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e Tax on income received under nonqualified deferred compensation plan

Both California and federal law impose an additional tax on income received
under IRC Sec. 409A on a nonqualified deferred compensation plan (§206). Begin-
ning in 2013, the rate of dditional California tax is 5% of the amount required to
included in income, plus interest. The tax is reported on the Other Taxes line of the

Form 540.

o Tax on nonqualified distributions from educational savings accounts
Both California and federal law impo

se uaahgenalty tax on distributions from
Coverdell education savings accounts and itied tuition

used for qualified educational expenses (1206, 1250). The California penalty is 2.5%
and is reported on FTB 3805P.

o Tax on nonexempt withdrawals from medical savin

Distributions from a medical sav'm%s. account for nonmedical Eﬂo&eﬁ are
subject to a 10% penalty tax (15% under federal law). California law, unlike federal
law, imposes the penalty on rollovers from medical savings accounts to health
savings accounts. For further information see 247. Form FTB 3805P is used to make

the computation.

1gs accounts

e Separate tax on lump-sun distributions

sum distributions of retiremen
istributions if they elected to
(4206). The California tax, which is computed on Sche
the same rules as the federal tax. The tax is transferred fro
540 and is added to the regular tax.
o Tax on certain child's unearned income (“kiddie fax"”)
California conforms to the federal “kiddie tax” provisions for calculat&% the
amount of income tax for a child who has unearned income in excess of $2,000 (for
2014) and who is (1) under age 18 at the end of the taxable year; (2) under 19 yean f
old and does not provide halgof his or her own support costs with earned incomie; or
(3) 19 to 23 years old and is a full-time stu provide half @i-his ot
her own support costs with earned income ted on LT 3800,
which parallels federal Form 8615.

Under certain circumstances, a
of a child on the parent’s return. If
must accompany the parent’s return.

o Tax rates for servicemembers domiciled outside Cal

t income compute and pay a
ay the separate federal tax
ule G-1, is determined under
m Schedule G-1 to Form

Taxpayers with lum
separate tax on these

dent who does not
(9 118). The tax is compu

arent may elect to include the daehned income:
e parent elects to exercise this option, FTB 3803

ifornia

domiciled outside California, 2 d

ensation of servicemembers __
for purposes of determining the

not be included in gross income
tary income (see T1225).

Military comp
their spouses, maK

tax rate on no:

1133 Credits Against the Tax

California Forms: Form 540 (California
(Alternative Minimum Tax and Credit Limitations
Credit), FTB 3506 (Child and Dependent Care Ex
Inmate Labor Credit), FTB 3508 (Solar Energy System Credit), FTB 3510 (Credit for Prior
Year Alternative Minimum Tax _Individuals or Fiduciaries), FTB 3521 (Low Income
Housing Credit), FTB 3523 (Research Credit), FTB 3527 (New Jobs Credit), FIB 3540
{Credit Carryover Summary), FIB 3541 (California Motion Picture and Television
Production Credit), FTB 3546 (Enhanced Oil Recovery Credit), FTB 3547 (Donated
Agricultural Products Transportation Credit), FTB 3548 (Disabled Access Credit for
Eligible Small Businesses), FTB 3551 (Sale of Credit Attributable to an Independent
Film), FTB 3553 (Enterprise Zone Employee Credit), FTB 3805Z (Enterprise Zone
Deduction and Credit Summary), FTB 3807 {Local Agency Military Base Recovery Area
Deduction and Credit Summary), FTB 3808 (Manufacturing Enhancement Area Credit

1133

Resident Income Tax Return), Sch. P (540)
- Residents), Sch. S (Other State Tax
Credit), FTB 3507 {Prison
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S ), FTB 3809 (Targeted Tax Area i .
(Donated Fresh Fruitor Vegetables Croat, - oot owmmary), FIB 3811

The order of using the various tax its i i
The : tax credits is specified in the i i
California 540 return, with each credit identified by a code nmmiﬁfmﬂigsg:sretglglrg

than three credits claimed, the t ;
summarize each credit on Califomagceli::llsls: lgtgécg}.the K oy

The following is a brief description of the allowable credits:

1. Renter's credit (133): A nonrefundabl it i i
! e credit is availab! ifi
Fnr_t':see rgglélot;lxizile year, the amount of the credit is (1) $12aﬂ fnienigr%ﬁl?gg :iee: h;nrsa
regis rovidedca%?;t;;gcr]s filing joint returns, heads of households, and ss.p:.rvivin
j gross Income is $$75,536 or less, and (2) $60 for othegr

rovided adij i i
b adjusted gross income is $37,768 or less. Unused credits may

uses,
ﬁvid r
not be carrieclij

2. Joint custody head-of-household, de
) : , dependent parent credi :
2014 t;x.zble geglr, tlhese credits, which cover both depelrjldent duldqe r;sn g‘l:‘l:?g) Fordthe
Pares‘ldéd qu L ?nsesser of 30% of the California tax liability or $425. A w v Ef!:\n ris
ﬁt‘;:n ustlli:e me?‘ irtl[-)urcdté(r:rtl{s} to Fontli-l} 540 for computati{;gdpurposeé nglriﬁca?;nli
IR C i discu ]
B ot be crpctover. laim the credits are ssed at 136. Unused credit

3. Researth and development credit (§150): California generally allows the

federal ciedlit for increasing research activities with the following changes:

2—the California credit is available i i
does not apply to amounts paid or i u:idjtgtée[l];’jré .wheneas the federal credit

— research must be conducted within California to qualify;

— the applicable California credit i
percenta %% ;
fied research expenses for the tax year over tel‘?e £ isl: ;iguftﬁ‘ e excess of quali-

— (California retains and modifies the formula used

el :
mictit'l{fg; compute the amount of the credit using an

and—d Ugsal;fgtx'r;i;odoqs n(;;ugoﬁf tit'xhe aflise of the alternative simplified credit
B s hesinm ga&mer 2008, pe e alternative incremental method for tax

— California does : . .
research payments; not allow a credit against personal income tax for basic

— California limits the “ s eon ]
purposes of calculating the bagsemssamﬁ;?ts that may be taken into account for

— the California credit ma rri :
i y be carried over while the fed =
the general business credit subject to the ]imifations {:i IReCfsece_rgg'_:mdlt is partof

— California law disallows the credi
! t for e i urcha
i xpenses incurred
gosgpermwd lfgéo'ﬁ:l'uch a sales and use tax exemption for teleprt:)cil.:cﬁtlc():n)rl-P thse
property is claimed; h ke

— C(alifornia does not incorporate
: ost-2004
:aiaxﬁe: to claim 20% of amn?nﬂts palft’i or mcurredede;a; ﬁe tggn;eré??a : auiw
Briract roscanct; cxornoes paid 1o bl ool s e’ limitation on
federal laboratories for qualitied enerzyg:esI:arsch' angusmesses, ey

— California did not inc
1999 orporate the federal suspensio iod

: Sci}:}tninber 30, 2000, and October 1, EDDO_Sept%m 1 rn3 EEIDDES of July 1,
enacted by the Tax Relief Extension Act of 1999, S

A married couple o i i i
ple or registered domestic g;]rmersl'up filing separately has the

of one g i i
e pouse or partner taking the credit or of dividing it equally

:‘{ those taxpayers that
ternative incremental
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Medical expenses (219, 1301, 1325): California taxpayers may subtract from
federal AGI amounts received from employer-provided accident, health insurance,
and medical expense reimbursements and self-employed health insurance anments
associated with expenses for the taxpayer’s registered domestic partner ( DP) and
the RDP’s dependents (see 1219).

Medical benefits (1252): Unlike federal law, California law does not exclude
prescription drug subsidies, and COBRA premium assistance.

Health savings accounts (§246, T326): California does not recognize health
savings accounts. Amounts deducted on a taxpayer’s federal return should be added
back to federal AGL

Energy efficient commercial building costs (345): California does not incorpo-
rate federal law allowing taxpayers to currently deduct a portion of the costs of
installing energy efficient systems in commercial buildings. Such amounts must be
added back to federal AGI and an increased California depreciation deduction may
be claimed.

Environmental remediation expenses (]346): California requires an addition
adjustment and depreciation adjustment for environmental remediation costs cur-
rently expensed on a taxpayer’s federal return.

9168 Itemized Deductions
California Forms: Sch. CA (540NR) (California Adjustments - Nonresidents or Part-
Year Residents), FTB 3526 (Investment Interest Expense Deduction), FTB 3885A (540NR)
(Depreciation and Amortization).
California itemized deductions are based on federal itemized deductions shown
on federal Schedule A, with the modifications discussed below. These modifications
are independent of the adjustments to federal adjusted gross income (AGI) discussed

at 167.

Practice Note: Registered Domestic Partners

Registered domestic partners (RDPs) must make additional adjustments to itemized
deductions to reconcile the differences that arise as a result of using a different filing
status on their California tax returns than on their federal income tax returns. Thesé
adjustments may be made by (1) completing a pro forma federal return, or (2} ay
utilizing the worksheets provided in FTB Pub. 737, Tax Information for Registared
Domestic Partnerships. For more information concerning RDPs, see the discussign at

f119.

Taxpayers may elect either the standard deduction or itemized deductions for
California purposes, regardless of which was elected for federal |k:nu-posnz-s (165).
However, if itemized deductions are elected for California purposes, ederal Schedule
A must be attached to the California Form 540NR. The adjustments to federal
itemized deductions are computed in Part I of California Schedule CA (540NR)
(“California Adjustments—Nonresidents or Part-Year Residents”).

The adjustments are as follows:

—  Taxes (1306): State, local, and foreign income taxes (including state:
disability insurance—“SDI"), sales and use taxes, federal estate tax, and genera-
tion-skipping transfer taxes claimed on federal Schedule A are not allowable
deductions for California purposes and are subtracted from federal itemized

deductions.

— California Lottery losses (1336): California Lottery losses are not deducl:'l—:

ble for California purposes. The amount of such losses, as shown on federal
Schedule A, must be subtracted from federal itemized deductions.

—  Federal obligation expense (1305): Because California does not tax interest.
s relating to such interest that have been

deducted for federal purposes on Schedule A are subtracted from federal item=

from federal obligations, any e

ized deductions for California purposes.
168
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— Slate obligation expense (305): Because, unlike federal law, Californi
taxes interest from state or local obligations of states, other tll{an Cziforrdaognua
s related to this interest that were not entered on federal Schedule ‘{
should be added to federal itemized deductions for California purposes.

— Employee business expense deduction for depreciation (1310): If the

business expense deduction claimed federa]ijfp included(gepréciaﬁonegfmalggeeé
laced in service prior to 1987, the depreciation component is recomputed for
ornia purposes because of California/federal differences in depreciation
methods prior to 1987. For taxable years beginning after 2002 and before 2014
federal law allows taxpayers to currently expense higher amounts under IRC
Sec. 179 than is allowed under California law (] 311). %inal.l}f, adjustments may
be required if the taxpayer claimed the IRC Sec. 168(k) first-year bonus deprecia-
tion deduction on his or her tax return for property sed during 2008—
2013 or after September 10, 2001, but before 2005, or 1%:' purchases of qualified
New York Liberty Zone property. Additional differences may arise as a result of
the shortened recovery periods for leasehold, restaurant property, and retail

improvement property and the accelerated write-off for ified property used
in a renewal community that are allowed under f i
omputing the differen?es. under federal law. Use EFB 3885A for

— Addpion-related expenses (1139): California allows a credit for specified
adc:iptmn related expenses. If the taxfpayer claims the California acicptign cosets
credit far amounts educted on the federal Schedule A, these amounts must be
subtfagted on California Schedule CA (540NR).

- Investment expense (305): This item is generally treat
nnder federal law. Taxpayers filing federal form %‘352 mli{st file Etﬂe T{frresasm En?if
%Cahfor_ma FTB 3526. Differences, if any, are reported on Schedule CA
(540NR). Differences may occur because of the capital gain component in com-
putmg pre-1987 investment interest expense; the pre-1987 holding period and
taxable percentages of capital gains were different under California %aw (1525).

— Limitation for high-income taxpayers (1303): The itemized deducti
taxpayers with a justeg gross incomes over a tl}'treshold amount mlliscfcl;gsrg
duced by the lesser of (1) 6% (3% under federal law) of the excess of adjusted
gross income over the threshold amount, or (2) 80% of the amount of the
itemized deductions otherwise allowable for the tax year. A worksheet is pro-
vided in the Schedule CA (540NR) Instructions to calculate the adjustment.

