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In an earlier opinion, Charles Schwab Corp. &
Subs. v. Comm ssioner, 122 T.C 191 (2004) (Schwab 11),
we held that sec. 461(d), I.R C, applied to a 1972
change in California (Cal.) franchise tax law. R
contended that if sec. 461(d), |I.R C., applied, P would
not be entitled to the $932,979 Cal. franchise tax
deduction it had clained for its 1989 Federal tax year.
P contended that sec. 461(d), I.R C., did not apply and
that it was entitled to a $1, 806,588 deduction. P, on
its Federal returns for the years under consideration
cl ai med franchi se tax deductions under Cal. |aw w t hout
considering the 1972 change (as though sec. 461(d),
|. R C, applied). P did not claima franchise tax
deduction for its short year ended Dec. 31, 1988, and

* This Opinion supplenents a previously rel eased
Qpinion: Charles Schwab Corp. & Subs. v. Conm ssioner, 122 T.C
191 (2004).
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in an earlier case and Opinion of this Court, Charles
Schwab Corp. & Includable Subs. v. Conmm ssioner, 107
T.C. 282 (1996), it had been decided that P was
entitled to a $932,979 deduction for its 1988 short year.

R, after we held in Schwab Il that sec. 461(d),
|. R C., applied and that P was not entitled to a
$932, 979 deduction for 1989, noved for reconsideration.
R has changed his position and now concedes that Pis
entitled to a $932,979 Cal. franchise tax deduction for
its 1989 Federal tax year. P would accept Rs
concession but continues to argue that it is entitled
to a $1, 806, 588 deducti on.

Hel d: The effect of sec. 461(d), I.R C, analyzed
and in the factual context of this case, Pis entitled
to a $932,979 Cal. franchise tax deducti on.

denn A. Smith, Erin M Collins, Laurence J. Bardoff, and

Patricia J. Galvin, for petitioner.

Rebecca T. Hill, for respondent.

SUPPLEMENTAL COPI NI ON

GERBER, Chief Judge: |In an earlier Opinion in these cases,!?

two primary issues were decided. Respondent noved for
reconsi deration concerning our holding on the California

franchi se tax issue.? Respondent seeks reconsideration

! Charles Schwab Corp. & Subs. v. Conmissioner, 122 T.C 191
(2004) (Schwab 11). In Schwab Il we referenced a 1996 Opi nion
concerning petitioner: Charles Schwab Corp. & Includable Subs.
v. Conmm ssioner, 107 T.C. 282 (1996) (Schwab 1). The Findi ngs of
Fact in Schwab Il are incorporated herein by this reference.

21n Schwab Il we held that sec. 461(d), I.RC, linmted
petitioner’s deduction for California franchise tax to an anount
accrued and conputed under California s pre-1972 franchise tax
(continued. . .)
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concerning petitioner’s entitlenment to a $932,979 deduction for
California franchise tax for its 1989 Federal tax year.
Respondent has not changed his position concerning our primary
hol di ng. Respondent continues to agree with our primary hol di ng
that section 461(d)® applies to a 1972 |egislative amendnent by
the State of California (1972 law). Under the primary hol di ng,
we concluded that section 461(d) applies because the 1972 | aw
resulted in an acceleration of the accrual of California State
franchi se tax.

Respondent has, however, changed position regarding the
guestion of whether petitioner is entitled to a $932, 979
franchi se tax deduction clainmed on its 1989 cal endar year Federal
return. For purposes of trial and briefing, respondent argued
that if the 1972 |law triggered the application of section 461(d),
petitioner would not be entitled to the $932,979 California
franchi se tax deduction clainmed on its Federal return for 1989.

In his notion for reconsideration, respondent concedes that his

2(...continued)
reginmen. As a result of that holding, it was also held that
petitioner was not entitled to a $932,979 deduction for
California franchise tax it clainmed for its 1989 Federal tax
year.

3 Al section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.



position was in error and that petitioner is entitled to the
deduction it had clainmed for 1989.°

Petitioner seens wlling to accept respondent’s concession
but continues to assert that it is entitled to nore than the
$932,979 clainmed on its 1989 Federal return. To sort out the
notion for reconsideration, we nust consider the sonewhat
conplicated underlying factual background for respondent’s
position and his change in position.

