual cash value" of their franchise,

Under this method, the real estate of banks was taxed locally
at the ordinary property tax rate, and the State taxed their shares
of capital stock at a fluctuating rate. The base, however, con-
sisted of capital, surplus and undivided profits, minus the asses-

sed value of real estate.



The real estate of general corporations was alsc taxed
locally. The franchise tax base consisted of the total market
value of all outstanding securities, minus the assessed value
of any wvisible or tangible property which belong to the corpora=
tion.

This tax was criticized as an arbitrary tax which was im=-
possible to anticipate and accrue. There were alsc serious
doubts as to whether or not the Bank Tax Act was constitutional.
Ag a result of these doubts, in 1927 a Tax Commission was created
to investigate the systems of revenue and taxation in force, and
to submit to the Governor its report and recommendations to him
for submission to the Legislature at its 1929 session. In 1928
the commission, in a special report, recommended the submission
of a constitutional amendment so as to permit a tax to be imposed
on banks and general corporations "measured by net income." A
special session was called which approved the constitutional
amendment, and the proposal was adopted on November 6, 1928,
Following this approval the Legislature in 1929 carried out the
recommendation of the commission and enacted the Bank and Corpora=-
tion Franchise Tax Act. That act was the predecessor of the cur-
rent law.

At the time of adoption, the amendment contained a 4 percent
limit on the corporation tax rate and a provision that a tax could
be imposed under the provisions of the amendment only by two-thirds
vote of each house of the Legislature. The rate limit was subse-
quently removed but the two=-thirds vote requirement is still in
effect, having been removed by Proposition 5 of 1976 but restored

by Proposition 13 of June, 1978,
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Corporation Franchise Tax

The franchise tax is a prepaid tax. It is paid in advance
for the privilege of doing business in California in the ensuing
year. In 1963, the Legislature provided for accelerated collec-
tions of the bank and corporation franchise tax.

The franchise tax differs in many important respects from
the income tax. First, it is a privilege tax. That is, the
tax is imposed for the privilege of exercising corporate franchise
within the State. Second, it is a tax "measured" by income. These
differences are more than labels.

2 franchise tax is not necessarily "measured by or imposed on
income."” The tax may be measured by the amount of capital stock
paid=up or outstanding capital stock, capital stock employed in
the State, a percentage of the cash or market value of the shares
of a corporation's capital, by capital and surplus or various
other means. Since the California tax is "measured by income",
all income may be included, even income which is otherwise exempt-
such as interest received from U.S. obligations. This is why banks
and corporations are required to include in the measure of their
tax income received from federal cobligations owned by them.

Franchise taxes also differ from income taxes in that they
usually impose a minimum fee or tax. In this State the minimum
fee for corporations is $200. In many other states the
minimum fee is based on the value of assets owned by the corpora=
tion.

Since the franchise tax is a privilege tax, it may be imposed

only against corporations which have been granted the right to do

11



business in this State, i.e., incorporated or doing intrastate
business in this State., The franchise tax therefore, may not be
imposed upon foreign corporations which are engaged exclusively
in interstate commerce, regardless of the extent of their activi=-
ties.
The corporation income tax was enacted in 1937 to remove an
ineqguity in the taxation of interstate corporations which were
not taxable under the Franchise Tax Act. As this tax is an income
tax rather than a franchise tax, corporations subject to it are
not required to pay a minimum tax nor are they required to include
in income interest from United States obligations.
Corporations subject to this law have been reduced in number
by the enactment of P.L. 86=272, effective September 14, 1959,
This federal law provides that a net income tax may not be imposed
on income derived from interstate commerce if the only business
activity within the state is:
(1) the solicitation of orders by a corporation,
or its representative, in such State for sales
of tangible personal property, which orders
are sent outside the State for approval or
rejection, and, if approved, are filled by ship-
ment or delivery from a point outside the State;
and,
(2) the solicitation of orders by a corporation, or
its representative, in such State in the name
of or for the benefit of a prospective customer
of such corporation, if orders by such customer
to such corporation to enable such cumstomer to
£ill orders resulting from such solicitation are
orders described in paragraph (1).
A major problem encountered with corporations engaged in busi=-

ness in a number of states is to determine the portion of income

subject to tax by this State. The basic requirement is that such

12
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income shall be determined by a method calculated to determine

the net income derived from or attributable to sources within

e

the State.
When a corporation is engaged in business in more than

one state, the first step is to separate the income into two

classes. The first class consists of business income. This is
usually referred to as unitary income, and is the income subject
to apportionment, The remainder is referred to as non-business
income and is apportioned by situs. This means that if the
corporation is a local corporation all of its non-business income

is subject to tax, but if it is a foreign corporation none of its

income is subject to tax.
If the income is subject to apportionment; a formula is used

+t0o determine California taxable income,

This formula consists of:

(a) Average value of real and tangible personal
property owned (property)

8

(b) Wages, salaries, commissions, and other com=
pensation of employees (wages)

(c) Gross sales, less returns and allowances (sales).

As to each factor, the total within and without the State and

2

the total amount within the State are computed. From these figures,
the percentage of each factor within this State is determined.

The three percentages are then totaled and the average is computed.

This average percentage is then applied to the unitary income.
Under this or other formulas income is often allocated to this
State, although separate accounting records may establish that the
California operations resulted in a loss.

For a further discussion of this "unitary method", see

. Volume II.
13



Preference Income Tax

Beginning in 1971, California has imposed a tax on "pre-
ference" income at a rate of 2.5%.

Preference income from three sources is subject to the tax:

@ Accelerated depreciation of real property, to
the extent it exceeds depreciation allowable
for the year under the straight-line method.

® Excess deductions for bad debt reserves con=-
sisting of additions to reserves for bad debts
in excess of loss experience.

® Percentage depletion in excess of the adjusted
cost (before depletion) of the resource-produc-
ing property at the end of the year.

Before application of the preference tax rate, preference
income is reduced by a $30,000 exclusion and any net losses in-
curred for the year. As shown in Table V, the tax on preference
income produced $4.7 million in revenue from corporations for the
1976 income year.

TABLE V

BANK AND CORPORATION TAXES
TAX ON PREFERENCE INCOME BY MAJOR INDUSTRIAL
GROUPS
1975 and 1976 income Years

1975
INCOME
YEAR 1976 INCOME YEAR
Net Net
Preference | Preference
Income Income Preference
Subject to | Subject to | Percent Tax
MAJOR INDUSTRIAL Taxation * | Taxation * Of Paid
CROUP ($ Millions) | ($ Millions) | Total {$% Thousands)
Agriculture, Forestry &

Fishery i 832 $1.6 9 341
Mining, Petroleum &

Natural Gas ... 315 304 18.1 760
Construction ... 42 6.1 32 153
Manufacturing 42.5 54.3 28.8 1,358
Services ........ 48 42 22 103
Trade ... 5.7 5.0 26 124
Finance, Insurance &

Real Estate........cco...... 49.6 82.8 438 2,069
Public Utilities...........ccc....... 6.2 486 24 114

Totals .o $147.3 $189.0 100.0 $4,724

* Total Preference Income Less Exclusion And Any Net Operating Losses.

4 SOURCE: Franchise Tax Board
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" Exempt Organizations

A substantial and growing number of corporations pay no tax
at all. These are the so-called exempt organizations of which
there are currently about 70,000 filing with the department.
(The number of taxable corporations is about 230,000.) These
organizations are created for various charitable, religious,
educational, civic and social purposes. While tax exempt, they
are required to file information returns and are-subject to
audit to determine if they are operating within the ambit of
théir exempt purpose. Failure to so operate can result in the
loss of exempt status and resulting taxation as a general corpora=-
tion. Exempt organizations are also subject to tax on "unrelated
business income" or income earned from an activity not related to

their exempt purpose.

Prepared by David R. Doerr, October 1979
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CHAPTER 2

MAJOR DIFFERENCES IN FEDERAL AND

CALIFORNIA TAX LAWS

California law and federal law regarding the taxation of income of

corporations differs in a number of significant areas. The most

important differences are outlined below.

l‘

Jurisdiction to Tax

California Tax Law

Every bank located in CalifPrnia and every corporation doing -
business in California is subject to the franchise tax, ﬁnless
specifically exempted. The law defines "doing business” as
"actively engaging in any transaction for the purpose of

financial or pecuniary gain or profit.”

A foreign corporation not doing business in this state is not
subject to the franchise tax, but is subject to the income tax
if it realizes any income from sources within the state. If a
foreign corporation is qualified in the state, it is required

to pay the minimum franchise tax even though it does not engage

in business in the state.

The scope of the California income tax is limited by federal
legislation enacted in 1959. The federal law (Public Law 86-272)
prohibits a state from imposing a tax on income derived from
interstate commerce, provided: (1) the activities within the
state are limited to the solicitation of orders for sales of
tangible personal property by employees or other representatives;
{2) orders are sent outside the state for approval; and (3) ordsrs

are filled from stocks of goods maintained outside the state.

16
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The prohibition against tax applies also to a corporation
with sales through a sales office maintained within the state
by independent contractors whose activities consist solely

of making sales, or soliciting orders.

Federal Tax Law

Every domestic corporation not expressly exempt from ;ax

must file an annual income tax return. As a general rule, a
domestic corporation (when organized under the laws of one of
the states or of the District of Columbia) is taxed on its
worldwide income. No distinction is made between income from
sources inside and income from sources outside the United
States, except that the U.S. tax on foreign income may be
reduced by the foreign tax credit. An exception to the U.S.
taxation of foreign income exists, however, in the case of a
domestic international sales corporation (DISC). A foreign
corporation is taxed in the same manner as a domestic corpora-
tion on all income which is "effectively connected" with its
conduct of a trade or business in the U.S. 1In determining
whether income is effectively connected with the U.S. business,
two factors are used. The first is: Whether the income is
derived from assets used in, or held for the use in, the conduct
of a U.S. business, and the second factor is: Whether the
activities of the U.S. business were a material factor in the

realization of the income.

Banks and Financial Corporations

California Tax Law

Banks and other financial institutions pay a higher tax rate

than do general corporations. The higher rate is designed to

17



equalize the total tax burden between the financial

e institutions and other taxpayers. The rate on financial
institutions is determined by a computation of all franchise
taxes and personal property taxes paid by other corporations

& (excluding certain public utilities) in the preceding year.
For this purpose, all corporate taxpayers are required to
report on their franchise tax returns the amount of personal

@ property taxes required to be paid during the year. The total
personal property taxes paid are compared with the total income
of such corporations (with certain adjustments), and the

& resulting percentage is the rate applicable to financial

institutions. Currently, the rate may not be more than 4 percent

above the general franchise tax rate. The determination of

the special rate (commonly called the "bank rate") must be made
by the Franchise Tax Board no later than December 31 of each

year, applicable to the preceding income year.

L

In general, a "financial corporation” is one that deals in
money, as distinguished from other commodities, and is in

substantial competition with national banks. It is not neces-

sary for the "financial corporation" classification that such
activities constitute the principal business of the corporation.
Financial classification may result when only a portion of a
corporation's income is derived from financial activities, but
the financial corporation rate will nevertheless apply to its

entire taxable income.

18



Financial corporations, however, are permitted to offset
against their bank rate tax liability the following: (1}
personal property taxes paid; (2) license fees and certain
excise taxes paid; (3) use tax paid for the storage,use or

consumption of personal property by savings and loan associations.

Federal Tax Law

Under federal law, banks and other financial institutions
are taxed at the same rates and in the same manner as are

general corporations.

Domestic International Sales Corporations

California Tax Law

Under California tax law, no special treatment is afforded

domestic international sales corporations (DISC).

Federal Tax Law

A domestic international sales corporation (DISC) may defer
paying tax on a portion of income dérived from export sales

and rentals. For a corporation to qualify as a DISC, it must
meet the following requirements: (1) at least 95 percent of
its gross receipts must be qualified export receipts; (2) at
least 95 percent of its assets must be qualified export assets;
{3) it must not have more than one class of stock; {(4) it nmust
have a minimum capital of at least $2,500 on each day of its
taxable year; and (5) it must have an election to be classified

as a DISC in effect for the tax year.

19
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The tax-deferred income of a DISC is not taxed to the DISC.
It is taxed to the shareholders when distributed, when a share-

holder sells its stock, or when the corporation no longer

qualifies as a DISC.

Capital Gains and Losses

California Tax Law

Capital gain and loss provisions are not applicable to banks

and corporations, only to individual taxpayers.

Federal Tax Law

Under federal tax law, the full amount of all gains and losses
is taken into income and then a deduction is allowed for 60
percent (50 percent before November 1, 1978) of the excess of
net long-term gain over net short-term loss. The federal

capital gain and loss provisions apply to both individuals and

corporations.

Deductions

=R Taxes

California Tax Law

California law provides for the deduction of certain
categories of taxes, as follows: (1) state, local
and foreign real property taxes; (2) state and local
personal property taxes; (3) state and local general
sales taxes; (4) state and local taxes on gasoline,
diesel fuel, and other motor fuels; and (5) other
state, local, and foreign taxes relating to a trade

or business, or to property held for the production of

20



income, California does not allow deduction of income
taxes; the law contains a specific prohibition against
deduction of a tax "on or according to or measured by

income or profits."

Federal Tax Law

With respect to the deductibility of taxes, federal
tax law is substantially the same as California law,
except that the federal deductions include one additional

category: state, local, and foreign income taxes.

Charitable Contributions

California Tax Law

Corporations are allowed a deduction for contributions
paid to certain organizations, up to a limit of 5 percent

of net income, computed without the benefit of this

deduction or certain other special deductions.
There is no provision for carrying over excess con-

tributions as there is in the Personal Income Tax Law.

Federal Tax Law

The contributions deduction of a corporation is
limited to 5 percent of its taxable income, computed
without regard to (1) the deduction for contributions,
(2) the deductions for dividends received and for

dividends paid on certain preferred stock of public

21
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utilities, (3) any net operating loss carryback, and

(4) any capital loss carryback of the taxable year.

A corporation is permitted to carryover to the five
succeeding taxable years contributions which exceed

the 5 percent limitation.

Depreciation

California Tax Law

In general, California law permits the use of the same
depreciation rates as does the federal law, except that
California does not permit use of the "ADR" ranges of

20 percent above or below the standard rate.

Wherefederal and California depreciation is different,
California, by regulation, authorizes the taxpayer to
use a method or formula for converting federal deprecia-

tion into state depreciation.

FPederal Tax Law

The major area in which federal law differs from
California law concerns the federal class life asset
depreciation range system (ADR) which was introduced
into federal law in 1971. The ADR is based on broad
industry classes of assets. For asset classes cover—
ing land improvements, a class life is given. All other
classes have a range of years that extends 20 percent

above and below the class life. Depreciation on land

22



improvements is computed by using the class life.
Depreciation for other asset classes is calculated by
using a depreciation period selected from the range for

the class.

A taxpayer using ADR does not have to justify retirement
and replacement policies. A depreciation period selected
for an asset cannot be changed by either the taxpayer or

the IRS during the remaining period of the use of the asset.

Depletion

California Tax Law

Deduction is allowed for depletion of mines, oil and gas
wells, other natural deposits, and timber. Depletion may
be computed on the cost of the property, using the adjusted
basis for determination of gain on sale. The California
bank and corporation tax rules with respect to percentage
depletion for minerals are similar and basically follow

the general pattern of the federal depletion rules.

With respect to oil and gas percentage depletion, state
and federal laws are suﬁstantially different. Federal
law limits percentage and depletioh on a barrel basis,
whereas state law limitations are based on a monetary

formula.
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Federal Tax Law

With respect to depletable assets other than oil and

gas, the minerals eligible for depletion are generally

the same as those eligible under California lgw. However,
federal law includes a few additional items and the
federal percentage rates are different from the '

California rates on many items,

6., Credits

a.

Taxes

California Tax Law

California does not allow a credit against the
California tax for taxes paid to other states or

countries.

Federal Tax Law

Under federal law, a credit for foreign taxes is allowed.

The federal credit is allowed for income taxes generally.

The federal credit is allowed only where the taxpayver
elects to take the credit instead of using the foreign
taxes as a deduction.

Solar Energy Tax Credit

California Tax Law

The solar energy tax credit i1s equal to 55 percent of
the amount paid (subject to a $3,000 limitation) for

devices installed on premises in California owned and

24



controlled by the taxpayer. For devices which cost more
than $12,000 which are installed on California premises
other than single family dwellings, the credit is 25

percent of the cost.

Generally, the credit is allowed only to the owner of

the premises on which the system is installed. The
credit may be allowed, however, to the original purchaser
of a new home if the builder or developer elects not to

claim the credit.

Individual units in a multiple dwelling situation are

eligible for the credit.

Eligible solar energy systems include those for water
heating, space conditioning, electricity production,
mechanical energy, and wind energy. The system must
have a useful life of at least three vyears. Energy
conservation measures which reduce the cost or back-up
energy requirements of the solar energy systems are

also eligible for the credit.

The California solar energy tax credit is offset by

the amount of the federal solar energy tax credit allowed.
If the state credit is $3,000 or less, the state credit is
reduced so that combined federal and state credit is not
over 55 percent of the cost. If the state credit is over

$3,000, the state credit is reduced by the amount of the

federal credit.