— Federal mortgage interest credit: California does not have dit -
ble to the federal mortgage interest credit. If federal nﬁscellincr;us cﬁ?ﬂ?iir;d
deductions on Schedule A were reduced by the amount of this credit, California
E‘ESethmNR]ZEd) deductions may be increased by the same amount on Schedule CA

—  Legislators’ travel expenses (1301): California does not follow the federal
rule allowing legislators to deduct expenses for every legislative day. Caiifo?;ia
allows legislators to deduct only those expenses incurred on days g’nat they are
;ctuall;;s awayéci‘_lrog‘llﬂ &1;1:' }i}sh{'iicts overnight. Amounts deducted for federal

urposes on Schedule A that do not qualify for Californi
subtracted from federal itemized deducctlinnify R RS e e

— Interest on public utility-financed loans for energy conservation (4305): Cali-
ﬁtt;ueas ?lg}ws t;:{l ayﬁxﬁ; to E'i::;? ead dfeduction, not subjggd to the 2% ﬂgr liJ.EIr;it, ?or
n public u - C oans d t i ici ip-

ment for California residences. PR Srid

— Charitable contributions (9321): Differences mayv arise in th
contributions on the federal and state returns. Forymstance, ijt’e Emgﬂi:n?gb?g
contribution deduction was claimed for federal purposes for the same amount
for which the college access credit is claimed for California purposes, no deduc-
tion for that amount is allowed on the California return. !
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RDP remains a California resident, the resident spouse/RDP may be taxable on g
half of the nonresident spouse’s/RDP’s income because it is deemed to be comy
nity income. See cases to this effect cited at 1239. (However, as explained at
case of a permanent separation of the sSousesf RDPs, their earnings are se
income; in this event the resident spouse/RDP would not be required to report any;
the nonresident spouse’s/RDP’s earnings.) -
e Seamen held to be California residents

In Appeal of Charles F. Varn (1977) (CCH CALFORNIA TAX REPORTS, T15-110. 08|
the taxpayer was a merchant seaman on a ship that never called at California porg
On June 8, 1971, he married a California resident who continued to live in Cali
and who filed a separate California income tax return for 1971. The BOE held
taxpayer acquired a California domicile when he married, and that he was a
nia resident for the remainder of the year. :

In Appeal of Olav Valderhaug (1954) (CCH CavurFOorNIA Tax REPORTS, 115-110.24
the BOE held that a seaman who was in a California port three months of the
was a resident because California was the state with which he had the
connection during the year. The seaman’s wife and children lived in Californi
the full year. See also cases involving similar situations of merchant seamen de
by the BOE in later years, particularly Appeal of Fernandez (1971) (CCH CALIFORNIA
REPORTS, §15-110.70), Appeal o arm% (1975) (CCH CavForRNIA TAX REPQ)
§15-110.703), Appeal of Miller (1975) (CCH CALIFORNIA Tax REpORTS, 115-110.7
Appeal of Laude (1976) (CCH CALIFORNIA Tax REPORTS, T15-110.707), and A%al of Es
William Fairchild (1983) (CCH CALIFORNIA Tax REPORTS, 15-110.7092); the BOE ,
each case that the taxpayer was domiciled in California and was outside the state
only a temporary or transitory purpose.
o Seamen not California residents

In Appeal of John Jacobs (1985) (CCH CALIFORNIA Tax REPORTS, §15-115.653), th
taxpayer was an unmarried sea captain who was assigned by his emplo
operations in the Persian Gulf. Although he had a California driver’s license
some other connections with California, he had no home or business interests in ‘e
state. The BOE held that he was not a California resident, because his connecties
with California were insignificant, even though he had closer connectigns wil
California than elsewhere.

Another case holding that a merchant seaman was nof a California ‘esident ws
Appeal of Thomas ]. Tuppetn (1976) (CCH CALIFORNIA TAX REPORTS, T15:115.652). Th
taxpayer worked exclusively for California shjppmﬁljcom?anies, apd was assun
be domiciled in California. Although he was in California frequéatly for a few day
between voyages, he spent a total of less than one month a.year in‘the state. On t
other hand, he spent longer periods in foreign countries and in Hawaii, and he
maintained bank accounts and owned real estate in such locations. The BOE con
cluded that his closest connections were not with California and that he did né
receive “sufficient benefits from the laws and government of California to warranth
classification as a resident.”

In Appeal %Ridmrd W. Vohs (1973) (CCH CALIFORNIA Tax Reports, 15-115.631)
the BOE held that a merchant seaman was not a California resident despite the fa
that his closest connections were with California. The taxpayer had been born an
raised in California, was domiciled in the state, voted in the state, had a Californ
driver’s license, and had other connections in the state. The BOE held that i
taxc[;ayer was outside California for other than a temporary or transitory purpos
and commented that “a taxpayer need not establish that he became a resident of afif

articular state or country in order to sustain his position that he was not a residef
of California.”
® Resident though domiciled elsewhere

In Appeal of German A. Posada (1987) (CCH CALIFORNIA TAX REPORTS, q15-110.459
the taxpayer was apparently a Colombian domiciliary, but was found to bes
California resident for jeopardy assessment pur%oses. The taxpayer sgent consid
ble time in California dJuring the years at issue, obtaining a California
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L 415110.401), the

river's licenseap
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fering a car and boat there, and, after living for a time with friends in the state,
Avi i:lx ,months rent on a California apartment. The BOE conceded that the
yer had “few contacts” with California, and that many of the usual indicia of

, such as voter registration and bank accounts, were lacking, but concluded
g t1;:'@;:15 er\;:icalf,nce of the taxpayer’s “nomadic nature” rather than of nonresi-
Appeal of Geargg D. Yaron (1976) (CCH CALIFORNIA TAX REPORTS, §205-567), the
wer had substantial business interests and other connections in both Cal?(;nﬁa
d Vietnam. Although he was considered a resident of Vietnam under the laws of

¢ coun aI_ld was assumed not to be domiciled in California, the BOE held that he
ifornia resident.

In Appeal of Mary G. Steiner (1954) (CCH CALIFORNIA TAX REPORTS, 15-110.

E mﬁp&at an individual who resided in California for a substanﬁz;l; portionzégi‘ tﬂ]}g

was a California resident although it appeared that her domicile was in Florida.

mdlwdual_ mvolx_*ed nwped property in Utah, had bank accounts in Utah and

rida, voted in Florida, paid property taxes there under a “resident” classification,

contributed to a church there. She rented a furnished apartment in California on
-to-month basis and spent about half her time in the state.

L “ A somewhat similar situation was involved in Appeal of Lucille F. Betts (1954)

(CCH CALIFORNIAYTAX REPORTS, §15-110.26). The individual in this i

who claimed (residence in New Jersey, where she owned opertyfﬁeai‘:;sirfeg ﬁaﬁ
ounts, ¥oted, etc. She lived in a hotel in California ::lru:’zl,J because of transportation

diff ;ﬁul:te‘b.éluc:dl‘l‘:il;hg[tﬁtsh return tocl\laiva Jersey fgir a period of years during Worll::l War II.
e U T e was a ornia resident, relyi the nine-

gﬁL S ying on the nine-month presump-

# Substantial connections with California

In Appeal of Beldon R. and Mggred Katleman (1980) (CCH CALIFORNIA TAX REPORTS

5 taxpayer owned and managed a Las Vegas hotel and casino for

_several years until it burned down in 1960. l-gmm 1960 to %9?0 he was engaged (')11{

efforts to reconstruct or develop the prcéperty. In 1962 he purchased a la %mme in
€]

G‘ghfomla Thereafter he spent a considerable amount of time and develo —
ial connections in California. Although he maintained important conneirpgf}r?sui
out the years involved, the BOE held that he was a California

Ne throu
esident in 1962 and subsequent years.

~_In Appeal of Jerald L. and Joan Katleman (1976) (CCH CALIFORNIA TAX REPO

@ . RTSJ
§15-110.223), the taxpayer had important ties with Illinos, including voting and
state income tax returns thgre. The BOE held that he was a California resident,
ont basis of a closer connection with California and also upon the fact the he
—enjoyed substantial benefits and i

e o and protection from the laws and government of

In George and Elia Whittell v. Franchise Tax Board (1964) (CCH C
! ; ALIFORNIA TAx
'REPORTS, § 15-110.261), decided by the California Court of Appeal, it was held that the

‘ :@tpay;res r;:'ere California residents, even though they had a large home in Nevada,

filed federal tax returns there, and had manv other co i ith
_:'_ahﬁe. The taxpayers spent most of their ti;a1e in Califi A e amthia| :
and business connections in the state. A arommia S Bl Sopaciae iy

~__In Appeal of Ada E. Wrigley (1955) (CCH CALIFORNIA TAX REPORTS, J 15-11
3013 held that the taxpayer was a resident of California n:lez*.‘sl;)i’tiﬁeI mesen‘fﬂftgse:
:ﬁotli:ant business interests in Chicago; maintenance of a home and club member-
B ere; exercise of her voting privilege there; principal banking activity there; and
antenance of three other large homes outside of California. The BOE indicated:
-ong continued preference for (spending her time in) California, when coupled with

- ’I??Extm:sive and long continued financial interests within the state, the burial of her

Wisband in California, the retention of two large homes within the state and the
11105
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income taxes in determining their California corporate income and franchise tax
liability.

The Texas Margin Tax (TMT), Michigan Business Tax (MET), and Ohio Commercial
Activity Tax (CAT) have historically given rise to the most uncertainty regarding
whether each is an income tax or non-income tax. FTB Notice 2009-6 initially discussed
whether an OSTC or income and franchise tax deduction was available for payment of
the TMT, but did not reach a definitive determination as to how the TMT should be

treated. FTB subsequently issued FTB Notice 2010-2 to correct an error made in FTB

Notice 2009-6's reference to the Texas taxation of S corporations. FTB Notice 2010-2 did
not, however, definitively conclude on whether payment of the TMT would qualify for
the OSTC or income and franchise tax deduction. Instead, taxpayers were instructed to
make a determination regarding whether the TMT was a gross receipts tax, gross
income tax, or a net income tax, based on their facts and circumstances.

The FTB issued additional guidance in Technical Advice Memorandum (TAM) 2011-03
where it explained that “a tax is an income tax if the base does not include a return of
capital.” The FTB applied this standard in the TAM to conclude that 5 corporation
shareholders are entitled to the OSTC for TMT computed under the COGS method and
the business income tax portion of the MBT. However, S corporation shareholders were
not entitled to an OSTC for the Ohio CAT or for the modified gross receipts portion of
the MBT.

The FTB most recently released FTB Notice 2014-01 withdrawing FTB Notice 2010-02.
The FTB did not provide any reasoning except that it “has continued to receive
questions as to the proper treatment of the [TMT],” and “is currently evaluating its
position and exploring alternative methods to issue authoritative guidance.” The FTB
also issued TAM 2014-01 to withdraw TAM 2011-03. The FIB did not provide any
reasoning for the TAM other than citing its withdrawal of FTB Notice 2010-02 via FTB
Notice 2014-01.

It is not clear why
extent, if any, they

the FTB decided to withdraw its guidance in this area and to what
will ultimately be persuaded by authority in other jurisdictions. For
example, the Michigan Supreme Court in International Business Machines Corp. v. Depart-
ment of Treasury, Docket No. 146440, July 14, 2014, held that the Michigan modified gross
receipts tax is an “income tax” for purposes of the Multistate Tax Compact because it
taxes a variation of income, in that it is based on the entire amount received by

deductions.

o
taxpayer as determined by any gainful activity minus inventory and certain 03‘3

Chris Whitney, Contributing Editor
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vith the Employment Development Department. Amounts withheld by a si
er that exceecf,Ee tax on the maximum wage limit must be recove fmsnl:ln g
er. (Sec. 17061, Rev. & Tax. Code; Sec. 1185, Unemp. Ins. Code)

Renter’s Credit

Law: Sec. 17053.5 (CCH CaLIFORNIA Tax RePORTS, § 16-907).
 Comparable Federal: None.

California Forms: Form 540 (California Resident Income Tax Return).

A nonrefundable credit is allowed to anyone who is a “qualified renter,” as
d below. The credit is not related in any way to the amotllmt of rent paid'. For

4 taxable year, the amount of the credit is $120 for married couples and
d domestic partners (RDPS) filing joint returns, heads of households, and
ing spouses, pm?lded at:_i]usted gross income is $75,536 or less, and $60 for
viduals, provided adjusted gross income is $37,768 or less. The adjusted
income limits are adjusted annually for inflation. (Sec. 17053.5, Rev. & Tax.

_ qjI—Personal Income Tax

 “Qualified renter” defined

alified renter” for purposes of claiming this credit, an individual must
T ent,” as explained at §105, and have rented a principal resi-
in Califi @ for at least one-half of the year. (Sec. 17053.5, Rev. & Tax. Code)
~Anind vﬁdal is not a “qualified renter”"—and, theref it—i
following conditions described below exist: e e o
{ omeone living with the individual claims the individual as a dependent
115) for income tax purposes. (The Franchise Tax Board takes the position that
*iis ap lies where the individual is claimed as a “dependent” for either Califor-
- nia or federal income-tax purposes.)

— Either husband or wife or a RDP has been granted the homeowner’

X - 3 e
property-tax exemption (1704) dunnithe taxable yegl: This does not apply t; :

spouse or RDP who is not granted the homeowner's exemption, if 7 il
separate residences for the entire year. ption, if both maintain

— The property rented is exempt from property taxes (41704), unless the

(o

A\ a
) 2 = ~ taxpayer, landlord, or owner pays possessory interest taxes or mak
A nonresident partner, S corporation shareholder, or LLC me allowed: that are substantiall . Y or makes payments
credit for his or her pro rata share of taxes paid by the partnership, § orporatio iy o equivalent to property taxes.
LLC to the nonresident’s state of residence on income also ta alifornia. rules for married couples/RDPs
taxes are treated as if paid by the nonresident partner, s r member. The credit for a married couple or RDP that fil
18006, Rev. & Tax. Code) For conditions governing dete n of the credit, § her spouse or RDP or d_ivi{iel:::l equally behveenegl:g,a;izz;f g;r;:)sﬂﬁ]sf:be = i

9129, above.

