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Proposed California Franchise Tax Board Regulation 25128.5, which applies to the single-
sales factor election, was sent to the Office of Administrative Law on July 7. The Proposed 
Regulation—if adopted—will make electing the single sales factor apportionment formula not 
as easy as some have thought. 

The statute permitting taxpayers to elect a single sales factor apportionment formula requires 
taxpayers to make an irrevocable, annual election on an original, timely filed return. California 
defines “original return” as the last return filed on or before the return’s due date (taking 
extensions into account). For example, a calendar year taxpayer filing a return on February 
15 with no election can file another (amended) return on or before March 15 with the single 
sales factor election and validly establish the election. The same rule applies for a taxpayer 
that affirmatively made the election on a return filed on February 15 and then files a return on 
or before March 15 using the standard apportionment formula. In this instance, the election on 
the February 15 return would be nullified. Further, if a taxpayer were to file its first return after 
the March 15 due date and claim the election, the election would be invalid because the return 
would not constitute a timely filed return. 

The Proposed Regulation also states that each taxpayer member of a combined reporting 
group must separately make the election unless a single group return is filed—and that one 
group member’s failure to make the election on a separately filed return can nullify the election 
for the entire group under certain circumstances. Taxpayers who were not deemed to be a 
part of the combined group at the time the return was filed but who are determined to be part 
of the unitary group upon audit will be subjected to a “business assets test.” The business 
assets test compares the combined business assets of the non-electing taxpayers to the 
combined business assets of the electing taxpayers. If the non-electing taxpayers have a 
greater amount of business assets than the electing members, the single sales factor election 
on the group return will be ineffective.  

The twists and turns in the Proposed Regulations do not end here. The Proposed Regulation 
includes special rules for taxpayers conducting “qualified business activities” (e.g., banking, 
savings and loan, extractive, or agricultural activities), corporations with an interest in unitary 
and non-unitary partnerships, and procedures enabling separate elections for various 
disregarded entities. As a result, California taxpayers wishing to make the single sales factor 
election should review the final regulation closely to make sure that they comply with its 
requirements.
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CALIFORNIA SPECIAL 

The enactment of California’s elective single sales factor 
apportionment formula regime in February 2009 was met with 
surprise and cautious optimism by those who cherish the “elective” 
component. Now it seems that such cautious optimism may have 
been warranted.

In January 2011, California Governor Jerry Brown proposed making a 
single sales factor formula mandatory for all taxpayers and eliminating 
costs-of-performance sales factor sourcing of receipts from intangibles 
and services. The Governor was motivated in part by a projected 
$2 billion revenue gain from these changes. However, as 2011 
progressed, it became clear that Republicans would not provide the 
votes necessary to pass the Governor’s budget proposal by a two-
thirds majority in both houses of the Legislature—which is required 
for all bills designated as tax increases. Ultimately, the Governor’s 
final (and revised) budget did not contain these changes and passed 
by a majority vote, relying primarily on more favorable state revenue 
projections than were assumed in the original budget proposal. 

With several months still looming in 2011, the saga continues. Senate 
Bill (SB) 116 (De León), which provides for the enactment of a 
mandatory single sales factor formula, continues to progress through 
the Senate. In addition to imposing a mandatory single sales factor 
apportionment formula, SB 116 recently was amended to expand 
California’s small business hiring credit, create a partial sales and 
use tax exemption for manufacturing equipment purchases and allow 
specified industries to elect costs-of-performance sourcing if certain 
requirements are met. SB 116 also would permit all taxpayers to 

annually elect a three-factor apportionment formula when it results in a 
greater tax liability. Despite its narrowing of California’s apportionment 
regime, SB 116 is projected to be revenue-neutral. On August 15, SB 
116 passed the Senate Appropriations Committee with no Republican 
support. Due to its designation as a two-thirds vote tax increase and 
Republican opposition, the bill is expected to remain in the Senate 
without proceeding to the Assembly.  