25
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Federal Tax Law

In 1978, a renewable energy source equipment credit was
enacted in federal law. The law provides a credit of
30 percent on the first $2,000 and 20 percent on the
next $8,000 of expenditures for a maﬁimum total credit
of $2,200, for installations of (1) solar, (2} wind or
(3) geothermal energy equipment in connection with a
principal residence. Principal residences include

condominiums and cooperative housing.

The federal law also provides a credit for insulation and
other energy conserving items. This credit is equal to
15 percent on the first $2,000 of qualifying expenditurés,
for a maximum credit of $300. The credit applies with
respect to the taxpayers' principal residence. The
credit is allowed for installation of (1) insulation,

(2) a replacement burner for oil and gas-fired furnaces,
(3) a device to modify flue openings, (4) an electrical
or mechanical furnace ignition system, (5) an exterior

storm or thermal door or window, (6) an automatic energy

saving thermostat, (7) caulking or weather stripping
for an exterior door or window, and (8) an energy

usage display meter,

Both federal credits terminate January 1, 1986.

26



Agricultural Irrigation Equipment Credit

Corporations are allowed a limited nonrefundable tax

"credit for the cost of certain irrigation equipment

on agricultural land. The credit is the lesser of (1)

10 percent of cost or (2) $500. The credit applies to
equipment which results in reduced water usage andﬁwas
installed on land which was cultivated and irrigated during
aﬁy growing season during the years 1971*1976. The land
must be owned and controlled by the taxpayer, who must be

a farmer (75 percent of income from farming) and whose

gross income does not exceed $500,000.

The credit is allowed in addition to any other deduction
to which the taxpayer is otherwise entitled. Because the
credit is designed to give double tax relief, depreciation
is allowed without regard to any reduction in the basis of

the property.

Federal Tax Law

There is no provision in federal law for a credit similar

to the agricultural irrigation tax credit.

Special Employee Tax Credits

California Tax Law

Under California tax law, a disadvantaged emplovee tax
credit is provided for employers who hire public aid

recipients in these programs: Aid to Families with

27

£y



Dependent Children; Supplemental Security Income/State

Supplementary Program for the Aged, Blind and Disabled;

General Assistance and the Work Incentive Program.

The credit is 10 percent of wages paid, with a maximum
of $300 per year per employee. The credit is in )
addition to the deduction allowed for wages. The

] Employment Development Department certifies that the

person is a public aid recipient at the time of hiring.

The credit can be claimed based on wages paid in the

year of hiring and the next succeeding year.

The law is "sunsetted" on December 31, 1984.

Federal Tax Law

A limited tax credit is permitted employers for wages

and salaries paid to individuals placed in on-the-job

]
training or employment through the Work Incentive Program
(WIN). The credit is equal to 20 percent of the wages

5 and salaries paid to these employees during their first

12 months of employment. The credit, however, is sub-
ject to recapture if the employer, without cause, termi-

nates the employment at any time during the employee's

first 90 days of employment or before the close of the

90th calendar day after that period (but not if termination

is for lack of business).
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The credit for any year may not exceed the first $50,000
plus 50 percent of such tax liability in excess of
$50,000. Unused credits may be carried back three years

and carried forward seven years.

Another federal tax credit available is the féderal welfare
recipient employment incentive tax credit. This ciedit
is substantially the same as the WIN credit, and is for
wages paid to federal welfare recipients qualifying for

aid to dependent children.

A third federal credit is the new targeted jobs tax credit.
The credit for years beginning in 1978 is 50 percent of
the excess of the total unemployment insurance (FUTA)

wages paid during calendar year 1978 over 102 percent

of the total wages paid during the calendar year 1977.

There are four limitations on the amount of the credit.

It cannot exceed; (1) 25 percent of the FUTA wages paid

in the 1978 calendar year; (2) $100,000 for any calendar
year; (3) 50 percent of the increase in total wages

(not FUTA wages) over 105 percent in the preceding calendar
year's total wages; and (4) the tax liability for the

tax vear.

There is also a bonus credit for hiring the handicapped.
An additional job's tax credit is allowed for each
handicapped individual hired who is receiving or has

completed vocational rehabilitation. The bonus credit
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is 10 percent of the first $4,200 of FUTA wages paid to

the handicapped person for service rendered during the
cne~year period beginning with the first wage payment after
rehabilitation is.begun. The total bonus credit for all
handicapped individuals hired cannot exceed 20 percent of

the regular new job's tax credit.

Consolidated Return/Combined Rgports

California Tax Law

California law specifically provides for the filing of a

consolidated franchise tax return only by certain railroad

corporations.

A somewhat similar, but not identical result is obtained
through the application of the combined report provisions
to unitary business under Section 25101. This is discussed

elsewhere in the material for the interim hearing.

Pederal Tax Law

The privilege of filing a consolidated return under federal

law is extended to an affiliated group of corporations. An
"affiliated group” is one or more chains of includible corpora-
tions connected through stock ownership with a common parent
where at least 80 percent of the voting power of all classes

of stock and at least 80 percent of each class of nonvoting
stock, are owned directly by one or more of the othér includible

corporations, and where the common parent corporation owns

30



directly stock possessing at least 80 percent of the voting
power of all classes of stock and at least B0 percent of each

class of nonvoting stock.

Life and mutual insurance companies, foreign corporations,
regulated investment companies and real estate investment
trusts and DISC's or former DISC's may not file consolidated

returns.
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CHAPTER 3

.CARRYOVER/CARRYBACK OF NET OPERATING LOSSES

SUMMARY OF THE ISSUE

Existing federal law allows taxpayers a deduction for net
operating losses (NOL) incurred in the conduct of a business or
trade, a provision designed to lessen the hardship often
fesulting from the use of the one-year accounting pericd. If
this deduction exceeds the taxpayer's tax liability for the vear
in which the loss was incurred, the loss deduction may be
carried back to the three preceeding tax years and carried
forward to the succeeding seven tax years in order to offset tax-
able income. The carryback provision requires a recomputation
of the taxpayer's liébility for the prior year or years to which
the loss was applied. The taxpayer may receive a refund if the
loss carryback results in an overpayment of taxes for a prior
year. These provisions of law are designed to provide a type of
"income averaging" for businesses that experience wide swings in
net income over a period of years.

California law does not allow net operating loss carrybacks
or carryovers under either the Personal Income Tax law or the
Bank and Corporation Tax law.

In previous sessions there has been legislation in this area:
SB 927, Zenovich (1973-74); SB 1129, Roberti (1975-76); and AB 228,
Antonovich (1977-78). The Committee now has before it three bills
addressing carryover/carryback: AB 815 (Papan), AB 1479 (Naylor),
and AB 874 (McVittie).

Should state law be amended to provide for carryvbacks and

carryovers of net operating losses?
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DESCRIPTION OF FEDERAL LAWL

| Net operating loss carrybacks and carryovers provide
business taxpayers with a form of averaging which, in effect,
permits them to share their losses with the government by off-

setting these losses against their taxable income in other years.

Almost every taxpayer, including individuals and estates aé
well as corporations, is allowed to use the carryback/carryover
provisions that apply to net operating losses from a trade or
business. Excepted are certain requlated investment companies
and life and mutual insurance companies. A partnership is not
allowed an NOL deduction, but each partner may take his share of
the partnership losses into account in computing his own income
or HNOL.

A net operating loss is the excess of allowable deductions
over gross income, with certain adjustments. These adjustments
limit some of the types of deductions that may be included in
determining the net loss and provide that capital gains and
losses require special treatment when calculating net operating
losses.

Under current law, the general rule is that net losses may
be carried back three years and carried forward seven years from
the year in which the loss occurred. In effect, this provides
an eleven year period (3 prior years + loss year + 7 succeeding
yvears) for averaging corporate net income for purposes of

computing federal corporate income taxes.
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A taxpayer's NOL deduction must first be carried back to

the third tax year preceeding the year in which the loss was

E

sustained. Any amount of the loss not used to offset taxable
income for the third preceeding year is carried to the second

preceeding year. Any amount of the loss that still remains unused

is then applied to the first preceeding year. If the loss is not
entirely used to offset taxable income in the three preceeding

B years, the balance may be carried forward to the seven succeeding
tax years in order of their occurrence. It should be noted,
however, that federal law allows a taxpayer to elect to forego the

carryback period and to carry the entire loss forward for off-

2

setting taxes in future years. This is of particular benefit to
new businesses with little or no profit in their early years of

operation.

In addition to the general rule governing carrybacks and
carryovers, there are several special rules with different time

periods for carrybacks and carryovers for banks, financial

e

institutions, business development corporations, and small
business investment companies. A variety of special provisions

have been enacted in the past to aid specific industries and even

specific companies in times of economic hardship.

The carryback provision results in the need for the taxpayer

p
&
i

2 to recompute his or her tax liability for prior years. Since the
loss carryback reduces prior years' taxable incomes, taxpayers
may file for a refund of excess taxes paid in prior years. This

aspect of the law helps to improve corporate cash flow, particularly

in times of poor earnings.
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HISTORY AND RATIONALE FOR FEDERAL LAWZ

The operating loss carryback and carryover were first
introduced by Section 204 of the Revenue Act of 1918, which
permitted the net losses sustained in one year to be claimed as
a deduction against income of the prior taxable year and then
against the income of the succeeding year. The report of the
Senate Finance Committee (Senate Report No. 617, 65th Congress,
2nd Session, 1918) indicated that a system of taxation based
upon the annual accounting concept had as its chief merit
gsimplicity of administration, but "...it does not adequately
recognize the exigencies of business, and under our present high
rates of taxation, may often result in grave injustice." Since
that first effort at dealing with the question of the appropriate
way to handle operating losses, the Internal Revenue Code
gsections dealing with this subject have been amended no less than
17 times. Table VI summarizes the various changes that have

ocouryed over the last 60 years.3

Bvolution of Federal Law

That 1918 Act was a temporary act which only allowed the
net operating loss (NOL) deduction to be carried to the preceding
and the succeeding year. In 1921, Congress reenacted and
expanded the act to permit an NOL to be carried forward for two
succeeding years.

With a few modifications, the 1921 version of the NOL
continued in force until 1932, when many losses occurring during
that period forced Congress to act to protect federal revenues.
The carryvover of losses was then limited to one year. In 1933,
NOL's became so prevalent that Congress eliminated all carryovers

of deductions. 35
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By 1938, however, fewer businesses were experiencing losses,

and many taxpayers anticipated war production profits.

The 1939

Act provided for the carryover of NOL's to two succeeding years

under certain conditions.

TABLE VI

FEDERAL LAW CHANGES

NET OPERATING LOSS CARRYOVER/CARRYBACK
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1 Special provision applicable to certain businesses which have
been injured by imports as a result of the Trade Expansion Act of

1962.

Special provision applicable to regulated transportation

corporations.

Special provision applicable to foreign expropriation losses

other than those attributable to Cuba.

Cuban losses to be carried over 15 years.
Special relief measure designed for American Motors Corpora-
tion, which expired with the taxable year ended December 31, 1968,
Special provision applicable to certain financial institutions.
Special provision applicable to a Bank for Cooperatives.
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The 1942 Act allowed a carryback of an NOL, the NOL being
carried back to the second preceding taxable year, the unused
portion then being available for use in the first preceding
taxable year, and then carried over to the next two succeeding
taxable years. This amendment was essentially a war relief
measure. Many corporations not in war production were already
experiencing declining profits and at the close of the war
economy many other corporations expected to experience declining
profits. The carryback provision provided, in effect, the same
type of relief in periods of declining profits which the two-
yvear carryforward provision provided in periods of increasing
profits.

The 1954 Code first allowed a five~year carryforward and a
two-year carryback for all taxable years ending after December
31, 1953. The Code was amended in 1957 to allow a three-year
carryback and a five-year carryover for taxable years after
December 31, 1957, so that the NOL could be spread over nine
taxable years.

The Tax Reform Act of 1976 further amended the 1954 Code to
allow a seven-year carryover for taxable years ending after
December 31, 1975.

The Revenue Act of 1978 postpones the effective date of the
1976 Tax Reform Act rules regarding certain carryovers of NOL's.
In general, if a corporation's assets are acquired by another
corporation in certain types of reorganizations or liquidations,
the acquiring corporation succeeds to the NOL carryovers of the

transferor corporation. The 1976 Reform Act established stricter
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requirements that the acquiring corporation must meet before the

carryovers can be utilized. The 1978 Act delayed the effective

date of the changes to January 1, 1980 with respect to plans of
reorganization adopted on or after that date, and until June 30,

1980, with respect to acquisitions occurring in taxable years

beginning after that date.
The 1978 Act also provided special tax benefits to taxpayers

whose NOL's are at least in part attributable to product liability

@
losses. First, the portion of a NOL that is attributable to
product liability losses can be carried back to the ten years
preceding the year of loss and then, to the extent not so used,
&

be carried forward to the seven years following the year of loss.

Congressional Intent

It is clear that Congress has not viewed this area of tax
policy as one that can be dealt with in a "once and for all"®

decision-making process, but rather as one that must be adjusted

to changing circumstances when the existing rules no longer serve
the purpose of mitigating the tax consequences of swings in

business income over a number of tax years and business cycles.

One observer of this area of tax law has listed four main
cbjectives that Congress had in mind when it enacted loss carry-
back and carryover provisions.4 These objectives are:

& 1) To preclude the imposition of what is tantamount to an
income tax on capital rather than income. (By taxing only in
profitable years and denying carryovers and carrybacks the

o average effective rate of tax on the income of capital over a

large number years would clearly exceed the nominal rate and
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would reduce the rate of return on capital below what might be

considered the fair market rate of return.)

2) To reinforce tax neutrality by permitting businesses
with wide cyclical swings to level their incomes, thereby
facilitating competition for investment capital with others whose
earning levels are more stable.

3) To provide a countercyclical effect by stimulating
investment in periods of recession or financial difficulty.
Refunds made possible by carrybacks offsetting prior tax
liabilities provide a form of economic stimulus.

4} To encourade the entry of risk or venture capital into

the marketplace.

DESCRIPTION OF CALIFORNIA LAW

While losses incurred in the operation of a trade or
business are deductible under California law in the year in which
the losses are incurred, there are no provisions allowing tax-

payers to carryback or carryover such losses to other tax years.

STATE POLICY ISSUES

In light of the complex provisions of federal law, and the
varied history of NOL law, a number of issues should be
considered when discussing comparable state law.

1} Conformity with federal law, where possible, makes for
less taxpayer confusion over state tax laws. On the other hand,
the NOL deduction provision is extremely complicated. Adopting
such a provision in state law is contrary to the goal of
simplifying the state tax system, and would add a complexity not
presently faced by state taxpayers.
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2) If the state enacts such provisions, should they conform
closely to federal law so as to minimize taxpayer complications
or should separate state provisions be drawn to serve special
state needs? A possible example of such a special provisions
involves a requirement that any refunds generated by a carryback
of a net operating loss must be reinvested in the business that
generated the loss. Adopting different NOL law, however,
magnifies the complexities cited in the previous point.

3) NOL offers several distinct advantages to taxpavers,
as follows:

A. Infusion of Cash

The carryback results in an immediate infusion of cash
to the business with the loss at a time when the cash may be
very valuable for guaranteeing the survival of the firm.
From a macro-economic policy point of view, it is also a
valuable way to channel countercyclical economic aid to
industry. In times of recession when business losses are
high, the refunds made possible by the carryback provide‘
useful economic stimulus to business.

B. Business Planning

From the point of view of business, the carryback has
the virtue of providing certain relief, while the carryover
is essentially speculative in nature since its value depends
upon future profit projections. Past tax payments are
certain and the value of refunds can be calculated directly
by the taxpayer and factored into future plans for the

business.
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C. New Businesses

The carryover is of particular value to new businesses
that have large start up losses, little or no previous tax
liability, and the potential for large future profits. In
these cases, the carryover option provides a better tool
for arriving at the appropriate measure of long-term
profitability.

D. Encourages Efficiency

Another advantage of the carryover provisions is that
they provide an incentive for businesses to operate in an
efficient manner so as to generate future profits and tax
liabilities which may be reduced by the loss carryover.

4) There is a significant disadvantage to the use of carry-
back provisions. The carryback can lead to very cumbersome
administrative problems, particularly as the length of the carry-
back period is increased. The recordkeeping requirements and the
need to be constantly recalculating prior year tax returns can
lead to administrative nightmares for both the taxpayer and the
administering agency.

5} A chief disadvantage of the carryover is the potential
that exists for a market which trades in "tax loss" corporations
to develop. Corporations with substantial loss carryovers can be
attractive acquisitions for profitable corporations because of
their potential for lowering the taxes of the firm that buys the
tax loss. Federal law and IRS regulations attempt to limit this
trafficking in tax loss corporations but no effort in this area

can be totally effective. Firms that otherwise might go out of
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business because of inefficiency or changing market conditions

are acquired solely as a means to reduce the taxes of a profitable
business. This type of behavior hardly promotes economic
efficiency or the goal of fair taxation that the carryback/carry-
over provisions were meant to serve.

