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EXCEEDING EXPECTATIONS SINCE 1926 IAX AI ER I S

Corporate Tax Reform Proposals:
How Will They Affect Your Business

The U.S. has one of the highest corporate income tax rates in the
world, which may cause companies to take their businesses overseps
or, at least, their profits. In addition, the highly publicized tax plannipg
techniques of some major corporations that manage to pay little or rjo
corporate income tax have come under recent scrutiny, elevating bogh
the public's awareness of the issue and its prominence in the ovefall
tax debate.

The current tax system

A C corporation is subject to double taxation on its net taxable
income since it is taxed once at the corporate level, then again at the

sharehol der-t hhreovuegh. endRasss, 6 5 U C h
S corporations, are only taxed at the partner level. A partnership fil¢s
an information return on which it reports gross income and deductiorngs
for the tax year, but these amounts are passed down to the partnefs
(or shareholders) and taxed to them.

The general procedure for computing corporate tax is basically the same as the procedurq for
computing the tax of any other taxpayer. It involves computation of taxable income, applicatioph of
rates, and subtraction of credits. But, specific rates are provided for corporations; special rules gpply
to certain special corporations; and special deductions are also authorized. Corporations are supject
to graduated tax rates similar to individuals, with a nominal top rate of 35%. Corporations are flso
subject to alternative minimum tax (AMT), similar to individuals, but it is calculated in a different yay.

Deductions and tax expenditures

There are many deductions and credits available to corporate taxpayers. Some of these provilsions

can be categorized as intending to encourage taxpayer spending and revive the economy, suchjas the
accelerated writeoff of business equipment and machinery. Others are more pdliggen, such as
deduction for research and experimental expenditures, or various deductions and credits designgd to
promote o0greendé technology. Some claim that
efforts by influential industries. The cumulative result of these provisions is a complex tax law]that
allows certain corporate taxpayers to pay an effective tax far below the nominal 35% top rate. |For
instance, according to a 2008 study by the Government Accountability Office (GAQO), during fthe
8-year period of 1998 through 2005, 55% of U.S. corporations reported a zero tax liability durinE at
least one year. 42% of those corporations reported a zero liability for two years and 24% for fouf or
more years.
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corporations by industry. For instance, it is widely known that technology companies often pqy a
lower effective tax rate than other types of industries. There are a number of reasons for this,
including that technology companies can often deduct, rather than capitalize, the costs of develpping
software and other products, and that the underlying product (often patents and other typeq of
intangible property) is readily transferrable to lex countries. By way of comparison, traditiona
retailers of tangible goods generally cannot take advantage of these provisions (or, at least, not fo the
same extent) and, thus, typically pay higher rates overall than theitdggrcounterparts.

The various deductions, credits, and incentives also result in significantly disparate treatment Tong

Foreign income issues

Another way that U.S. corporations reduce the amount of, or postpone the payment of, their |.S.
taxes are by offshore tax deferral, which has been identified by the Congressional Research Service
(CRS) as the third largest corporate tax expenditure in 2010. The largest is bonus depreciafion,
which allows the U.S. taxpayers to accelerate the fpesir depreciation for income tax deduction.
The bonus depreciation was expanded and extended by the 2010 Tax Relief Act. The second Iqrgest
corporate tax expenditure results from a temporary provision allowing deferral of discharge| of
indebtedness income occurring in 2009 and 2010. Although U.S. corporations can be taxed on
income from outside the U.S. just as they are on income from inside the U.S. under the Intdrnal
Revenue Code Section 862, and thus should not have any tax advantage by virtue of arfother
country's low tax rates, nonetheless there exist a number of potential tax advantages to forgign
source income.