Taxpayers are required to attach
and a schedule showing their share of the net income
(Instructions, Schedule S, Other State Tax Credit)

11132 Excess SDI Credit

tax paid to the other

Lazw: Sec. 17061, Revenue and Taxation Code; Sec. 1185 Unemployment Insurance Code

(CCH CaLirorniA Tax ReporTs, §16-826).
Comparable Federal: None.
California Forms: Form 540 (California Resident Income Tax Return).

An income tax credit is allowed for any excess employee contributions

disability insurance under the Unemployment Insurance Code. As ex@ a
1806, an employee who works for more than one employer during the
entitled to recover any amounts withheld from wag
maximum wage limit (amount over $1,016.36 withheld in 2014),
employee who files an income tax return recovers any such excess by
on the return. If the claim is disallowed,

1132

a cczll:lay of their Schedule K-1 (100S, 565, or 36

es in excess of the tax onl
plus interest. 8

the employee may file a protest withini

I ~ — if either spouse or RDP is not a California resident for part of the th

' credit is divided : 4 eriod of
s ¢ ii?ien c‘;rl; gr equally and prorated as described below for the period of
— if both spouses or RDPs are California residents and maintain
= - - t
residences for the entire year, the credit must be divided equally betweesspt;e{ame;
there is no option for one to take the full credit. (Sec. 17053.5, Rev. & Tax. Code)

of household—Welfare recipients

In Appeals of Juanita A. Diaz and Constance B. Wa

4 . Watts (1989) (CCH CALIFORNIA TAX
» 116-907.55), the taxpayers were entitled to claim the head of household

I's credit l[:'fatl'us-r_ tl;a_n‘the md}w}ilual reriter's credit, even though more than half

expenses_ fices C manm( amm:% their households were paid by Aid to Families with

A yrear residents
erson who is a resident for only part of the g;aﬁr (provided he or she qualifies,

above) is allowed /12 credit for each th of Cali : :
i the year, (Sec. 17053.5(c), Rev. & Tox. Code) o Of California residence

| 1133
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enter that amount on line 31, column C, of his or her California RDP Adjustments
‘Worksheet, as a positive amount. (FTB Pub. 737, Tax Information for Registered Domes-

tic Partners)

Practice Pointer: Treatment of Registered Domestic Partners

Registered domestic partners (RDPs) (see 1119) must file returns jointly or separately

by applying the same standards as are applied to married taxpayers under federal 3 ; ’
income tax law. (Sec. 18521, Rev. & Tax. Code) For purposes of computing their Appeal of Karapetian (2004) (CCH CALIFORNIA TAx RePoORTS, §15-610.45), the

adjusted gross income (AGI) and limitations based on AGI, a RDP or former RDP ard of Equalization (BOE) followed the IRS’s ruling in Baxter v. Commissioner,
should use a pro forma federal return, treating the RDP or former RDP as a spouse or . Memo 1999-190, and held that payment of mortgage interest by a former
former spouse and using the same filing status that was used on the state tax return for pand to his ex-wife pursuant to a marital settlement agreement was taxable
the same taxable year. Alternatively, RDPs may use the worksheets provided in FTB y because the marital settlement agreement provided that the obligation of the
Pub. 737, Tax Information for Registered Domestic Partners. (Sec. 17024.5(h), Rev. & husband to make mortgage payments on the taxpayer’s home would cease
Tax. Code) n her death. Because the payments were taxable alimony, the ex-wife was not

to deduct those payments as 3ua1iﬁed residence interest. The payments were
ible only by the former husband.

In Appeal of Sara |. Palevsky (1979) (CCH CALIFORNIA Tax RePORTS, 15-610.205),
BOE ﬂﬁd at certain payments received under a property settlement agreement
e fully taxable, despite the fact that the payor spouse had agreed to claim an
me tax deduction for only two-thirds of the payments.

1203 Taxable Income
Law: Secs. 17073, 17073.5 (CCH CALIFORNIA TAx REPORTS, §15-510, 15-535).
Comparable Federal: Sec. 63 (CCH U.S. Master Tax GuiDe 7124, 126).
The federal law defining “taxable income” is incorporated in the California |

by reference. With the followin%excepﬁons listed below, California law is the sama
federal law as of the current IRC tie-in date (§103): 1 9205 Annuities
— California allows no deduction for personal exemptions. Instead, Califg = Law: Secs. 170245, 17081, 17085, 17087, 17131 (CCH CALFORNIA TaX ReporTs, §15-800,

nia law allows personal exemption credits (113).
— California standard deduction amounts are different from the feder
(1335).
— California has not adopted the federal additional standard deducti
aged and blind individuals (1335). However, California provides ad

16-345).
Comparible Federal: Secs. 72,122 (CCH U S. MasTer Tax GUIDE § 817—845, 891).

Caiiiomnia law is substantially the same as federal law as of California’s current
i contormity date (see 9103). (Sec. 17081, Rev. & Tax. Code; Sec. 17085, Rev. &
: i ‘Code) However, California does not incorporate the federal provision governing
personal exemption credits for such taxpayers ({113). ‘\!c basis application rules for amounts contributed to an armuit; as part of the

— California does not adopt the additional standard deductions for rg rompensation for services performed by a nonresident alien. (Sec. 1 024.5p(b), Rev. &
l;roperty taxes, disaster losses, or motor vehicle sales taxes. (Sec. 17073, R \Q ‘Tax. Code)

iy Coe-:ie, Bec/ 1AV Rav: .& Ve iia) wrnhnily . ,_ Nor does California allow the federal exclusion from taxable distributions from

. Taking into account these differences, California “taxable income” may be ‘annuity and life insurance contracts the cost of a qualified long-term care insurance

fined briefly as adjusted gross income reduced either by the standard deductioa ork ‘coverage rider that is charged against the cash or cash surrender value of the
itemized deductions. ‘contract. The amendments are effective for federal purposes for contracts issued after
11204 Alimony ~ 1996, but only with respect to tax years beginning after 2009. (Sec. 17085(e), Rev. &

Tax. Code)
Law: Sec. 17081 (CCH CaLIFO Tax RePORTS, T 15-610). 3 y . : 1
Caw o n‘( Yes E};L{US ‘!qu G ) _— - California and federal law provide, in general, that amounts paid under an
omparable Federal: Sec. 71 ( 3. MASTER vine Y771). ‘annuity contract must be included in gross income. However, amounts representing
California Farm: Sch. CA (540) (California Adjustments - Residenta). €

1 - a return of capital may be excluded. The excludable Scrﬁﬂn is determined by
California law is generally the same as federal law as ofvthe current IRC tie-i idi
date (103), except with respect to alimony received by a nonresident alien.

- g the cost of the annuity by the expected return an multig)lying the result by
the annuity payment received. Detailed rules are provided tor various special
ally, alimony and separate maintenance payments received pursuant to a div
dissolution, or legal separation are taxable to the spouse who receives the pa

4 tions.
=¥
Ty i e i ot 114 ferred
Any amount received for support of minor children is not taxable. (Sec. 17081, 1215 fora 5400 ot the Xules snphicabie when. an sanuity Ja g
Tax. Code)

for consideration. A discussion of the penalty on premature distributions is at § 206.
Alimony paid by a California resident to a nonresident is not taxable to th

' Self-employed retirement plans, IRAs
recipient (1323). Alimony paid either by a nonresident or by a part-year residen ~_ For discussion of treatment of annuities or other payments received under a self-
during a period of nonresidence is deductible on a prorated basis (9323, 1337). ‘employed retirement plan or an individual retirement account, see 206.
® Annuities received under Railroad Retirement Act
. Annuity or pension payments received under the federal Railroad Retirement
M are exempt from Ca.lifgrm'a tax. (Sec. 17087, Rev. & Tax. Code)
* Inherited annuity
. See 7405 for discussion of the Kelsey case, where annuity income earned by a
Mdent outside California was taxed to a survivor under the rules for income from
- @nuities, although the income was classified as “income in respect of a decedent”
and could not have been taxed to the decedent if he had become a California resident.

1205

=t

Practice Tip: Alimony Received or Paid by Registered Domestic Partners
(RDPs)

If a court orders termination of a registered domestic parmership and a California
Family Law Court awards spousal support that satisfies the requirements under tax law
for alimony, the payments are taxable to the payee and deductible by the payor for
California purposes. However, federal treatment of these payments is uncertain. An
RDP receiving alimony not included in federal income should include that amount on
line 11, column C, of his or her California RDP Adjustments Worksheet. An RDP paying
alimony not included in the RDP’s adjustments to income for federal purposes should
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9344 Tuition and Related Expenses be deducted for self-employed individual health insurance and amounts
1345 Energy Efficient Commercial Property Costs or incurred by the taxpayer as to certain group health plans under IRC Sec.
1346 Expensing of Environmental Remediation Costs 62(n). (Sec. 17021.7, Rev. & Tax. Code) Also, see T119 for a discussion of
ornia’s tax treatment of same-sex married couples.
. __ (alifornia law, unlike federal law, does not allow a current expense
uction for O%ualiﬁed film and television production costs (9310). (Sec. 17201.5,
. & Tax. Code)
— California has not adopted federal provisions that allow taxpayers to
currently expense 50% of the cost of quall.g' ied reﬁn%pmperty, effective for
properties p ced in service after August 8, 2005, and 50% of the advanced mine
fety equipment expenses purchased after December 20, 2006, and placed in
NOL and Disaster Loss Limitations - Individuals, Estates, and Trusts), FTB 3385_& arvice prior to 2014, {SEC. 1?257, Rev. & Tax. C‘Ude; Sec. ]?25?.4, Rev. & Tax.
(Depreciation and Amortization Adjustments), FTB 3885F (Depreciation and Amortiza- e)
tion), FTB 3885L (Depreciation and Amortization), FTB 3885P (Depreciation and Ordinary” and ”ngcessary" expenses
Amortization). X i
. - N 1t should not be assumed that an item of expense that is allowed under federal
In general, California conforms to federal law as of the current IRC tie-ing always be allowed by California, because the interpretations of different
(1103) regarding deductions that may be taken to reduce taxable income, buti§ authorities concerning what are “ordinary” and “nece " business expenses
are some differences that are discussed in the following paraE:;aphs. (Sec. 17201, § t always upiform. Also, expenses that would normally be deductible under
& Tax. Code) As under federal law, some deductions may be used to reduce law are nivailowed by California when they are attributable to income that is
income and others may be used to reduce adjusted gross income. Any diffes ed by Calitornia (1336
between the amounts of the California deductions and the federal deductions m Y~ . I
jpal plice of business
r purposes of claiming a home office expense deduction, a taxpayer’s home

be reported on Sch. CA (540) or Sch. CA (540NR) (130, 131).
sualifies as a “principal place of business” if the following conditions are

11300 Deductions—Generally
Lazww: Sec. 17201 (CCH Caurornia Tax ReporTs, §15-510).
Comparable Federal: Secs. 161-222, 261-280H (CCH U.S. Master Tax Guipe 901 etseq,
1001 et seq., 1101 et seq., 1201 et seq.). 1
California Forms: Sch. CA (540) (California Adjustments - Residents), Sch. CA (540NR)
(California Adjustments - Nonresidents or Part-Year Residents), FTB 3526 (Investmen
Interest Expense Deduction), FTB 3805V (Net Operating Loss (NOL) Computation and

Practice Note: Registered Domestic Partners
California law, unlike federal law, treats registered domestic pariners (RDPs) (see 1119)
as married taxpayers for California income tax purposes, unless specified exceptions
apply.

In addition, some deductions may be limited because they arise from paa
activities (9 340).

11301 Trade or Business Expenses :
Law: Secs. 17021.7, 17201, 17201.1, 17201.5, 17203, 17257, 17257.4, 17269, 17250;\17273,  Also, if the taxpayer is an employee, the taxpayer’s use of the home office must

17278 (CCH Cauirornia Tax RepORTS, §15-165, 15-805, 16-150). or the convenience of the taxpayer’s employer.
Comparable Federal: Secs. 162, 179C, 179E, 190, 280A (CCH U.S5. Mastes Tax GUIDE 4
9901 et seq., 961 et seq., 1287). p
California Forms: Sch. CA (540) (California Adjustments - Residéatyl, Sch. CA (540NR)
(California Adjustments - Nonresidents or Part-Year Residents)
All ordinary and necessary exFenses of a trade or business are deductible. T
California law is the same as the tederal law as of the current IRC tie-in date (8
803) (Sec. 17201, Rev. & Tax. Code) except as follows:
— California prohibits deduction of certain types of expenses (illegal acti
ties, etc.), as explained at 9 336.
California has not adopted special federal rules for travel expenses Self-employed health insurance costs

shate Jegislitors: (Gee. 12270(a), Rev T Code) . - _For both California and federal purposes, self-employed taxpayers are allowed

— Where a federal tax credit is allowed for wages to provide new jobs, | uct 100% of the amounts they Eave paid for medical insurance for themselves
wages are disallowed as a federal deduction; however, such wages are their families, not to exceed the taxpayer’s earned income from the taxpayer’s
allowed as a California deduction. (However, wages subject to the various hirl e or business. California law provides tgat amounts used as “earned income” for
credits available to emgloyers oPerai_mg in economic incentive areas, descri} pses of computing a taxpayer's federal deduction (rather than the earned income
at 1104, are not allowed as a California deduction.) puted using Calik%mia amounts) must be used for purposes of computing the
er’s state deduction. (Sec. 17203, Rev. & Tax. Code) In addition, Calitornia law,
federal law, treats a taxpayer’s registered domestic partner as the taxpayer’s
for purposes of determining the amount that may be deducted. (Sec. 17021.7,
& Tax. Code)

This deduction may be taken even if the taxpayer does not itemize deductions.