6) Whenever the federal government has provided for the
carryback or carryover of NOL's, it has always been for the
purpose of giving relief to taxpayers under a federal tax which
prescribed high tax rates. Congress took into consideration the
fact that strict adherence to the 12 months accounting period
might be detrimental to taxpayers who, even in times of
prosperity, have fluctuating incomes. Given the lower California
tax rate on corporate income, and the deductibility of state
taxes in determining federal taxes, is there as great a need for
the "income averaging” aspect of carryback/carryover provisions as
there is in federal law?

7) California is required under the State Constitution to
operate under a balanced budget. The allowance of carryover and
carryback of NOL's would make it more difficult to predict revenue
for state budget purposes, and, thus, could have a severe impact
on the state budget under uncertain economic conditions. 1In
contrast, the need for accurate predictions of revenue at the
federal level is less acute since the federal government is able
to operate on a deficit budget.5

8) Business has already received substantial tax relief
from Proposition 13 and the recent elimination of the business

inventory tax (AB 66). Is further tax relief appropriate?
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9) Given the revenue estimates written into law in the
“deflator“ provisions of Chapter 282, Statutes of 1979 (AB 8--
Greene), will enactment of these provisions result in a reduction

of local government fiscal relief provided by the state?

10) The adoption of NOL provisions would create administrative
difficulty for the Franchise Tax Board and increase the cost of
administration since emplovees would have to be trained to handle
the complex problems created by the extremely technical NOL
provisions.

11) The NOL deduction, with its carryback of excess
deductions for three prior years creates administrative difficulties
in determining the financial, i.e. Bank, rate. The Bank and
Corporation Tax Law requires the Franchise Tax Board to determine
not later than December 31, the financial rate formula. This
formula is determined, in part, by using the income of general
corporations for the next preceding calendar year or fiscal years
ending within such year. Therefore, returns filed by March 15
must contain the entire income of general corporations for the
financial rate to be determined. If a three-year carryback of
excess losses was permitted for purposes of the Bank and
Corporation Tax Law, it would require, at the minimum,four years
before such determination would be possible. The bank tax rate
has been subject to considerable litigation in the past and

adoption of a net operating loss could invite additional

litigation.
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12) A final consideration involves the problem of special

loss provisions being added to the law to aid particular

2
e

industries or business. While a widely subscribed-to objective
of any tax system is to treat similarly situated taxpayers in a

similar manner, the existence of loss carryback/carryover

provisions provides a whole new field of tax law in which special
pleadings can be made for various industries, further
™ complicating the tax law and creating new inequities in the

treatment of business taxpayers.

FISCAL IMPLICATIONS OF CONFORMITY

® For the 1977 income year, net losses totalling $2.9 billion
were reported on 57,949 returns. Revenue losses resulting from
the adoption of an NOL have been estimated by the Franchise Tax
- Board staff under various maximum deduction amounts as follows:
Revenue Loss
& Maximum Offset (In Millions)
$ 50,000 $130
100,000 155
300,000 200
500,000 215
1,000,000 240
1,500,000 250

Revenue losses attributed to individuals under the Personal

Income Tax Law estimated at $50 million at each maximum and are

included in the total revenue losses shown above.
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TABLE VII
SUMMARY OF STATE

NET OPERATING LOSS CARRYOVER/CARRYBACK PROVISIONS
OCTOBER 1978

Net Operating Losses

Carryover Carryover
State from Years* to Yearsg+**
Ala. ) NA
Alas. 1973-81 1975-85
Ariz. 1973-77 1979-83
Ark. 1975-77 1979-81
calif. NA
colo. 1973-81 1975-85
conn. 1973-77 1979-83
Del. 1973-81 1975-85
D.C. NA
Fla. 197377 1979-85
Ga. 1973-81 1975-85
Hawaii 1973-81 1975-83
1da. 1973-81 1975~83
Ili. 1973-81 1975-85
Ind. 1973-81 1975-85
Iowa 1973~-81 1975~85
Kan. 1973-81 1975-83
Ry. 1977 (4) 1979 (4}
La. (2)
Maine 1973-81 1975-85
Md. 1973-81 1975~-85
Mass. 1973-77(1) 1979-83 (2)
Mich. (5)
Minn. 1973-81 1975-83
Miss. 1973-77 1979~84
Mo. 1873-81 1975~-85
Mont. 1973-81 1975-85
Neb. 1973-81 1975-85%
N.H. NA
N.J. NA
N.M. 1973-81 1975~85
N.Y. 1973-81 1975-85
N.C. 1973-77(6) 1979-83(6)
N.D. 1973-81 1975-85
Ohio 1973-77 1979-83
Ckla. 1973-81 1975-85
Ore. 1973=-77 1979-83
Pa. NA
R.I. 1975-81 1975-85
S.C. 1875-77(3) 1979-81(3)
Teun. 1975=-77 1979-81
Utah 1973~-81 1975-83
vt. 1973-81 1975-8S
va. 1973-81 1975-85
W. Va. 1973-81 1975-85
Wis. 1973-77 1979-83

EFootnotes
NA - Not allowed

*Losses avallable from years in this column may
be applied against 1978 income.

**Losses for 1978 may be applied against income
for years in this column. The 1976 Federal Tax
Reform Act allows a seven (formerly five) year
carryover for losses incurred in tax years ending
after 1975. Thus, states whose taxes are based
on current fedexal law, and which do not provide
their own treatment of net operating losses,
automatically adopt the new seven year carryover.

(1) Beginning after 1978, a five year carryover
is allowed.

(2) For the first five years, so much of the
federal loss represented by net operating loss
carryovers for tax years ending Dec. 31, 1973,
and thereafter is deductible.

(3) Allowed only for new business during first
three years of operation.

(4) Allowed only for new businesses for loss
in first year of operation.

(5) Business losses may be carried forward 10
years or until used up. Any unused carry-
forward of a net operating loss from the
repealed corporate income tax is deductible but
not for tax years ending after 12/31/80.

(6) Five vear carryover of "net economic
losses"; carryback not permitted.

Source: State Tax Guide, Commerce Clearing House, October,

7 554 =
1978, p. 654~655, AR
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CHAPTER 4

GRADUATED CORPORATE INCOME TAX RATES

SUMMARY OF THE ISSUE

Since almost the beginning of the federal corporate income tax,
some level of profit has been exempted from the highest corporate tax
rate. Current federal law, enacted in 1978, provides for graduated
increases in the corporate tax rate ranging from 17 percent to 40 per-
cent on the first $100,000 of taxable income. The 46 percent maximum
tax rate only applies to income in excess of $100,000 during the tax
year. Graduated rates are often supported as an effective way to aid
small businesses because by reducing taxes on the corporation's income
they allow the firm to retain more earnings for reinvestment in the
firm.

California law does not provide for graduated tax rates on taxable
bank and corporation income. State law contains a flat 9.6 percent tax
rate on most corporate net income with a minimum annual tax of $200 on
all corporations subject to the tax. Banks and financial corporations
are subject to a higher tax rate.

The committee now has before it AB 1478 (Naylor), which would

provide a graduated tax for corporations, as follows:

Income Tax Rate
SO0 or a loss $200 (minimum tax)
$1 to $25,000 3%
$25,000 to $50,000 4%
$50,001 to $75,000 6%
$75,001 to $100,000 8%
$100,001 + 9%

should state law be amended to provide graduated tax rates appli-

cable to corporate net incomes?
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DESCRIPTION OF FEDERAL LAW

Current federal corporate tax rates were enacted by the Federal

Revenue Act of 1978 which are as follows:

Pre~1979
Taxable Income Current Tax Rate Tax Rate
$0 to $25,000 17% 20%
$25,000 to $50,000 20% 22%
$50,000 to $75,000 30% 48%
$75,000 to $100,000 40% 48%
Over $100,000 46% 48%

The purpose of both the current and the prior rate schedules was to
provide some form of tax relief to small businesses. In the past,
however, many large businesses fragmented their operations to obtain
the advantages of the lower tax rates that applied to the first in-
crements of taxable income. As a result, remedial legislation was
enacted in 1963 and 1969 which limited groups of corporations con-
trolled by a single interest to a single surtax exemption. (The
surtax was the name for the higher rate that applied to incomes over
$50,000 prior to 1979.)1

It should be noted that the graduated rates apply to the first
$100,000 of income of all corporations, regardless of the total amount
of taxable income that an individual corporation reports. A large
manufacturing firm which reports a taxable income in the hundreds of
millions of dollars receives the same benefit from the graduated
rates as does a much smaller firm reporting a taxable income slightly
over $100,000 for the tax year.

It should also be noted that the graduated corporation income

tax is based on the absolute level of corporate profits (i.e.,

$25,000, $50,000, $75,000, $100,000+) and not on the rate of return
on investment in a corporation. For example, consider two firms,

For example, consider two firms, one earning $ 25,000 of
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income on $250,000 of invested capital and another earning $1 million
income on $20 million of invested capital. The rate of profit of the
first firm is 10 percent and that of the second firm is only five per-
cent, yet the first firm pays taxes based on a lower tax rate (17
percent) than does the larger firm (46 percent). If "ability to pay" is
measured by rate of return on capital, then a system of graduated rates
based on the absolute dollar level of profits does not really address
this concern. If, on the other hand, the objective is to aid businesses
that are small in absolute size, regardless of their profitability, then
the system of graduated rates based on the absolute amount of net income

is appropriate.

Cost of Graduated Corporate Tax Rates to the Federal Treasury

According to the Office of Managment and Budget2 the 1980 fiscal
year revenue loss attributable to the graduated corporate rate structure
will be $7.1 billion. These tax savings may be used by corporations for

any purpose legally available to them.

BACKGROUND AND HISTORY OF FEDERAL LAW

The modern history of the corporate income tax begins with the 1894
Income Tax which levied a two percent tax on corporate net income. The
tax was held to be unconstitutional by the U.S. Supreme Court, primarily

for reasons unrelated to the concept of a corporation tax.

The next attempt was the 1909 Corporation Tax which was one percent
on corporate net income over $5,000. This law was held to be constitu-

tional in Flint vs Stone Tracy Company, 220 U.S. 107 (1911). With the

passage of the Sixteenth Amendment to the U.S. Constitution, Congress
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enacted the 1913 Income Tax setting corporate taxes at one percent of
net income. With the passage of the Revenue Act of 1918, corporate
taxes were set at 12 percent, with a $2,000 exemption. An excess pro-
fits tax was also enacted in this World War I era legislation. Between
1918 and 1934 the rate fluctuated so that by 1934 the rate was 13-3/4

percent, and the $2,000 exemption had been eliminated.

Table VIII,"History of Corporate Income Tax Rates 1936-1979," shows
the large number of changes that have occurred in the rates and exemp-
tion levels that apply to corporate net income over the last 45 years.
The purpose of the lower rates applied to the first increments of cor-
porate net income was to aid small businesses by allowing them to retain
more earnings after taxes. From the mid-1930's until 1975, lower rates
were applicable only to the first $25,000 of corporate net income. In
the mid-1970's many advocates of tax relief for small business argued
that this $25,000 exemption from the maximum corporate tax rate had to
be increased to $100,000 or more merely to keep up with the decline in
the purchasing power of the dollar since 1940.3 In response to this
argument and to the general concern that the»1974-75 recession was par-
ticularly hard on small businesses, Congress provided in the Revenue
Act of 1975 that lower rates would apply to the first $50,000 of cor-
porate income. In the Revenue Act of 1978 the Congress raised the level
of corporate income subject to lower tax rates to $100,000 and further
graduated the rate structure below that level. Congressional action in
1978 was motivated not only by a desire to aid small businesses, but by
a desire to motivate business investment generally by lowering all cor-
porate tax rates, including the top rate which was lowered from 48 per-

cent to 46 percent on net incomes over $100,000 per year.
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Revenue

Act

1936

1938

1940

1941

1942

1946

1950

1951

1964

1965

1975

1978

HISTORY OF INCOME TAX ON CORPORATIONS 1936 - 1979

TABLE VIIX

Income for

1936, 1937
’1938, 1939
1940

1941

1942-1945
1946-1949
1950
1951
1952-1963
1964
1965-1974

1975-1978

1979~-~

50

Net Income

First $2,000
Next $13,000
Next $25,000
Remainder

First $5,000
Next $15,000
Next $5,000
Over $25,000

First $5,000
Next $15,000
Next $5,000
Over $25,000

First $5,000
Next $15,000
Next $5,000

Over $25,000

First $25,000
Over $25,000

First $25,000
OVer‘$25.000

First $25,000
Over $25,000

First $25,000
Over $25,000

First $25,000
Over $25,000

First $25,000
Over $25,000

First $25,000
Over $25,000

First $25,000
Next $25,000
Over $50,000

First $25,000
Next $25,000
Next $25,000
Next $25,000
Over $100,000

Rate

{Percent

28
50

30
2z
50

22
48

20
48
17
30

40
46

)

3/4
3/4



The clearest statement of Congressional intent concerning the new

corporate tax rate schedule is contained in the Report of the Committee

on Ways and Means, U.5. House of Representatives, on H.R. 13511

{August 4, 1979).

"The committee believes that reduction of the corporate
tax rates is necessary to reduce unemployment and stimulate
economic growth through capital investment. In addition, the
committee believes that the reduction in corporate tax rates
and the application of graduated rates to corporations will
encourage growth in small business and provide tax relief to
those companies. Tax relief in the form of rate reductions is
especially needed for small companies that are not par-
ticularly capital intensive. Of the overall corporate rate
cut of $5 billion, about $1 billion goes to corporations with
taxable income of less than $100,000.

Graduated corporate tax rates will also reduce the abrupt
jump in tax rates under present law as taxable income
increases above $50,000, under the expiring temporary provi-
sions, and above $25,000, under the permanent provisions in
present law. The tax rate increase from 22 percent to 48 per-
cent under present law constitutes a 118-percent increase.

The committee believes that this increase imposes too great a
tax burden on the increment to taxable income. A gradual
increase from the lowest to highest corporate income tax rate
will reduce this large increase in the marginal rate on incre-
mental income.

Moreover, application of the graduated rates to cor-
porations should reduce the impact of the tax laws in the
selection of a form of organization for operation of a small
business. Under present law, corporate tax rates increase
from 22 percent to 48 percent for taxable income in excess of
$50,000. Reduction in the corporate tax rates and application
of graduated rates to corporations would reduce the relative
importance of the tax laws on this choice. As a result, non-
tax economic factors will receive greater emphasis in selec-
tion of the corporate, partnership or sole proprietorship form
for the operation of a small business." (p. 79-80)

in general, two main arguments seem to have been advanced for en-
acting tax rates that are favorable to small businesses. The first, and
perhaps less cited reason, is the desire to extend to the taxation of

business income the "ability to pay" concept that is generally accepted

as a principle feature of ocur personal income tax system. This line of
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argument ignores the issue of the proper level of taxation of the income
of the ultimate owners of the corporation in question and the issue of
the economic efficiency of taxing more profitable corporations at higher
rates than less profitable ones. Instead, it focuses attention on the

ability of a business entity to pay corporation taxes.

The second, and more sophisticated Tine of reasoning argues that
small, new businesses have little access to established capital markets
and normal commercial lenders and consequently need to rely on retained
corporate earnings as the main source of investment capital to facili-
tate future growth. Lower corporate net income taxes are seen as a very
direct means for the government to use to encourage growth in small, new
businesses without the need to establish large bureaucracies (such as
the Small Business Administration) to administer loan or subsidy
programs for small businesses. Extensive testimony has been presented

to both houses of Congress, in the context of hearings on small business

tax reform and the encouragement of small business in general, empha-
sizing the critical importance of retained earnings as a chief source of
investment capital for small business. Lower tax rates for small busi-
nesses, special depreciation deductions, favorable investment tax cre-
dits, and special inventory accounting rules have all been suggested as
ways to reduce small business corporate tax payments and, thus, as ways

to increase retained earnings available for reinvestment.

A major criticism of the use of graduated tax rates as a method for
aiding small (as opposed to all) businesses is that such graduated rate
structures channel substantial tax savings to large businesses at the
same time as aid flows to small businesses. This is because the grad-

uated rates apply to the first $100,000 of all corporations' taxable
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income. The recently enacted federal corporate net income tax rates pro-
duced a net tax savings of $6,750 on the first $100,000 of net income
for each corporation with a net income of $100,000 or more.

Corporations with less than $100,000 received less than $6,750 in relief
because they had less income subject to the Tower rates and hence less
tax savings. A simulation of the effects of this most recent change in

the rate structure using 1974 data published by the Internal Revenue

Service showed that, in the aggregate, slightly more tax savings flowed to

corporations with net incomes over $100,000 than to corporations with
net incomes less than $100,000.4 The total revenue loss to the federal
government of $1 in additional tax relief to small businesses (i.e.,
those under $100,000), therefore, would be slightly over $2, based on

the application of the current tax rates to reported corporate income

in 1974,

DESCRIPTION OF CALIFORNIA LAW

California law does not provide for graduated corporate income tax
rates. The Bank and Corporation Tax does provide for a flat 9.6 percent
tax rate on taxable corporate net income in the case of non-financial
corporations and a variable rate between 11.6 percent and 13 percent for
banks and financial corporations. Under the provisions of Chapter 1150,

Statutes of 1979 (AB 66 - Lockyer), these tax rates will fluctuate

according to a specified schedule until 1983 in order to provide suf-
ficient additional revenue to replace that lost due to the repeal of the
business inventory tax. The higher rate for banks and financial cor-
porations reflects the "in-Tieu" tax provisions designed to subject such
corporations to the same overall tax burden as is applied to other non-
financial corporations. This is necessary since banks and financial
corporations are not subject to many other types of state and local
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taxes. All corporations are subject to a minimum tax of $200,
regardless of the level of net income reported. Federal income
taxes paid by corporations are not deductible for purposes of

computing income subject to the Bank and Corporation Tax.