In general, subject to certain limitations, foregpurce income is insulated from U.S. tax until it i
actually brought back to the U.S., at which point it is taxable income to the U.S. owners. So, upder
current law, U.S. corporations can defer income by, for example, forming a wholly owned forfign
subsidiary in a lowtax country. The profits that the foreign subsidiary earns are subject to the
foreign country's lower tax but, generally, are not subject to U.S. tax, and the U.S. corporationjwill
not pay any U.S. tax on the subsidiary's profits unless and until they are repatriated to the U.S.| The
U.S. corporation will also receive a foreign tax credit for the amount of tax that it paid to the foreign
country.

Corporate tax as a source of revenue

According to a CRS report, in fiscal year 2010, the $191 billion in corporate tax reflected 8.9% of

total tax collections and 1.3% of the grosgd do
and the corresponding focus on the national deficit, it is worth noting that the U.S.'scl-GBP
share for 2010 is significantly lower than it has been historitallyvas 2.7% in 2007, and averagegl
closer to 5% in the '50s. (See Office of Management and Budget (OMB) tables, Receipts by Sogrce as
Percentages of GDP: 1982016, athttp://www.whitehouse.gov/omb/budget/Historicgls/The 1.3%
share is also significantly lower than that of most OECD (Organization for Economic Cooperagion
and Development) countries.
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Tax reform proposals

away with or modifying certain deductions and credits) and lower the rate. By broadening |the
corporate tax base, a corporation's taxable income would presumably be a clearer reflection df its
income, and corporations that have tax planning departments would have less advantage over gmaller
businesses that do not. The reduction in deductions, credits, and expenditures would presunjably

The most common proposal, in general terms, is to broaden the corporate tax base (i.e., by j:ing
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be a clearer reflection of its income, and corporations that have tax planning departments wguld
have less advantage over smaller businesses that do not. The reduction in deductions, creditp, and
expenditures would presumably simplify the system and cover lost revenue associated with lowfring
the rate.

Administration's proposals

In President Obama's State of the Union address on January 25, 2011, he called on Congrgss to

reform the corporate tax system. Noting tlhat
system can end up paying no taxes at all ,o6]he
eliminate |l oophol es, and ol evel the playing f
Revenue Code on April 11 in a budget proposa

President's Fiscal Year 2012 budget proposal, released on February 1, 2011, called for a good Heal of
tax-related reform. Among other things, the President sought to increase the research fnd

development tax credit and make it permanent, make % firstyear depreciation deduction
under Internal Revenue Code Section 179 rule allowing up to $Xbto be permanent (under
current law, the maximum expensing amount is $500,000 for tax years beginning in 2010 or 3011,
dropping down to $125,000 for tax years beginning in 2012, and then falling to $25,000 for tax Jears
beginning after 2012), and eliminate tax preferences for oil, gas, and coal companies.

The 2012 budget proposal also contained a number of-idt&national tax reform proposals that
target transfer pricing tax strategies. These proposals, if enacted, would, among other things,

() preclude a corporation from receiving a current benefit from an interest
expense deduction while deferring the associated tax burden;

() change the way that a corporation's odeem

(iii) increase the amount of income that U.S. shareholders would have to include
and pay U.S. tax on, regardless of whether or not it was actually distributed to
them; and

(iv) subject certain intangible assets (workforce in place, goodwill, and going concern
value) to the restrictions imposed bpternal Revenue Code Section 482.

Another reform proposal that the Administration is reported to be considering is taxing fs
corporations passhrough entities with gross receipts of $50 million or more. According to varioys
reports, this provision is part of a tax reform package that could be unveiled later this month.
Treasury Secretary Timothy Geithner had hinted at this issue in his testimony before the Sehate
Finance Committee on February 15, 2011, stlat ir
about whether it makes sense for us, as a country, to allow certain businesses to choose wh¢ther
they're treated as corporations for tax purposes or not." Other unconfirmed reports indicate thaja
top corporate rate of 26% could be included as part of the st@tbe-released reform package.