1301

" the office is used by the taxpayer to conduct business-related administra-
OO tive or management activities;
S

— there is no other fixed business location where such activities take place;
and

— the office is used by the taxpayer exclusively on a regular basis as a place
- of business.

Practice Pointer: Commuting from Home Office Deduction

Although the expenses of commuting from an individual’s residence to a local place of
_business are generally classified as nondeductible commuting expenses, such expenses
- may be deductible as ordinary and necessary business expenses if the individual uses

~ his or her home as a principal place of business. For example, an anesthesiologist whose
~ tesidence is her principal place of business may be able to deduct the expenses of
traveling between her home and the hospitals at which she performs her primary
duties.

— California denies a business expense deduction for expenditures made
or payments made to, a club that engaéges in discriminatory practices as €
plained at 1336. (Sec. 17269, Rev. & Tax. Code) |

— California, but not federal, law treats a taxpayer’s registered domes!
partner as the taxpayer’s spouse for purposes of determining the amount
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i uﬁh California incorporates Part I and Part I1I of Subchapter D of Chapter 1
ttle A of the Internal Revenue Code (IRC Sec. 401 through IRC Sec. 420 and

430 through IRC Sec. 436), California does not automaticallj]}; incorporate
amendments made to Part II of Subchapter D of Chapter 1 of Subtitle A of the
1 Revenue Code. Consequently, the federal provisions §0vemin certain stock

(IRC Sec. 421—IRC Sec. 424) are incorporated by California, but only as of
ia’s current federal conformity date (§103).

11327 Tenant Expenses—Cooperative Apartment and Hous;j,
Corporations '
Law: Sec. 17201 (CCH CavirorN1A TAX REPORTS, ] 15-515).
Comparable Federal: Sec. 216 (CCH U.S. MAsTER Tax Guipe § 1040).
California law is the same as federal as of the current IRC tie-in date ( 103),

Deductions are allowed to tenant-stockholders in coocferative apartn
housing corporations for amounts representing taxes and interest paid to g
corporations. (Sec. 17201, Rev. & Tax. Code) 4

11328 Moving Expenses
Law: Secs. 17072, 17076 (CCH CavrorNIA Tax Rerorts, 1 15-760).
Comparable Federal: Sec. 217 (CCH U.S. Master Tax Guipe 1073 et seq.).

California adopts federal provisions that allow an above-the-line deduction.
moving expenses incurred in connection with the commencement of work at
principal place of work. (Sec. 17072, Rev. & Tax. Code; Sec. 17076, Rev. & Tax.

The treatment of an employer‘s moving expense reimbursements for p
calculating an employee’s gross income is é?scussed at J238.

11329 Employee Business Expenses
Law: Secs. 17072, 17076, 17201 (CCH CALIFORNIA Tax RePORTS, T15-685, 15-805).
Comparable Federal: Secs. 62(a), 67, 68, 162, 274 (CCH U.S. MasTER Tax GUIDE 1910 et
seq., 941, 1011).

California and federal unreimbursed employee business expenses are co
miscellaneous itemized deductions rather than adjustments to gross incon
explained at 9303, only the total amount of miscellaneous itemized deductic
excess of 2% of the ayer’s federal adjrusted ss income is deductible,
17072, Rev. & Tax. Code; Sec. 17076, Rev. & Tax. Code; Sec. 17201, Rev. & Tax. Cod

California also incorporates the 50% limit on deductions for business meals a,
entertainment expenses (§302). The 50% limit is computed before the 2% fioor
applied. A deduction is allowed even if reimbursement comes from a thiva part
rather than from the employer. Reimbursed employee business expendges, that a
included in the taxpayer’s gross income are deducted from gross income. '

11330 Payments to Pension or Profit-Sharing Plans and

Education Savings Accounts

Law: Secs. 17201, 17203, 17501, 17504-09, 17551, 17563.5, 23712 YCGH CALIFORNIA TAX
REepoRTS, 115-800, 16-135).

Comparable Federal: Secs. 194A, 219, 402, 404-420, 430-436, 457, 530 (CCH U.S. MAsTER
Tax GuIDE T 2147 et seq.).
California Forms: Form 5498-ESA (Coverdell ESA Contribution Information), Form
1099-Q (Payments from Qualified Education Programs).
California generally conforms to the federal rules for deduction of contribution
to retirement plans by employers, employees, and the self-employed. Unlike
nia’s incorporation of most IRC provisions, which are tied to a specified
conformity date (§103), the incorporated federal provisions concerning reti
benefits and deferred compensation plans (IRC Sec. 401—IRC Sec. 420), minin
funding standards and benefit limitations (IRC Sec. 430—IRC Sec. 436), and go
mental deferred compensation plans (IRC Sec. 457) are incorporated into i
law without regard to the taxable year, to the same extent as atEplicable for fed
g-l‘;rposes. However, the maximum amount of elective deferrals that may be excl
m gross income under IRC Sec. 402(g) and the maximum amount of de
compensation that may be excluded under IRC Sec. 457, as applicable for
purposes, is capg:cd at the amount established under federal law as in effect
January 1, 2010. (Sec. 17501, Rev. & Tax. Code)

1327

CCH Comment: Registered Domestic Partners

Although registered domestic partners (RDPs) or former RDPs are generally required to
‘be treated as married taxpayers or former spouses under California income tax laws, an
'RDP will not be treated as a spouse if such treatment would result in disqualification of
‘a federally qualified deferred compensation plan or disqualification of tax-favored
~accounts, such as individual retirement accounts, Archer medical savings accounts,
gualified tuition programs, or Coverdell education savings accounts. (Sec. 17021.7, Rev.
& Tax. Code) See 119 for a discussion of adjustments required to be made RDPs.

Beginning with the 1987 taxable year, California law has followed federal law
cglosely. For(taxable years begl-inning before 1987, California law provided
importa t differsiaces, as explained below.

Under bothCalifornia and federal law, a contribution made after the end of the
ble yedi\is considered to have been made on the last day of the year, provided the
ntributivis is on account of such taxable year and is made no later than the due date
wretiirn. Except for IRAs, the due date for this purpose includes any extensions.

g - Payments by employers
Detailed rules are provided for deduction of employers’ payments made under
employees’ trust or annuity tﬁlan or other arrangement for deferring compensa-

e California rules are the same as the federal, except for the differences
plained below.

; California has not conformed to federal provisions that impose special excise
taxes on insufficient distributions, madgg.late funding, prohibited transactions, etc.
However, California does impose a pe tax on premature distributions (before

- age 59'/2) from self-employed plans and individual retirement accounts although at a

lower rate than under federal law (206).

See below regarding employer contributions to self-employed retirement plans
and to individual retirement accounts.

| To the extent the California and federal laws are comparable, it is the stated

policy of the FTB to follow all federal rules and regulations. Where the federal rules
require advance approval of a plan, California will accept the federal approval and it
isnot necessary to file a separate application with the state.

 Self-employed retirement plans (Keoghs)

- Both California and federal laws allow deductions for contributions to self-
employed retirement plans, commonly known as “H.R. 10" or Keo%‘n plans.
Galifornia incorporates federal law concerning limits on deductible contributions to
Keogh plans. California law requires that amounts used as “earned income” for
purposes of computing a taxpayer’s federal deduction (rather than the earned income
tomputed using California amounts) must be used for purposes of computing the
Corresponding state deduction.

~ For pre-1987 tax years, California had allowed a deduction of 10% of earned
income for contributions to these plans, with a maximum of $2,500 and no minimum.
The federal law had allowed a deduction with varying limits that have been higher
than California’s since 1974.
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¢4 Basis of FNMA Stock

8 L.ax0: Sec. 18031 (CCH CALIFORNIA TaxX REPORTS, §15-710).

Comparable Federal: Sec. 1054.

is reduced for the excess of cost over fair market value (deductible as a
eexpense) of Federal National Mortgage Association (FNMA) stock issued to
Hal holder. California law incorporates the federal law by reference as of the
+IRC tie-in date (1 103). (Sec. 18031, Rev. & Tax. Code)
59 Redeemable Ground Rents
% Law: Sec. 18031 (CCH Cavrornia Tax RerorTs, §15-710).

" Comparable Federal: Sec. 1055 (CCH U.S. MasTER Tax GUIDE §1611).

) 3 . eemable ground rents are treated as being the equivalent of a mortgage.
91547 Basis of Property Acquired in Tax-Free Exchange mia law incosrﬂpsorates the federal law by reference o of the current IRC Beon

Law: Sec. 17321 (CCH Cavurornia Tax ReporTs, § 15-710). 103). (Sec. 18031, Rev. & Tax. Code)
Comparable Federal: Sec. 358 (CCH U.S. MAsTER Tax GumE 12201, 2205). 553 Basis of Securities Acquired in Wash Sale
California law is the same as federal law as of the current IRC tie-in date (108 " Law: Sec. 18031 (CCH CALIFORNIA TAX REFORTS, § 15-710).

The basis of property acq tred:fer Fehruary 28, 1913, in a tax-free ex 7 Compm:‘able Fealernl: Sec. 1091 (CC.H US. :-M.PGTE'RTH Gume §1939).
the same as that of the property exchanged, with adjustment for “boot” receivy e basis of sfbck or securities acquired in a “wash sale” is the same as that of
any amount treated as a 'vil;ti)-,end in the exchange, and for any gain or loss ties sold, increased, or decreased, as the case maty be, by the difference
nized upon the exchange. (Sec. 17321, Rev. & Tax. Code) thé ost of the new securities and the selling price of the securities that were

1 to i “wash sale” rules. California law incorporates the federal law by
11548 Basis of Property Acquired in Corporate Liquidation m.ce 35 of the current IRC tie-in date (Y103). (Sec. 18031, Rev. & Tax. Code)
Law: Sec. 17321 (CCH CaLForRNIA Tax RePORTS, T 15-645, 15-710).

Basis Prescribed by Personal Income Tax Law of 1954
Comparable Federal: Sec. 334 (CCH U.S. MasTeR Tax GUIDE 2261).

1 Laww: Sec. 18039 (CCH CaLrornLA Tax REPORTS, T15-710).
California law is the same as federal law as of the current IRC tie-in date (J1 \Q Qparwtie ool See. 1052,
(Sec. 17321, Rev. & Tax. Code) ’Q

Generally, the basis of property received by an individual stockholde: m

-

® California-federal differences

The federal basis of joint tenancy property in the hands of the survivor mg
different from the California basis because of differences in the death tax trey
and differences between the two laws in prior years. Where death occurred
1954, the federal basis of the entire property is cost. Where death occurred
the federal basis is fair market value for the gorl:ion includible in the estate (
carryover basis applied under prior law) and cost for the remainder of the p
Note that the decedent’s interest is always “includible in the estate” for fedes
tax purposes, even though the property may be completely relieved of tax
marital deduction. In the case of joint tenancy property of husband and wife, i
death occurs after 1981, the decedent’s interest is deemed to be one-half g
property regardless of which spouse furnished the consideration. 3

The basis of property acquired after February 28, 1913, in certain transactions
d by the California Personal Income Tax Law of 1954, is as prescribed in that
(Sec. 18039, Rev. & Tax. Code)

Eﬂrgﬁm?e Eqiaeton 15 the: g masher vaiie of the fropeny O The federal law contains a somewhat comparable provision that refers to federal
§ i e Acts of 1932 and 1934. Prior o 1983 California law contained a conforming

11549 Basis of Stock After “Spin-Off” Reorganization o
Law: Sec. 17321 (CCH CavrrorniA Tax RepoOrTs, T15-710).
Comparable Federal: Sec. 358 (CCH U.S. MasTer Tax GUIDE § 2201,:2205).

California law is the same as federal law as of the current IRC tie-in date (T1(
(Sec. 17321, Rev. & Tax. Code)

When stock of a new corporation is distributed to stockholders of a
corporation in a “spin-off” type reorganization (§517), the adjusted basis of #
stock is allocated between the old and new stocks.

11550 Basis of Property Acquired upon Involuntary Conversiol
Lawo: Secs. 18031 (CCH CaALIFORNIA Tax REPORTS, T15-710).
Comparable Federal: Sec. 1033 (CCH U.S. Master Tax GuiDe J1713, 1715).