Meanwhile, on August 25, the Governor proposed amending SB 
116 to include a new version of his previous mandatory single sales 
factor proposal, reframing it as a “California Jobs First” plan. At the 
August 25 press conference, the Governor stood side-by-side with 
Senator Kevin De León, as well as representatives of California 
industry and labor in support of his plan to: (1) impose mandatory 
single sales factor apportionment; (2) expand the small business 
hiring credit; (3) provide a full sales and use tax exemption for 
manufacturing equipment purchased by manufacturers and research 
and development firms in their first three years of operation; and (4) 
provide a 3% sales and use tax exemption for all other manufacturers 
and research and development firms. While SB 116 faces a likely 
defeat in this legislative session, Senator De León’s and the 
Governor’s continued efforts to push for a mandatory single sales 
factor formula will likely set the stage for a mandatory single sales 
factor ballot initiative in November 2012. As a result, the longevity of 
California’s elective single sales factor apportionment regime remains 
uncertain.   

The Richter Scale Rises on Elective Single Sales Factor Apportionment Regime

Recently Seen and Heard
August 7, 2011
National Conference of State Legislatures Executive 
Committee Task Force on State and Local Taxation of 
Communications and Electronic Commerce
San Antonio, TX
Steve Kranz presented

August 11, 2011
COST North Atlantic Regional State Tax Seminar
Time Warner Center – New York, NY
Marc Simonetti and Maria Eberle on Discussion of State Tax 
Cases and Issues to Watch in 2011
Michele Borens, Andrew Appleby and Mark Yopp on 
E-Commerce and Cyberspace State Tax Issues, including Use 
of Software and Data in a “Cloud” Environment

COST North Atlantic Regional State Tax Seminar (cont’d)
Jeff Friedman on State Tax Policy Update: 2011 and Beyond, 
including the Best and Worst of Property Tax Administration: 
Scorecard on State Property Tax Administrative Practices

August 12, 2011
Manufacturers’ Education Council 2011 Ohio Tax Course
Cherry Valley Lodge – Granville, OH
Diann Smith on Major Trends and Multistate Tax Issues and 
on Developments in Nexus

August 23, 2011
Lorman Education Services Seminar: Sales  
and Use Tax in DC
Four Points by Sheraton – Washington, DC
Maria Eberle on Affiliate Nexus Updates

Have you checked out Sutherland SALT Online? Visit www.stateandlocaltax.com for Sutherland SALT’s coverage 
and commentary on the latest state and local tax developments, and subscribe to receive updates via RSS or email.
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On August 10, 2011, the California Franchise Tax Board (FTB) held 
a public hearing to receive comments on Proposed Regulation 
25136(b). The Proposed Regulation sets forth the market sourcing 
rules for taxpayers who: (1) engage in sales of other than tangible 
personal property; and (2) elect to apportion their income with a 
single sales factor after January 1, 2011. The August 10 hearing 
follows a series of three interested parties meetings held by the 
FTB in 2010.

The current version of the Proposed Regulation utilizes cascading 
rules that come into play if the proper location of the sale cannot 
be determined under the prior rule. Separate rules have been 
established for receipts from: (1) sales of services to individual 
customers; (2) sales of services to businesses; (3) sales of 
intangibles; and (4) the licensing, leasing, rental, or other use of 
intangibles.     

Under the Proposed Regulation, receipts from sales of services 
to individuals are sourced according to the location where the 
benefit of the service is received. That location is presumed to 
be the billing address of the individual customer determined at 
the end of the taxable year. Taxpayers may overcome the billing 
address presumption if they can establish by a preponderance 
of the evidence that the contract between the taxpayer and the 
taxpayer’s customer, or the taxpayer’s books and records, indicate 
where the benefit of the service was received. If the taxpayer 
overcomes the billing address presumption but cannot determine, 
based upon the contract or books and records, where the benefit 
was actually received, the taxpayer can reasonably approximate 
it. The FTB adopted the billing address safe harbor following 
comments received during the interested parties meetings. This 
change significantly improves the Proposed Regulation because it 
will provide individual taxpayers with certainty as well as an easy 
means to source receipts from the sales of services to individuals.

The sourcing of receipts from sales of services to businesses is 
substantially more complicated and more difficult to administer 
than the sourcing of receipts from sales to individuals. The benefit 
of the service for sales to businesses is presumed to be received 
at the location indicated in the contract between the taxpayer 
and its customer or the location specified in the taxpayer’s books 
and records. Either the taxpayer or the FTB can overcome this 
presumption by showing that the benefit of the service was actually 
received elsewhere. In such cases, the taxpayer may reasonably 
approximate the location where the benefit of the service is 
received. If the taxpayer cannot reasonably determine the location 
of the benefit under either of these methods, the location of the 
benefit is presumed to be the location from which the taxpayer’s 
customer placed the order. The failure to include a safe harbor for 
sourcing receipts from sales of services to businesses is also likely 
to lead to disputes between taxpayers and audit staff regarding 
when the presumption should be overcome, particularly when 

services are being provided to multistate businesses. For these 
reasons, the FTB should consider incorporating an irrebuttable safe 
harbor based upon the location specified in the contract/books and 
records of the taxpayer in the final regulation. 
   