California franchise tax, before the 1972 |aw, was generally
measured by the prior year’s incone and accrued on January 1 of
the reporting year. For exanple, a 1970 California franchise tax

obligation and the resulting anount deductible for 1970 Feder al

4 Respondent contends that he nade a concessi on and changed
his position in the final posttrial brief (reply brief). In his
reply brief, however, respondent, after stating that his overal
position on the franchise tax issue was correct, nerely stated:
“The position in the notice of deficiency, allowi ng a $932, 979
deduction for 1989, is correct.” There was no explanation as to
the theory underlying respondent’s change of m nd, and there was
no explanation as to how respondent’s “concessi on” may have
changed or affected respondent’s overall position on the primry
i ssue. Respondent’s alleged concession was without a | egal basis
for allowi ng petitioner the deduction and did not clearly or
conci sely concede the $932,979 anobunt. Respondent sinply stated
that the position in the notice was correct. The notice,
however, contains no rationale for allow ng or disallow ng any
part of the franchise tax deduction clained for 1989. Fromthe
Court’s point of viewthis “concession” was not obvious or
appropriate. It was inappropriate because petitioner had based
its trial and briefing position on respondent’s argunents at
trial and in his original brief, and petitioner did not have a
chance to respond to respondent’s ineffective attenpt to concede
in his reply brief.
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tax purposes were based on a corporation’s California incone for
its 1969 year. There were exceptions to that approach in
situations involving a corporation’s first year of operation and
where the reporting year was less than a full year. 1In certain
of those instances, the California franchise tax was based on the
California inconme for the reporting year (due or accruable as of
the close of the reporting year).

Qur holding that section 461(d) applies results in a
[imtation on petitioner’s deduction for California franchise tax
to the anount accruable under California law as in effect before
1972. Significantly, during the years under consideration,
petitioner was obligated for California franchise taxes under the
regimen of the 1972 law. Under the 1972 |aw, petitioner was
obligated for California franchise taxes in anounts equal to or
| arger than those conputed under the pre-1972 law. |In addition,
petitioner paid a franchise tax liability for each taxable period
begi nning with the 1987 year, when it conmenced business in
Cal i fornia.

The followng table reflects the amobunts of petitioner’s
California franchise tax obligations (including respondent’s

concession for the 1989 year) conputed under the pre-1972 | aw and
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petitioner’s actual obligations and paynments under the 1972 | aw®

(000 onitted):

1987 1988 1989 1990 1991 1992
Pre-1972  $879 $932 $932 $1, 806 $2,066  $3,778
1972 879 932 1, 806 2,066 3,778 5,578

Petitioner conmmenced doing business in California on Apri
1, 1987, and for purposes of reporting California franchise tax
it was on a cal endar year basis. Under pre-1972 California |aw,
the exception to the general rule applied for petitioner’s short
1987 year, and its $879,500 franchise tax liability accrued on
Decenber 31, 1987. That accrual fell within petitioner’s first
Federal tax year ended March 31, 1988, and petitioner clainmed an
$879, 500 deduction for California franchise tax on its first
Federal tax return.® The sane liability and accrual date
pertai ned under the 1972 California | aw

Complicating this situation, petitioner changed its Federal
filing period froma fiscal year ending March 31 to a cal endar

year and filed a short year Federal return for the 9-nonth period

5> W note that in spite of the proscription of sec. 461(d),
petitioner remains obligated to pay California franchise tax on
the basis of the California |law as nodified by the 1972 law. In
each year before the Court, the anmount of tax petitioner paidis
substantially greater than the anount that woul d have been due
under the pre-1972 California franchise tax law. In effect, the
guestion we consider is the amount by which sec. 461(d) may [imt
petitioner’s deducti on.