California law is the same as federal law as of the current IRC tie-in date (T k
(Sec. 18031, Rev. & Tax. Code) '

The basis of property acquired as a result of involuntary conversion (503
same as that of the property converted, with adjustment for any part of the p
not reinvested as required by the law and for any gain or loss recognized upon
conversion.

1547

Lg

Basis of Partnership Property
Law: Sec. 17851 (CCH CALIFORNIA TAX REPORTS,  15-185).
- Comparable Federal: Secs. 701-61 (CCH U.S. MASTER Tax GUIDE T443, 459, 467).

California law is the same as federal law as of the current IRC tie-in date (103).
7851, Rev. & Tax. Code)

‘Except as noted above, the basis of property transferred to a partnership is the
or’s basis, adjusted for any gain or loss recognized upon the transfer.

y distributions to a partner

e rules for determining basis of property distributed by a partnership to a
er may be summarized very briefly as follows:

~ — generally, the basis of properR: in the hands of the partner-distributee is
the same as the basis in the hands of the partnership;

. — the basis of property distributed in liquidation of a partner’s interest is
the properly allocable part of the basis of the partner’s partnership interest;

.. — special rules to prevent tax avoidance are provided for the treatment of
JInventories, “unrealized receivables,” and depreciable property subject to “de-
Preciation recapture” provisions that are distributed to a pariner (there are minor

eral-California differences in these rules, as explained at 7618);
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copy of any such recording. (Sec. 21001, Rev. & Tax. Code) Protest hearj
discussed further at  704.

Taxpayers who appeal to the BOE and who are successful may be aws;
reimbursement for reasonable fees and expenses related to the appeal
incurred after the date of the notice of proposed deficiency assessment. The g
to make such an award is discretionary with the BOE, which must deterp
ruling on a reimbursement claim filed with the BOE, whether action taken
FTB’s staff was unreasonable, and in particular, whether the FTB has establi

¢t the state for actual damages. In determining damages, the court must take

ideration any contributing negligence on the taxpayer’s part. A taxpayer
vails in such an action is entitled to reasonable liigation costs, but there is a
of up to $10,000 for filing frivolous claims. (Sec. 21021, Rev. & Tax. Code)

axpayers may also file a civil action against the State for direct economic
and costs totaling up to $50,000 if an officer or employee of the FTB
jonally entices an attorney, certified public accountant, or tax preparer repre-
s L A iar, W g the taxpayer into disclosing taxpayer information in exchang:z for a compro-
its glosmon in the appeal was substantially justified. Fees may be awarded in settlement of the representative’s tax liability. However, the action is not
of the fees paid or incurred if the fees paid or incurred are less than reasonable fg ed if the information was conveyed by the taxpayer to the representative for the
(Sec. 21013, Rev. & Tax. Code) See 1701 for more details. 3 pse of perpetuating a fraud or crime. The action must be brought within two
For appeals to the BOE from an action of the FTB on a deficiency assesg after the date the activities creating the liability were discoverable by the
protest or J:ei'-l:gz'adc:}l3 dt};mmél the burden m?f proving the correcmﬁl ess of certain iteq of reasonable care. (Sec. 21022, Rev. & Tax. Code
income repor ird parties on information returns filed with the FTB ivd-
to the Frl'e§ if the tgxpayef asserts a reasonable dispute with respect to fhealso Reimbursement of e, pariy b 59 undft: o :
amounts and fully cooperates with the FTB. The items of income to which A taxpayer may be reimbursed for third-party charges and fees assessed against
applies are the same as under federal law. (Sec. 21024, Rev. & Tax. Code) erson as a result of an erroneous levy, erroneous processing action, or erroneous
Appeals to the BOE are discussed further at 705 and §717. n action by the FTB. The charges and fees that may be reimbursed are limited
PPe ; e usual and customary charges and fees imposed by a business entity in the
* Tax levy protections course of husiness. (Sec. 21018, Rev. & Tax. Code)
The FTB must send a notice of levy to a taxpayer at least 30 days prior to B etri i . ;
a levy for unpaid tax. Also, if the Frg]ir'lolds thepcg].lection of unpaj.}a tl:elzx in ab 5 e FT B poritten OPIHIO-HS; !a.x.'p.uyers remedies
for more than six months, the FTB is generally required to mail the taxpay See 763 for a complete discussion.
additional notice prior to issuing a levy. A taxpayer may, within the 30-day perigy i fiors
request an independent administrative review and if a review is requested
action will be suspended until 15 days after there is a final determination in {
review. (Sec. 21015.5, Rev. & Tax. l:t:tcha';r5 O

Excelpt in the case of property seized as a result of a jeopardy assessment

Practice Tip: Lien Threshold

Beginning in July 2013, the FTB increased the general guideline amount at which a new

income tax lien will be filed from $1,000 to $2,000. The $2,000 amount is a guideline

only, and the FTB reserves the right to file a lien for a balance less than this amount

" based on individual facts and circumstances. (FTB Tax News (July 2013) CCH CALIFORNIA
'+ Tax RepORTs, T405-903)

previously issued tax levy must be released in the following situations:
— the expense of selling the property levied upon would exceed the &
payer’s liability; \
— the proceeds of the sale would not result in a reasonable reduction of the
taxpayer's debt; ]
— a determination is made by the Taxpayer Rights Advocate\that the lev
threatens the health or welfare of the taxpayer or the taxpayer’s-farnily;
— the levy was not issued in accordance with administritive proced
— the taxpayer has entered into an installment paynént dgreement with th
FTB to satisfy the tax liability for which the levy was made, and nothing in t
agreement or any other agreement allows for the levy;

— the release of the levy will facilitate the collection of the tax liabilityd

A ayer is entitled to preliminary notice of the proposed filing or recording of
ax ]it::ipmj;iled at least SO%ays beforehand, and anp I;ortunity in the interim to
trate by substantial evidence that the lien would be in error. Also, at least five

days after the date the notice of lien is filed the FTB must notify taxpayers in
iting of the filing or recording of a notice of state tax lien and the taxpayer's right
an independent administrative review. A tagayer must request a review during
15-day period beginning on the day after the five-day period described above.
21019, Rev. & Tax. Code)

2 . : The FTB must mail a release to the taxpayer and the lien recorder within seven
will be in the best interest of the taxpayer and the State; or ing days if it finds that its action was in error. The FTB may also release a lien if

— the FTB otherwise deems the release of the levy appropriate. ermines that the release will facilitate the collection of tax or will be in the best
(Sec. 21016, Rev. & Tax. Code) erest of the taxpayer and the State.

Certain household and other goods are exempted from levy under California i
Code of Civil Procedure. Thmayer must be notified in writing of these exem
tions prior to the sale of any seized property. (Sec. 21017, Rev. & Tax. Code)

The FTB must release a levy on salary or wages as soon as practicable upg
agreement with the taxpayer that the tax is not collectible. However, this requi
does not apply to any levy issued with respect to a debt that has been di
because the tax debtor and/or the tax debtor's assets cannot be located, unl
debt is satisfied. (Sec. 21016, Rev. & Tax. Code)

* Civil actions against the FTB; litigation costs
Taxpayers aggrieved by the reckless disregard of the FTB’s published pro
on the part of an officer or employee of the %TB may bring a superior court

1702

Practice Tip: Relief Available to Taxpayers Facing Financial Hardships

The FTB can assist taxpayers facing financial hardships by establishing payment plans,
_ granting relief from state tax liens, or delaying some collection actions. The FTB can
generally grant relief from state tax liens within two weeks for financially distressed
owners trying to sell or refinance their homes. The FTB may be able to remove its
- ftax lien to assist a homeowner to complete a home sale when a home sells for less than
- the loan balance. The tax lien remains in effect on any other property the taxpayer

- currently holds or later acquires. The FTB can also help individuals who are re ing
or modifying an existing home loan by allowing the new or modified loan to have
%Erity over the tax lien. (Press Release, California Franchise Tax Board, January 23,

)
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jfornia conforms fully to the federal rules for exemption certificates. Thus,
ficate that complies with the federal rules is accepted also for California
sces. The requirements for complete exemption, b on absence of federal
qe tax liability, are the same for California as for federal; that is, a certificate that
tes federal withholding also eliminates California withholding. An employer
akes the required special report to the Internal Revenue Service where a large
her of exemptions is claimed need not make a report to the state. The FIB may
re employers to submit c-'.ﬂaies of withholding exemption certificates. The law
forth procedures to be followed if the FTB determines that the withholdin,
Hon certificate is invalid. (Sec. 13040, Unempl. Ins. Code; Sec. 13041, Unempl.
de; Sec. 18667, Rev. & Tax. Code; Reg. 4340-1, 22 CCR)

ng of returns

Withheld tax must be reported and paid monthly or quarterly, depending on the
ts involved, as explained below.

Statements must be furnished to em%oivees, using federal Form W-2, by January
nd upon termination. The Form W-2 must show the amount of disability
arance contributions (SDI) withheld (1 1806). (Sec. 13050, Unempl. Ins. Code)

The California rules for withholding on pensions, annuities, sick pay,
Edentall ;.Eemployment benefits, and other deferred income conform generall
eral rules.

® Employee vs. independent contractor

In Hunt Building Corp. v. Michael S. Bernick (2000) (CCH CALIFORNIA Tax R
1 16-615.80), a California court of appeal held that a general contractor was
California onal income tax withholding and unemployment compensatig
and disability insurance contribution requirements as if it were the emplo
unlicensed subcontractors” employees. State law defined the unlicensed suggr
tors and their employees as employees of the general contractor, rather than indepe
dent contractors, because their services required the general contractor to ob
state contractor license. Although the construction work performed by the 1
subcontractors’ employees was performed for the U.S. government on federal
federal law provided no reliefP?rom the state requirements, because federal
deferred to state law defining employer/employee relationships. '

* Withholding methods

California provides two methods for computing the amount of tax to be wifh
held, as follows: T

Method A—WAGE BRACKET TABLE METHOD (similar to federal “wage bracket” Practice : Earned Income Tax Credit Information Must Be Provided to
method); and Employees

Method B—EXACT CALCU N METHOD (simil " P Califonﬁglnployers must notify employees covered by the employer’s unemployment
methad). i R il e Sl pee ins that they may be eligible for the federal earned income tax credit (EITC). The

ice must be provided by handing the notice directly to the employee or mailing
ice to the employee’s last-known address within the one week period before or
the employer provides the employee an annual wage summary. In addition, upon
an employee's request, an employer must process Form W-5 for advance payments of
the EITC. Sec. 19852, Rev. & Tax. Code, Sec. 19853, Rev. & Tax. Code.

California permits use of other methods in special situations, upon applicatipn
Federal rules also permit alternative methods. s

With respect to supplemental wages (bonuses, overtime, commissions,
awards, back pay including retroactive wage increases, reimbursement of nonde
ible moving expenses, and stock options), an employer may either

— add supplemental wages to regular wages and compute withholdin %

Generally, a report of wages must be submitted each calendar é:{luarter showing

» fotal tax withheld for each employee and the amounts withheld from pensions,

wities, and other deferred compensation. (Sec. 13021, Unempl. Ins. Code; Sec.
050, Unempl. Ins. Code)

the whole amount or

— apply a flat percentage rate to the supplemental wages alone, \‘T
allowance for exemptions or credits.

California’s supplemental withholding rate is 6.6%. The wi

rate on
stock options and bonus payments that constitute wages is IDE%@c 13043,
Unempl. Ins. Code; Sec. 18663, Rev. & Tax. Code) 2 .

X

N
Practice Pointer: Withholding Rate Inﬂ@
The payroll withholding rate was increased in the wage withholding tables by 10%,

effective for wages paid after October 31, 2009. (Sec. 18663(a)(2), Rev. & Tax. Code) The
increased withholding rate is voluntary and taxpayers may adjust the amount withheld
to counteract the increase.

Practice Note: Quarterly Returns Required

Employers must file the DE 9 quarterly to report their personal income tax withholding,
unemployment insurance, employment training tax, and state disability insurance
contributions instead of reporting these items annually on the Annual Reconciliation
Statement (DE 7). Detailed wage items for each worker must be reported on the DE 9C
instead of the Quarterly Wage and Withholding Report (DE 6). This quarterly reporting
change does not affect annual household employers, disability insurance voluntary plan
filers, or disability insurance elective coverage filers. The change also does not affect
deposit and return due dates. Employers must continue to make deposits using the
Payroll Tax Deposit (DE 88) form. (Important Payroll Tax Changes for 2011, California
Employment Development Department, August 23, 2010) (Sec. 13021, Unempl. Ins.
Code)

® [nstruction booklet

Detailed instructions for determining the amount to be withheld, with tables a
formulas, are included in a booklet entitled “Employer’s Tax Guide for the Withho
ing, Payment, and Reporting of California Income Tax.” This booklet can be ob
from offices of the FTB or the EDD or on the EDD’s Web site at: http:ff
www.edd.ca.gov /Payroll_Taxes/Rates_and_Withholding htm.
® Employee forms

California provides a form (Form DE-4) for the employee’s exemption certific
to determine the number of California withholding exemptions. The employee
the option of using California Form DE-4. Otherwise, the employee must use fed
Form W-4 to determine the number of California exemptions. The employee

considered married if the employer cannot determine the employee’s marital status
from either Form DE-4 or W-4.