Receipts from sales involving a complete transfer of intangible 
property are assigned to the state to the extent the intangible is 
used in the state. The contract between the taxpayer and the 
purchaser or the taxpayer’s books and records are presumed to 
provide the location where the purchaser will use the property.  
If either the FTB or the taxpayer overcomes this presumption, 
demonstrating by a preponderance of the evidence that the 
purchaser’s use of the intangible is inconsistent with the contract 
or the taxpayer’s books and records, the taxpayer must source 
the receipts by reasonably approximating the location of the 
purchaser’s activities. However, the taxpayer may only approximate 
the location where the purchaser, at the time of the purchase, will 
use the intangible, and may consider population data. If, under this 
method, the taxpayer cannot reasonably approximate the location 
where the intangible property will be used, then it must assign 
receipts based upon the billing address of the purchaser.  

Receipts from the licensing, leasing, rental or other use of intangible 
property are to be sourced based on the type of intangible. The 
FTB has set forth separate cascading rules for marketing, non-
marketing, manufacturing, and mixed intangibles. Taxpayers 
must source receipts from marketing intangibles – copyrights, 
service marks, trademarks, and trade names whose value lies 
predominantly in the marketing of the intangible – by looking to the 
ultimate customer’s location, based upon the contract between the 
taxpayer and the licensee. If that location cannot be determined, 
the taxpayer must reasonably approximate the location of the 
licensee’s use of the intangible property at the time of the sale. 
Where the licensee’s sales are made at wholesale rather than at 
retail, the taxpayer may use population data to do so. That is right – 
a proposal to source based on population!

Receipts from licensing, leasing, rental or other use of non-
marketing or manufacturing intangibles – patents, copyrights, or 
trade secrets used in a manufacturing process – also must be 
sourced to the location where the intangible is used. The taxpayer 
must determine this location by reviewing its contract with the 
licensee or its books and records. The taxpayer or the FTB can 
overcome this presumption by showing that this method cannot 
approximate the place of use, in which case the taxpayer must 
reasonably approximate it. If a reasonable approximation is not 
possible, the taxpayer must use the billing address of the licensee.  

The Proposed Regulation acknowledges (in the context of 
marketing intangibles) that determining the location of ultimate use 
is likely to be difficult in the case of wholesale sales made by the 
licensee.  

Let the Rulemaking Begin! California Franchise Tax Board Holds First Hearing on a 
Proposed Market Sourcing Regulation 

continued on  page 4
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Let the Rulemaking Begin! California Franchise Tax Board Holds First Hearing on a 
Proposed Market Sourcing Regulation (cont’d)

The decision to look through to the location of the ultimate 
customer—rather than the taxpayer’s customer (i.e., the 
licensee)— is likely to be difficult even when such sales are made 
at retail, given that the taxpayer may not have detailed information 
regarding the location of the licensee’s sales. Thus, the feasibility of 
applying these provisions remains to be seen.

The FTB has indicated that it will respond to comments in writing, 
as is required by California’s formal rulemaking process, and 
issue a revised version of the regulation, triggering another 15-
day comment period. The FTB hopes to submit a final version 
of the regulation to the Franchise Tax Board for approval at its 
December 2011 meeting. (For a copy of the comments submitted 
by Sutherland SALT, click here.)

continued from page 3

NEXUS

California Sales Tax Feud: Survey Says?

On July 8, Amazon.com (Amazon) took the first step in seeking 
a referendum to repeal ABX1 28. ABX1 28, which was signed by 
California Governor Jerry Brown on June 28, 2011, expanded 
California sales and use tax nexus for remote sellers that: (1) 
are part of a commonly controlled group or combined reporting 
group with a related member that performs services related to the 
tangible personal property sold into California; (2) enter into click-
through agreements with California residents; and (3) have nexus 
under the U.S. Constitution. 

