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Divergence of California Tax Law from Federal Law
By Ethan Lipsig

California has not yet conformed its
tax laws to reflect post-1998 federal
tax law changes, most notably the
major tax act (EGTRRA) enacted ear-
lier this year. Unless California law is
retroactively conformed, serious
problems could arise.

Retirement and benefit plans present
a special case in point. Although it
might be theoretically possible for a
qualified retirement plan to be dis-
qualified in California because its
sponsor implements EGTRRA
changes, the far greater risk is that
newly allowed deductions, credits, and
exclusions would be disallowed for
California tax purposes. For example,
if California law does not permit
“catch-up” contributions or recognize
the new, higher elective deferral limits,
a portion of employee contributions
that otherwise would be entirely pre-
tax would be after-tax in California.
Employers may wish to advise partici-
pants of this possibility so as to mini-
mize later disputes founded on mis-
disclosure theories, and they probably
need to track after-tax amounts so
that affected participants can claim a
tax-free return of “basis” for
California tax purposes when those
previously taxed amounts ultimately
are distributed. In short, California’s
lack of conformity with respect to
employee benefits would create signif-
icant problems.

Conformity legislation would make
this California problem go away, but
no such legislation will be enacted
during the balance of this year
because the California legislature has
already adjourned and will not recon-
vene until next year. Because many
employers will be implementing
EGTRRA changes as of January 1,
2002, it currently appears that they
will have to do so with no assurance
that retroactive conformity legislation
will be enacted in California.

Unfortunately, it is not a foregone
conclusion that conformity legislation
will be enacted next year. We con-
tacted a member of the California
State Assembly to determine the sta-
tus of conformity legislation. She
advised us that “If conformity would
cost more than $25,000 in lost rev-
enue, it is very unlikely to be enacted
in the forthcoming year because of
the state’s massive budget deficit.”
The  minority consultant to the
Assembly’s Revenue & Taxation
Committee was a bit more upbeat.
He told us that the need for con-
formity legislation was very well rec-
ognized, particularly as to retirement
plans. He said that, even though
retirement plan conformity would
cost California $55 million during
2002 alone, he was “cautiously opti-
mistic” that retroactive conformity
legislation would be enacted because

of the special difficulties that non-
conformity would cause employers
and employees.

In view of the possibility that retroac-
tive conformity legislation may not be
enacted, among other things, employ-
ers should (1) consider whether it is
appropriate to delay implementing
EGTRRA-authorized retirement plan
changes in California until conformity
legislation passes, especially changes
that are the most likely to be trouble-
some (e.g., catch-up contributions (but
the universal availability requirement
for catch-up contributions might pre-
clude implementation elsewhere if
California-based employees are
excluded)); (2) advise employees that
state employee benefit plan laws, such
as California’s, may not conform to
federal law in all instances; (3) imple-
ment a mechanism for keeping track
of the amounts employees contribute
to retirement plans on an after-tax
basis in California due to the lack of
conformity; and (4) urge your
California lobbyists or California-
focused trade associations to push for
retroactive conformity legislation on
an urgency basis.

For additional information regarding
California conformity issues, please contact
the Paul Hastings attorney with whom you
work or Ethan Lipsig in our Los
Angeles office at (213) 683-6000 or via
email at ethanlipsig@paulhastings.com.
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