STATE POLICY QUESTIONS

In light of the issues discussed above, there are a number of
considerations relative to implementation of graduated corporate
net income tax rates at the state level.

1) conformity with federal law, where possible, makes for
less taxpayer confusion over state tax laws.

2} A progressive tax rate schedule is designed to lessen the
burden of the lower income taxpayer. It would help those
small and new businesses with low incomes.

3) The concept of progressive tax rates is better applied to
individual income tax where the amount of taxable income
is fair indicator of "ability to pay". Because of the
greater flexibility of corporate economics, the amount of
taxable income is much less likely to indicate ability to
pay.

4) Firms doing business entirely in California might avoid
the higher brackets by subdividing functions in several
smaller corporations.

5) The relatively small california tax, as compared to federal
tax, would probably not be determinative of the failure or
success of a new or small corporate enterprise. The federal

monetary policies would have a much stronger impact.
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6) Since state corporate income taxes are deductible for purposes
of computing federal taxable income, the effective state tax rate dif-
fers from the statutory 9.6 percent rate established by law. The

following table demonstrates this phenomenon:

Federal Marginal Statutory State Effective State
Income Level Tax Rate(%) Tax Rate(%) Tax Rate(%)
$0-25,000 17 9 7.97
$25,000-50,000 20 9 7.68
$50,000-75,000 30 g 6.72
$75,000-100,000 40 9 5.76
over $100,000 46 9 5.18

It should be noted that this table assumes that corporations with
incomes taxable in California also have incomes that are taxable under
federal law and are thus able to reduce the effective California tax
burden through deductions on their federal returns which reduce federal
taxes below what they otherwise would have been. It is not always the
case that firms with taxable income in California also have federally
taxable incomes due to the differences between federal and state cor-
porate tax Taws. In light of the differences in effective tax rates

set out above, should the state attempt to equalize the effective burden

of state corporate taxes for large and small corporations?

7) If the state does choose to provide tax relief to small busi-
nesses, should such relief be provided in the form of graduated rates
that apply to a specified level of corporate income for all corporations,
or should other means be used to target the tax reduction towards
smaller firms alone? A possible means for doing this would be to allow
a certain tax credit against bank and corporation taxes on income up to
$100,000 with the credit being reduced by 125 percent of the amount by
which total income exceeds $100,000. (See the treatment of the o0il

depletion deduction in Secticn 24833 of the Revenue and Taxation Code.)
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8) should the 3200 minimum tax be altered if small business

tax reduction is decided upon? Since the state, not the

federal government, charters and regulates corporations,
should the $200 ﬁinimum tax provision of the Bank and
Corporation Tax be seen as a form of income taxation or
as a type of licensing fee designed to regulate the use of
the corporate form of organization?

9} Should additional business tax relief be provided in the
form of general rate reductions for all corporations,
graduated rates to aid smaller firms, tax credits of a

general nature, or as special credits designed to reward

corporate behavior that aids certain public policy goals
such as manpower training for the hardcore unemployed?

10) The large majority of small businesses are not corporations

o
L

but rather are partnerships or sole proprietorhsips. If aid
to small business was decided upon, would it be more appro-

priate to seek out forms of relief that assist the non-

e
corporate sector as well?
FISCAL IMPLICATIONS OF CONFORMITY
® If california adopts a progressive graduated corporate tax

rate in close conformity with current federal law, the impact on

the General Fund would be a net loss of about $104 million for the

1979-80 fiscal year and $295 million for the 1980-81 fiscal year.

Attached are four models of a graduated corporate tax structure

developed by the Franchis Tax Board staff. There models were all

created with the constraint that approximately the same amount of

revenue would be collected as is collected under the present law.

California law,
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PROGRESSIVE CORPORATE TAX STRUCTURE

Research and Statistics has developed a hypothetical corporate tax structure
patterned after the Internal Revenue Service corporate tax structure. Several
schedules were derived and compared with the current bank and corporation tax
structure for income year 1977. The minimum tax of $200 is retained and therefore
there 1is no change in tax assessments for corporations with net losses and corpor-—
ations with no income or loss., The tax rates were derived based on the assumption
that there 1s no revenue impact on the overall tax assessments. The following
schedules were derived and the results are shown in Table IX.

Model 1.
Tax rate of 47 on the first $25,000 state net income
8% on the next $25,000 state net income
i0%Z on the state net income in excess of $50,000

Model 2.
Tax rate of 4,47 on the. first $25,000 state net income
7.2% on the next $25,000 state net income
1042 on the state net income in excess of $50,000

Model 3.
Tax rvate of 4,2% on the first $25,000 state net income
7.47 on the next $25,000 state net income
10% on the state net income in excess of $50,000

e
Tax rate of 57 on the first $25,000 state net income

6% on the nmext $25,000 state net income

i0%Z .on the state net income in excess of $50,000

Based on the overall tax changes, schedule 4 shows the least total tax change,
+$27,000 while schedule 3 would provide for a -~ $366,000 tax change.
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TABLE IX

HYPOTHETICAL BANX AND CORPORATION GRADUATED TAX STRUCTURE
1977 INCOME YEAR

TAX ASSESSED ($0C0)

Number State Net Graduated Tax Structure

of Income ~ Current Model 1 Tax Model 2 Tax Model 3 Tax Model 4 Tax
State Net Income Class Returns ($000) Law Change Change Change Change
Net Loss 37,949 -2,889,834 11,922 11,922 0 11,922 0 11,922 0 11,922 I
No Income or Loss 13,269 0 3,626 3,626 0 3,626 0 3,626 0 3,626 0
$1 under 5,000 40,379 7 76,528 9,755 8,076  =1,679 -~ 8,076 =1,679 © 8,076 =1,679 £,18  -1,571
5,000 under 10,000 15,213 110,845 9,939 4,434 =5,555 4,877 =5,112 4,655  =5,334 5,562 m4,447
10,000 under 15,000 10,091 124,596 11,222 4,984  -6,238 5,482 =5,740 5,233 =5,989 6,236  =4,992
15,000 uncer 20,000 7,404 130,297 11,734 5,212 ~6,522 5,733 «6,001 5,472 5,262 6,515 =5,21%
20,000 under 25,000 6,148 137,972 12,419 5,519 ~6,900 6,071 ~6,348 5,795  ~6,624 6,899  -5,520
25,000 undaer 50,000 18,848 686,535 61,827 36,075 ~25,752 36,237 ~25,590 35,725 =26,102 36,480 ~25,347

50,000 under 100,000 12,565 838,378 75,547 58,708  ~16,839 57,451 =185,095 57,451 ~18,096 55,567 19,93
100,0C0 under 300,000 9,941 2,093,399 189,642 189,458 ~184 188,464  ~1,178 188,464  ~1,178 186,973 ~2,669
500,000 under 1,000,000 1,554 1,084,317 99,052 105,324  +6,272 105,168 46,116 105,168 +6,116 104,935 45,8383
1,000,000 under 5,000,000 1,508 3,147,193 292,538 311,703 419,165 311,552 19,014 311,552 419,014 311,325 418,767
5,000,000 under 10,000,000 207 1,461,382 134,865 145,724  +10,859 145,704  +10,839 146,304 411,439 145,672 +10,807
10,000,000 and over 227 7,938,969 759,091 793,443 +34,332 793,420 434,329 793,420 +34, 329 793,386 +34,295
Tozals 200,353 14,940,577 1,683,229 1,084,208 +975  1,683.78 554 1,682,864 «366 1,683,256 427

*{a) Assumes No Income Splitting For Parent/Subsidiary Combined Reports
{8) Minimum Tax OF $200 Retained
wey Yodel 1 Tax Rate of 4% on First 325,000 State Net Income
8% on Next $25,000 State Net Income
107 on State Net Income in Excess of $50,000
¥odel 2 Tax Rate of 4,47 on Filvst $25,000 State Net Income
7.2% on Next 525,000 State Net Income
10% on State Net Income in Excess of $§50,000
Model 3 Tax Rate of 4.2% on First $25,000 State Netr Income
7.47% on Next $25,000 State Net Income
10% on 3tate Net Income in Excess of $50,000
Model 4 Tax Rate of 5% on Tirst $25,000 State Net Income
8% on Wext $25,000 State Nat Income
10% on State Net Income in Fxcess of $50,000
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CHAPTER 5

INVESTMENT TAX CREDIT

SUMMARY OF THE ISSUE
Federal law provides for a tax credit equal to 10 percent of

the cost of new equipment used for business purposes. This credit

is designed to stimulate business investment in capital equipment
by lowering the effective after-tax cost of business equipment.
® State law does not provide for any such credit.
Assembly Bill 862 providing for a 2% credit was introduced in
the 1977-78 regular session of the Legislature; it died in the

Assembly. The Committee now has before it AB 1555 (Filante), which

B
provides for a 5% credit.
Should the state consider providing additional incentives for
» such investment by adopting state income and corporation tax invest-
ment credits?
DESCRIPTION OF FEDERAL LAWL
B A credit against the federal income tax is allowed for 10 per-
cent of the cost of "qualified investments" acquired and placed in
service or constructed during the tax year.
5 Qualified Investments

The provisions for the depreciable property investment tax
credit are set out in IRC § 38. This section allows the tax cré-

dit where a corporation (or individual) invests in certain busi-

o

ness facilities which are termed "Section 38" property.
Only the "Section 38" property defined in the relevant por-
N tions of Subtitle B is treated as qualified investment. A quali-
fied investment is generally an expenditure for new machinery or

equipment used in a business enterprise. Generally, but not in
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all cases, land, buildings, and gomponents of buildings are not
eligible for the investment credit. Investment goods produced

in a foreign country are generally eligible for this credit. Up
to $100,000 per vear of used equipment expenditures are also eli-
gible for the investment tax credit.

In order to qualify for the full 10 percent investment tax
credit, the investment goods must have a useful life of seven
years or more. For equipment with a useful life of between five
and seven years, a taxpayer may claim only 2/3 of the full 10 per-
cent credit. For equipment with a useful life of between three
and five years, the taxpayer may claim only 1/3 of the full 10
percent credit. Equipment with a useful life of less than three
years is not eligible for the investment tax credit. These limit-
ations were added to the law in order to prevent a bias towards
the purchase of equipment with very short useful lives.

The property must also be a type as to which there is allow-
able depreciation, or amortization in lieu of depreciation, and
the property must be tangible personal property. If the property
is not tangible personal property it must be "other tangible pro-
perty” as defined in the IRC and asscociated regulations.

The present law provides special treatment for investment
credit for certain utilities, railroads and airlines. Different
rates and definitions are applied in these cases.

Who May Claim the Credit

The investment tax credit is available to individual taxpayers
(through sole proprietorships, partnerships, and Sub-Chapter S

corporations), corporations, estates and trusts.
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Limitations on the Amount of the Credit

The amount of the investment tax c¢redit may not exceed the
taxpayer's tax liability for the tax year. If lisbility exceeds
$25,000, the investment tax credit may not exceed $25,000 plus
a percentage of the tax liabilitv above $525,000. The Revenue Act
of 1978 (P.L. 95-600) provides that this limitation on the invests=
ment credit will be gradually relaxed over the next four years.

The maximum limit on the credit will be altered as follows:

1979 $25,000 plus 60% of the tax liability above $25,000
1980 $25,000 plus 70% " " " " " "
1981 $25,000 plus 80% " " ¢ " " "
1982 $25,000 plus 90% " « " " "

Carrvback and Carrvover of Unused Credit

Any part of the investment credit which is not used because
of the limitations discussed above may be carried back three years
and carried forward for seven years. Provisions are made for re-
funds of taxes previously paid when an investment credit carryback

to an earlier year results in an overpayment of federal income tax.
ESOP
The law also provides for an additional 1% credit where an

employer contributes its securities to an Emplovee Stock Ownership
Plan (ESOP) an amount equal to 1% of the gualifying property. Fur-
ther, where the employer qualifies for the 1% credit, it may gqualify
for an additional 1/2% credit if it contributes employver stock to
an ESOP an amount equal to 1/2% of the gualifying investment and

the employees of that emplover also contribute an amount equal to

1/2% of the value of the qualifying property to the ESOP.
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Cost of the Investment Tax Credit to the FPederal Treasurvy

Table X shows the federal experience with the investment tax
credit, using 1977 IRS data {(estimates for 1978-1980 were made by
Franchise Tax Board staff based on this old data). For 1980, how-
ever, the Office of Management and Badgetz currently projects that
the revenue loss from the investment credit will be $15.3 billion
from corporate returns and $3.1 billion from individual tax returns.
This represents a total federal tax expenditure of over $18.4
billion directed towards encouraging investment in business equip-
ment.

HISTORY AND RATIONALE FOR FEDERAL LAW

Most industrial nations provide special tax incentives, besides

depreciation allowances, to encourage investment and economic growth.

In his tax message to Congress on April 20, 1961, President John F.
Kennedy proposed that an investment tax credit be enacted. The pur-
pose of the proposed legislation was to stimulate the domestic econ-
omy and to make it more effective in competition with foreign pro-
ducts by modernizing and expanding both plant and equipment.

The investment tax credit was first enacted in October 1962
as part of the Revenue Act of 1962, P.L. 87-834, and provided for
an income tax credit equal to 7 percent of the cost of gualified
capital equipment. The credit was suspended for five months in
fiscal year 1966-67 as part of the response to the revenue reguire-
ments of the Vietnam War and the need to control domestic inflation
due to excess demand in the U.S. economy. The credit was repealed
in 1969 as part of the Nixon Administration's program to restrain

domestic spending in order to control inflation was well as in an
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INCOME YEAR

Actual
1965
1966
1967
1968
1969

19706
1971
1972
1973
1974

1975
1976
1877

Estimate

1978
1979
1980

1 .
Amounts represent carry-over credit only

TABLE X

INVESTMENT TAX CREDIT

US EXPERIENCE

(Dollars in Thousands)

TAX CREDIT CORPORATIONS
RATE NUMBER TAX 1L0SS
7% N/A $1,710,728
7% N/A 2,018,757
7% N/A 2,075,041
7% N/A 2,357,068
— N/A 1,936,239%
— N/A 900,743"
7% N/A 1,549,607°
7% N/A 2,956,427
7% N/A 3,753,016
7% N/A 4,221,389
10% 559,789 6,414,413
10% 592,375 9,016,658
10% N/A N/A
10% 657,547 10,465,046
10% 690,133 11,528,981
10% 722,719 12,592,915

2 5 . .
Amounts represent phase-in of new credit.

e

P
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INDIVIDUALS

NUMBER TAX 1OSS
1,977,589 $374,824
2,085,916 434,861
2,069,235 440,270
2,179,155 498,275
1,085,572 243,526"

143,409 29,751°
1,458,283 361,679
2,306,157 699,785
2,869,068 1,077,655
3,003,743 1,198,972
2,963,510 1,582,623
3,310,020 1,892,763
3,368,995 1,984,465
3,438,219 2,015,178
3,589,562 2,142,758
3,740,905 2,270,348

since law rescinded for 156

and 1970.



effort to raise additional revenues for the federal government.

The credit was reinstated in 1971 at the seven percent rate and

was increased to ten percent in 1975 as part of the Ford Adminis-
tration's anti~recession program of economic stimulus. The Revenue
Act of 1978 made permanent the ten percent rate for the credit

and provided for a relaxation in the limitations of the maximum
amount of the credit that may be claimed in a given vyear.

The investment tax credit was enacted as a means to increase
business investment in capital equipment and, by so doing, spur
economic growth in the U.S. and improve the productivity and
international competitive position of the U.S. economy in general.
When first enacted in 1962, the investment credit represented a
major program of the federal government designed to stimulate
economic growth through government tax policy.

Since its inception, there has been continuocus debate as to
the effectiveness of the investment tax credit. Proponents argue
that the credit has been responsible for increasing investment in
production equipment and facilities. Critics argue that the credit
may not be cost-effective when revenue loss due to the credit is
compared with the amount of extra investment stimulated by the
credit. Other critics argue that the credit distorts the market
mechanism and that policymakers should refrain from specific
interventions {(i.e., altering the price of capital eguipment rela-
tive to all other prices) and should rely on the general stimulus
provided by cuts in individual and corporate income tax rates.

Proponents counter this argument by pointing out that infla-

tion may be partly due to inadequate supply of goods and services
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in the economy and that a tax cut focused on investment spending
may do more to increase industrial capacity and supply than would
more general forms of tax relief for business.