6 Coinciding with the commencenent of its business,
petitioner’s first tax year for Federal incone tax purposes was a
fiscal year ended Mar. 31, 1988.
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ended Decenber 31, 1988. |In that return, petitioner did not
claima deduction for California franchise tax. Under the pre-
1972 California franchise tax law, the tax for the first short
year (1987 in this case) was in the nature of an advance paynent
on the franchise tax for the first full year. The conputation of
the first full year’s tax was al so an exception to the general
pre-1972 franchi se tax | aw and accrued on Decenber 31 of the
reporting year (1988). Petitioner’s 1988 obligation for
franchi se tax under the 1972 | aw was $932, 979, the same anount as
under the pre-1972 law. Petitioner, under the 1972 | aw, was
obligated for and paid $932,979 in California franchise tax for
1988.

For petitioner’s 1989 and |l ater years, the pre-1972
franchi se tax was neasured by the California income of the prior
year and accrued on January 1 of the reporting year. The 1972
| aw changed the accrual date from January 1 of the reporting year
to Decenber 31 of the prior year, thereby accelerating the
accrual date. Under the 1972 law, the reporting and measuring
year coincided so that the franchise tax obligation was based on
the current year’s incone. Accordingly, for petitioner’s 1989
and |l ater years the anount of tax conputed under the pre-1972 | aw
differed fromthe anmount conputed under the 1972 | aw. Because

petitioner’s income was increasing during the years under
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consi deration, the amount of tax under the pre-1972 | aw was
al ways | ess than the anmount conputed under the 1972 | aw

For Federal reporting purposes, on all of petitioner’s
returns through the years under consideration in these cases,
petitioner |ooked to California pre-1972 franchise tax law. ’
Under the pre-1972 California |l aw, petitioner had cl ai ned
deductions for franchise taxes for all Federal reporting periods
except for the short year ending Decenber 31, 1988. Because
petitioner was obligated to accrue and pay franchi se taxes under
the 1972 law, it was obligated for and paid franchise taxes for
all periods under consideration, including the short year ending
Decenber 31, 1988.

Sonme of the confusion in these cases arises fromthe fact
that, for Federal tax purposes, petitioner’s deduction for
California franchise tax is limted to the anmount conputed under
pre-1972 California | aw, but petitioner’s actual franchise tax
obligation is based on the 1972 law. Qur prior Opinion in these

cases, Charles Schwab Corp. & Subs. v. Comm ssioner, 122 T.C 191

(2004) (Schwab 11), involves petitioner’s 1989 and | ater years,

whereas an earlier case, Charles Schwab Corp. & Includabl e Subs.

v. Comm ssioner, 107 T.C. 282 (1996) (Schwab 1), involved certain

" By applying pre-1972 California franchi se tax provisions,
petitioner admtted or agreed that sec. 461(d) applied with
respect to the 1972 changes to California | aw
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years prior to 1989, including the short year ended Decenber 31,
1988.

The Court in Schwab | held that petitioner was entitled to
deduct California franchise tax for the short year ended Decenber
31, 1988, of $932,979, which, for California franchise tax
pur poses, accrued on Decenber 31, 1988, and was al so neasured by
petitioner’s 1988 California incone. As previously expl ai ned,
under one of the exceptions to pre-1972 California |aw, the
franchise tax obligation for a year (1988) after a short year
(1987) accrued on Decenber 31 of the reporting year (1988) and
was neasured by the California incone of the reporting year.
Accordingly, in Schwab I, petitioner, for its short Federal tax
year ended Decenber 31, 1988, was allowed to deduct $932,979 in
franchi se taxes that had accrued on Decenber 31, 1988, and were
based on petitioner’s 1988 California incone. As noted above,
petitioner did not claima California franchise tax deduction for
its short year ended Decenber 31, 1988. Also, as noted above,
petitioner, under the 1972 law, incurred a $932,979 obligation
for franchise tax on Decenmber 31, 1988.