A referendum measure is a challenge authorized under the 
California constitution. California’s constitution provides the 
electorate with the power to “approve or reject statutes or parts 
of statutes except urgency statutes, statutes calling for elections, 
and statutes providing for tax levies or appropriations for the 
usual current expense of the State.” Cal. Const. Art. II, § 9(a). 
The Attorney General’s office approved the request for title and 
summary for a proposed referendum on July 18. Amazon will need 
to collect 504,760 signatures by September 27 (within 90 days of 
enactment) to qualify the measure for the ballot. 

A wrinkle developed on August 25, when Senator Loni Hancock 
announced that AB 155 (Calderon) will be amended to repeal 
ABX1 28 and re-enact it with an urgency clause and an 
amendment to increase the threshold of gross receipts required to 
subject retailers to the bill’s click-through provisions from $500,000 
to $1 million. The addition of an urgency clause would remove 
the ability to subject the bill to the referendum process, but it also 
requires a two-thirds vote of both houses of the legislature. Only 
one Republican voted for ABX1 28 in the Assembly and the bill 
received no Republican votes in the Senate when the legislation 
passed in June.

After the required signatures are obtained to qualify the referendum 
measure for the ballot, it will be up to the majority of California 
voters to decide whether California’s new sales tax nexus rules 
will remain in effect. The referendum measure would be part of the 
June 2012 ballot and, if approved by the majority of voters, ABX1 

28 would be repealed. Thus, California sales and use tax collection 
requirements would revert back to those activities set forth in 
California law prior to June 28. Any further expansion of California 
sales and use tax collection requirements would be left to the 
California Legislature.

Meanwhile, on July 26, 2011, the California State Board of 
Equalization (SBE) voted to begin an interested parties process to 
develop rules to implement, interpret and clarify California’s new 
sales and use tax collection requirements as enacted by ABX1 28. 
ABX1 28 amended California Revenue & Taxation Code § 6203 by 
expanding California sales and use tax collection requirements to 
remote sellers that meet specified requirements.  

The SBE’s vote to begin the interested parties process followed 
its staff’s prior recommendation that it would be helpful to retailers 
if the SBE amended Reg. 1684 to define relevant statutory terms, 
such as “substantial nexus,” “commonly controlled group” and 
“combined reporting group.” Despite criticism that the interested 
parties process is premature due to the ongoing referendum 
process and the potential for a repeal of ABX1 28, the SBE 
continued to move forward on the ground that “it is always 
beneficial to hear from the public, irrespective of costs,” and was 
not dissuaded by a Legislative Counsel Opinion that stated a 
stay will be in effect from the time of qualification to election or 
indefinitely, if the referendum succeeds.

The SBE, however, agreed to request a formal legal opinion 
from the Attorney General as to whether the ongoing referendum 
process may limit the SBE’s ability to implement ABX1 28. In 
particular, the SBE hopes that the opinion will clarify whether the 
SBE has the authority to begin a formal rulemaking process if 
the law is temporarily suspended. Although the SBE’s members 
seemed to disagree as to whether an interested parties process on 
Proposed Regulations is distinguishable from a formal regulatory 
process, the SBE conceded that it would cease the active 
implementation of ABX1 28 if the Attorney General agreed with the 
Legislative Counsel Opinion. 
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Tennessee PILOT Captured In Property Tax Net

California’s state tax appeals system is unlike any other system in 
the nation. With the exception of property taxes, after a taxpayer 
has filed an administrative protest and received an adverse 
decision from the protest hearing officer, the taxpayer may: (1) have 
their appeal heard by the State Board of Equalization (SBE); or 
(2) pay the tax, file a refund claim and proceed directly to superior 
court. Understanding the pros and cons of SBE proceedings is 
critical to ensuring that a taxpayer pursues the most efficient appeal 
route.

The SBE is a political body, composed of five members, that 
currently includes three Democrats and two Republicans. Four 
of those members are elected from SBE districts. The remaining 
member is the State Controller, who is elected statewide, and 
whose duties include, among other things, sitting on both the SBE 
and the Franchise Tax Board.  

Cases heard by the SBE are not subject to the standard rules of 
evidence and discovery that apply to cases before the superior 
court. This generally makes pursuing a case before the SBE less 
costly than litigating in court. Moreover, because SBE members 
are elected officials, taxpayers have the right to meet with SBE 
members on an ex parte basis to discuss the merits of their case. In 
this forum, the taxpayer can dialog with SBE members and address 
the members’ questions and concerns prior to the more formal 

SBE hearing. Perhaps the most significant benefit of appealing 
an assessment before the SBE is that, if the taxpayer wins, the 
decision is final and the state may not appeal. However, if the 
taxpayer loses before the SBE, the taxpayer may still proceed to 
superior court.

