Federal Tax Reform Means More
Business Taxes for California

California’s corporate tax base may increase by up to 12% as a result of federal tax
reform legislation, according to a study recently released by the State Tax Research
Institute (STRI).

This means that revenues from California’s corporate income tax could increase by as
much as $1.3 billion—without any action by state lawmakers to increase corporate tax
rates or income definitions.

Larger tax revenues will result from the new tax reform law, which limited deductions
and changed foreign tax rules. The federal tax law imposed new restrictions on
companies’ ability to deduct interest payments, exchange property without paying
capital gains taxes, deduct some fringe benefits and immediately write off future
research costs. At the federal level, those changes were far outweighed by the rate cut.

According to Karl Frieden, vice president and general counsel at the Council on State
Taxation, the study’s sponsor, “The state tax increase for corporations is totally
inadvertent.”

The windfall from federal tax reform will likely produce even more revenue than
would a recently proposed constitutional amendment to impose a 10% surcharge on
corporate net incomes of more than $1 million.

The avowed purpose of that measure is “to share with ordinary California taxpayers
the economic gains provided by federal income tax cuts for corporations with over
one million dollars ($1,000,000) in net income.”

It turns out that federal tax reform will accomplish that goal without the Legislature
casting a vote.

“The Impact of Federal Tax Reform on State Corporate Income Taxes” was prepared
for STRI by Ernst & Young. STRI is the 501(c)(3) research affiliate of Council on
State Taxation, a nonprofit trade association of multistate corporations.
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