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The California Franchise Tax Board (FTB) issued 
a technical advice memorandum (TAM) 
reiterating its position that dividends paid by a 
partially-included controlled foreign corporation 
(CFC) of a water's edge filer must be treated as 
coming first from the current year's earnings until 
exhausted and then from the most recent years' 
earnings under the Last-In-First-Out (LIFO) 
ordering method. However, the FTB abandoned 
its prior position of "prorating" each year's 
dividends between included and excluded 
income, and instead directs staff to treat 
dividends as paid first from a year's unitary 
earnings (and therefore eligible for elimination 
from combined income) until those earnings are 
depleted, and then from excluded earnings (and 
therefore may be eligible for a 75 percent 
dividends deduction) for that year.  (FTB TAM 
2011-02, 3/15/11) 
 
Statutory provisions at issue 
 
Cal. Rev. & Tax. Code (RTC) Sec. 25110(a)(7) 
requires a water's-edge filer to include in its 
water's edge return a portion of certain CFC's 
income and apportionment factors.  The amount 
included is computed using a ratio of the CFC's 
Subpart F income to total earnings and profits 
("inclusion ratio").  In addition, RTC section 
25106 provides that dividends paid from one 
member of a unitary group to another member of 
the unitary group are eliminated from the 
recipient's income to the extent the dividends are 
paid from previously taxed income (i.e., included 
income) in a combined report.  RTC section 
24411 provides a 75 percent deduction for 
certain dividends not eliminated under RTC 
section 25106 (i.e., paid from excluded income). 
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Fujitsu 
 
The Court of Appeal in Fujitsu IT Holdings, Inc. v. 
Franchise Tax Board (2004), 120 Cal.App.4th 
459 (Fujitsu) held that dividends paid from 
current year earnings consisting of a mix of 
included and excluded income should be treated 
as paid first out of earnings eligible for 
elimination under RTC section 25106, and 
second out of earnings eligible for partial 
deduction under RTC section 24411 (i.e., 
"preferential ordering," instead of "proration"). 
The FTB noted that "Fujitsu did not address the 
question of which years the dividends are paid 
from when distributions are made from multiple 
years of earnings" -- that is, whether LIFO 
ordering should apply to multiple years, even if 
preferential ordering applies to the current year. 
 
Apple 
 
In Appeal of Apple Computer, Inc., (1/26/10), 
Cal. Sup. Ct., County of San Francisco, CGC-08-
471129 (Apple), the superior court upheld LIFO 
ordering, treating distributions first as coming 
from the current year's earnings until exhausted 
and then from the most recent years' earnings.  
Further, the court stated that applying Fujitsu's 
"preferential ordering" interpretation of RTC 
section 25106 to treat dividends as being paid 
first out of included income from multiple years 
would conflict with the LIFO ordering rule. The 
court therefore established a middle ground and 
stated that "the best way of reconciling Fujitsu's 
interpretation of RTC section 25106 with I.R.C. 
Sec. 316(a) (LIFO ordering) is to hold that a 
distribution is deemed paid entirely from included 
income of a CFC's most recent year's earnings 
until exhausted. Then the remainder of the 
distribution is deemed drawn from the excluded 
income of the most recent year." 
 
"When that source is exhausted, the remainder is 
deemed paid from the included income of the 
previous year and so on until the entire amount 
of the distribution is accounted for," the court 
concluded. 
 
FTB TAM 
 
The FTB acknowledged in this TAM that "Fujitsu 
is a published and precedential Court of Appeal 

decision" and announced the following 
approaches: 
 
1) the LIFO ordering method will be applied to 

determine the order of year(s) from which 
dividend distributions are made, starting with 
the current year, and, after that year's 
earnings are depleted, moving to the next 
most recent year; and 

2) dividend distributions within a year will be 
treated as paid first from that year's earnings 
eligible for elimination under RTC section 
25106, until those earnings are depleted, and 
then from earnings eligible for deduction 
under other provisions of the Corporation 
Tax Law, until the year's earnings are 
depleted.  

 
PwC observes 
 
"This TAM provides welcome guidance regarding 
the FTB's position on the ordering of dividend 
distributions," observes Kathy Freeman, PwC 
National Tax Services - SALT Director in 
Sacramento.  "While the FTB could have been 
clearer regarding the treatment of dividends paid 
out of multiple-year earnings in the 'Discussion' 
section of the TAM, it explicitly states in its 
'Conclusions' that 'within each year's distribution,' 
dividends are deemed first distributed from that 
year's unitary earnings, until those earnings are 
depleted, with the remaining dividends deemed 
distributed from earnings eligible for deduction 
under other provisions of the Corporation Tax 
Law.  To some degree the TAM goes beyond the 
Fujitsu decision by implying an additional 
ordering rule, addressing those dividends not 
eligible for any deduction. Logically applying the 
preferential ordering rule to dividends ineligible 
for elimination, such dividends deemed 
distributed in each year under LIFO should first 
be allocated to earnings eligible for the 75 
percent deduction before being applied to 
earnings not eligible for any deduction." 
 
 
 
 

For more information on 
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