U.S5. General Accounting Office (GAO)} Study

In 1978, the General Accounting Office (GAO) prepared a study
which surveved major academic studies that assessed the impact of
the investment tax credit.3 The following were among the signifi-
cant observations in the GAO report:

@ The investment tax credit (and the liberalization of depreci-
ation rules) did not increase the percentage of Gross National
Product (GNP) devoted to investment in the U.S. For the
period 1950 to 1961, gross private domestic investment was
15.3 percent of GNP. For the period 1962 to 1967 (the first
five vears after the credit was enacted) the figure was 15
percent of GNP.

@ The investment tax credit did increase the percentage of
domestic private investment devoted to plants and eguip-
ment. This was done at the expense of investment in resi-
dential housing.

§ In essence, the tax credit succeeded in shifting investment
towards productive equipment. It did not increase the overall
level of investment. The reason for this was that the cre-
dit did nothing to increase the overall level of savings in
the economy. Unless the level of savings is increased, it
is impossible to increase the overall level of investment
spending in the economy. The level of savings in the econ-

omy and the percentage amount of savings available for pri-
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private business investment depend crucially upon how the
federal government adjusts taxes on income and on the level
and method of financing government budget deficits. If
investment tax credits are increased while total government
spending and all other taxes remain unchanged, then the
government will incur a larger budget deficit. This deficit
can be financed either by creating additional money or by
additional borrowing. If additional borrowing is used,
there will be no inecrease in the total amount of savings
available to finance investment.

Due to the two- to four-year decision-making period for
private investment decisions, the investment credit is not
a very effective tool for short term economic stimulus.

A large portion of the tax credit goes to reward investment
that would have been undertaken anvway. For example, the
existence of the credit may cause a company to expand its
investment spending by five percent over what it otherwise
would have been without the credit, but it receives the

tax credit on the total amount it invests.

The main role of the credit is in fostering long term
economic growth by encouraging investment in new equipment.
The investment tax credit leads to the more extensive use

of capital at the expense of labor. This, of course, is

ot

he idea behind capital investments raising labor produc~
tivity, thus enhancing economic growth. It should be noted,
however, that this may reduce employment opportunities for

jabor in the short run.

66

£

.

ot



& The investment tax credit tends to bypass those businesses

which do not require large amounts of capital investment.

Labor intensive businesses are placed at a competitive dis-

advantage as a result.

@

DESCRIPTION OF CALIFORNIA LAW

California law does not provide for an investment tax credit.
Since federal income taxes are not deductible for state income and
bank and corporation tax purposes, the state does not realize any
revenue gain due to lower federal tax liabilities as a result of

the investment tax credit.

STATE POLICY QUESTIONS
In light of these findings concerning experience with the

federal investment credit, a number of igsues should be considered

when discussing a state counterpart to the federal credit.
1) Conformity with federal law, where possible, makes for less

taxpayer consusion over state tax laws.

& . . , . . .
2} State investment credits might stimulate the California
economy . However, recent indications are that the state
economy is already faring better than the rest of the
]

country in the present nationwide economic downturn.
Existing federal credits have not prevented this recession

nationally.

3} The policies which first created the investment tax credit
were largely national ones, particularly those involving

international competition. Is it appropriate for the state

to engage in macro-economic policymaking (i.e., stimulating

growth and investment)}, an area traditionally left to fed-
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4)

5)

6)

7)

8)

eral control? Could California meaningfully affect these
areas in any event?

Due to relatively low state tax rates and the deductibility
of the state tax in computing federal tax {reverse revenue
sharing), it is apparent that such a state credit would
not significantly affect corporate decisions on investment.
As such, state tax credits which duplicate federal law
amount to a windfall for taxpayvers already motivated by
the considerably higher federal tax benefits. Where no
federal credits exist, a state tax credit mayv have sonme
impact on taxpayer decisions, although it still represents
a windfall for those who would have behaved thusly in any
event.

Application of the credit to multistate corporations would

benefit investments other than in California.

Given the fiscal constraints of the state, would any fea-
sible amount of state investment tax incentives provide

a significant economic stimulus for the California economy?
Business has already received substantial tax relief from
Proposition 13 and the recent elimination of the business
inventory tax (AB 66). 1Is further tax relief appropriate?
Given the revenue estimates written into law in the "deflator"
provisions of Chapter 282, Statutes of 1979 (AB 8 - Greene),

will enactment of these provisions result in a reduction of
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local government fiscal relief provided by the state?

3} Would it be a more effective form of economic stimulus to

lower the overall state corporate tax rate rather than to

provide tax relief only to firms investing in capital equip-
ment? Should tax incentives be concentrated in order to
provide more stimulus to small businesses?

10) Should investment tax incentives be structured in a fashion
which rewards only expanded investment rather than all in-

vestment, including that which would occur without a spe-

cial credit?
11) Should additional tax incentives be provided to expand

investment in capital equipment or should incentives be

provided for investment in "human capital" (i.e. employee
training programs)?

FISCAL IMPLICATIONS OF CONFORMITY

If the investment credit provisions of AB 1555 were adopted,
the Franchise Tax Board staff estimates a General Fund revenue

loss of approximately $750 million. If the federal law were incor-

porated entirely, the loss would be about $1.5 billion.
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CHAPTER 6

- SUBCHAPTER S (TAX OPTION) CORPORATIONS

&

SUMMARY OF THE ISSUE
Since 1958, federal law has contained provisions, commonly

known as "Subchapter S%", which allow corporations engaged in

B

active trades or businesses to voluntarily choose to be treated
for income tax purposes in a manner somewhat similar to that
s accorded to partnerships. When an eligible corporation elects

to be treated under these provisions, the income or loss (except
for certain capital gains) is not subject to the corporation
income tax, but rather, each shareholder reports a share of the
corporation's income or loss each year in proportion to his or
her share of the corporation's total stock. This option allows

persons toc have the legal advantages of the corporate form of

L

organization (chiefly, limited liability) without facing the
tax conseguences.

® California law contains no such provisions in either the
Personal Income Tax or in the Bank and Corporation Tax law.
Income of such corporations is subject to the normal 9.6 percent

corporate tax rate and any dividends actually paid by such cor-

porations to shareholders would be taxed at the personal income
tax rate applicable to each shareholder.

AB 1861 (Knox) and AB 810 (Xnox) proposed Subchapter S

treatment under state law in the 1971 and 1972 regular legislative
sessions, respectively; both failed passage. The committee now

has before it AB 874 (McVittie) and AB 1470 (Relley) on this

subject.
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Should state law be amended to provide a similar option for

DESCRIPTION OF FEDERAL LAW!

Current federal law, as amended by the Federal Revenue Act
of 1978, provides taxpayers and corporations with the option of
using the special provisions relating to small business corpora-
tions, also known as tax option corporations.

A tax option corporation is one that has elected, by unani-

mous consent of its shareholders under the provisions of Subchapter

S, not to pay corporation tax on its income and, instead, to
have the shareholders pay taxes on the income even though it may
not actually be distributed to the shareholders and is still
retained by the corporation.

Unlike a partnership, a tax option corporation is not a
"conduit". Individual items of income and deduction are not
passed through to the shareholders to retain the same character
for tax purposes in the hands of shareholders as they had in the
hands of the corporation. Instead, taxable income is computed
at the corporate level in much the same way as it is computed
for any other corporation. The shareholders are then taxed
directly on this amount of taxable income, even if no distri-
bution of cash is actually made.

To the extent the corporation's current income remains
undistributed, it is taxed to persons who are shareholders on
the last day of the corporation'’s taxable year, as if on that
last day there had been a pro rata distribution as a dividend

of the corporation's undistributed taxable income. Subsequent

71

s

Y

s



@

distribution of such undistributed income to the same shareholder
is permitted as a nontaxable distribution. Basis adjustments

to the shareholder's stock accompany these events, basis being
increased for undistributed income to the sharehcolder and de-
creased for distribution from that income.

The only exception to this "no-conduit rule” involves
capital gains. The tax option corporation's net capital gain
is passed through to the shareholders and is treated by them as
a long term capital gain.

In determining the taxable income of a Subchapter S corpora=
tion, its operating loss deductions and certain miscellaneous
deductions are disregarded. Operating losses, as well as net
capital gains, are reported directly by the shareholders, as
though incurred or realized by them. With respect to the cor=-
poration's excess of net long-term capital gain over net short-
term capital loss, each shareholder is considered to have re-
ceived a portion which is proportionate to his share of corporate
income, but the total amount passed through to the stockholders
cannot exceed the corporation's taxable income computed without
these capital gains.

Some of the more important specific aspects of Subchapter S

are discussed below.

Eligibility

To gualify for Subchapter S treatment, a corporation must
meet the following requirements:
(1) It must be a domestic corporation organized under the

laws of the U.S. or any of the states.
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(2) It must not be a member of an affiliated group of
corporations.

(3) It must have only one class of stock.

(4) It must not haﬁe more than 15 shareholders.

(5) It must have only individuals or estates as share-
holders., (An exception is made for certain trusts.)

{6) It must not have a nonresident alien as a shareholder.
Election

A corporation may elect to come under the provisions of
Subchapter S if all stockholders unanimously agree to the elec-
tion, beginning with a particular taxable year, either in the
last month in the preceding year or in the first month of that
taxable year. The election must have the consent of all persons
who are the shareholders at the beginning of the first year to
which the election applies, if the election is made before that
time, or all the shareholders on the date the election is made if
that takes place after the beginning of the first year to which
it applies.,

An election is binding for all future years, unless it is
terminated through the addition of new stockholders or it is
revoked or the corporation ceases to be a "small business cor-
poration". If a new shareholder affirmatively declares that he
or she does not wish to be treated under Subchapter S, then the
election is terminated for the corporation as a whole and for
all other shareholders.

In addition to the above provision, a corporation may lose

its Subchapter S status if more than 80 percent of its gross
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recéipts are from royalties, rents, dividends, interest, annui-

ties, or sales of stocks or securities. (The latter requirement
does not apply to the first taxable year in which the corporation
began active conduct of business or the next taxable year, if the
amount of this type of income for such taxable year is less than

$3,000.)

" EBffect of Election on Shareholders

If the election of Subchapter S status is correctly made,
the corporation will not be subject to the income tax on cor-
porations. All income and net operating losses are passed on
to the shareholders, whether or not the income is actually dis-
tributed. A net corporate operating loss is treated by the share-
holders in the same manner as a loss from a trade or business
under the personal income tax law. A shareholder may deduct his
or her pro rata share of the loss, but the amount deducted cannot
exceed the shareholder's adjusted basis in the corporation. Ex-
cess net operating losses may not be carried over to ather tax
years.

Long term corporate capital gains are subject to a special
tax at the corporate level if the long-term capital gain: (1)
exceeds any short-term capital losses by more than $25,000; (2)
exceeds 50 percent of the total corporate taxable income; and
(3) corporate income exceeds $25,000. The excess of capital
losses over capital gains is not passed on to the shareholders
but may be carried over to future years by the corporation.
Income from long-term capital gains of the corporation retains
its capital gains character when passed on to the shareholder
and,hence, is taxable at the more favorable capital gains rates

allowed under the personal income tax law.
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HISTORY AND RATIONALE FOR FEDERAL LAW

As early as the end of World War II, alternatives for the
taxation of small, closely held corporations were discussed.
In 1954, Congress enacted legislation (Subchapter R) which
allowed partnerships and sole proprietorships to elect to be
taxed as corporations. Subchapter S provisions were first
enacted as part of the Technical Amendments Act of 1958,

Congress passed this legislation in the belief that "...
it permits businesses to select the form of business organiza=-
tion desired, without the necessity of taking into account major
differences in tax consequence."5 In addition, Congress believed
that "...permitting shareholders to report their proportionate
share of the corporate income, in lieu of a corporate tax, will
be a substantial aid to small business....The provision will
also be of substantial benefit to small corporations realizing
losses for a period of years where there is no way of offsetting
these losses against taxable income at the corporate level, but
the shareholders involved have other income which can be offset
against these losses."®

The chief advantage of the corporate form of doing business
is the limited liability of the managers and shareholders of the
business in question. Limited liability encourages risk-taking
in economic ventures and makes it easier for small businesses
to attract investment dollars from potential investors.

In the original wversion, the Subchapter S provisions con=
tained a number of restrictions on the use of the tax option

corporation in an attempt to limit this option to small businesses.
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Chief among these restrictions was the provision which limited
© to ten the number of shareholders a corporation might have.
This restriction, only recently changed to 15 shareholders,

made it difficult for some small businesses to raise ocutside

F

L

L capital, since fewer investors could join the firm and still

have the corporation retain its status as a tax option corpora=

tion., This restriction also caused problems when a shareholder
@ died and the number of heirs who were entitled to shares in the

corporation pushed the total number of shareholders over the

limit. Again, recent amendments to the Internal Revenue Code

have reduced some of the problems caused by this restriction,
particularly in the treatment of inherited stock in Subchapter

S corporations with respect to the limit on the total number of

B

shareholders.
Due to these restrictions and IRS rulings dealing with

other aspects of Subchapter 5, such as the requirements for the

% distribution of previously taxed income in the form of cash only,
involuntary revocation of the election to Subchapter § status,
and limitations on the soures of income allowable for such a cor-

B poration, the literature of accountancy and tax law are filled

with articles discussing the pitfalls of Subchapter S. While the

law in this area has been constantly amended over the last 20

years to correct some of these problems, it still seems true that
election of Subchapter S status is not as simple a decision as

Congress intended when it enacted these provisions. In addition

E 4

to these considerations, many tax practitioners note that state
taxes on the corporate form are higher than those on partnerships

and, hence, a major deterrent tc the choice of Subchapter 5§ status.
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Extent of Subchapter S Activity

The following statistics drawn from publications of the
Internal Revenue Service provide a profile of the nature and
extent of Subchapter S activity in the U. S. in 1974, the last
yvear for which such data is available.

" Economic Activity of Subchapter S Corporations

Number of Subchapter 8 Returns 333,099
Number of Shareholders 832,493
Business Receipts $120,960,889,000
Net Income (Less losses) $ 3,549,831,000
Net Worth $ 14,986,003,000

Income Distributed to Shareholders $ 2,108,297,000

Percent of Firms with:

1 Shareholder 31.2%
2 Shareholders 33.6%
3 Shareholders 15.2%
4 Shareholders 9.,7%
5 or More Shareholders 10.3%

Primary Activity of Corporations Electing Subchapter S Status

Agriculture, Forestry, Fishing 5.1%
Mining 7%
Construction 11.3%
Manufacturing 10.3%
Transportation and Public Utility 4.4%
Wholesale and Retail Trade 35.5%
Finance, Insurance, Real Estate 11.5%
Services 21.2%

100%

By way of comparison, there were 10,881,969 sole proprietorships
and 1,073,147 partnerships involving 4,950,576 partners in the
entire U.S. in 1975. As can readily be seen, Subchapter S corpora-
tions are only a small part of the small business community in the
United States.3

California taxpayers have not participated in the use of the

Subchapter S option in proportion to their share of the total popu-

lation of the U.S. In the 1976 tax year, 642,980 individual tax
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returns in the entire U.S. reported net income or a loss from a
small business corporation electing Subchapter § treatment. Only
4,1 percent of these individual returns were from California tax-
payers, a total of 26,226. In comparision, a year earlier in
1975, there were 1,105,976 sole proprietorships and 156,817
partnerships involving 794,171 partners in California.4 Whether
the limited use of the tax option corporation by California busi=-
nesses was due to the lack of corresponding provisions in state
law is hard to determine without in-depth examination of the cir-
cumstances in individual cases. Clearly, however, the rather
substantial state corporation tax rate (9.6 percent), has some
deterrent effect upon California businesses' choice of a legal
form of doing business.
DESCRIPTION OF CALIFORNIA LAW

California law contains no provision similar to either the
1954 Subchapter R legislation (which was repealed from federal
law, January 1, 1969) or the 1958 Subchapter S legislation, in
either the Personal Income Tax Law or in the Bank and Corpora=-
tions Tax law. Corporations electing Subchapter S status are
subject to the Bank and Corporation Tax on net corporate income
at the standard 9.6 percent rate of tax for corporations and the
higher rate for banks and financial corporations.
STATE POLICY ISSUES

In light of the federal provisions, a number of issues
should be considered when discussing a state counterpart to

Subchapter §.
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(1) Conformity with federal law, where possible, makes
for less taxpayer confusion over state tax laws. However,
jurisdictional problems and differences in the way corporations
are taxed federally and by the state makes it impossible for
federal Subchapter S provisions to be adopted intact by the
state. Thus, at best only partial conformity could be achieved,
and this runs counter to the goal of tax simplicity.

(2) Are the types of businesses that are most likely to
make use of Subchapter S (retailing, finance, insurance, real

estate and services) in need of additional favorable state tax

treatment? Should it be state policy to encourage these types of

businesses?

(3) 1Is giving taxpayers all benefits of doing business in
corporate form (e.g., limited liability) plus all benefits of
not acﬁing in corporate form an appropriate policy?

(4) If the state should decide to enact provisions similar
to the Subchapter S provisions in federal law, is it appropriate
to exempt Subchapter S corporations from the minimum tax ($200)
features of the California Bank and Corporation Tax Law?