1715

- Electronic filing, registration, and payment options are available. Details can be
found on the EDD's %eb site at http:// m\rw.edd.ca.%gﬁr/ Payroll_Taxes/Elec-
%ic_Filing_Registration_and_Pa ent_Information.htm. The EDD allows employ-
|| &8 to view account information, file reports, and pay deposits and liabilities on-line.
The due date of a withholding return, report, or statement may be extended if an
ployer’s failure to timely file or pay tax is attributable to a state of emergency
ared by the Governor. (Sec. 13059, Rev. & Tax. Code)

- 8 Payment of tax
__An employer who is required to remit withheld federal income taxes pursuant to
IRC Sec. 6302 and who has accumulated withheld state income taxes in the amount of
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FTB Reg. 23101, 18 CCR, provides, generally, that a foreign corporation i organizations treated as corporations
stocks of goods in California and that makes deliveries in California pyee 3

orders taken by employees in California is doing business in the state and
to the franchise tax. the other hand, Regulation 23101 provides that
corporation engaged wholly in interstate commerce is not subject to the
(Note that these rules apply to the franchise tax. For the application of the
income tax, see J805).

In Appeal of Hugo Neu-Proler International Sales Corporation (1982) (CCH ¢
NIA Tax RTS, J400-444), the taxpayer was a Domestic International Sales
tion (DISC) subject to special treatment under federal income tax
corporation had no employees or physical assets in California. The BOE he]
corporation was doing Eusiness in California and subject to the franchise
“the exercise of appellant’s corporate powers and privileges was essential
performance of the various transactions it entered into” in California. E co!

In Appeal Ef Putnam Fund Distributors Inc., et al. (1977) (CCH Caums
REPORTS, ?;11—5 0.8291), the BOE held that a Massachusetts corporation
promoting California sales of mutual fund shares by brokers was doing bus;
was subject to the franchise tax. The BOE approved the imposition of 25% faj
file penalties (] 1411) for a period of 10 years.

In Appeal of Kimberly-Clark Corp. (1962) (CCH CALIFORNIA TAX
110-210.239), the BOE held that a foreign corporation qualified to do b
California was subject to the franchise tax even i-hough it did not maintain a stae
goods within the state. It conducted extensive activities and had substantial stg
samples, displays, and sales promotion materials in the state.

A corporation may be “doing business” even though it is in the prg
li%uidatic-n. The BOE held to this effect in the case of Appeal of Sugar Creek.
(1955) (CCH CaLIFORNIA Tax RePorTs, §10-210.51). The corporation’s actiy
;rgﬁved principally perfecting title to properties that it had previously contra

e tax law includes “professional corporations” within the definition of “corpo-
for franchise tax purposes. Charitable trusts are also treated as “corporations
& (Gec. 23038, Rev. & Tax. Code)

both federal and California law, publicly traded partnerships are treated
orations” for income tax purposes unless 90% or more of their 0ss income
of qualifying passive activities or they are grandfathered publicly traded
ips exempt from corporate treatment. However, a grandfathered publicly
artnership that elects to continue its partnership status is subject to a
-, tax equal to 1% of its California-source gross income attributable to the
duct of any trade or business (a 3.5% tax on gross income attributable to the
duct of any trade or business for federal purposes). The tax is due from the
ip at the time the partnership return is filed (see 622). Othemrlse, th_e tax is
-ollected, and refunded in the same manner as corporate franchise and income
(Sec. 23038.5, Rev. & Tax. Code)

Limited liability companies classified as corporations are discussed at §805.

805 Corporaiions Subject to Income Tax
Eaw: Sels. 118633.5, 23038, 23038.5, 23501, 23503, 23731, 24870-75 (CCH CALIFORNIA TAX

| Repos>)$10-015, 10-075, 10-210, 10-235, 10-240, 10-245, 10-355, 10-360, 10-365, 10-370).

Caparable Federal: Secs. 851-860G, 7701, 7704, Former Secs. 860H-860L (CCH U.S.
* »uaerEr Tax GuiDe 403, 2301—2323, 2326—2340, 2343—2367, 2369).

erally, the corporation income tax applies to those corporations (including
ations, Massachusetts or business trusts, and real estate investment trusts) that
rive income from sources within California but are not subject to the franchise tax.
is income from both within and without the state, a portion of the total is
to California as explained in Chapter 13. (Sec. 23501, Rev. & Tax. Code)

O I ' California Form: Form 100 (California Corporation Franchise or Income Tax Return).
In Ag:épeal of American President Lines, Ltd. (1961) (CCH CALIFORNIA Tax R :
110-075.56), the BOE held that a corporation that is principally engaged in
and foreign commerce is nevertheless subject to the franchise tax on the k
entire income attributable to sources within the sfate when it engages in g
infrastate business in California. '
® Foreign lending institutions
The Corporations Code specifies the activities in which a foreign lending
tion may engage in California without being deemed to be “&oing busin
state. The permissible activities include sing or making\leans, making a
als, enforcement of loans, etc., provided the activities are.carried on wit
limitations set forth in the law. (Sec. 191, Corp. Code)
® Exemption for limited activities
The law authorizes the FIB to determine that a corporation is not
franchise or income tax if its oPr_l}%activiﬁes in California are within specified
corporation may petition the for such a determination. The limited activi
the following;: ]
— purchasing of personal prol%vertjy or services in California for its owno
affiliate’s use outside the state if (1) the corporation has no more
employees in California whose duties are limited to specified activities, or
corporation has no more than 200 employees in California whose du
limited, as specified, and the items purchased are used for the const
modification of a ph%rsical plant or facility located outside the state; howevel
combined number of employees in this state for purposes of both (1) and (2):
not exceed 200; and/or

— presence of employees in California solely for the purpose of a
school.

(Sec. 23101.5, Rev. & Tax. Code)
11804

lication of income tax

most common application of the income tax is to foreign corpqraﬁur?? that
ge in some business activity in California but that are not “doing business” in the
0 as to subject them to the franchise tax. One example is a corporation that
a stock of goods in California from which deliveries are made to fill orders
by ind dent dealers or brokers. Another example might be a corporation
s employees operating in California but has no stock of goods or other
in the state; Ef)wever, the state’s right to tax in such a situation may _be
d under the federal legislation discussed below. Where a corporation maintains
a stock of samples in California, having no other property or agents or other
fy in the state, it has generally been considered not subject to tax in California.

income tax, rather than the franchise tax, is imposed on the unrelated
s income of an exempt organization. (Sec. 23731, Rev. & Tax. Code)

SLimited activities—Application of P.L. 86-272

he scope of the California income tax is limited }:lty federal legislation enacted in
This legislation was intended to overcome the effect of two decisions of the U.S.
eme Court earlier in 1959: Northwestern States Portland Cement Co. v. Minnesota
Nilliams v. Stockham Valves and Fittings, Inc., 358 U.S. 450, 79 S.Ct. 357. These cases
that individual states had broad powers to levy taxes on the income of fm‘eclﬁn
corporations even though the business conducted within the state was exclu-
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__California has not adopted federal provisions that (1) allow a taxpayer g
20% of amounts paid or incurred by the taxpayer during the tax year to an ¢
research consortium and (2) repeal the limitation on contract research exp
to eligible small businesses, universities, and federal laboratories for qua

y—Taxes on Corporate Income 537

Jble records are inadequate to accurately determine the amount, a reasonable
ate may be used based upon the best available evidence. See Cohan v. Commissioner
4 Cir. 1930) 39 F.2d 540.

. Whitney, Contributing Editor
J

" tifornia has adopted the portion of IRC Sec. 280C that bars taxpayers from
2 business deduction for t portion of the research expenditures that is equal

Practice Tip: Maintain Records to Support Validity of Carryforwg L "u_nt of the allowable credit (1 10_2?:" (Sec. 24440, _Rev. & Tax. COC.IE)

The Franchise Tax Board (FTB) may examine and disallow a corporation’s ca Combined gramps.—-For taxpayers filing on a combined g;roup_bas;s, all mem-

wards of research and development credit generated in closed tax year to the exten < of the combined grou must use the same method. To compute either the regular

carryforwards affect open tax years. The lack of authority to “determine” a tax for a g credit or the AIC, all members of a controlled group are treated as a single
The credit amount is then divided and proportionatel allocated to each

year not in issue can be distinguished from the authority to “compute” a tax for a A
year not in issue when the computation is necessary to determine the correct of the controlled group. (Tax News, California Franchise Tax Board, Septem-

liability for a tax year at issue. Thus, corporations should maintain records support 1 2006)
the validity of their credit carryforwards until the credit carryforwards are exha '
(Appeal of Eclipse Solutions, Inc. (2009) (CCH CALIFORNLA Tax REPORTS, 9 12-065.30))

(Sec. 23609, Rev. & Tax. Code)

Practitioner Comment: Treatment of R&D Credit Allocation

| On August 17, 2004, the California Supreme Court in General Motors Corp. v. Franchise
' fux Board, 39 Cal @h 773 (2006), (CCH CaLIFORNIA TAX REPORTS, 9 404-044) held that only
the taxpayer thanincurred the research and development expenses may use the

and developfient credit so generated. In so holding, the Court’s decision was consistent
with an earlier State Board of Equalization decision (Appeal of Guy F. Atkinson Company,
| No. 96240051, March 19, 1997, CCH CALIFORNIA TAX RepORTS, §403-307) as well as the
umpellished Court of Appeal decision, Guy F. Atkinson Company v. Franchise Tax Board,
{2ty A985075). [CCH Note: Legislation enacted in 2008 allows combined group mem-
 bers to assign credits to other group members, see 41310 for details]

Practitioner Comment: California Gross Receipts and Substantiation
Requirements 4

The California FTB issued Legal Division Guidance 2012-03-01 (superseding Legal
Division Guidance 2011-06-01, which was subsequently withdrawn by 2011-07-01)
indicating that California law modifies the LR.C. §41(c)(6) definition of “gross rec ;
to include only California sales of property held primarily for sale to customers in the
regular course of business that has been delivered or shipped to purchasers located
within California. The guidance also explains that a taxpayer with California quali
research expenses and no California gross receipts may still claim the regular incren
tal research and development credit. In this circumstance, the California credit would
generally be equal to 7.5% of the qualified research expenses for the credit year (15% of

qualified research expenses in excess of the “minimum base amount” of 50% of*
qualified research expenses), or the reduced credit under LR.C. §280(c)(3). If a taxpayer

it for prior year minimum fax

California allows a credit in the form of a carryover to corporate taxpayers who

has no gross receipts in the base period (i.e., 1984-1988), the “gtart-up” provisions it incurred California alternative minimum tax in prior years but not in the

1LR.C. §41(c)(3)(B) apply- ] nt tax year. (Sec. 23453, Rev. & Tax. Code)

The guidance also indicates that taxpayers with gross receipts that can not subsiantiate credit is computed in the same manner as the federal credit with the

their base amount or fixed base percentage calculations for any reason are not enti itution of certain ifornia figures in place of the federal. The credit is taken

tClthQﬂ‘Ed.lt for lack ofsubstanhatlon_.'l'hzsmr}dusmn seems u:measunab‘ﬂ. 'P“l‘t!. st the ”regu_]ar tax” but may not reduce habﬂ_-[ty to less than the “tentative

Sy ﬂw;lh"'nmgeﬁ i =245 fa‘:;wm f:mermg ‘(i:"‘:h.‘;me‘?ta“"“ frong W) 1984 - 1558 num tax.” Both the federal and California credits are based on the amount of
penicel-as viell:as. fhio tact Mt % S 0E omia toqpapdQte fixed BE tive minimum tax paid on “deferral preferences” (items that defer tax liability)

percentage has no impact on the amount of California credit to begin ‘With. Because the. p e " (s RECrET
maximum fixed base percentage is 15% and is applied to California, not total gross, from “exclusion items” (items that permanenily reduce tax liability).
income housing credit

receipts, in many cases the minimum base amount of 50% of qualified research expenses
orations may qualify for a low-income housing credit, based upon federal

a&];ii% in practice in California. To deny a faxpayer a research credit because it can not

tantiate a fixed base tage that mathematically has no i t on the credit ; %

s 4 e e Sec. 42). The credit is the same as under personal income tax law and is
od at J138. (Sec. 23610.5, Rev. & Tax. Code)

calculation seems unreasonable.
Chris Whitney, Contributing Editor b ;

= ‘A corporation that is entitled to the low-income housing credit may elect to

n any portion of the credit to one or more affiliated banks or corporations for

 taxable year in which the credit is allowed.
n inmate job tax credit
"Emgl;)eyers may claim a credit %al to 10% of the wages paid to each prison
ate hired under a program established by the Director o Corrections, This credit
entical to the one provided under the personal income tax law (9154). (Sec.
Rev. & Tax. Code)
w employment credit
inning with the 2014 taxable year, the former jobs credit is repealed and
aced with a nonrefundable credit equal to 35% of qualified wages paid for each
ew qualified full-time employee hired to work in a designated geographic area.
89157, (Sec. 23626, Rev. & Tax. Code)

Practitioner Comment: BOE Holds That Project Accounting Is Not Reg ired
For R&D Credit .

