The opinions expressed in this paper are the authors’ opinions and should not be attributed
to the South Carolina Department of Revenue. This paper is revised through June 10, 2005,
but does not reflect legislation passed in the 2005 South Carolina legislative session.

.04 Taxable Income Calculation
A. Federal Income Tax Conformity
1. General Provisions

South Carolina income tax laws conform substantially to the federal income tax laws.
This conformity simplifies the filing of returns by adopting federal taxable income as a starting
point for South Carolina income tax purposes. With some exceptions, South Carolina income tax
liability is determined in accordance with the same set of statutes and rules used in determining
federal income tax liability. Federal concepts of realization, recognition, and basis as well as
federal principles of accounting are used, but differences may result from South Carolina
modifications,! allocation, and apportionment? provisions. Subject to modifications, allocation,
and apportionment, South Carolina gross income and taxable income of a business is the
business’s gross income and taxable income as determined under the Internal Revenue Code.3

Each year South Carolina’s income tax laws are amended to conform to the Internal
Revenue Code of 1986 as amended through the immediately preceding December 31st.4 The
effective date provisions contained in the Internal Revenue Code are also adopted. Therefore,
when the annual South Carolina conformity amendment becomes effective,® Internal Revenue
Code provisions that went into effect during the preceding year are retroactively adopted and
considered to have the same effective date as they had for federal income tax purposes. In
addition, if Congress amended the Internal Revenue Code during the preceding year with a
provision that will be effective at a future date, South Carolina also adopts that change with the
same future effective date.

Note: The annual conformity amendment may result in differences in federal and South
Carolina law. Usually these differences are temporary. To avoid filing a return under
current law and then amending it when the conformity amendment becomes effective,
some taxpayers request an extension to file their returns.6

1See SC Code Title 12, Chapter 6, Article 9.
“See SC Code Title 12, Chapter 6, Article 17. See discussion in Section .05 of this portfolio.
3SC Code §§12-6-580 and 12-6-1110.

“See SC Code §12-6-40. The 2004 legislative session was an exception to this rule. The annual
conformity usually provided in SC Code §12-6-40 was provided for in a temporary proviso. Accordingly,
South Carolina’s income tax laws conform to the Internal Revenue Code of 1986, as amended through
December 31, 2003, for calendar year 2004 income tax returns, subject to the exceptions listed in SC
Code §12-6-50. See Section .01 B. of this portfolio for more information on South Carolina’s conformity
and exceptions.

>The amendment usually becomes effective in July.

®See Section .07 A. of this portfolio for a discussion of extensions to file a return.
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Note: The Internal Revenue Code is deemed to contain all changes necessary for the
State to administer its provisions. For example, “Secretary” or “Commissioner” used in
the Internal Revenue Code are deemed to mean the Director of the Department, and
“Internal Revenue Service” is deemed to mean the Department.”’

2. Internal Revenue Code Sections Not Adopted

SC Code §12-6-50 provides that the following Internal Revenue Code sections are
specifically not adopted by South Carolina:

1. Sections 1(a) through 1(e), 3, 11, and 1201 relating to federal tax rates;
2. Sections 22 through 53, 515, 853, 901 through 908, and 960 relating to tax credits;
3. Sections 55 through 59 relating to minimum taxes;

4. Sections 78, 86, 87, 196, and 280C relating to certain federal tax credits and the
inclusion of social security and certain railroad retirement benefits in income;

5. Sections 72(m)(5)(B), 72(f), 72(0), 72(q), and 72(t), relating to penalty taxes on
certain retirement plan distributions;

6. Section 168(k) relating to bonus depreciation;
7. Section 172(b)(1) relating to net operating loss carrybacks;
8. Sections 531 through 564 relating to certain special taxes on corporations;