(5) Subchapter S affords several major advantages, to tax-
payers, as follows:

A. Avoidance of Double Tax

The right to elect Subchapter S tax treatment
permits the owners of a business to operate in
a corporate form without fear of a double tax
on income, i.e., one tax at the corporate level

and another at the shareholder level,
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The Subchapter S election makes it feasible
for the owners to immediately incorporate a
new business which anticipates losses in its
early vears. The election may be made after
incorporation and the losses passed through
to the shareholders to be deducted by them
on their returns. The election may be ter=

minated when the corporation becomes profitable.

" Employees' Benefits

The Subchapter § election permits stockholders,
in general, to receive partnership-type treat=-
ment with respect to income, and, at the same
time, to take advantage of many of the benefits
available under the Internal Revenue Code to

employees but not to self-emploved persons.

" Method of Splitting Income

An electing corporation may be used as a method
of dividing income among a family group; that is,
of shifting income from higher to lower tax brac-
kets and thereby reducing the total family tax
burden. This may be accomplished by transferring
stock to lower income members of the family such
as minor children.

Deferring Income

Undistributed taxable income of a Subchapter S

corporation is included by a shareholder for his
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taxable year in which the taxable year of the
corporation ends. Therefore, it is possible
to defer the reporting of income by adopting
a taxable year for the corporation different

from that of the shareholder.

An election under Subchapter S may be made by
an existing corporation to avoid the threat of
tax on unreasonable accumulations. If an
election is made, the earnings will be taxed
directly to the shareholders. Since the cor-
poration is exempt from tax, there is no possi-

bility of a double tax.

(6) Subchapter S may cause taxpayers to experience one or

more of the following difficulties (which of course already are

posed by existing federal law, but the consequences of which

would be magnified by adoption of state provisions):

A,

" Problem in Withdrawing Previously Taxed Income

The major problem peculiar to operating under
Subchapter S concerns the difficulties in with=-
drawing previously taxed income. Income of an
electing corporation that is not distributed
during the taxable year is taxed to the share-
holders at the end of the year as a constructive
dividend. This income cannot be withdrawn tax-
free in a later year, unless all current earnings

and profits for that year are first distributed.
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B. Unintended Disqualification

There is the risk that an electing corporation
may be disqualified from operating under Sub-
chapter S; against the wishes of the majority

of the shareholders. If the election is ter-
minated, the corporation becomes a separate

tax entity subject to rules applicable to cor-
porations. In addition to subjecting the owners
to general corporate rules, the determination
will deny them the right to make tax~free with-
drawals of any previously taxed income.

C. Corporation and Shareholder on Different Taxable Years

If the electing corporation and shareholders are on
different taxable vears, the shareholder, at the
time he files his individual return, may not know
how certain distributions from the corporation

are to be reported.

(7) The method of taxing individuals and corporations under
federal law differs from state law. Under federal law, tax on
individuals and coporations is on a current year basis. Under
state law, tax on individuals is on a current basis but the tax
on corporations is on a prospective basis. This difference
causes difficult problems in tax imposition whenever the Sub-
chapter S election or election to withdraw from Subchapter S
status occurs., In addition, the state law imposes a minimum
tax of $200 on corporations whereas federal law does not.

(8) California could lose tax from nonresident shareholders

of Subchapter S corporations which would not be lost if the entity
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were taxed as a corporation. The treatment of capital gains
present a problem under state law because, under the Bank and
Corporation Tax Law capital gains are not given special treat-
ment, while under the Personal Income Tax Law they are.

(9) High federal tax rates may provide some justification
for Subchapter S treatment at the federal level. State tax rates,
by comparision, are much lower, and arguably have little material
effect on whether a business will be conducted as a corporation
or otherwise in California.

(10) Subchapter S was enacted to allow small corporations
an election not to be taxed as corporations. The legislation is
not really limited to "small" business corporations, however, as
it is available to a business of any size as long as the business
has 15 or fewer shareholders. For Subchapter S purposes, then,
the term "small business", relates to the number of shareholders
and not the size of the business. Therefore, a very successful
corporation could escape tax as a corporation simply because it
has 15 or fewer shareholders.

FISCAL IMPLICATIONS OF CONFORMITY

A preliminary estimate by the Franchise Tax Board staff of
the financial ramifications of full conformity with Subchapter S
of the Internal Revenue Code is as follows (1977 income year

estimates) :

(1) Corporate net income of small business corporations
would be exempt from the corporate income tax:$29
million loss

(2) Corporation net losses would flow through to personal
income tax returns and would reduce personal income
tax:$18 million loss

(3) Corporation long=-term capital gains would flow through
to the personal income tax returns and receive prefer-
ential treatment:$6 million loss
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{(4) Personal income tax returns would report additional
income from reduced corporation taxes:$3 million
gain

(5) Subchapter S corporations would be exempt from the
minimum tax:$1 million loss

The above estimates net a $51 million loss in state revenues

for the 1977 income year. If full conformity were enacted begin-

ning with the 1980 income year, estimated losses would be as

follows:
Revenue Revenue
Loss Loss
Income Year " (Millions) Fiscal Year (Millions)
1980 $59 1980/81 $62
1981 $64 1981/82 $65
1982 $68
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APPENDIX I

Revenues From Taxes on Corparation Net Income

0f State and Local Government:

California Compared with the Balance of the United States

Fiscal
Year

1966=67 cooeo

1971=72 coaco
1972=73 ccoce
1973-74 cocoe
1974<75 ceoco
1975=76 cooee
1976=77 ccooo

% Change:

1966-67 to 1976~77
1971-72 to 1976-77
1973-74 to 1976-77
1974-75 to 1976-77
1875-76 to 1976-77

$

California

6.98

7.02
8.45*
8.41*
9.98
9.21
10.57

Balance

0f U.S,

$ 3.45

4096
5,47
5,32
5.28
5,40
6.18

+ 79.2%
24,7
16.2
17,1
14.4

+ 4+ +

California

% of
Balance
0f U,S.

202,3%

141.6
154,3
177.0
189,1
170.6
171.0

Cemputed from data tabulated and reported by the Bureau of the Census,

U. S. Department of Commerce,

*Not exactly comparable with the other figures shown,

from a different source. Discrepancy believed to be negligible,

Source:
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Revenue of State and Local Governments

From laxes on Corporation Net Income

Per $1,000 of Personal Income
Fiscal Year 1976-77

Rank

17.
18,
19,
20.

21,
2z,
23,
24,
25.

25,
27,
28.
25,
3§Q

31.
3z.
33.
$34,
35,

36,
37.
38,
34,
45,

i3,
42.
43.
a4,
a5,

46.
47.
48.
49.
50.
51,

Source: . S. Department of Commerce, Bureau of the Census.

State

Michigan c.ceesscesocccccossorsonces
California coceoevvesossssssccsncnse
Minnesots .eeessosssssvsossccscsnses
Massachusetts ...ocuveccoscscnscnnssns
Hew YOPK cevccccocccasosscsascssscns

ATaska .uvueecsbosvssnccscssscssscns
WIisconsin cocorsvcsvscecoccsscssnnce
Connecticut ...ovveencvossnsecoocoocs
Pennsylvania .ocevevocsonsvessaseses

KENSES covuvovsosvonssocsssonssscons

Seuth Caroling coveeevsscssonsccaseo
Kentucky covevcscsossccsoccscsconons
DETEWATE v.vevesccoooscosnsssncsssns
Rhode 1sTand ..ceveecccnssscasccncns
TENNESSER ..vvssevccvssssovcsssnssasns

Horth Carcling ...c..ceecovnsvccsvnce

UNITED STATES average ......cooceces

idah
LOBND cossussvsosscevenssccocccnusss

e :
Hew HampsShire ...vvivsvsvcoscscsnsne
.

VETTIONE s.vvscrossscsancossvnnasenns
Arkansas ...oveeucscvscsonsscssssons

Oregon coesssvssscssocssccosansoscsa
GeOTOI8 coovcesvsocvossosscsvssvacss
New JBrSBY sovesscvcccnsveonccssnasns

Maing ...c..cecssscscnsscssscccssans

MONTANE .cocssecccsccssvassssnasscas

Horth Dakold .cvecsscoovescssssssana

I0WE .i.ecesossnsscscunsssosssacsonns
LIRE e

Virginia ..ceecvesesconnsncnscosssns
CoTOPa00 vevvessccoascsssnssconssses

OO e
ITTIN0TS sivecscvssccccscsnsnsssansns

OR10 covecvsosvasvssossvsasosvasanass
Louisiand ..ceovseccsscsscsssvsssesss
OkT8hoMa cocsusvecscssascsnsssssosns
Hawaid ..vovecvsscccsvcscsssnccsssns

Hebraska v.cecescssssvcsssosasssance

Mississippl c.ccvcsvcccscocsonsencns
Mow Mexieo c.ceccecnsvacososssessons
Alabamd ...cccvossoscsssavsscscsssans
Marviand ...iscscoocsossvonccsssncne

APiZONE .covscososssccsssssvansnssss

Florida c.o.vecscscansasscssssssssses
+
T8N tocaivecovocccocscsosnossassnse
Missouri L..cececssccccssssssssonans

Indiand ..ceocevecsessssosscccsssnsns

West Virginia ceocsvesscsssscsnscscss

South Dakota ..essssccocsecscossccns
Nevada ....ceessssssvoccecsssssnasse
TEXES ..cusvocascsacssssscssnosanses
Hashington ...cseeevscsvsccsssasssss
Hyoming cvosvcsscocsnssscscsscsssane
District of Columbia covvvevcscscnse

[ale]

$ 12.84
10.67
10.53
10.38
10.20

8.99
8.93
8.80
8.72
8.71

7.27
7.12
7.10
5.96
6.90

6.85
6.68

6.63
6.59
6.56
6.46

6.25
6.20
6.15
6.13
5.83

5.80
5.13
4.99
4.84
4.66

4.60
4.59
4.47
4.45
4.44

4.30
4.09
4.05
4.04
3.83

3.83
3.78
3.71
2.61
2.35

‘71
.00
.00
.00
.00
.00

% of
U.S. Average

192.2
159.8
157.7
155.4
152.7

134.6
133.7
131.8
130.6
122.9

108.8
106.6
106.3
104.2
103.3

102.6
100.0

99.3
88.7
98.2
96.7

93.6
92.8
82.1
91.8
87.3

86.8
76.8
74.7
72.5
69.8

68.9
68.7
66.9
66.6
66.5

64.4
61.2
60.6
60.5
58.8

57.3
56.6
55.5
39.1
35.2

10.6
OO
.0
-0
.0
-0



REVENUE OF STATE AND LOCAL GOVERNMENT
FROM TAXES ON CORPORATION NET INCOME
PER $1,000 OF PERSONAL INCOME
FISCAL YEAR 1976-1977

I 1 u T T T
MICHIGAN $12.84
CALIFORNIA $10.67 I
MINNESOTA $10.53 |
MASSACHUSETTS $10.38 |
NEW YORK $10.20 |
ALASKA $ 8.99 |
WISCONSIN $ 8.93 1
CONNECTICUT $ 8.80 |
PENNSYLVANIA  § 8.72 |
KANSAS $ 8.21 |
SOUTH CAROLINA § 7.27 |
KENTUCKY $ 7.12
DELAWARE $ 7.10
RHODE ISLAND $ 6.96]
TENNESSEE $ 6.90]
NORTH CAROLINA § 6.85]
U.S. AVERAGE  $ 6.68]
IDAHO $ 6.63
NEW HAMPSHIRE $ 6.59
VERMONT $ 6.56]
ARKANSAS $ 6.46]
OREGON $ 6.25]
GEORGIA $ 6.20]
NEW JERSEY  § 6.15]

| ; | | | |

0 $2 $4

$6 $8 $10 $12
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4.
15.

20.
21,

2z,
23.
24,
25,

Z6,
27.
28,
23,
30,

31,
3z,

"33,

34,
35,

36.
37.
38,
38,
%{%é

41.

Per {apita Revenue of State and Local Governments

From Taxes on Corporation Net Income

Fiscal Year 1976-77

State

AlaSKB ..cscovsvvcvncasassnsnascsess
Hichigan .ovcusccsssccsssscssscnscns

gé@%fﬁrai% &2 LY BB BPTHILE TSR EET TR SR
New York .oceevvoessssscsscscvusccss
Massachusetls cocsscssccassoccssvscs

Minnesotd cococovuscosvsoncsscnosacs
Connecticul sececscsnscovsonnssasasne
Pernsyivania .sececvcssssnsocssscsase
Wisconsin ceevovcvcssssconossssasces

KaNSES cecssccsvsoscesvsvsnsnscsnccs

Delaware coccscovevcsssvasssscsssscs
Hew JerSey ..oscssssscesovcsosssscas
ghéd% Eglaﬁé G 6 B e B R RSN D SDETHLERE S

UKITED STATES average ..evevesessces

Hew Hampshire ...esecocccevcssssanss

s
Uregon cocvesescssscsscsscassnasnces

Kentucky covcscvocssssssassssosnsnes
South Caroling ..ecesccovsossscssssns
Horth Caroling ..isessvocccesccsscas
TENNBSSEE ..escessvcsanssssssssscsss

Eé%hﬁ IR R R R L LR E LR E R R R R R RS R EEEEEEEEEEY

Versont ..coeccnsvessnsssvanssvessss
11790078 covveessnsascsscccsassscscs
Georgia c.ossscasscssssssssscsccssss
Horth Dakols ..oeecscscscscosvssccsse
MONLANA secuscesscossssossssscsnnsoe

P
ﬁ&ggé L2 4 EEELELOLESBBLBHPSLESEFIBTRFSS

Eé?ia & S E S B L L6 SBEEIEEEETFTETLEDESTBOP S
Arkansas ...cecssssccovcecsscssssans
VIrgints cocevescccsscscorssssssnses

.
Hawa il ccvvsscnsvcssssscssccsssnssse

£0707800 ccovcccnecssovsssncssasnnss
@%%g &S 8L e LLHPRESELE S EETETEE2EEHEERES
Marviand ....ccssseovessssacssuscsee
Mebrasks ...ceccvcsssccsssssaccnssse
OkT1ahomE ..cecessccssccccsssssassnse

ﬁ%g gﬁx‘i‘:@ IR EE NS R AR R E R EEEEEEEERENEN]
1ouisianad seecsesscsssssnsssosssosss
?%%?géﬁ IR E F S R R E R R 2 S L B RN B NS EEEEE
Brizong cicecscescsessccssscscscessns

>%§$§i§§g €L P L LPVLEDLE LSBT ELLELEBEEBE S

Al2Dama c.sccoveesssossssasessssaras
Swl

g%gfi 25562203 SBEILLSVETLOIBLELESL LD D
P s s ;

ﬁigg?ég?ggé LETHHSRLLLLSDEELLSRBOS & D

3 z P
Indianad ..ccesscssssscsssacsssasssss

West Virginia .osveccvsscncsssssssns

South Dakold .cscesescsscscnsossscss

51
§¥§¥a§§ 20 E52 66522 BLRBLEBLBVERBESSE

?éx&% GEBEESTLELEB LS TR EOGLLEILLTRSEFS

s
g&aﬁ?ﬁijtﬁé’i LeEESTELEILTEHE LB LORESERES
cr e
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District of Columbia cveeccoccnovsas
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$ 87.89
86.47
74.97
72,25
68.70

64.93
64.91
56.51
54.11
52.76

49,89
45.41
43.68

42,41

38.35
38.34

37.96
37.07
356.98
36.30
36.21

34.99
34.18
33.85
33.38
32.80

32.44
31.92
31.3%
30.99
30.84

30.77
29.48
27.86
26.87
25,13

24.78
24.29
22.98
22.56
22.03

20.56
19.861
18,20
16.17
12.55

3.63
00
.00
00
.00
00

. Department of Commerce, Bureau of the (ensus.

% of
4,5, Average

207.3
203.9
176.8
170.4
162.0

153.1
153.1
133.3
127.6
124.4

117.6
117.1
103.0

160.0

90.4
90.4

89.5
87.4
87.2
85.6
85.4

82.5
80.6
79.8
78.7
77.3

76.5
75.3
73.9
73.1
72.7

72.6
69.5
65.7
63.4
558.3

58.4
57.3
54.2
53.2
52.0

48.5
46.2
45.3
38.1
29.6

8.6
&O
00
-0
%0
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Table 3 (continved)
Bank ond Corporation Franchise Tax Statistics

STATE NEY INCOME BY INDUSTRY

1976 Income Year
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Table 3 (continved) t

Bonk and Corperation Fronchise Tax Statistics

STATE NET INCOME BY INDUSTRY

1976 income Yeor
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APPENDIX III

AMENDED IN ASSEMBLY MAY 7, 1979
CALIFORNIA LEGISLATURE~—1979-80 REGULAR SESSION

ASSEMBLY BILL No. 815

Introduced by Assemblyman Papan

March 12, 1979

REFERRED TO COMMITTEE ON REVENUE AND TAXATION

An act to add Section 24382 to the Revenue and Taxation
Code, relating to taxation, to take effect immediately, tax
levy.

LEGISLATIVE COUNSEL'S DIGEST

AB 815, as amended, Papan (Rev. & Tax). Bank and
corporation taxes: net operating losses.

Existing Bank and Corporation Tax Law provides for
various deductions in the computation of taxable income.

This bill would provide for a carryover and carryback of net
operating losses as a deduction in the computatxon of taxable
income under specified circumstances.