Significant controversy at both the federal and state level has surrounded the sufficiency’
of taxpayer documentation needed to substantiate research and experimentation credits:
(“research credits”) claimed under IRC §41 and California Rev. & Tax. Code §23609;

ively. In The Appeal of Pacific Southwest Container, Inc., et al., California State
Board of Equalization, (March 25, 3011), in sustaining 100% of the taxpayers, credit, the:
BOE rejected the idea that project accounting was required to support the credit, finding
that the taxpayer’s cost center based records along with related employee time surveys
was sufficient to support the credit. It should be noted that certain federal courts have
also recognized the use of reasonable estimates under the “Cohan rule” as providing
support for research credits. The “Cohan rule” stands for the proposition that when itis
apparent that some business expense, deduction or credit should be allowed, but

1818
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Pierce’s Disease infestation. However, a taxpayer may elect to use the i control facilities |
tive depreciation system (9 310). If the taxpayer chooses to use this meth e as personal income tax (9314). (Sec. 24372.3, Rev. & Tax. Code)

taxpayer elected not to capitalize the costs of replacing the infestq i P

replacement vines will have a class life of 10 years rather than the 2p- ' CCH Practice Tip: Preference Item Reduction

i it-] i i item treatment for C
nonnaég'e)&;pecﬁed ander federal ke Jovirutt-Deating: visce= {5y s uequse California incorporates the TRC Sec. 291 tax preference item

’ g oTa™ . ion, of A :
® Luxury automobiles and listed property : |?n:zemd 2:::51 (En 1;3;?313 i;\.j:ggrr;;[)grlly? foe‘r C'U!';'U"aﬁm’ the amm:;ﬁabfdb::guf;r
For corporate income tax purposes, California adopts a modified - ilities for which a rapid amortization election is made must be reduced by 20%.

2 : . L oy B ! s 3 ] Facilil
Sec. 280F, which imposes a limitation on depreciation deductions for Jus e Certified Pollution Control Facility)

biles and other listed property, including computers and peripheral eg
limitation is similar to that imposed under the personal income tax law (q
that for corporate purposes, the terms “deduction” or “recovery ded

to ACRS mean amounts allowable as a deduction under the b
law. (Sec. 24349.1, Rev. & Tax. Code)

® Property leased to tax-exempt entities

California has adopted the IRC 168(h) limitation on deductions
leased to tax-exempt entities for taxable years after 1986. For taxable years b
after 1990, the amount of such deductions is limited to the amount determin,
%RC Eée{fal;iﬂ(g), concerning the alternative depreciation system. (Sec. 24349(d), ]

ax. Code k

® Salvage reduction

i ts
. trade name, and franchise transfer paymen
» as personal income tax (1332). (Sec. 24368.1, Rev. & Tax. Code)

i ordings, and similar property
t:ls t‘;f;;’“ﬂ:;‘ ir’l’:;me fx (1310). (Sec. 24349(f), Rev. & Tax. Code; Sec.
Rev. & Tax. Code)
yeservation property
e as petsona} irleome tax (1310).
mental reniddistion expenses
e as perem::.l income tax (] 346).

tatiofd ehjenses e
currently deduct up to $10,000 of qualifie
'mmomtepentasexpayer e to cayitalize and amortize any remainng
' i sevei:?et:xe gogéld'lﬁspdappligs to direct costs of foreg;gn':n or
o, i;dudjng seeds, labor, equipment, etc. The amortization pg?m e 8
ﬁﬂrso?'da of the second half of the taxable year of the expdeémo riix une
on is iagen from adjusted dg-ross income and is limited to $10,000 per

ac. 24372.5, Rev. & Tax. Code)

The amount of salvage value to be taken into consideration in computis
amount subject to depreciation may be reduced by up to 10% of the deprecia
of the pmperlsr, except with respect to property for which California allows
the current federal depreciation methods. (Sec. 24352.5, Rev. & Tax. Code)

» Additional first-year depreciation

Planning Note: Additional First-Year Bonus

Depreciation Not Allowed . ;

] d experimental expenditures _
California does not incorporate the IRC Sec. 168(k) 50% bonus depreciation deductixa Qancep al income tax (9331). (Sec. 24365, Rev. & Tax. Code; Reg.
for property purchased in 2008 through 2010, the 100% bonus depreciation applicak ' me as person

4368(a) —Reg. 24365-24368(d), 18 CCR)

ization of cost of acquiring a lease
me as personal income tax (§313). (Sec. 24373, Rev. & Tax. Code)

rizational expenditures

der federal law, taxpayers may :
oeélﬂ,ﬂl]{] for the 2010 tax year only) in siart—upcex ;
er over a 15-year period. (Sec. 24407, Rev. & Tax. e

property interests . s o est
ali i law, under which no depreciation or amort
‘or??aaﬂgizglﬁf’oie;e;at]erm property interest (such as a h.fe méere_si, a$ h?{flfrflf; :
term of years, or an income interest in a trust) for any period '[hm:ll:-ga g e
o inforest s held, directly or indirectly, by a related person. The baste S0

for which a depreciation or amo ization dfeducnon has been af e
uced by the amount of the disallowed deduction, and the bamio(Sec i
interest in such property must be increased by the same amount. . 5

. & Tax. C{!de)

ccelerated write-offs for depressed areas " : :
Same as persor;ﬂ:l income (1 3&53), ex_iept Ht:at mdaqmno%;omd:z%lg;veuégntgelgg
:179 asset exgense election if the write-offs are claimed Ll o
: ili recovery area, former targe_ted tax area, or former Lot o
2 '(ﬁwZoizebusmges, the additional first-year depreciation 1s disallowe

11011
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property acquired after September 8, 2010 and before January 1, 2014 (before Janiaz;
2015 in the case of property with a long production period and certain noncomnms

aircraft), nor the IRC Sec. 168(k) additional 30% or 50% bonus depreciatian ded
for property purchased after September 10, 2001, and before 2005. Califoinix also do
not incorporate the additional 30% first-year bonus depreciation deduciien allowed f
qualified New York Liberty Zone property. However, California does\allow a limite

currently deduct up to $5,000 (temporarily
20% first-year bonus depreciation deduction as discussed below.

s and amortize any

California does allow a corporate taxpayer to take an additional 20% fii
(bonus) depreciation deduction on personal property having a useful life of si
or more. It is limited to 20% of the cost of such property, and may be claim
with respect to $10,000 of property additions each year and is taken in lieu of
Sec. 179 deduction discussed above. (Sec. 24356, Rev. & Tax. Code; Reg. 243!
CCR; Reg. 24356(d), 18 CCR)

The limitation is applied to each taxpayer, and not to each taxpayer’s &
business. In determining the allowable first-year depreciation bonus, all membe
an affiliated corporation are treated as one taxpayer. The basis of the property
for regular depreciation purposes must be reduced by the amount of bonus depre
tion claimed. !
® Safe-harbor leases

California recognizes safe harbor leases under former IRC Sec. 168(f). (Ca
Response to CCH Muitistate Corporate Income Tax Survey, California Fra :
Board, July 21, 2003, CCH CALIFORNIA Tax REPORTS, T 403-506).
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__to elect out of a federal election for California corporation franchise
ome) tax purposes. (Infomationaf Letter, Franchise Tax Board, October 28,
3 (CCH CALIFORNIA Tax Reports, § 403-566)).

41304 for a discussion of the apportionment rules applicable to IRC Sec. 338
asset sales.
243 Basis of Property Acquired upon Transfers from
ntrolled Corporations
Law: Sec. 24964 {CCH CaLFoRNIA TAX REPORTS, 9 10-640).

11242 Basis of Property Acquired in Corporate Liquidatj

Acquisition i
Law: Secs. 23051.5, 23806, 24451 (CCH CaLFrornia Tax ReFORTs, T10-210, 10-540),
Comparable Federal: Secs. 334, 338 (CCH U.S. MasTER Tax GUIDE 2261, 2265). !

In an ordinary corporate liquidation, the basis of pro recei
rate stoc_khpider is the fair market value of the property P:::rttllil'e dat: ‘::} '““
California incorporates federal law as of the current IRC tie-in date (f t
24451, Rev. & Tax. Code) '

® Liguidation in plan to purchase assets Comparable Federal: None.

Where a corporation subject to the franchise tax received property after 1927,
" controlled corporation, and where gain or loss was realized but was not taken
unt for franchise tax purposes, the property takes the transferor’s basis.
is no comparable federal provision. (Sec. 24964, Rev. & Tax. Code)

Upon the complete liquidation of a subsidiary under IRC Sec. 332 (§
property received by the parent corporation ordinarily takes the same basis.
the hands of the subsidiary (transferor). However, a different result ocey
corporation elects under IRC Sec. 338 to treat its acquisition of another
through purchase of a controlling interest (80%) in stock as the purchase
pf the acquired corporation. In this case, the buyer receives a fair market
in each asset and is entitled to claim depreciation and investment tax cn
stepped-up basis. The tax attributes of the acquired (target) corporation disa
turn, the target corporation is subject to recapture tax liability.

»44 Basis ci-Rights to Acquire Stock
| L Sec. 258D (CCH Caviromnia Tax ReporTs, 10-210, 10-540).
Compdrihle F ederal: Sec. 307 (CCH U.5. MasTeR Tax GUIDE §1907).

Reg. 24519, 18 CCR permits a California taxpaver to elect out N Yihenethe fair market value of stock rights is less than 15% of the value of the

election of TRC Sec. 338{g),pwhjch allows the pumhxfsﬂg mrpofgﬁf:: tf ,T - dork 21 which the rights are issued, the basis of the rights is zero unless the taxpayer

purchase treated as an acquisition of assets. B %m allocate to the rights a portion of the basis of the stock. This rule dates from
\QO ';f.' gation of basis

.Q as to the following rights, the basis of the stock is allocated between the stock

and the rights according to their respective values at the time the rights are issued:

— all rights acquired in an income year beginning before 1937, except as to

in federal law and from 1955 in California law. (Sec. 24451, Rev. & Tax. Code)

CCH Caution Note: Impact of Federal Election Extensions |
A taxpayer making a proper federal election under IRC Sec. 338, concerning quali
stock purchases, that makes the election using an automatic extension pursuars
federal Rev. Proc. 2003-33, is entitled to the election for purposes of California corpt s
tion franchise or income tax. However, a taxpayer making a separate California
may not rely on the federal revenue procedure to extend the time for filing\the)s  certain rights acquired before 1928 (see below); and

state election (FTB Notice 2003-9 (2003), CCH CALFORNIA Tax REPORTS, § 10-540). — nontaxable rights acquired in an income year beginning 1936, where the

\¢ : value of the rights is more than 15% or the taxpayer elects to allocate as
An IRC Sec. 338(h)(10) election is available when an. aftilidted group . explained above.

stock of a subsidiary. Under this election, the acquired corporation must re If a stock right was acquired prior to 1928, and it constituted income under the

any ga_in or loss on the deemed asset sale; however, the sellin, up di Rt : : s its fai
T e oy aain o7 Joss on the stock sale, Alfhough California incorpedl [ enamertie 2 Federal Constitution, the basis of the right is its fair

Sec. 338, without modification, under California’s general election provi
W Pre-1943 transactions

cSueScseSS?)g{ISSUB' taxpayers may make a separate election on their California e
e e, B & e, o) ED e a8 e ‘Where stock rights were acquired and sold in an income year beginning prior to
d the entire proceeds were reported as income, the basis of the stock is

are precluded from making a separate California election. (Sec. 23806, Rev.
Code) In an unpublished decision that may not be cited as precedence, a ined without any allocation to the rights.
ia-federal differences

court of appeal refused to accept a taxpayer’s contention that the statute pro
' California law now incorporates the federal law, but, as discussed below, there

separate election applied only in instances in which the S corporation was acquITIg
subsidiary, and not when it was the target of an acquisition. (ELS Educational
Inc. v. Franchise Tax Board (2011), CCH CALIFORNIA TAX REPORTS, T405-490) :

In an informational letter provided to CCH, the Franchise Tax Board (FTB) l
that, for purposes of an IRC §338(h)(10) election, the FTB requires both the p
ing and selling corporations to be California taxpayers in order:

— for a federal election to automatically apply for California corp orat
franchise income tax purposes;

ebeen the following differences in effective dates in prior years:

— In the first item listed above under “Allocation of basis,” the federal dates
are January 1, 1936, in both cases instead of January 1, 1937, and January 1, 1928.
_As to both dates, the federal refers to years beginning before January 1, 1936,
instead of to the period prior to the date specified.

— In the second item listed above under “Allocation of basis,” the federal

— to make a separate California election; or | date is December 31, 1935, instead of December 31, 1936.
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Taxpayers filing an amended return should mark “COMPACT METHOD" in red
top of the return and should include a revised Schedule R as well as a computa
the refund amount. An amended return should be filed for each year that the s

purports to make such a retroactive election. :

Taxpayers that choose to file a letter rather than an am ded return, i :
following information in the letter: = st

 — The taxpayer’s name, California corporate number, and federal ident
tion ml:)mm;bg and, if applicablegaa state;llent that the taxpayer is acting mld
a coml rtin, up for which it is the ke i \
g issu:?PO g group w is y corporation for the year

O
s

— A statement indicating that the letter is a protective clai ising th
Compact Method election issue. ] ve CAIn HERE

— The tax year(s) involved.
— The amount of the claim for each of the years involved.