9. Sections 581, 582, and 585 through 596 relating to the taxation of banking
institutions;

10. Sections 665 through 668 relating to taxation of certain accumulation distributions
from trusts;

11. Sections 801 through 845 relating to taxation of insurance companies;

12. Sections 861 through 908, 912, 931 through 940, and 944 through 989 relating to the
taxation of foreign income;

13. Sections 1401 through 1494 relating to taxes on self employment income and
withholding on non-United States persons;

14. Sections 1501 through 1505 relating to consolidated tax returns; and

’SC Code Ann. § 12-6-40(A)(2).
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15. Except as provided below, sections 2001 through 7655, 7801 through 7871, and 8001
through 9602, generally related to taxes other than income taxes, procedural matters
and criminal matters, and certain other purely federal matters. Internal Revenue Code
86015, innocent spouse relief from joint and several liability on joint returns, is
specifically adopted. Sections 6654 and 6655, additions to tax for failure to pay
estimated income taxes, are adopted with certain modifications provided in SC Code
812-6-3910. Internal Revenue Code §7518, Tax Incentives Relating to Merchant
Marine Capital Construction Funds apply for South Carolina income tax purposes to
any taxpayer for taxable years beginning after 1986.8

3. Elections, Tax Year, and Accounting Method

Elections made for federal income tax purposes in connection with Internal Revenue
Code Sections adopted by South Carolina automatically apply for South Carolina income tax
purposes.9 There is one exception to this rule. If a South Carolina corporation had a valid S
election in effect for federal tax purposes before January 1, 1985, it may, at its option, continue
to be taxed as a C corporation; i.e., subject to the 5% corporate tax provided in SC Code 812-6-
530, or it may elect South Carolina S corporation status.10

A taxpayer may not make an election solely for South Carolina income tax purposes,
except for elections not applicable for federal purposes, e.g., filing South Carolina’s version of a
“consolidated” return or a composite return as provided in SC Code §812-6-5020 and 12-6-5030,
respectively.1l

A taxpayer’s South Carolina taxable yearl? and method of accounting3 must be the
same as the taxpayer’s taxable year and method of accounting for federal income tax purposes.14

¥3C Code §12-6-1120(9).
%SC Code §12-6-40(B).
19566 SC Code 12-6-1210(F) and Section .03 C. 2. of this portfolio.

Ysc code 812-6-40(B). See Section .07 B. of this portfolio for a discussion of “consolidated” and
composite returns.

It q taxpayer’s taxable year is changed for federal income tax purposes, then the taxable year for South
Carolina income tax purposes is changed. The taxpayer must provide the Department with a copy of any
permission to change received from the Internal Revenue Service. If a change in taxable year results in a
taxable year of less than twelve months, South Carolina income tax must be computed in the manner
provided in Internal Revenue Code 8443(b) (Computation of Tax on Change of Annual Accounting
Period). SC Code 812-6-4410.

Bifa taxpayer’s method of accounting is changed for federal income tax purposes, the method of
accounting for South Carolina income tax purposes is changed. The taxpayer must provide the
Department with a copy of any written permission received from the Internal Revenue Service. When
written permission is not required to change a method of accounting, the taxpayer must provide the
Department with a copy of the election or statement provided to the Internal Revenue Service. Additional
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Note: A taxpayer planning to cease doing business in this State by the incorporation of an
existing business or, in the case of a corporate taxpayer other than a subsidiary
corporation, by the dissolution or surrender of its charter, must make a complete
accounting of all items of income and expense not previously taken into account because
the accounting method used by the taxpayer did not require the reporting of the items. A
corporate taxpayer must report all items of such income in its final return.1>

B. Gross Income Modifications

South Carolina gross income of a business is the business’s gross income as determined
under the Internal Revenue Codel6 subject to certain modifications,1” and allocation and
apportionment.18

Modifications which must be made to a corporation’s federal gross income to arrive at
South Carolina gross income include:19

1. South Carolina taxable income does not include amounts excluded from federal
income tax by reason of a treaty of the United States.20

2. A business incorporated in a foreign country may elect to apportion only United
States source income as determined for federal purposes on Form 1120F. No change
in the election may be made without permission of the Department.21

South Carolina income or deductions which result from adjustments that are necessary because of a
change in the method of accounting are included in or deducted from income as provided in the Internal
Revenue Code. SC Code §12-6-4420.

%S¢ Code §§12-6-4410 and 12-6-4420, respectively.