Representative Ryan's Houseapproved budget proposal

Representative Paul Ryan{R), Chairman of the House Budget Committee, introduced his budggt
plan on April 5, 2011. Hi s plan, dubbed o0The
businesses at 25%. According to Ryan, this reduction would result in increased wages, bring the U.S.
corporate tax rate closer to the rates of other developed nations and help U.S. businesses conmpete

on an international level, and lessen incentives for-haSed multinational corporations to keepj
their profits offshore. His budget resolution was passed by the House on April 15, 2011. Although

the GOP's and Obama's budget proposals are drastically different in many respects, they both rgflect
a desire for corporate tax reform.
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Other proposals

On January 5, 2011, Representative David DreieC(R ) introduced H.R.

D 9,

Tax Act of 2011.56 This proposal would redgce

the 15% rate on dividends and capital gains of individuals to 10%.

On April 5, 2011, Senator Ron Wyden {DR) i ntroduced S. 727, t

e 0

Simplification Act of 2011. 6 This proposall wc

corporate alternative minimum tax (AMT), and eliminate numerous tax credits, deductions,
income exclusions. Further, it would make the provisions under Internal Revenue Code Section
allowing all equipment and inventory costs to be expensed in a single year, for small businesse
annual receipts of $1 million or less, to be permanent.

and
168
S with

Although not formally proposed, a number of prominent multinational corporations have gso

lobbied in favor of a repatriation tax holiday. This would allow businesses to repatriate funds
corporations have earned and accumulated outside of the U.S. without subjecting those funds t
taxes that would normally apply. These efforts were rebuffed by Treasury Assistant Secretar
Tax Policy, Michael Mundaca, who questioned the efficacy of a repatriation tax holiday as a me)
increasing U.S. investment or jobs, but conceded that the tax treatment of overseas earnings
potentially be considered in connection with broader corporate tax reform.

Effect on businesses

It is difficult to determine the exact effect that any of these proposals would have on busineg

fhat
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since they are relatively unspecific in terms of how the corporate tax base would be broadeged.

There is, however, a good degree of consensus regarding lowering the corporate tax rate.

The general commentary underlying these proposals, and the debate in general, suggests th
reform should reduce the incentive to park profits overseas, provide incentives for companies tq

at any
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business with, and in, the U.S., and optimally also contribute to reducing the deficit. The oy

corporations, since reduced or eliminated deductions and credits may in some cases simply offs
reduced rate. For other corporations however, particularly those that take advantage of many o
tax-saving opportunities available under current law, it may bring the amount of taxes that theyj
closer to the effective rate paid by other businesses.

effect of many of these proposals may make little difference in the amount of taxes paid by :Fany

t the
the

pay

The effect of any particular bateoadening provision would likely vary from one industry to th

next. For example, if depreciation schedules were slowed down, this would have a greater effeft on
industries that rely heavily on machinery and equipment, such as manufacturing or agricujture.
Similarly, the repeal of any resean@fated provisions would have a large effect on pharmaceutigal

and computer technology firms but would have a lesser impact on less technologically inno
industries. If the proposal to tax large pabsough entities as corporations were to pass, this woul
constitute a significant change and would have a dramatic effect on many businesses and tax pl
Such a drastic change, however, would likely take a good deal of time to implement.

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 318130, or (213) 23D745.
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Cali forni ads Two Ne
A Little Conformity, Child Care Credit,
Use Tax Amnesty

This article is reproduced with permission from Spidell Publishing, Inc.

AB 36 (Chapter 1117) excludes employgorovided health insurance for
nondependent adults under the age of 27 from California income
payroll taxes. The bill brings California into conformity with the feder
exclusion enacted under the Health Care Act in 2010.

SB 86 (Chapter 1:14):

1 Makes the Child and Dependent Care Expenses Credit non
refundable;

Creates a use tax lookup table; and

Establishes an amnesty program for taxpayers with tax
shelters or offshore transactions.

