
BEIJING

CHARLOTTE

CHICAGO

GENEVA

HONG KONG

HOUSTON

LONDON

LOS ANGELES

MOSCOW

NEW YORK

NEWARK

PARIS

SAN FRANCISCO

SHANGHAI

WASHINGTON, D.C.

www.winston.com

Tax Practice

JANUARY 2013

California Issues Guidance on How it Will Implement 
California Court of Appeal Decision That the Qualified 
Small Business Stock Deferral and Exclusion Statutes Are 
Unconstitutional

The Franchise Tax Board recently issued guidance on the procedures it will use in applying 
the California Court of Appeal’s decision in Cutler v. Franchise Tax Board, 208 Cal. App. 4th 
1247 (2012).  In that case, the Second District Court of Appeal struck down the qualified small 
business stock deferral and exclusion statutes that were limited to corporations with significant 
amounts of California property and payroll (Cal. Rev. & Tax. Code §§ 18038.5 and 18152.5, 
respectively). The Court found that the primary purpose and effect of the statutes was to favor 
California corporations over foreign competitors in raising capital among California residents.  
It thus held that such portion of the statutes are discriminatory and cannot pass muster under 
the commerce clause of the U.S. Constitution.  

As a result of the appellate court decision, the Franchise Tax Board (FTB) has declared the 
entire California Revenue and Taxation Code provisions at issue invalid and unenforceable.  
The Due Process Clause of the Fourteenth Amendment requires that states afford taxpayers 
meaningful post-payment relief for taxes already paid pursuant to a tax scheme ultimately 
found to be discriminatory. McKesson Corp. v. Florida Alcohol & Tobacco Div., 496 U.S. 18, 
19 (1990). This can be achieved by allowing all taxpayers to enjoy the tax benefits, and not 
just the favored class of taxpayers.  Alternatively, in some instances, states can remedy the 
discrimination by withdrawing the tax benefits from all taxpayers. Following the Court of 
Appeal’s guidance in River Garden Retirement Home v. Franchise Tax Board, 186 Cal. App. 
4th 922 (2010), the FTB has determined that an appropriate remedy is to deny the benefits of 
sections 18038.5 and 18152.5 to some taxpayers who have previously been granted deferrals 
and/or exclusions under the statutes.  

The FTB notes that any appropriate remedy for a taxation scheme that discriminates against 
interstate commerce must treat similarly situated taxpayers the same. Problematically, the 
aforementioned  remedy cannot be applied to taxpayers for taxable years beyond the four-year 
statute of limitations because the time within which to issue Notices of Proposed Assessment 
denying many of these taxpayers the benefits of the statutes has expired. Thus, with respect to 
taxable years beginning before January 1, 2008, in order to place similarly situated taxpayers 
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Please contact one of the Winston & Strawn LLP State and Local Taxation attorneys listed below if you have any questions or would 
like more information about how the implementation of this decision may impact your business.
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in the same position, the deferral and/or exclusion must be allowed to taxpayers who meet the statutory requirements (aside from the 
unconstitutional California property and payroll requirements).  For taxable years beginning on or after January 1, 2008, however, the 
FTB will deny all section 18038.5 deferrals and section 18152.5 exclusions. The decision will have no effect on settlements and closing 
agreement have already that determined the tax treatment of gain from sale or exchange of qualified small business stock.  

For taxable years beginning before January 1, 2008, no further taxpayer action is required if: (1) returns were accepted as filed; or (2) 
there is an audit, protest or claim currently pending before the FTB or an appeal currently pending before the State Board of Equalization, 
in which the qualified small business stock deferral and/or exclusion is at issue. In cases where the limitations period is still open and 
there is no claim for refund currently pending before the FTB, taxpayers wishing to file a claim for refund or protective claim related to 
a qualified small business stock deferral or exclusion should file an amended return.  

For taxable years beginning on or after January 1, 2008, the FTB will individually notify taxpayers who reported a qualified small 
business stock deferral or exclusion that Notices of Proposed Assessments denying the deferral and/or exclusion will be issued on the 
basis of the invalidity of the statutes. Taxpayers who received the benefits of the statutes may also self-assess and pay additional tax 
before they are contacted by the FTB by filing an amended return reporting an increase in tax liability. 
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