Petitioner clained a $932,979 franchi se tax deduction on its
1989 corporate Federal inconme tax return, which, as expl ai ned
above, was conputed on petitioner’s 1988 California income. The
$932,979 clainmed for 1989 Federal tax purposes was conputed in

accord with the pre-1972 California franchise tax general rule
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for full years (that do not follow a short year) using the prior
year (1988) as the measuring year. Because petitioner was
permtted to deduct the same anount ($932,979) by the Court in
Schwab | for its short year ended Decenber 31, 1988, respondent’s
trial position was that petitioner was not entitled to the
franchi se tax deduction it had clainmed for 1989.

Petitioner alleged in its petition in Schwab Il that the
1972 law did not trigger section 461(d), and that petitioner was
entitled to deduct, for Federal purposes, franchise tax for 1989
and |l ater years neasured by the California incone of the
reporting year. Under the 1972 law, petitioner’s actual 1989
obligation for franchise tax was $1, 806,588, which petitioner
contends shoul d be deductible for its 1989 Federal tax year.

In the notice of deficiency (which was issued after the
holding in Schwab 1), respondent determ ned that petitioner was
entitled to the $932,979 deduction that petitioner had cl ai mred on
its return for 1989. After petitioner sought franchise tax
deductions greater than those clained on its returns, respondent
anended his answer in this proceeding (Schwab I1) and argued, in
contravention of his determnation in the notice of deficiency,
that petitioner was not entitled to deduct the $932,979 it had
claimed on its 1989 return.

Accordingly, the controversy was franmed in a context where

respondent contended that if section 461(d) applied, petitioner
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was not entitled to any California franchise tax deduction for
1989. Conversely, petitioner clainmed that it was entitled to
$1, 806,588 (nmore than the anpunt it had clainmed on its 1989
return). W resolved that controversy, as franed, by hol ding
that section 461(d) applied and that petitioner was not entitled
to any franchi se tax deduction for 1989.

After we issued our Opinion in Schwab 11, respondent, in his
notion for reconsideration, conceded that petitioner is entitled
to a $932,979 franchi se tax deduction for 1989. The concession
is based on respondent’s current view that under the pre-1972
California franchise tax statute, petitioner would have been
obligated for $932,979 of franchise tax for 1989 even though the
Court in Schwab | had decided that the sane anmount was al | owabl e
for petitioner’s short year ended Decenber 31, 1988.

Because the Court in Schwab | allowed petitioner a $932,979
deduction for its short year ended Decenber 31, 1988,
respondent’ s concession of the $932,979 for 1989 appears
i ncongruent. The perceived discrepancy is rooted in the fact
that petitioner did not claima franchise tax deduction for its
short year ended Decenber 31, 1988, and the all owance of that
anount by the Court in Schwab I would seemto preenpt a deduction
for the following period. In reality, however, petitioner’s
obligation for 1989 California franchise tax accrued and was paid

under the 1972 | aw. Petitioner’s actual California franchise tax
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obligations for 1987, 1988, and 1989, w thout considering the
[imtation of section 461(d), were $879, 500, $932,979, and
$1, 806, 588, respectively. Considering respondent’s concession
and the section 461(d) limtation on the anount deducti bl e under
pre-1972 California |aw, petitioner is entitled to deduct
$879, 500, $932, 979, and $932,979 for the three reporting peri ods.
The confusion arises fromthe confluence of petitioner’s
conversion froma fiscal to a cal endar year and the proscription
of section 461(d) limting the anpbunt deductible to anmpbunts that
woul d have accrued in accord with the pre-1972 California | aw.
The net effect of enploying section 461(d) is to limt
petitioner’s deductions for the 1987, 1988, and 1989 years to
amounts which total $873,609 |ess than was accrued and paid to
the State of California for franchise tax under the 1972 | aw
The following table reflects how the $873, 609 difference
ocCurs:

Year Tax Accrued and Paid Deducti on Al l owed D fference

1987 $879, 500 $879, 500 - 0-
1988 932, 979 932, 979 - 0-
1989 1, 806, 588 932, 979 $873, 609

Accordi ngly, for 1989 and each successive year, petitioner wll

be paying California franchise tax based on the reporting year’s
California inconme but is only entitled, for Federal tax purposes,
to deduct an amount of franchise tax neasured by the prior year’s

California income.
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Respondent contends that section 461(d) permts a deduction
only for the anpbunt of tax not accel erated by post-1960 changes
in State |aw. Respondent quotes the follow ng portion of section
461(d) wth key phrases highlighted:

“to the extent that the time for accruing
taxes is earlier than it would be but for any
action of any taxing jurisdiction taken after
Decenber 31, 1960, then, under regul ations
prescribed by the Secretary, such taxes shal
be treated as accruing at the tine they would
have accrued but for such action by such
taxing jurisdiction.”