= =1

2010 returns

Prior to the enactment of AB 36, California included nondependent health insurance benefits in

tax-

able income. This created a wage difference for California taxpayers for whom employers proyjided

health insurance for their nondependent adult children. California Employment Development

e-

partment (EDD) originally said the benefits were subject to payroll tax and then changed their gosi-

tion and said the benefits were exempt. AB 36 clarifies that the amount is not subject to payroll

X.

The law is effective immediately and applies to the same periods as the federal law. As a resulf, tax-

payers who filed their 2010 state tax returns reporting the amount of medical coverage for t
nondependent adult children in their California wages should file amended returns to exclude
income and claim a refund.

Incorrect W-2s

Because AB 36 is retroactive, the taxpayers may have received 2028 M¢luding the health insur-

eir
this

ance benefits in wages. The Franchise Tax Board (FTB) has issued guidance for filing those tajpayers'

returns. Taxpayers whose Forms & include the medical coverage for nondependent adult chyl-

dren in California wages should request that their employers issue Form-ZCVéxcluding the

amount from California wages. If this is not possibdepayers can use Form FTB 3525, Substituje

for Form W-2, Wage and Tax Statement, in place of Form2@.

Taxpayers who have not filed should file the corrected wage form, or Form 3525, with their sthte

tax return to exclude the value of this employprovided medical coverage from taxable income.
the employer did not include the amounts in wages, but the taxpayer increased the wage amou
this benefit, file an amended return and explain that th&2\Was correct in the first place.

f
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Seltemployed taxpayers and itemized deductions

Selfemployed individuals may deduct the health insurance premium paid for nondependent
children under age 27. No adjustment on the federal tax return is needed. Seensplbyed

nondependent adult children should also file amended returns to request refunds. A taxp
who itemized deductions may include this premium in their medical expenses when computin
allowable California deduction.

individuals who reported a California adjustment including the health insurance premium pai} for

2011 withholding

adult

yer
the

For 2011, if employers calculated a fair market value of the health insurance premium and withheld

the applicablepersonal income tax in the first quarter and have already filed their Forms DH

9,

Quarterly Contribution Return and Report of Wages, they can amend the returns by using Form|DE

9ADJ, Quarterly Contribution and Wage Adjustments. They will also need to adjust their pay
process to refund the excess withholding to the employees. From a practical standpoint, if

oll
the

employee agrees, the employer could reduce withholding on subsequent paychecks to make Up the

difference. While this might not be technicallgrrect, it could come under the ndarmno-foul
rule.

Child and Dependent Care Expenses Credit

The bill also modifies the Child and Dependent Care Expenses Credit so that it is no lorjger

refundable for taxable years beginning on or after January 1, 2011. The California Child
Dependent Care Expenses Credit equals a percentage of the allowable federal Child and Depe
Care Expenses Credit computed under Internal Revenue Code Section 21. Those percen
remain the same, but taxpayers may only apply the credit to the extent they have California ing
tax liability. The excess will no longer be refunded, and the credit has no carryforward provision.

and

ndent
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For exampleAnne is a single mom with two children. For tax year 2010, she was entitled to a Child

and Dependent Care Expenses Credit of $840. Her California tax liability was only $520, so

the

credit eliminated her tax liability and gave her an additional $320 refund. In 2011, she will nqt be

entitled to a refund of the $320 that is in excess of her California liability.

Child and Dependent Care Credit
California Adjusted Gross Income (AGI) Percent of Federal
Credit
$40,000 or less 50%
More than $40,000, but not more than $70,000 43%
More than $70,000, but not more than $100,000 34%
More than $100,000 0%
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Use Tax Lookup Table

The bill allows taxpayers to report use tax for single nonbusiness purchases of $1,000 or les
their FTB return using either:

I The actual amount of tax due; or
1 The amount shown on a lookup tables, which would indicate an estimated amount
of use tax due based on the person's AGI.