To be successful before the SBE, a taxpayer must invest 
considerable time and resources to educate the SBE members. 
Thus, SBE costs can compound the overall costs of litigation if the 
taxpayer is unsuccessful before that forum.  

While a successful appeal before the SBE can be less costly 
than litigation, predicting whether a taxpayer will be successful is 
challenging. The political nature of the board and the scarcity of 
recent, published SBE decisions creates uncertainty.

Although the SBE is a political body, it issues few published 
opinions, and occasionally bucks legal precedent, an unfavorable 
result at the SBE may be considered persuasive authority to the 
superior court, even though taxpayers will receive a trial de novo. 
Thus, taxpayers deciding to litigate their case before the SBE 
should invest the requisite resources and effort to accomplish their 
objective. In other words, taxpayers proceeding before the SBE 
should be “in it to win it” or go directly to court.

Navigating California’s Unique Tax Appeals System

CALIFORNIA SPECIAL

California’s unique political system can be a mystery to those 
unfamiliar with its idiosyncrasies. However, a basic understanding 
of some important California political tenets can pay huge 
dividends. There are two key tools for protecting important policy 
interests in California: (1) the initiative measure; and (2) the 
referendum.  

An initiative measure is a policy proposal that is placed on the ballot 
for public vote. An initiative measure is generally used when there 
are political barriers to legislation, but broad public support exists 
for the proposed policy. Initiatives have few legal restrictions, but 
generally they must only pertain to a single subject and comport 
with the United States Constitution.  

A referendum measure is used to give voters an opportunity 
to approve or reject a recently enacted law. Proponents of a 
referendum are generally seeking repeal of recently enacted 
legislation. Thus, for a referendum to succeed, the statute being 
referred must have broad public opposition.

Proposition 26 is an example of an initiative measure. Proposition 
26 was enacted in November 2010 and amended California’s 
Constitution to more broadly define “taxes” and more narrowly 
define “fees” for purposes of the two-thirds legislative vote 
requirement related to tax increases. Specifically, Proposition 26 
requires a two-thirds legislative vote for “any change in state statute 
which results in any taxpayer paying a higher tax.” Proposition 26 
defines tax as “any levy, charge, or exaction of any kind imposed 
by the State, except” certain regulatory fees, user fees and court-
ordered fines and penalties. Prior to Proposition 26, bills that raised 
taxes, but had no net revenue impact, required only a majority vote. 
Thus, so-called “revenue-neutral” bills allowed for tax increases 
without having to secure Republican votes. Proposition 26 now 
provides taxpayers with a basis on which to challenge tax increases 
that do not meet the requirements for enactment—a major policy 
accomplishment that could not have been achieved by legislation.

The Tools of the Trade for Challenging California “Tax” Increases

continued on page 6
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continued from  page 5

The Tools of the Trade for Challenging California “Tax” Increases (cont’d)
A referendum measure is more restrictive than an initiative 
because only certain statutes are subject to referral. The California 
Constitution prohibits the referral of statutes that call for elections 
or are deemed to be “urgency measures,” “tax levies,” and 
“appropriations for the usual and current expenses of the state.” 
The restriction on referral of tax levies generally means that a 
tax increase would not be subject to referendum. However, if the 
statute is not deemed to be a “tax levy” or other nonreferrable 
statute, it is fair game for the referendum process. For a 
referendum measure, a taxpayer must file a title and summary and 
obtain 505,000 signatures to qualify the measure for the ballot and 
public vote. It is estimated that several million dollars of funding 
is required to fund the process to obtain the requisite number of 
signatures for ballot qualification, absent major grass roots support.  

Once signatures are obtained and the referendum is certified for the 
ballot, the fate of the recently enacted law is left to California voters.  