Respondent, therefore, argues that petitioner would be able
to deduct $932,979 for 1989. Respondent also points out that the
$873,609 difference between the $932,979 allowed for 1989 and the
$1, 806,588 that accrued for petitioner’s 1989 year under the 1972
| aw woul d be all owabl e for Federal tax purposes in petitioner’s
1990 year.?®

Petitioner is willing to accept respondent’s concession that
it is entitled to the $932,979 deduction for its 1989 Federal tax
year. Petitioner, however, contends that section 461(d) cannot
be partially applied. This position has been part of
petitioner’s argunment fromthe beginning. Petitioner’s parti al
application argunent is an attenpt to focus the Court on

petitioner’s original position that the 1972 | aw nerely changed

8 Under the pre-1972 California franchise tax | aw,
petitioner’s 1990 franchi se tax obligation/deduction would have
been based on petitioner’s 1989 California incone.
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the measuring year and did not accelerate the accrual.

Section 461(d) nerely addresses the question of acceleration
and does not focus on the anount of the deduction. It is just a
matter of chance that petitioner’s franchise tax liability has
i ncreased each year so that the use of the prior year as the
measuring year results in a smaller deduction. Conversely, if a
taxpayer’s inconme decreased, it would have a | arger deduction in
the reporting year. Section 461(d) sinply addresses the question
of accel eration caused by the 1972 |aw. Therefore, for
petitioner’s 1989 tax year, it would use 1988 California incone
as a base to arrive at $932,979 for Federal tax purposes.
Li kew se, for petitioner’s 1990 tax year, it would use the 1989
i ncome as the neasure and be permtted to deduct $1, 806, 588,
whi ch includes the $873, 609 which petitioner has |abeled as an
“excess” or “carryover”.

Finally, we note that the California franchise tax is
i nposed on corporations for the privilege of doing business in

the State of California. Central Inv. Corp. v. Conm ssioner,

9 T.C. 128, 131 (1947), affd. per curiam 167 F.2d 1000 (9th G
1948); see also Cal. Rev. & Tax. Code sec. 23151(a) (West 2004).
For years prior to the 1972 law, the tax was payable for the
“taxabl e year” as neasured by the net incone earned by the
corporate taxpayer during the preceding year, which is referred

to as the “incone year”. Cal. Rev. & Tax. Code secs. 23041(a),
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23042(a) (West 2004). In that regard, petitioner did business in
California and was obligated for and paid franchise taxes for all
peri ods under consideration. Cearly, section 461(d) was not
intended to deny a taxpayer a deduction for any period in which
it was obligated for and paid a deductible State tax.

Because we have held that section 461(d) was triggered by
the 1972 law, it follows that taxpayers would not be entitled to
accelerate the franchise tax accrual by treating the taxable year
and the neasuring year as one and the sane. It also follows that
the year of the inposition of the tax remains the sane (in this
case 1989) and the amount of tax is based on the preceding or
measuring year (in this case 1988).

Accordingly, we agree that respondent’s trial and briefing
position that petitioner was not entitled to $932,979 for 1989
was in error. The allowance of a $932,979 deduction for the
short year 1988 by this Court in Schwab | did not preclude a
deduction for 1989 Federal incone tax purposes in that sane
anount .

Upon reflection and considering the parties’ positions, we
hold that petitioner is entitled to a $932,979 California
franchi se tax deduction for its 1989 Federal tax year. To the
extent that our Qpinion in Schwab Il holds otherwise, it is

super seded.



To reflect the foregoing,

An order will be issued

granti ng respondent’s notion for

reconsi deration of opinion, and

decisions will be entered under Rule

155.