The bill would take effect 1mmed1ately as a tax levy;
however, its provisions would apply to income years ending
after December 31, 1979.

Vote: majority. Appropriation: no. Fiscal committee: yes.
State-mandated local program: no.

L 4

The people of the State of California do enact as follows:

1 SECTION 1. Section 24382 is added to the Revenue
‘2 and Taxation Code, to read:
3 24382, (a) Commencing with income years ending

98 40

101
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after December 31, 1979, there shall be allowed as a
deduction for the income year an amount equal to the
aggregate of (1) the net operating loss carryovers to such
year, plus (2) the net operating loss carrybacks to such
year, except that a net operating loss shall not be carried
back to income years ending on or before December 31,
1979. For purposes of this subtitle, the term “net
operating loss deduction” means the deduction allowed
by this subdivision.

(b) (1) Except as provided in subdivision (a),
years to which a net operating loss may be carried are as
follows:

(A) Except as provided in subparagraphs (D), (E), .

(F), (G), (H), and (I), a net operating loss for any

income year shall be a net operating loss carryback to !

each of the three income years preceding the income
year of such loss.

(B) Except as provided in subparagraphs (C), (D),

(E), and (F), a net operating loss for any income year
ending after December 31, 1979, shall be a net operating
loss carryover to each of the seven income years following

the income year of such loss.

(C) In the case of a taxpayer which is a regulated

transportation corporation (as defined in paragraph (1)

of subdivision (g)), a net operating loss for any income
year ending after December 31, 1979, shall (except as |
provided in subdivision (g))k be a net operating loss
carryover to each of the nine income years following the

income. year of such loss.

(D) In the case of a taxpayer which has a foreign
expropriation loss (as defined in subdivision (h)) for any
income year ending after December 31, 1979, the portion
of the net operating loss for such year attributable to such

foreign expropriation loss shall not be a net operating loss .

carryback to any income year preceding the income year
of such loss and shall be a net operating loss carryover to
each of the 10 income years following the income year of
such loss.

(E) Inthe case of a taxpayer which has a net operating

loss for any income year for which the provisions of part

the
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II of subchapter M of the Internal Revenue Code of 1954

(relating to real estate investment trusts) apply to such
taxpayer, such loss shall not be a net operating loss
carryback to any income year preceding the income year
of such loss and shall be a net operating loss carryover to
each of the eight income years following the income year
of such loss. A net operating loss shall not be carried back
to an income year for which part II of subchapter M of the
Internal Revenue Code of 1954 applied to the taxpayer.

(F) In the case of a financial institution to which
Section 585, 586, or 593 of the Internal Revenue Code of
1954 applies, a net operating loss for any income year
beginning after December 31, 1979, shall be a net
operating loss carryback to each of the 10 income years
preceding the income year of such loss and shall be a net
operating loss carryover to each of the flve income years
following the income year of such loss.’

(G) In the case of a Bank for Cooperatives (organized
and chartered pursuant to Section 2 of the Farm Credit
Act 0of 1933 (12 U.S.C. 1134) ), a net operating loss for any
income year beginning after December 31, 1979, shall be
a net operating loss carryback to each of the 10 income
years preceding the income year of such loss and shall be
a net operating loss carryover to each of the five income
years following the income year of such loss.

(H) In the case of a taxpayer which has a product -
liability loss (as defined in subdivision {i)) for an income
year beginning after December 21, 1979 (referred to in
this subparagraph as the “loss year”), the product liability
loss shall be a net operating loss carryback to each of the
10 income years preceding the loss year.

(I) Inthe case of an electing GSOC under the Internal
Revenue Code of 1954 which has a net operating loss for
any income year such loss shall not be a net operating loss
carryback to any income year preceding the year of such
loss, but shall be a net operating loss carryover to each of
the 10 income years following the year of such loss.

(2) Except as provided in subparagraph (g), the entire
amount of the net operating loss for any income year
(hereinafter in this section referred to as the “loss year”)
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1 shall be carried to the earliest of the income years to

2 which (by reason of paragraph (1)) such loss may be

3 carried. The portion of such loss which shall be carried to

4 each of the other income years shall be the excess, if any,

5 of the amount of such loss over the sum of the taxabie

6 income for each of the prior income years to which such

7 loss may be carried. For purposes of the preceding

8 sentence, the taxable income for any such prior income

9 year shall be computed— '
10 (A) with the modifications specified in subdivision
11 (d) other than paragraphs (1), (4), and (6) thereof;
12 and
13 (B) bydetermining the amount of the netooperating
14 loss deduction—
15 (i) without regard to the net operating loss for the
16 loss year or for any income' year thereafter, and
17+ (ii) without regard to that portion, if any, of a net .
18 operating loss for an income year attributable to a
19 foreign expropriation loss, if such portion may not,
20 under subparagraph (D) of (1), be carried back to such
21 prior income year,

22
23
24
25
26
27
28
29
30

31

32
33
34
35
36
37
38
39
40

and the taxable income so computed shall not be
considered to be less than zero. For purposes of this
paragraph, if a portion of the net operating loss for the
loss year is attributable to a foreign expropriation to
which paragraph (1) (D) applies, such portion shall be
considered to be a separate net operating loss for such
year to be applied after the other portion of such net
operating loss.
(3) (A) Paragraph (1)(D) shall apply only if
(i) The foreign expropriation loss (as defined in
subdivision (h)) for the income year equals or exceeds 50
percent of the net operating loss for the income year,
-(ii) In the case of a foreign expropriation loss for an
income year ending after December 31, 1979, the
taxpayer elects (at such time and in such manner as the
Franchise Tax Board by regulations prescribes) to have
subparagraph (D) of paragraph (1) apply, and
(B) Any taxpayer entitled to a carryback period under
paragraph (1) may elect to relinquish the entire

O W0 =1 Ut OB -
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carryback period with respect to a net operating loss for
any income year ending after December 31, 1979. Such
election shall be made in such manner as mav be
prescribed by the Franchise Tax Board, and §haH be
made by the due date (including extensions of time) for
filing the taxpayer’s return for the income year qf the net
operating loss for which the election is to be in effect.
Such election, once made for any income year, shall be
irrevocable for that income year.

. (¢) For purposes of this section, the term “net
operating loss” means the excess of the deductions
allowed by this part over the gross income. Such excess
Shall be computed with the modifications specified in
subdivision (d). >

(d) The modifications referred to in this section are as
follows: v

(1) No net operating loss deduction shall be allowed.

(2) In the case of a taxpayer other than a
corporation—

(A) The amount deductible on account of losses from
sales or exchanges of capital assets shall not exceed the
amount includible on account of gains from sales or
exchanges of capital assets; and ' ‘

(B) 100 percent of the capital gains provided by
Section 18162.5 shall be taken into account.

(8) In the case of a taxpayer other than a corporation,
the deductions allowable by this part which are not
attributable to a taxpayer’s trade or business shall be
allowed only to the extent of the amount of the gross
income not derived from such trade or business. For
purposes of the preceding sentence— o

(A)" Any gain or loss from the sale or other disposition
of— .
(i) property, used in the trade or business, of a

character which is subject to the allowance for

depreciation provided in Section 167 of the Internal

Revenue Code of 1954, or '

(ii) real property used in the trade or business,
shall be treated as attributable to the trade or business;

(B) The modifications specified in paragraph (1) and
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subparagraph (B) of paragraph (2) shall be taken into |

account;

(C) Any deduction allowable under Section 165(c) (3)
of the Internal Revenue Code of 1954 (relating to

casualty losses) shall not be taken into account; and

(D) Any deduction allowed under Section 404 or

subdivision (¢) of Section 405 of the Internal Revenue
Code of 1954 to the extent attributable to contributions
which are made on behalf of an individual who is an
employee within the meaning of subparagraph (1) of
subdivision (c¢) of Section 401 of the Internal Revenue
Code of 1954 shall not be treated as attributable to the
trade or business of such individual. ‘ ‘

(5) In computing the deduction for- dividends
received, the deductions allowed by Sections 243
(relating to dividends received by corporations), 244
(relating to dividends received on certain preferred
stock of public utilities), and 245 (relating to dividends
received from certain foreign corporations) shall be
computed without regard to subdivision (b) of Section
246 of the Internal Revenue Code of 1954 (relating to
limitation on aggregate amount of deductions); and the

deduction allowed by Section 247 of the Internal :

Revenue Codeé of 1954 (relating to dividends paid on !
certain preferred stock of public- utilities) shall be |

computed without regard to subparagraph (B)
paragraph (1) of subdivision (a) of such section.

of

(6) In the case of any income year for which part 1I of
subchapter M of the Internal Revenue Code of 1954

(relating to real estate investment trusts) applies to the
taxpayer——

(A) The net operating loss for such income year shall
be computed by taking into account the adjustments
described in paragraph (2) of subdivision (b) of Section

857 (other than the deduction for dividends paid

described in subparagraph (B) of paragraph (2) of
subdivision (b) of Section 857); and

(B) Where such income year is a “prior income year”
referred to in paragraph (2) of subdivision (b), the term
“taxable income” in such paragraph shall mean “real

O o ~1 T Ut GO DD
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estate investment trust taxable income” (as defined in

paragraph (2) of subdivision (b) of Section 857).

(e) In determining the amount of any net operating
loss carryback or carryover to any income year, the

necessary computations involving any other income year

shall be made under the law applicable to such other
income year. '
() In determining the amount of the net operating loss
deduction under subsection (a) of any corporation, there
shall be disregarded the net operating loss of such
corporation for any income year for which such
corporation is an electing small business corporation
under subchapter S of the Internal Revenue Code of 1954.

(g) (1) For purposes of subparagraph (C) of
paragraph (1) of subdivision (b), the term “regulated
transportation corporation” means a corporation as
defined by Section 172 of the Internal Revenue Code of
1954.

(2) For purposes of subparagraph (C) of paragraph
(1) of subdivision (b): .

(A) A net operating loss may not be a net operating
loss carryover to the eighth income year following t.he
loss year unless the taxpayer is a regulated transportation
corporation for such eighth income year; .

(B) A net operating loss may not be a net operating
loss carryover to the ninth income year following the lpss
year unless the taxpayer is a regulated transportation
corporation for the sixth income year following the loss
year and for such ninth income year; and

(h) For purposes of subdivision (b}~ .

(1) The term “foreign expropriation loss” means, for
any income year, the sum of the losses sustained by reason
of the expropriation, intervention, seizure, or similar

- taking of property by the government of any foreign

country, any political subdivision thereof, or any agency
or instrumentality of the foregoing. For purposes of the
preceding sentence, a debt which becomes worthless
shall, to the extent of any deduction allowed under
subdivision (a) of Section 17207, be treated as a loss.
(2) The portion of the net operating loss for any

arm.
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income year attributable to a foreign expropriation loss is

the amount of the foreign expropriation loss for such year

(but not in excess of the net operating loss for such year).

(i) For purposes of subdivision (b)—

(1) The term “product liability loss” means, for any
income year, the lessor of—

(A) The net operating loss for such year reduced by
any portion thereof which is attributable to a. forexgn‘
expropriation loss, or

(B) The sum of the amounts allowable as deduchonsg
under Sections 17202, 17202.3, 17206, and 17206.5 which
are attributable to—

(i) Product liability, or :

(ii) Expenses incurred in the investigation or
settlement of, or opposition to, elaims against the!
taxpayer on account of product liability.

(2) The term “product liability” means—

(A) anbxhty of the taxpayer for damages on account:
of physical injury or emotional harm to individuals, org
damage to or loss of the use of property, on account of any |
defect in any product which is manufactured, leased, or'

!

sold by the taxpayer, but only if {

(B) Such injury, harm, or damage arises after the/

taxpayer has completed or terminated operations with!
respect to, and has relinquished possession of, such|
product.

(8) Any taxpayer entitled to a 10-year carryback under:
subparagraph (H) of paragraph (1) of subdivision (b)!
from any loss year may elect to have the carryback period,
with respect to such loss year determined without regard
to such subparagraph. Such election shall be made in such
manner as may be prescribed by the Franchise Tax Board |
and shall be made by the due date (including extensions
of time) for filing the taxpayer’s return for the income
year of the net operating loss. Such election, once made’
for any income year, shall be irrevocable for that income:
year.

(j) This section shall not apply to:

(1) Corporations which have gross sales in excess e:}f
one million five hundred thousand dollars ( $1,500,000) in

e aa T
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the income year in which there is a net operating loss, or
(2) Corporations which were not doing business in this
state prior to January I, 1977
SEC. 2. This act pmvnd@s for a tax levy within the
meaning of Article IV of the Constitution and shall go into
immediate effect. However, its provisions shall apply to

‘income years ending after December 31, 1979.
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APPENDIX IV

CALIFOBNIA LEGISLATURE—1979-80 REGULAR SESSION

ASSEMBLY BILL No. 874

Introduced by Assemblymen McVittie, Leonard, Imbrecht,
Thurman, Bannai, Bergeson, Dennis Brown, Chappie,
Cline, Costa, Elder, Ellis, Filante, Greene, Hallett,
Lancaster, McAlister, Moorhead, Naylor, Nolan, Papan,
Rosenthal, Statham, Stirling, Tanner, Torres, Maxine
Waters, Norman Waters, Wray, and Wyman

(Coauthor: Senator Robbins)

March 14, 1979

-~

REFERRED TO COMMITTEE ON REVENUE AND TAXATION

An act to amend Sections 23151, 23153, 23184, 23186, and
23501 of, to add Chapter 3 (commencing with Section 23800)
to Part 11 of Division 2 of, and to add and to repeal Chapter
7 (commencing with Section 24341) of Part 11 of Division 2
of, the Revenue and Taxation Code, relating to taxation, to
take effect immediately, tax levy.

LEGISLATIVE COUNSEL’S DIGEST

AB 874, as introduced, McVittie (Rev. & Tax.). Bank and
corporation tax Tates.

Under existing Bank and Corporatxon Tax Law taxes are
imposed according to, or measured by, net income, at the
general rate of 9%, and at a rate not to exceed 13% with
regard to banks, which is in lieu of other specified taxes.

This bill would revise the general tax rate for corporations,
other than banks and financial corporations, to 3% of the first
$25,000 of net income, 4% for net income exceedmg $25,000
but not exceedmg 850,000, 5% for net income in excess of
$5000() but not in excess of $75,000, 7% for net income in

106



AB 874

N, S

excess of $75,000 but not in excess of $100,000 and 9% for net
income in excess of $100,000, and makes certain conforming
-changes in the computation of taxes on banks and financial
corporations.

This bill would also provide that certain small business
corporations may elect not to be subject to the bank and
corporation tax but may elect to have the shareholders pay
taxes on the income of the corporation as if the income had
been received by the shareholders. ,

Under existing Bank and Corporation Tax Law, net income
upon which the taxes are imposed or measured, is computed
by deducting specified authorized expenses from gross
income, as defined.

This bill would eliminate such authorized deductions and

would specify that net income shall be net taxable income, as

determined under the Federal Internal Revenue Code, with
specified adjustments. ~ )

2 Existing Bank and Corporation Tax Law does not authorize,

< a taxpayer to carry a loss incurred in an income year to
preceding or following income years.
This bill would authorize a taxpayer to carry net operating
losses to preceding or following income years, as specified.
This bill would take effect immediately as a tax levy.
Vote: majority. Appropriation: no. Fiscal committee: yes.
State-mandated local program: no.

The people of the State of California do enact as follows:

SECTION 1. Section 23151 of the Revenue and
Taxation Code is amended to read:

23151. (a) With the exception of
corporations, every corporation doing business within the
limits of this state and not expressly exempted from
taxation by the provisions of the Constitution of this state
or by this part, shall annually pay to the state, for the
privilege of exercising its corporate franchises within this
state, a tax according to or measured by its net income,
to be computed at the rate of 7.6 percent upon the basis
of its net income for the next preceding income year. In
any event, each such corporation shall pay annually to the

financial
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state, for the said privilege, a minimum tax of one
hundred dollars ($100).

(b) For calendar or fiscal years ending after June 30,
1973, the rate of tax shall be 9 percent instead of 7.6
percent as provided by subdivision (a).

(c) For income years beginning after December 31,
1971, the one hundred dollars ($100) specified in
subdivision (a) shall be two hundred dollars ($200)
instead of one hundred dollars ($100) , and for income
years beginning after December 31, 1979, the one
hundred dollars ($100) specifed in subdivision (a) shall
be thirty-five dollars ($35). '

(d) For income years beginning after December 31,
19789, the rate of tax shall be:

(1) Three percent on the first twenty-five thousand
dollars ($25,000) of income,

(2) Four percent on income in excess of twenty-five
thousand dolldrs ($25,000) and not in excess of fifty
thousand dollars ($50,000).

(3) Five percent on income in excess of fifty thousand
dollars ($50,000) and not in excess of seventy-five
thousand dollars ($75,000).

(4) Seven percent on income in excess of seventy-five
thousand dollars ($75,000) and not in excess of one
hundred thousand dollars ($100,000).

(5) Nine percent on income in excess of one hundred
thousand dollars ($100,000).

(e) When the income of a taxpayer subject to the tax
imposed under this part is derived from or attributable to
sources both within and without this state, the rate of tax
as provided in subdivision (d), shall be based on the
combined net income from all sources prior to the
exclusion of net income which is not subject to the tax
imposed under this part.