While initiative and referendum measures offer taxpayers the ability 
to achieve a desired result through public support, the measures 
carry some burdens. Under California’s campaign finance 
disclosure laws, taxpayers that pursue an initiative or referendum 
measure must disclose their company name, how much they spend 
on the campaign, and any contributions received in support of the 
campaign. In addition, despite significant financial investments, 
an initiative or referendum measure may be unsuccessful. Thus, 
taxpayers should carefully weigh these risks and benefits in 
assessing the best path to achieving their desired objectives.
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Come See Us
September 21, 2011
Unclaimed Property Professionals 
Organization Webinar
Marlys Bergstrom on Updates in the Industry

September 21, 2011
COST Pacific Northwest Regional Meeting
San Francisco State Downtown Campus –  
San Francisco, CA
Michele Pielsticker on Current Developments 
in CA and Other Pacific States
Marc Simonetti and Pilar Mata on Discussion 
of State Tax Cases and Issues to Watch
Michele Borens and Steve Kranz on 
E-Commerce and Cyberspace State Tax Issues
Jeff Friedman and Marc Simonetti on Ask the 
Experts Panel

September 22, 2011
COST Pacific Northwest Regional Meeting
eBay Corporate Offices – San Jose, CA
Michele Pielsticker on Current Developments 
in CA and Other Pacific States
Marc Simonetti and Pilar Mata on Discussion 
of State Tax Cases and Issues to Watch
Michele Borens and Jeff Friedman on 
E-Commerce and Cyberspace State Tax 
Issues and on Ask the Experts Panel

September 25-28, 2011
IPT Sales & Use Tax Symposium
Renaissance Orlando at SeaWorld – Orlando, FL
Steve Kranz on Taxing Service as Tangible 
Personal Property: Can the States Do It?

September 26, 2011
TEI Seattle Chapter Meeting
Bellevue Club – Seattle, WA
Michele Borens on Significant State Tax 
Litigation Around the Country

TEI Seattle Chapter Meeting (cont’d)
Michele Borens, Jeff Friedman and Michele 
Pielsticker on California Screamin’: A Review 
of Recent Changes to California Sales and 
Income Taxes
Marc Simonetti and Michele Borens on 
Reserves – Release or Forever?
Jeff Friedman and Marc Simonetti on Top 
Ten Guidelines for Negotiating a Good State 
Tax Settlement
Jeff Friedman, Marc Simonetti and 
Tax Partner Robb Chase on State Tax 
Consequences of Federal Uncertain Tax 
Positions

September 29, 2011
BNA Webinar
Marlys Bergstrom on Unclaimed Property and 
Unclaimed Wages

October 5, 2011
Sutherland SALT Financial Services 
Roundtable
Sutherland’s Office – New York, NY

October 6, 2011
IPT Seattle
The Columbia Tower Club - Seattle, WA
Michele Borens and Jeff Friedman on A 
Day in “Court”: Navigating the State and Local 
Appeal Process

October 19-21, 2011
COST 42nd Annual Meeting
Ritz Carlton – New Orleans, LA
Sutherland SALT will present

October 23-26, 2011
Broadband Tax Institute Annual Conference
The Phoenician – Scottsdale, AZ
Eric Tresh will present

October 23-28, 2011
New York University 70th Institute on 
Federal Taxation
Grand Hyatt New York – New York, NY
Diann Smith on State/Local Withholding and 
Information Reporting Obligations for the 
Mobile Workforce
Charlie Kearns on an Executive 
Compensation Panel

October 25-27, 2011
Paul J. Hartman State and Local Tax Forum
Loews Vanderbilt Hotel – Nashville, TN
Steve Kranz on Transfer Pricing – Audits/
Assessments
Diann Smith on The Economic Substance 
and Business Purpose Doctrines in State and 
Local Tax

October 26-28, 2011
Tulane 60th Annual Tax Institute
Winsor Court – New Orleans, LA
Jeff Friedman on State and Local Taxation – 
Recent Developments

October 27, 2011
Chicago Tax Club Annual Fall Seminar
Stephens Center – Rosemount, IL
Diann Smith on Federal Limits on  
State Taxation

October 30-November 2, 2011
TEI Annual Conference
San Francisco Marriott Marquis Hotel – San 
Francisco, CA
Michele Borens and Marc Simonetti on Top 
10 Practical Tips for Successfully Settling  
State Audits
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Everything Old Is New Again As State Board of Equalization Seeks to Tax Intangibles

The ad valorem property taxes imposed by most states or localities 
are imposed only on tangible property. Similarly, the California 
Constitution expressly prohibits the taxation of intangible property. 
Nearly half a century ago, the California Supreme Court issued two 
seminal opinions on the taxation of intangibles that remain the law 
of the state, Roehm v. County of Orange, 32 Cal.2d 280 (1948) and 
Michael Todd Co. v. County of Los Angeles, 57 Cal.2d 684 (1962). 
Under the principle established by Roehm and Michael Todd, now 
codified at California Revenue and Taxation Code § 110, the value 
of intangible property cannot be taxed. For example, a liquor store 
can be valued as a functioning business with all the necessary 
licenses rather than an empty warehouse, but the liquor store 
cannot include the value of its liquor license in its overall value. It is 
a subtle distinction, but an important one that California counties, 
the State Board of Equalization (SBE), and courts have increasingly 
struggled with applying.