This provision will apply for tax years beginning on or after January 1, 2011. The table is ng
available, but it must be finalized by the BOE by July 31, 2011.

 yet

There are currently nine other states that have use tax lookup tables. Most of those tables basg¢ the

taxpayersd use tax Iliabilities on their st
Use Tax Lookup Tables chart below, which was provided by the California Taxpayers Associatio|

At e
.

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 318130, or (213) 23D745.

Characteristics of State Use Tax Lookup Tables
State Income Base Combined Lookup Table Is the Lookup
State and Percentage Table Limited to
Local Sales items Purchased
and Use Tax for Less Than
Rate $1,000?
California State AGI 9.08% TBD by July 30 Yes
Kansas State AGI 7.95% 0.33% to 0.068% No
Maine State AGI 5.00% 0.04%3 Yes
Massachusetts | State AGI 6.25% 0.05% Yes
Michigan State AGI 6.00% 0.05% Yes
New Jersey State AGI 7.00% 0.0933% to 0.0426% Yes
= New York Federal AGI 8.52% 0.08% to 0.0377% | Yes
(@)
O North State Taxable Income| ~ 7.82% | 0.0675%4 Yes
0 Carolina
% Oklahoma State AGI 8.33% 0.056% Yes
= Vermont State AGI 6.00% 0.04% Yes
=
N 1. This table is from the Minnesota House of Represlenftat:i
. Tax Returns in Other States, 6 June 2010
) 2. The combined state and local sales and use tax data is from the Tax Foundation
C>f<5 3. The percentage used in Maine increased to 0.08% in tax year 2008
©
: 4. Note that while the percentage used is higher than in other states with lookup tables, it is applied to a narrowler tgx
@© basefi taxable income, which is income after all deductions and exemptions, rather than adjusted gross incgme
g which typically is income before deductions and exemptions
o
% Reprinted with permission from CalTax, California Taxpayers Association.
c
S
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Internal Revenue Service (IRS)
Gift Tax Compliance Program

This article is reproduced with permission from Spidell Publishing, Inc.

The IRS is now checking for gift tax compliance where taxpayers have transferred property to heir
family members between 2005 and 2010 for little or no consideration. This applies not only
transfers into joint tenancy, but to all transfers to family members where there has been little or
consideration paid for the property.

On December 27, 2010, the IRS filedexipartep et i t i on requesting to
records that show transfers between family members. Josephine M. Bonaffini, the Federal

Coordinator of the IRS Estate and Gift Tax Program, stated in a declaration filed with the court t
nformation received from examin

% B

oBased

disclosed by other states, the IRS has determined that taxpayers who transfer real property

IRS summons request

on

nNg Chil dos N a me

Adding children or grandchildren as joint tenants on the deed tp
to

real property, such as a personal residence, is an easy way
avoid probate on that property as the property will, at the death
of a joint tenant, transfer to the remaining joint tenants because
the right of survivorship. While the transfer of that property from

parents to children or grandchildren may qualify for exemptioE

from property tax reassessment under Propositions 58 and 19
these transfers may trigger gift tax and generas&ipping tax
consequences.

related party for little or no consideration frequently fail to file Form 709, United States Gift (
GenerationSkipping Transfer) Tax Return, and report this transfer, despite the fact that ther
reasonable basis to believe that a significant portion of the California taxpayers who have transfgrred
property to their children or grandchildren (as reported to the BOE on forms for exclusion
reassessment)

for l'ittl e or no consideratid

If the IRS is successful in getting the court to approve the service of the summons on the BOH
IRS will be able to look at property records, including the Preliminary Change of Ownership Re
(PCOR) filed when a deed is recorded. The PCOR, which is considered a confidential record t

indicate whether a transfer has been made with little or no consideration and whether that tran
was made to a parent, child, or grandchild.