3SC Reg. §117-670.

'°SC Code §§12-6-580 and 12-6-1110.

1see SC Code Title 12, Chapter 6, Article 9.

18see SC Code Title 12, Chapter 6, Article 17. See discussion at Section .05 of this portfolio.

¥There are additional modifications for individuals, estates, and trusts which are not discussed in this
portfolio.

25 Code §12-6-1200.

13C Code §12-6-2300.
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3. The exclusion from gross income authorized by Internal Revenue Code 8103 (Interest
on State and Local Bonds) is modified to exempt only interest on obligations issued
by South Carolina or any of its political subdivisions, and to exempt interest from
obligations of the United States. This modification applies to all Internal Revenue
Code Sections referencing §103.22 If only a portion of the funds of a regulated
investment company is invested in obligations23 producing tax exempt interest, the
portion of dividends received which is attributable to those obligations is exempt for
South Carolina income tax purposes. The fund need not be invested 50% or more in
exempt obligations in order for the taxpayer to receive pass-through exempt treatment
for the dividends received.24

4. South Carolina gross income does not include any state income tax refund included in
federal gross income.2> This modification is consistent with the tax benefit rule since
no deduction is permitted for state income taxes.26

5. South Carolina gross income is determined without application of Internal Revenue
Code 8878 (Gross-up of Dividends Received from Certain Foreign Corporations) and

87 (Alcohol Fuel Credit).27

6. A beneficiary of a trust excludes from South Carolina income any excess distributions
by trusts included in the beneficiary’s federal taxable income by reason of Internal
Revenue Code §8665 through 668 (throwback rules) or any comparable provisions.28

7. A partner in the Palmetto Seed Capital Fund Limited Partnership29 excludes 75% of
the partner’s proportionate share of income from South Carolina gross income the
fund derives from a South Carolina business which is either:

223C Code 812-6-1120(1). See SC Rev. Rul. #91-15 for the rules used to determine if an obligation
generates tax-exempt interest and a list of obligations which generate tax-exempt interest.

23Generally obligations which generate tax exempt interest for South Carolina income tax purposes are
those obligations which Congress has designated as nontaxable, obligations of the United States, and
obligations of South Carolina and its political subdivisions to the extent they are nontaxable for federal
income tax purposes. SC Rev. Rul. #91-15.

#4SC Rev. Rul. #91-15.

2S¢ Code §12-6-1120(2).

63C Code §12-6-1130(2).

21SC Code §12-6-1120(4).

?83C Code §12-6-1120(6).

?93ee SC Code §41-44-60. The Palmetto Seed Capital Fund Limited Partnership is a partnership formed

pursuant to SC Code Title 41, Chapter 44. Its purpose is to raise funds to provide financing to businesses
which are expected to experience significant sales growth over the next 5 years.
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a. Established and operated in a “least developed county;”30 or

b. Invested in agriculture, aquaculture, or a related business or in a business created
by a socially or economically disadvantaged individual as defined in 13 Code of

Federal Regulations §8124.105(A) and 124.106.31

8. Internal Revenue Code 87518, Tax Incentives Relating to Merchant Marine Capital
Construction Funds, applies to any taxpayer for taxable years beginning after 1986.32

C. Taxable Income Modifications

Modifications which must be made to federal taxable income to arrive at South Carolina
taxable income include:33

1. The disallowance of deductions relating to tax exempt income required by Internal
Revenue Code 8265 applies if the related income is exempt for South Carolina
income tax purposes, whether or not the income is exempt for federal purposes. If an
expense or interest is disallowed under Internal Revenue Code §265 for federal
purposes, but is related to income taxed in South Carolina, that expense or interest
may be deducted for South Carolina income tax purposes.34

2. The deduction for taxes permitted by Internal Revenue Code 8164 is computed in the
same manner as 8164 except there is no deduction for state and local income taxes, or

any other taxes measured by, or with respect to, net income.3°

%9366 SC Code §12-6-3360 and Section .06 B. 2. d. in this portfolio for the method of determining least
developed counties.

31SC Code §12-6-1120(8).
%25C Code §12-6-1120(9).