SEC. 2. Section 23153 of the Revenue and Taxation
Code is amended to read:

23153. +4&) Every corporation not otherwise taxed
under this chapter and not expressly exempted by the
provisions of this part or the Constitution of this state shall
pay annually to the state a tax of ene hundred delar
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te the state a tax of bwenby/Hve dolars {$85+
thirty-five dollars ($35).
chupter whese gress weeme is hwenby thousand doturs
LH20-000Y or tous:
{3 A eorporation formed vner the lvs ef dhey siate

whieh is inaetive and has not done business within the

Limits of the state sipee 10950:

MAWW&M%M%%%T
whese prineipal business when formed was quieksilver -

minang whieh 8 meebive and has not dene business
w-r’ehm the limits of the state sinee 9% er hes been
ingetive for & pertod of 24 conscentive months or more:
Every such domestic corporation taxable under this
section shall be subject to the said tax from the date of
incorporation until the effective date of dissolution as
provided in Section 23331.

Far the parpese of peragraphs 8 and &34 a

WMWMW%MWW .

SEC. 3. Section 23184 of the Revenue and Taxation .

Code is amended to read:
23184. (a) Financial corporations may offset against

the franchise tax the amounts paid during the income

year to this state or to any county, city, town, or other
political subdivisions of the state as personal property

taxes, or as license fees or excise taxes for the following .

privileges:
(1) Operatmg as personal property bmkms or brokers
as defined in the Personal Property Brokers Law

provided for in Division 9 (commencing with Section
22000) of the Financial Code.
(2) Engaging in the business of M&nmg money,

advancing credit, or loaning credit or arranging for the
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loan of money or advancing of credit or loaning of credit.

(3) Storing, using or otherwise consuming in this state
of tangible personal property by savings and loan
associations.

(b) The offset allowed to any financial corporation for
any income year as provided in this section may, at the
election of that financial corporation, be offset, in whole
or in part, against its franchise tax for that income year or
offset in' whole or in part against its franchise tax in one
or more of the next four succeeding years of its selection,
until such time as the total amount of such offset is so
utilized; provided, however, that for such purposes,
offsets elected to be utilized against the franchise tax of
a succeeding year shall be applied in the order of their
respective years of origin and prior to the application of
the offset which might otherwise be allowable for
amounts paid during that income year. .

(c) Notwithstanding anything to the contrary
contained in this section, the tax on financal corporations
after the allowance of all offsets provided for herein shall
not be less than 7.6 percent of its net income for the
precedmg income year nor less than the felewing
rainisatra tese thirty-five dollars ($35).

13 dn the ecase =f finanemnt corperabions othor mm
evedit urtons whese £ress weeme W beeriy thousend
dottars ($20:000) or less, ene hundred deblars (5100

L b Hre ense of erocht sonony wRORe Frest ineome
tweenty Mrousare dokors SR0O00F er fos 0 :
eatendar or fiseal yeurs ending sfter fanre 80; 1070, the by
on finpremnl corperations atber the atlowsnoe of gt @%ﬁe%@
MMWM@M@W%MM OFRE

tey Fer inecon 5 Bert g after @e@embef é%m
1973 the one h‘tméf@@ M}fm {5100 speeified in
paragraph {1 of subdivisien {e} shell be ¢ e
chedlary {%@G}« Pk
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SEC. 4. Section 23186 of the Revenue and Taxation
Code is amended to read:
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23186. The rate of tax on banks and financial

corporations shall be a percentage equal to the

percentage of the tetal ameunt of net income in excess of
one hundred thousand dollars ($100,000), allocable to this
state; of every corporation taxable under Section 23151 or

subdivision (c) of Section 23151.1 or paragraph (1) of |

subdivision (d) of Section 23151.1, as the case may be,

other than public utiljties as defined in the Public Utilities
Act, for the next preceding calendar year or fiscal years .

ended during such calendar year, required to be paid to
this state as franchise taxes according to or measured by

such net income, and required to be paid to this state or ;

its political subdivisions by such corporations as personal

property taxes during the preceding calendar year or

fiscal years ended in such calendar year; provided,
however, that said rate of tax shall not exceed 13 percent.
The percentage of the net income of every corporation
taxable under Section 23151, or subdivision (c¢) of Section

23151.1, or paragraph (1) of subdivision (d) of Section
23151.1, as the case may be, other than public utilities as

defined in the Public Utilities Act, required to be paid to
this state or its political subdivisions in personal property
taxes shall be determined by ascertaining the ratio which
the total amount of such personal property taxes, less 8 &

percent thereof, bears to the total amount of net income

of such corporations allocable to California, increased by
the amount of such personal property taxes; provided,
however, that if any such corporation sustains a net loss
allocable to California the personal property taxes
required to be paid by such corporation to this state or its
political subdivisions during the preceding calendar year
or fiscal years ended during such calendar year shall be
considered for the purpose of determining such ratio only
to the extent which such personal property taxes exceed
such net loss allocable to California.

SEC. 5. Section 23501 of the Revenue and Taxation
Code is amended to read: ,

23501. (a) There shall be imposed upon every
corporation for each taxable year, a tax at the rate of 7.6
percent upon its net income derived from sources within

38
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this state on or after January 1, 1937, other than income
for any period for which the corporation is subject to
taxation under Chapter 2 of this part, according to or
measured by its net income. ,

(b) For calendar or fiscal years ending after June 30,
1973, the rate of tax shall be 9 percent instead of 7.6
percent as provided by subdivision (a).

(c¢) For calendar or fiscal years ending after June 30,
1979, the rate of tax on net income derived from sources
within this state, other than income for any period for
which the corporation is subject to taxation under
Chapter 2 of this part, according to or measured by its net
income, shall be: '

(1) Three percent on the first twenty-five thousand
dollars ($25,000) ¢f income.

(2) Four percent on income inn €xcess of twenty-five
thousand dollars ($25,000) and not in excess of fifty
thousand dollars ($50,000). |

(3) Five percent on income in excess of fifty thousand
dollars ($50,000) and not in excess of seventy-five
thousand dollars ($75,000). _

(4) Seven percent on income in excess of seven ty-five

thousand dollars ($75000) and not in excess of one |

hundred thousand dollars ($100,000).

(5) Nine percent on income in excess of one hundred
thousand dollars ($100,000).

(d) When the income of a taxpayer subject to the tax
imposed under this part is derived from or attributa ble to
sources both within and without this state, the rate of tax
as provided in subdivision (d), shall be based on the
combined net income from all sources, prior to the
exclusion of net income which is not subject to the tax
imposed under this part. ‘

SEC. 6. Chapter 3.5 (commencing with Section
923800) is added to Part 11 of Division 2 of the Revenue
and Taxation Code, to read:

CHAPTER 3.5. TaX ELECTION OF SMALL BUSINESS
CORPORATIONS .



017

AB 874

(-
OO 0 =10 Ul b LN

[o—y
-

24

0D 0
%@\‘t@}iﬁ

0o Lo Lo
B = O«

33

Lo L2
Ut b

G 2 G I
[Hele Tt e

40

B ot e fwd pmed bk fuend bomd i

—_8

23800. (a) For purposes of this chapter, the term

“small business corporation” means a corporation which

is not a member of an affiliated group as defined in

Section 1504 of Title 26 of the United States Code

Annotated, and which does not:
(1) Have more than 15 shareholders;

(2) Have as a shareholder a person (other than an
estate and other than a trust described in subdivision (e))

who is not an individual;

(3) Have a nonresident alien of the United States as a

shareholder; and
(4) Have more than one class of stock. '
(b) For purposes of this chapter, the term “electing

small business corporation” means, with respect to any
taxable year, a small business corporation which has made

an election under subdivision (a) of Section 23801 which,
under Section 23801, is in effect for such taxable year.

(c) For purposes of paragraph (1) of subdivision (a), '
a husband and wife, and their estates, shall be treated as

one shareholder.

(d) For purposes of subdivision (a), a corporation shall
not be considered a member of an affiliated group at any |
time during any taxable year by reason of the ownership |
of stock in another corporation if such other corporation |
(1) has not begun business at any time on or after the |
date of its incorporation and before the close of such
taxable year, and (2) does not have taxable income for |

the period included within such taxable year.

(e) For purposes of subdivision (a), the fOMOWingi

trusts may be shareholders:

(1) A trust all of which is treated as owned by the

grantor under Article 5
17781) of Chapter 9 of Part 10 of this division.

(2) A trust created primarily to exercise the voting
power of stock transferred to it.

(3) Any trust with respect to trust transferred to it
pursuant to the terms of a will, but only for the 60-day
period beginning on the day on which such stock is
transferred tao it.

In the case of a trust described in paragraph (2) of

(commencing with Section
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subdivision (e), each beneficiary shall, for purposes of
paragraph (1) of subdivision (a), be treated as a
shareholder. In the case of a trust described in paragraph
(1) of subdivision (e), the grantor shall be treated as a
shareholder.

23801. (a) Except as provided in subdivision (f}, any
small business corporation may elect, in accordance with
the provisions of this section, not to be subject to the taxes
imposed by this part. Such election shall be valid only if
all persons who are shareholders in such corporation on
the day on which such election is made consent to such
election.

(b) If a small business corporation makes an election
under subdivision (a):

(1) With respect to the taxable years of the
corporation for which such election is in effect, such
corporation shall not be subject to the taxes imposed by
this part and, with respect to such taxable years and all
succeeding taxable years, the provisions of Section 23806
shall apply to such corporation;

(2) With respect to the taxable years of a shareholder
of such corporation in which or with which the taxab?e&:
years of the corporation for which such election is in
effect, the provisions of Sections 23802, 23803, and 23804
shall apply to such shareholder, and with respect to such
taxable years and all succeeding taxable years, the
provisions of Section 23805 shall apply to such
shareholder.

() (1) An election under subdivision (a) may be
madde by a small business corporation for any taxable year
(A) at any time during the preceding taxable year, or ( B)
at any time during the first 75 days of the taxable year.

(2) If (A) a small business corporation makes an
election under subdivision (a) for any taxable year, and
(B) such election is made after the first 75 days of the
taxable year and on or before the last day of such taxable
year, then such election shall be treated as made for the
following taxable year.

(3) An election under subdivision (a) shall be made in
such manner as the Franchise Tax Board shall prescribe
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by regulations. .

(d) An election under subdivision (a) shall be
effective for the taxable year of the corporation for which
it is made and for all succeeding taxable years of the

corporation, unless it is terminated, with respect to any

such taxable year, under subdivision (e).

(e) (1) (A) An election under subdivision (a) made
by a small business corporation shall terminate if any |

person who was not a shareholder in such corporation on

the day on which the election is made becomes a .
shareholder in such corporation and affirmatively refuses
to consent to such election on or before the 60th day after

the day on which he acquires the stock.

(B) If the person acquiring the stock is the estate of a
for
affirmatively refusing to consent to the election shall -

decedent,

the period under subparagraph (A)

expire on the 60th day after the day on which the

executor or administrator of the estate qualifies, or the

last day of the taxable year of the corporation in which
the decedent died, whichever is earlier.
(C) Any termination of an election

any person to consent to such election shall be effective
for the taxable year of the corporation in which such

person becomes a shareholder in the corporation (or, if |

later, the first taxable year for which such election would

otherwise have been effective) and for all succeeding -

taxable years of the corporation.
(2) An election under subdivision (a) made by a small
business corporation may be revoked by it for any taxable

year of the corporation after the first taxable year for

which the election is effective. An election may be

revoked only if all persons who are shareholders in the -
corporation on the day on which the revocation is made
A revocation under this

consent to the revocation.
paragraph shall be effective:

(A) for the taxable year in which made, if made ?

before the close of the first month of such taxable year,

(B) for the taxable year following the taxable year in

which made, if made after the close of such first month,

_ under
subparagraph (A) by reason of the affirmative refusal of
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and for all succeeding taxable years of the corporation.
Such revocation shall be made in such manner as the
secretary or his delegate shall preseribe by regulations.

(3) An election under subdivision (a) made by a small
business corporation shall terminate if at any time:

(A) after the first day of the first taxable vear of the
corporation for which the election is effective, if such
election is made on or before such first day, or

(B) after the day on which the election is made, if
such election is made after such first day,

the corporation ceases to be a small business corporation.
Such termination shall be effective for the taxable year of
the corporation in which the corporation ceases to be a
small business corporation and for all succeeding taxable
years of the corporation.

(4) An election under subdivision (a) made by a small
business corporation shall terminate if for any taxable
year of the corporation for which the election is in effect,
such corporation derives more than 80 percent of its gross
receipts from sources outside the United States. Such
termination shall be effective for the taxable year of the
corporation in which it derives more than 80 percent of
its gross receipts from sources outside the United States,

and for all succeeding taxable years of the corporation.’

(5) (A) Except as provided in subparagraph (B), an
election under subdivision (a) made by a small business
corporation shall terminate if, for any taxable year of the
corporation for which the election is in effect, such
corporation has gross receipts more than 20 pmwm of
which is passive investment income. Such termination
shall be effective for the taxable year of the corporation
in which it has gross receipts of such amount, and for all
succeeding taxable years of the corporation.

(B) Subparagraph (A) shall not apply with respect to
a taxable year in which a small business corporation has
gross receipts more than 20 percent of which is passive
investment income, if—

(i) Such taxable year is the first taxable year in which
the corporation mmm@mmd the active conduct of any
trade or business or the next succeeding taxable year; and

AB 874
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(ii) The amount of passive investment income for such
taxable year is less than three thousand dollars ($3,000).

{C) For purposes of this paragraph, the term “passive

investment income’ means gross receipts derived from
royalties, rents, dividends, interest, annuities, and sales or

exchanges of stock or securities (gross receipts from such
sales or exchanges being taken into account for purposes -
of this paragraph only to the extent of gains therefrom). -
Gross receipts derived from sales or exchanges of stock or -
securities for purposes of this paragraph shall not include
business -
corporation which are treated under Section 24501
(relating to corporate liquidations) as payments in
exchange for stock where the electing small business .
corporation owned more than 50 percent of each class of

amounts received by an electing small

the stock of the liquidating corporation.

(f) If a small business corporation has made an election
under subdivision (a) and if such election has been
terminated or revoked under subdivision

taxable year prior to its fifth taxable year which begins

after the first taxable year for which such termination or |
revocation is effective, unless the Franchise Tax Board |

consents to such election.
23802.

shall be included in the gross income of the shareholders
of such corporation in the manner and to the extent set
forth in this section,

(b) Each person who is a shareholder of an electing
small business corporation on the last day of a taxable
vear of such corporation shall include in his gross income,

for his taxable year in which or with which the taxable .

year of the corporation ends, the amount he would have
received as a dividend, if on such last day there had been
distributed pro rata to its shareholders by such

corporation an amount equal to the cwrp@mtmn&.

undistributed taxable income for the corporation’s
taxable year. For purposes of this part, the amount so

(e), such
corporation (and any successor corporation) shall not be
eligible to make an election under subdivision (a) for any

(a) The undistributed taxable income of an
electing small business corporation for any taxable year -
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included shall be treated as an amount distributed as a
dividend on the last day of the taxable year of the
corporation. .

(c) For purposes of this section, the term
“undistributed taxable income” means taxable income
(computed as provided in subdivision (d)) minus the
sum of (1) the taxes imposed by Section 23400 and (2) the
amount of money distributed as dividends during the
taxable year, to the extent that any such amount is a
distribution out of earnings and profits of the taxable year
as specified in subdivision (b) of Section 24495,

(d) For purposes of this chapter, the taxable income of
an electing small business corporation shall be
determined without regard to the deductions allowed by
Article 2 (commencing with Section 24401) of Chapter 7
of this part (other than the deduction allowed by Section
24408, relating to organization expenditures).

23803. (a) A net operating loss of an electing small
business corporation for any taxble year shall be allowed
as a deduction from gross income of the shareholders of
such corportion in the manner and to the extent set forth
in this section.

(b) Each person who is a shareholder of an electing
small business cor poration at any time during a taxable
year of the corporation in which it has a net operating loss

shall be allowed as a deduction from gross income, for his

taxable year in which or with which the taxable year of

the corporation ends (or for the final taxable year of a
shareholder who dies before the end of the corporation’s
taxable year), an amount equal to his portion of the
corporation’s net operating loss (as determined under
subdivision (c)). The deduction allowed by this
subdivision shall, for purposes of this chapter, be
considered as a deduction attributable to a trade or
business carried on by the shareholder.

(c) (1) For purposes of this section, a shareholder’s
portion of the net operating loss of an electing small
business corporation is his pro rata share of the
corporation’s net operating loss (except that the
deductions provided in Article 2 (commencing with
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Section 24401) of Chapter 7 of this part shall not be
allowed) for his taxable year in which or with which the .
taxable year of the corporation ends. For purposes of this
paragraph, a shareholder’s pro  rata share of the:
corporation’s net operating loss is the sum of the portions ,

of the corporation’s daily net operating loss attributable |-

on a pro rata basis to the shares held by him on each day |

of the taxable year. For purposes of the pwmdmg i
sentence, the corporation’s daily net operating loss is the
corporation’s net operating loss divided