
California’s Nonconforming
Conformity Legislation

by Mark A. Muntean

Some people would argue that nonconformity has
always been a way of life in California. Well, that’s
particularly true for the last half-century or so.
Indeed, it sometimes seems that we Californians
struggle to conform to the nonconformist paradigm.
Nonconformity has become a kind of conformity in
our state.

So it is no surprise that, like most things in
California, tax conformity is more about nonconfor-
mity than it is about conforming to the federal tax
code. Unfortunately for tax advisers, that results in
a bit of a mixed bag.

Like most things in California, tax
conformity is more about
nonconformity than it is about
conforming to the federal tax code.

Many states like California adopt the Internal
Revenue Code as the basis for their state income tax
law. Recently, California updated its tax conformity,
conforming to the IRC as of January 1, 2005. The
irony of the California tax ‘‘conformity’’ legislation is
that it includes nearly 50 pages of nonconforming
provisions in the form of exceptions to the IRC. By
not conforming to the federal tax reduction provi-
sions, and by simultaneously adopting revenue-
raising provisions, California tax conformity fre-
quently results in a state tax increase for many
taxpayers.

Businesses generally prefer conformity because it
has the potential of reducing their state tax compli-
ance costs.

Another odd aspect of California tax conformity is
the effective date of the law change. Tax statute
effective dates can be confusing, and they’re obvi-
ously critical if it’s your ox that is being gored. In

California, effective dates often bear no relationship
to federal effective dates, in a typical Golden State
bait-and-switch.

The irony of the California tax
‘conformity’ legislation is that it
includes nearly 50 pages of
nonconforming provisions in the
form of exceptions to the IRC.

The California conformity legislation, AB 115,
drafted by Assembly member Johan Klehs (D), was
signed into law on October 7, 2005. (For coverage of
AB 115’s enactment, see State Tax Notes, Oct. 17,
2005, p. 250, 2005 STT 198-7, or Doc 2005-20740.
For the full text of AB 115, as signed, see Doc
2005-20720 or 2005 STT 200-4.) However, California
conforms to the IRC as enacted on January 1, 2005.
Since January 1, 2005, two major federal tax bills
have been passed by Congress: the Energy Tax
Incentives Act of 2005 (the Energy Act) and the
Highway Reauthorization and Excise Tax Simplifi-
cation Act of 2005 (Transportation Act), yet Califor-
nia apparently decided not to conform to that legis-
lation. Go figure.

Flashback

Before 2005 California had enacted conformity
legislation somewhat mirroring the IRC as of Janu-
ary 1, 2001. Thus, California had not conformed to
the federal tax law for four years. It previously had
not conformed to the Economic Growth and Tax
Relief Reconciliation Act of 2001 (Public Law 107-
16); the Victims of Terrorism Tax Relief Act of 2001
(P.L. 107-134); the Job Creation and Worker Assis-
tance Act of 2002 (P.L. 107-147); the Working Fami-
lies Tax Relief Act of 2004 (P.L. 108-311); the Ameri-
can Jobs Creation Act of 2004 (P.L. 108-387); and a
few smaller tax law changes enacted during the last
four years. By 2004 the California tax law had
become a poor reflection of the IRC. But, at least we
may be thankful for some type of conformity.

Mark A. Muntean is of counsel with Robert W. Wood,
P.C., San Francisco.
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Get a Job, Dude
My favorite provision adopted from the Jobs Act is

its above-the-line deduction for attorney fees under
IRC section 62. The new California law is effective
on January 1, 2005, and for all years thereafter.
Thus, settlements entered into, or judgments
reached, on or after January 1, 2005, may qualify for
an above-the-line tax deduction, rather than a mis-
cellaneous itemized deduction. That change is im-
portant for purposes of calculating the dreaded
alternative minimum tax, and therefore may benefit
many California taxpayers.