%3 There are additional modifications for individuals, estates, and trusts which are not discussed in this
portfolio.

%43C Code §12-6-1130(1).
%3¢ Code 812-6-1130(2). This modification is limited for individual taxpayers to the excess of itemized

deductions over the standard deduction that would be allowed if the taxpayer had used the standard
deduction for federal income tax purposes.
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SC Revenue Ruling #03-6 provides a summary of selected taxes which are allowed or
disallowed as deductions under SC Code §12-6-1130(2) in arriving at South Carolina’s
taxable income, assuming they are allowed as a deduction under Internal Revenue Code
§164. Below is the summary.

Deduction Allowed Deduction Disallowed
(no add-back required) (add-back required)

1. State income-based taxes imposed by South Carolina L] X
2. State income-based taxes imposed by other states L] X
3. Local income-based taxes imposed by South Carolina L] X
local governments
4. Local income-based taxes imposed by out-of state L] X
local governments
5. Foreign taxes (other countries) ] ]
Note: No response; it depends on facts not provided.
6. State franchise taxes based on capital stock or net worth X O
7 State gross receipts taxes X ]
8. Indiana Gross Receipts Tax X ]
9. Kentucky License Tax X O
10. Michigan Single Business Tax X ]
11. New Hampshire Business Profits Tax L] X
12. Ohio Franchise Tax - net worth portion X L]
13. Ohio Franchise Tax - income-based portion ] X
14. Texas Franchise Tax - net worth portion X L]
15. Texas Franchise Tax - income-based portion ] X
16. Washington Business and Occupation Tax X ]
17. West Virginia Business and Occupation Tax X L]

3. For purposes of computing the deduction for estate taxes allowed by Internal Revenue
Code 8691(c), “estate tax” means the South Carolina estate tax including any South
Carolina generation-skipping transfer tax.36

%3¢ Code §12-6-1130(3).
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4. A net operating loss (NOL) deduction is computed in accordance with the Internal
Revenue Code except that:

a. All items of income and deductions used in computing the NOL deduction are
subject to modification.37

b. No carrybacks are allowed. A federal election to carryback an NOL deduction
does not affect the computation of this deduction for South Carolina income tax
purposes.

c. An NOL is subject to allocation and apportionment under SC Code Article 17 of
Chapter 6 of Title 12 in the year the loss is incurred.38

Note: A federal NOL is never automatically used for South Carolina income tax
purposes. The South Carolina NOL is computed for each applicable year. The
federal loss is modified by any applicable South Carolina adjustments.39

Note on NOL limitations: South Carolina has adopted §8269, 381, and 382 of
the Internal Revenue Code.40 In the context of NOLs, §269 limits certain NOL
deductions obtained through the acquisition of stock or property where the
taxpayer’s principal purpose was tax avoidance. Sections 381 and 382 limit the
use of NOL carryovers where there has been a substantial change in the
corporation’s ownership. South Carolina has not, however, adopted the Internal
Revenue Code consolidated return sections or regulations.4! Therefore the
“separate return limitation year” or “SRLY” rules and the rules with respect to the
application of Internal Revenue Code §382 to consolidated groups do not apply to
limit NOL deductions.42

373ee the discussion in this Section of this portfolio and SC Code Title 12, Chapter 6, Article 9.
%3¢ Code 812-6-1130(4). See Section .05 of this portfolio.

9566 17.12[1][b] of Hellerstein & Hellerstein, State Taxation (3rd ed. 2000) which refers to this method
of calculating the state NOL as “manner conformity.”

“05¢ Code §812-6-40 and 12-6-50.

Internal Revenue Code §§1501 through 1505 and the regulations thereunder. See SC Code §12-6-
50(13).

“Treas, Reg. 81.1502-21 and 1.1502-90 through 1.1502-99.
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In an Administrative Law Court decision,43 where the facts made the Tax Reform
Act of 1986 amendments to 8382 inapplicable, the Judge determined that 8382
did not apply, but that the anti-abuse cases which preceded 88381 and 382, Libson
Shops#4 and Woolford Realty,4> applied to deny the use of the NOLs.