In a trend exacerbated by the state’s endless budget crises, 
the SBE (for centrally assessed properties) and county taxing 
authorities (for locally assessed properties) aggressively have 
pursued taxing the value of intangible assets. The California 
courts of appeal have rejected these attempts in a number of 
cases, rejecting efforts to tax a variety of intangible assets, such 
as concession rights for airport car rental agencies and stadium 
vendors, cable television franchises, and broadband leases owned 
by a telephone company. 

Most recently, the Fourth District Court of Appeal held that the 
value of emission reduction credits (ERCs) can be included in the 
valuation of an electric utility’s power plant. Elk Hills Power, LLC 
v. Cal. St. Bd. of Equal., 195 Cal. App. 4th 285 (May 10, 2011). 
ERCs are a new form of intangible property created when California 
passed environmental legislation requiring polluters to purchase the 
right to pollute from other businesses. Elk Hills purchased ERCs to 
obtain construction and operating permits for its power plant, and 
when valuing the plant, the SBE included the cost of the intangible 
ERCs in its cost approach and did not exclude income attributable 
to the ERCs in its income approach, thereby impermissibly 
taxing intangible property. While the court attempted to reconcile 
existing (and conflicting) precedent from the courts of appeal, it 
nevertheless failed to recognize how far the courts have strayed 
from the constitutional prohibition and original Roehm principle. The 
California Supreme Court has granted the taxpayer’s petition for 
review.

Intangible property may constitute as much as 60% of a company’s 
value, and taxpayers must be careful to ensure that intangible value 
is protected from unlawful taxation. It is critically important that 
taxpayers press taxing authorities to properly and fully document 
their treatment of such intangibles in the valuation process, as 
many intangible valuation cases are ultimately won or lost based on 
the documentation. As the U.S. economy moves further toward a 
knowledge-based economy, the value and importance of intangible 
property will only increase.

PROPERTY TAX 

The Franchise Tax Board (FTB) recently held an interested parties 
meeting to discuss updating California’s intercompany transaction 
regulations, Cal. Reg. § 25106.5-1. Although the FTB now has 
proposed allowing a subsequent capital contribution to eliminate 
or “cure” a Deferred Intercompany Stock Account (DISA), the FTB 
declined to commit as to whether it would allow an I.R.C. § 332 
liquidation to have the same effect.  

The FTB intended to focus the discussion on its new draft proposal 
that allows a capital contribution to cure a DISA—a proposal that was 
well-received due to its clarity and consistency with federal treatment. 
DISAs are similar (but different) to the federal Excess Loss Account 
(ELA). The FTB also briefly addressed limiting the reporting period to 
track an eliminated DISA, stating that the period would be reasonable, 
but not committing to any specifics. The topic quickly changed focus 
to whether California will adopt the most recent version of federal 
intercompany transaction regulation, Treas. Reg. 1.1502-13, which 

allows a 332 liquidation to cure an ELA. In March 2011, the I.R.S. 
adopted the provisions of Treas. Reg. 1.1502-13T, which included the 
332 cure, in Treas. Reg. 1.1502-13.

Although the FTB plans to revise the date of conformity to the most 
current version of the federal intercompany transaction regulation, 
whether it will allow a 332 liquidation to cure a DISA remains unclear. 
The FTB stated that the ELA and DISA regimes are not identical and 
require different treatment in certain scenarios. The FTB also stated 
that it preferred to proceed to formal rulemaking and avoid delay from 
additional interested parties meetings. However, the tax agency will 
be accepting additional comments and expressed a willingness to 
converse with taxpayers on this issue.  

The good news for taxpayers is the FTB’s apparent willingness to 
make the Proposed Regulation, which is an improvement over the old 
DISA regime, retroactive.   

The Real DISA! California’s Deferred Intercompany Stock Account Rules
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