Gift tax compliance initiative

According to her declaration, Bonaffini has spent more than a year assisting IRS teams natio
(specifically in Florida, Nebraska, New York, North Carolina, and Ohio) with their examinations
taxpayers who have transferred real property for little or no consideration to family members gnd
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a Form 709. 090% faifure dorfile raesim various

Df

to
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on the California Board of Equalization (BOE) requiring the BOE to produce property trangfer

d
is
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held in secret under California Revenue & Taxation Code Section 481, contains informatiof to
fer

nwide

of
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states, the IRS Estate and Gift Tax Program concluded that failure to file required Forms 709 Was a
widespread issue and launched a compliance initiative to investigate taxpayers who have trangferred
real property to a related party for littlg or

The taxpayers need to be more aware of the gift tax compliance initiative and the need to deterrjine
whether a Form 709 was required to be filed for interfamily transfers for little or no consideraticln.
Transfers that are within the annual exclusion will not require a Form 709 filing. In additiof, a
taxpayer who exceeds the annual exclusion may choose to use part or all of the lifetime] gift
exclusion on the Form 709. Debt or other liabilities assumed by the recipient of the property Bre
part of the consideration paid and need to be considered in determining whether a Form 70p is
required.

Reasons that a taxpayer may want to change title

Avoid probate and transfer property now to future beneficiaries;
Give property to children/others while alive;
Create a deit-yourself estate plan;

Reduce assets with the assumption, often incorrect, that the owner will deplete the
estate and be eligible for Me@ial;

Qualify for a new loan (original purchase or refinance) because original owner does
not have the income to support the payment; or

Hide assets for liability protection.

= = = == =) =

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 314130, or (213) 23D745.
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Amending California Corporate Return to
Reduce Alternative Minimum Tax (AMT)
Using Enterprise Zone (EZ) Credits and
Manufacturer's Investment Credit (MIC)

This article is reproduced with permission from Spidell Publishing, Inc.

The California Franchise Tax Board (FTB) has issued a revised 2
corporate AMT form and posted filing guidelines in Notice 2@itb
allow taxpayers to claim both Enterprise Zone (EZ) credits and th
Manufacturersd I nvestment Cre

policy change is the result of thdASSCO decision issued by the
Board of Equalization on November 17, 2010.

The Notice clears up the following issues:

9 The opinion applies to corporate taxpayers only;

 Only EZ and MIC credits may be used to reduce corporate AMT, not any other
credits listed in California Revenue & Taxation Code Section 23036(d)(7); and

9 The opinion applies for taxable years beginning on or after January 1, 1994.

Since this decision is retroactive, taxpayers may be entitled to refunds if they file amended ret
However, keep in mind that the credit carryover must also be recalculated for all open and clg
years to determine the correct amount of the carryover as allowed or allowable in open and fut
years.

Redetermining credit carryovers

D10

e
it

January 1, 2004), and any carryovers against AMT. This signifigant

irns.
sed
ire

Corporate taxpayers who have paid a corporate AMT liability in a prior taxable year may be entifled

to refunds if they could have applied EZ or MIC credits against that liability. Taxpayers whd
timely claims for refunds of previously paid corporate AMT will be required to show that the clain

file
ed

credits were not allowed or allowable against corporate AMT in a taxable year prior to the taxaple

year for which the claims for refund are made.

Similarly, taxpayers who claim or claimed EZ or MIC credits against their tax will also be requirg

0 to

demonstrate the claimed credits were not allowed or allowable against corporate AMT in a pfior

taxable year. If a taxpayer was entitled to apply those same credits in a prior taxable year
corporate taxpayer is not entitled to claim them in the later taxable year since those credits w
oall owabled6 in the earlier year. This med

the
bre
ns

carryovers from a closed year to reduce AMT on a return where the statute of limitations has got

expired.

Assignments

Taxpayers who wish to assign EZ and MIC credits pursuant to California Revenue & Taxatio

Code


mailto:taxalerts@windes.com