— Schedules showing the computation of the amount of the clai of
the years involved. 4 e e for

The letter must be si a tative with a valid G
i ilselfiglmd by a representativ a valid Power of Attorney (POA) op

Although the FTB is providing procedures for taxpayers to file i i
h the i 2 | protective refund claims,
the FTB is still taking the position that a taxpayer cannot elect to utilize the met
ogy contained in the Compact on an amended return and that such an election n
have been made on the taxpayer’s original return for the taxable period for which
election applies. Should the Gillette decision be upheld, the FIB plans to take
tion when the case is remanded to the lower court and will raise other defenses
well. (FTB Notice 2012-01 (CCH CALIFORNIA TAX REPORTS, 405-724) E

CCH Caution: Interplay With Large Corporate Understatement Pena

The FTB warned taxpayers that made the Compact election on their returns '
October 15,2012, that they ran the risk of ha-.ri:fg the large corporate undemm-.
penalty (LCUP) imposed. Under California law, relief from the LCUP is only available i
the penalty is imposed on an understatement that results from a change in law
occurring after a return is filed. The FTB is basing its position on the fact that the Guic'te.
decision, which was issued on October 1, 2012, did not become final until 30\days ufter

ol
<
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which the income is generated. For example,
1 squires income to
(19
he taxing authority

ot be taxed\by ang'
graph Compar(y ?19§2)(

is not refased to the taxpa{s"s main line of business.
_contiffupEsly reinvests a

_ceiptshthat are allocated to the
. nvestments are unrelated to the services provided by the taxpayer as its
usiness (see Appeal of Pacific Telephone and Telegraph
CaLIFORNTA Tax REPORTS, 11-535.37))-

639

 Stating that there is no bright line rule that can be used, the BOE summa-
following five examigles from previous cases that may justify deviation from
dard formula. Note that this idance was issued prior to the enactment of
- sales factor apportionment formula.
— A corporation does substantial business in California, but the standard
ula does not apportion any income to California. For example, the employ-
of a professional sports franchise render services in California while playing
way” games, but the standard formula apportions all income to the team'’s
o state (see Appeal of New York Football Giants; Appeal of Milwaukee Pnifmsionai
orts and Services, Inc. (1979), (CCH CALIFORNIA Tax ReporTs, 111-525.514))-
__ The factors in the standard formula are mismatched to the time during
a construction contractor reports
ome when long-term contracts are completed, but the standard formula
%oe rted currently (see Appeal of Donald M. Drake Company
) (CCH CALIFORNIA 1AX REPORTS, §11-540.651)).
__ The standard formula creates snowhere income” that does not fall under
of any jurisdiction. For example, a company owns equip-
ont, the value of which is attributed to the high seas or outer space, where it
‘urisdiction (see Appeal of American Telephone and Tele-
H CALIFORNIA Tax REPORTS, 11-530.70)).
_ Onéoy more of the standard factors is biased by a substantial activity that
i For example, the taxpayer
re-

ge pool of “working capital,” generating large
site of the investment activity. However,

]; =
Company (1978 (CCH

— A particular factor does not have material representation in either the

numerator or denominator, rendering that factor useless as a means of reflecting
business activity. For example,
tangible or real personal

:](:u:ropertyr factor are zero

because a company does not own or rent any

roperty, the numerator and denominator of the
see Appeal of Oscar Enterprises, LTD (1987) (CCH
ALIFORNIA Tax REPORTS, 1 11-540.20)).

the date of issuance, which was November 1, 2012. Consequently, should the Gillette
decision be vacated, reversed, or modified after October 15, 2012, theve will be no

change in the law, because the law in effect on October 15, 2012, is governed by the law
%1;3;. ;%5?& Gillete decision. (FTB Tax NewsFlash (2012) (CCH CALIFQRNIA TaX REFORTS,

e Deviations from standard formula

‘The Uniform Division of Income for Tax Purposes Act ITPA Vi
deviation frqm the standard formula, where necL{eI;Psary to fair(lUyDreﬂecl? I;}e
the taxpayer’s business activity in California. This may be accomplished by
ing, adding, or mod;fjnnéc?ne or more factors, or by other means, as indicated
cases discussed below. (Some of these cases were decided under pre-1967 law.
;?:ecﬁ ;easorimu'ge ﬁppt]jcat:l}le generally under the present law.) The FTB may re
pecial treatment or the ayer ma ition for it, in whi
grant a hearing, (Sec. 25137, Rt:ip&zrax. (:]'r e) hich e

uniqllfl):watcilon is only allowed r;vdhere unusual fact situations, which ordinarﬂg i
and nonrecurring, uce incongruous results (Reg. 25137, 18 ).
Appeal of Crisa Corp. (2[][]2{’ (CCH CALIFORNIA TAX REPOlg'PS,g‘]l]—SﬂlO.Z'i],
rejected the taxpayer’s contention that Mexican hyperinflation distorted the ¢2
tion of both net income and th%groperty factor of the apportionment formuia
ruling in favor of the FTB, the BOE focused on whether an unusual fact si

existed and rlxelzggcted the use of a quantitative comparison for purposes of whe
there was sufficient distortion to justify deviation from the standard UD!

111305

CCH Practice Tip: Prior Approval Required
An original return that is inconsistent with California’s standard allocation and appor-
tionment rules that is filed without having obtained prior approval from the FTB will be
i cy-related penalty, including an
penalty for substantial understatement (see §1411). Prior approval to file an
original return that is inconsistent with the standard allocation and apportionment rules
will be deemed to have been provided, without having to actually obtain prior ap-
proval, only if the inconsistent treatment meets the following criteria:
—is a variation permitted in an audit manual that was operative during the taxable year
or that is currently operative, and the taxpayer’s facts are substantially the same as
those described in the manual;
—is a variation specifically permitted in a published opinion of the California State
Board of Equalization, a California court of appeal, or the California Supreme Court,
and the taxpayer’s facts are substantially the same as those described in the opinion;
—has been approved in writing in a prior year petition that specifically states that the
variation also applies to the taxable year in question; or
—has been approved in a prior year closing agreement that by its terms also applies to
the taxable year in question.
The FTB will not impose an accuracy-related penalty if the taxpayer’s position is
adequately disclosed, provided the taxpayer’s self-assessed position is one that would
have a realistic possibility of being granted by the FTB as fairly representing the extent
of the taxpayer's business activity in the state. Merely entering data on Cali
Schedule R, Apportionment and Allocation of Income, using an alternative method of
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_ the proceeds of the sale would not result in a reasonable reduction of the
axp ayer's debt;
_ the levy was not issued in accordance with administrative PmcedureS; l

__ the release of the levy will facilitate the collection of the tax liability or
ill be in the best interest of the taxpayer and the State; or /

__ the FTB otherwise deems the release of the levy appropriate.

111402 Taxpayers’ Bill of Rights
Laiw: Secs. 19225, 19547.5, 21001-28 (CCH CALIFORNIA TaX REPORTS, T89-222),
Comparable Federal: Sec. 7811 (CCH U.S. MASTER TAX GuiDEe §2707).

Taxpayers dealing with the Franchise Tax Board (FTB) are gi

protections ullde_er the “Katz-Harris Taxpayers’ Bill of Rléhtsg!;hm; Q
tained in the “Bill of Rights” govern the FTB’s administration of both
income and corporation franchise and income taxes. (Sec. 21001 et seq., : 16, Rev. & Tax. Code)

Code)

e Suspension of corparate powers Certain goods are exerppt_fmm levy under California’s Code of Civil Procedure;
xpayer must be notified in writing of these exemptions prior to the sale of any

roperty. (Sec. 21017, Rev. & Tax. Code)

el actions against the FTB; litigation costs

hayers aggrieved by the reckless disregard of the FTB's published procedures
art of an officer or employee of the FIB may bring a Superior Court action
the State for actual damages. In determining damages, tﬁ?t:ourt must take
ideration any contributing negligence on the taxpayer’s part. A taxpayer
o in such an.dttion is en Hed to reasonable litigation costs, but there is a
of up to $10,800or filing frivolous claims. (Sec. 21021, Rev. & Tax. Code)

taxpayer inay also file a civil action against the State for direct economic
and(costs totaling up to $50,000 if an officer or employee of the FIB
nall{ entices an attorney, certified public accountant, or tax preparer repre-
e taxpayer into disclosing taxpayer information in exchanﬁf for a compro-
: “eottlement of the representative’s tax liability. However, the action is not
fwod if the information was conveyed by the taxpayer to the representative for the
sose of perpetuating a fraud or crime. The action must be brought within two
after the date the activities creating the liability were discoverable by the
> of reasonable care. (Sec. 21022, Rev. & Tax. Code)

The FTB may not suspend a taxpayer’s corporate powers for fai
penalties, or interest, or for faiiureptoyﬁle reqr}fl?red rlzfum;s D?rsfg::;lem
mailing the taxpayer a written notice of the suspension at least 60 days
The notice must indicate the date on which the suspension will occur gndm
under which the action is being taken. (Sec. 21020, Rev. & Tax. Code)

® Hearing and appeal procedures

Protest hearings before the FTB's audit or legal staff must be h i
places that are reasonable and convenient to thegtaxpayer. Prior to eé_fleat a
taxpayer must be informed of the right to have an attorney, accountant,
254;,;3 grisent. Hearings mayfbe recorded only with prior notice, and the X

led to receive a co of any such recording. Further i i '
hearings is at T1403. w ' & R

Taxpayers who appeal to the State Board of Equalization

successful may be awarded reimbursement for maso?lable fi::cj?s aLBgflpg:sie&
to the appeal that were incurred after the date of the notice of proposed d
assessment. The decision to make such an award is discretionary with the B
which must determine, in ruling upon a reimbursement claim filed with th :
whether action talgen by the FTB’s staff was unreasonable and, in particular, J
the FTB has established that its position in the appeal was substantially justiiﬁ
may be awarded in excess of the fees paid or incurred if the fees paid or m;:\
less than reasonable fees. (Sec. 21013, Rev. & Tax. Code) ‘

For appeals to the BOE from an action of the FTB on a defici
; efic ASS
protest or refund claim, the burden of proving the correctness oien-:ri,::lvam ity
income reported by third parties on information returns filed wilh the FTB a
;11 trl:lfn It;'sTEn 1(1; i;hufl,-l taxpayer asserts a reasonable dispute with rospect to the
L y cooperates with the FTB. The items of i t ich tl
applies are the same as under federal law. e

Further information on als t 3
Rev. & Tax. Code) on appeals to the BOE is at 71404 and 1416. (Sec.

® Tax levy protections

Practitioner Comment: Taxpayer is Reimbursed Litigation Costs by California

On August 15, 2005, the California Court of Appeal, Fourth Appellate District, ruled in
an uncitable decision that taxpayers were entitled to recover attorney fees incurred in
litigation contesting the California FTB's denial of their California personal income tax |
refund claim. According to the Court, the FTB's position in the litigation was not |
substantially justified, so reimbursement of the taxpayers’ attorney fees incurred during |
the trial, as well as the fees associated with filing the initial refund claim, participating
in settlement negotiations, and opposing the FTB's motion for summary judgment was
appropriate. The Court also ruled however, that the lower court acted within its
 discretion in denying reimbursement for (1) attorney fees incurred in filing an unsuc-
cessful cross-motion for summary judgment, and (2) amounts billed the attorneys for
~ outside paralegal services. (Milhous v. Franchise Tax Board, California Court of Appeal,
Fourth Appellate District, No. D044362, August 15, 2005, CCH CALIFORNIA Tax REPORTS,
: ; §403-845
The FTB is generally required to send a notice of levy to a taxpayer atl :
days prior to issuing a levy for unpaid tax. Also, if the FTB holds the collecti¢
unpaid tax in abeyance for more than six months, the FTB must mail the taxpays
additional notice prior to issuing a levy. If a taxpayer requests an indep
administrative review within the 30-day period, the levy action will be s
%;lxblclgdcé?ys after there is a final determination in the review. (Sec. 21015.5, Ks

Except in the case of property seized as a result of a jeopard L
- 1 ASSeSSIMEty
previously issued tax levy must be released whenever the follg)wig{ag ojércm': '
— the state’s expenses in selling th i
ayee’s liability; pe g the property levied upon would exceed the
11402

The holding in Milhous makes it clear that while the FTB’s position does not have to bea
winning one, it does have to be justified. The Court stated, “..there is no basis upon
" which the FTB could attribute the lump sum payment the Milhouses received (at the
close of the sale and before the buyers had control of the business) to capital in this
state . . . .there was a good deal which undermined the FTB’s position that income from
the covenant was attributable to activities in this state. In particular, we note the
quantum of evidence in the record which demonstrated that the covenant had no value
in California because as a practical matter it was not possible to compete here.”

Taxpayers should keep in mind that even if they prevail against the FTB, they still must
exhaust all administrative remedies and they bear the burden of proving the FIB's
position is not “substantially justified”.
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