The Jobs Act (effective for federal income tax
purposes on October 22, 2004) allows an above-the-
line deduction for amounts attributable to attorney
fees and costs received by individuals on account of
claims of unlawful discrimination or those brought
under the False Claims Act. The law identifies the
types of qualifying ‘‘unlawful discrimination’’ by ref-
erence to a long list of laws that provide for employ-
ment claims. The Jobs Act contains a list of 16
federal statutes that entitle plaintiffs to an above-
the-line deduction for their attorney fees. All 16 are
related to employment. Also included on the list
entitled to protection are whistleblower provisions.
Finally, there is also the last catchall category, but
that applies only to employment cases, too. Most
whistleblowers are employees or former employees
who have access to information. A federal False
Claims Act case (or state counterpart) in which the
relator is seeking a recovery for the government
(with a share to the relator) might also involve a
claim under a whistleblower protection statute, but
that would generally be a separate action.

By not conforming to the federal
tax reduction provisions, and by
simultaneously adopting
revenue-raising provisions,
California tax conformity
frequently results in a state tax
increase for many taxpayers.

Before California’s recent tax conformity legisla-
tion, even if a deduction was available under IRC
section 62(e)(18) for federal income tax purposes, for
California income tax purposes, only a miscella-
neous itemized deduction was available.

‘You’re Either on the Bus or Off the Bus’
California also conformed to many other impor-

tant provisions of the Jobs Act, including transfers of
losses incident to divorce; current deductions for
reforestation expenditures; the limitations on the
deduction for charitable contributions of cars, boats,
and airplanes; provisions regarding reportable
transactions and tax shelters; provisions dealing

with S corporations and real estate investment
trusts; the limitation of employer deductions for
entertainment expenses; and provisions regarding
the current deduction of certain environmental
costs.

Although California generally conformed to the
IRC as of January 1, 2005, there are a number of
provisions expressly not adopted by California.
These provisions include:

• health savings accounts provisions;
• federal subsidies for prescription drug plans;
• first-year bonus depreciation;
• the deduction of income attributable to domes-

tic production activities;
• qualified student tuition and related expenses;
• passive activity loss rules for rental real estate;
• the deduction for state sales taxes in lieu of the

deduction for state income taxes;
• 15-year property classification for qualified

leasehold improvements and restaurant prop-
erty placed in service before 2006;

• the recognition of gain on some transfers to
some foreign trusts and estates; and

• the treatment of distribution costs for deprecia-
tion purposes.

A Nonconformist’s Dream
A few provisions that were omitted from confor-

mity, such as the temporary suspension of the tax-
able income limit for marginal oil and gas produc-
tion, affect the energy industry. California’s refusal
to conform to a number of other federal income tax
provisions surprised me. In particular, I wonder if
the environmental lobby lost its way to Sacramento,
because California is not conforming to the federal
income tax deduction of environmental remediation
costs. California is also not conforming to the federal
tax deductions for capital costs incurred in comply-
ing with the Environmental Protection Agency’s
sulfur regulations or the deduction for clean-fuel
vehicles and certain refueling property. Those pro-
visions could encourage a cleaner environment. On
the environmental plus side, the conformity legisla-
tion enacted, effective July 1, 2005, an environmen-
tal tax credit equal to 5 cents per gallon of ultra-low-
sulfur diesel fuel produced by a small refinery lo-
cated in California. The tax credit sunsets on Janu-
ary 1, 2009.

For that matter, I also wonder where the enter-
tainment lobby has been. Certainly our box office
governator left Los Angeles to find Sacramento, but
the entertainment lobby may have gotten lost along
the way. California is not conforming to the current
federal deduction of certain qualified film and tele-
vision productions.

Finally, California did not conform to the tax
treatment of property acquired from a decedent
dying after December 31, 2009. This is a favorite of
mine because it allows death to be meaningful. If
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you planned on dying after December 31, 2009, the
tax strategy would be to die out of state.

Not a Neo-Hippie Culture
Although I don’t think we live in a neo-hippie

culture, I doubt California will ever fully conform its
tax law to the federal tax law. If not for any other
reason, it will refrain because the main driver in
nonconformity is money. Because California is a
state with a balanced budget requirement, it would

take a significant budget surplus to offset the finan-
cial cost of tax conformity. In budget surplus years,
politicians are more likely to issue refund checks to
taxpayers than to conform the state’s tax law to the
IRC.

In the meantime, the twists and turns of Califor-
nia tax law oddity help to ameliorate the state’s high
cost of living: They make full employment for tax
advisers and practitioners. ✰

Viewpoint

State Tax Notes, January 23, 2006 261

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.


	Button3: 