Comment: In the authors’ view South Carolina follows the conclusion that
Libson Shops and other similar cases have no application where 88381 and 382
apply to limit the use of the NOL.46 If §§381 and 382 do not limit the use of the
NOL, the authors’ believe that, consistent with the Administrative Law Court
decision, Libson Shops, etc., apply, but should only be applied in a situation
which could be seen as an abuse, and that is most likely when it is a case, where
under the Internal Revenue Code, the SRLY rules would apply.

A loss incurred during a separate return year by a member of a group that would meet
the South Carolina requirements to file a consolidated return4’ during the separate
return loss year, may, if the group elects to file consolidated returns in a future year,
be used as an NOL to offset the income of other consolidated members.48

5. A corporation may not carry back a net capital loss as permitted by Internal Revenue
Code 81212(a). A net capital loss may be carried forward to future years to the extent
provided in Internal Revenue Code §1212(a).4°

6. In computing the depletion deduction pursuant to Internal Revenue Code §8611
through 613, a taxpayer that allocates or apportions income under the provisions of
SC Code Atrticle 17 of Chapter 6 of Title 12 has the option of:

a. Apportioning the deduction according to the appropriate South Carolina
apportionment percentage provided in SC Code 8812-6-2250 through 12-6-

2310:90 or

43Anonymous v. SC Dept. of Revenue, Docket No. 95-ALJ-17-0228-CC (January 17, 1996).
*Libson Shops, Inc. v. Koehler, 353 U.S. 382 (1957).
*Woolford Realty Co., Inc. v. Rose, 286, U.S. 319 (1932).

*®This is the “more widely accepted” view; see 114.46[2] Bittker & Eustice, Federal Income Taxation of
Corporations & Shareholders (7th ed. 2000).

*'See Section .07 B. of this portfolio. In South Carolina the taxable income and loss of each corporation is
determined separately and then combined.

3C Tech. Adv. Memo. #89-22.
*SC Code §12-6-1130(5).

%0566 Section .05 E. of this portfolio.
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b. Allocating the deduction to South Carolina with respect to mines, oil and gas
wells, and other natural deposits located in this State. The amount allocated to
South Carolina may not exceed 50% of the net income apportioned to South
Carolina by SC Code §§12-6-2250 through 12-6-2310.51

7. The provisions of Internal Revenue Code 8280C limiting the deduction of certain
expenses for which federal credits are allowable do not apply.52

8. Taxable income is computed without the deductions for certain unused business
credits authorized by Internal Revenue Code §196.°3

9. If, for federal income tax purposes, a taxpayer claims a credit which requires a
reduction of basis to 838 property under Internal Revenue Code 850(c), the taxpayer
may deduct the amount of the basis reduction for South Carolina income tax purposes
by the amount of the basis reduction in the tax year in which basis is reduced for

federal income tax purposes.>4

10. A dividend from a foreign corporation is treated as a dividend from a domestic
corporation for the purposes of the dividends received deduction under Internal
Revenue Code §243.5°

D. Modifications Initiated by the Department or Taxpayer
1. Internal Revenue Code §8482 and 7872

South Carolina has adopted Internal Revenue Code 8482, allowing the allocation of
income, deductions, and credits among taxpayers under common control in order to clearly
reflect income, and Internal Revenue Code §7872 imputing interest payments on certain below-
market interest rate loans.

The Department has not used Internal Revenue Code 8482 often. Although §482 has been
used in audits, the only reported decision in the last ten years to consider it>6 ultimately relied
upon Internal Revenue Code §7872.

*1SC Code §12-6-1130(6).
%23C Code §12-6-1130(7).
>33C Code §12-6-1130(8).
>'SC Code §12-6-1130(9).
*>SC Code §12-6-1130(11).

®Commission Decision #94-44 (1994).
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Note: It has been argued that states that have adopted Internal Revenue Code 8482 do not
have discretionary authority to use it because §482 grants that discretion to the Secretary
of the Treasury. °’ South Carolina law, however, provides that for South Carolina income
tax purposes, “Secretary,” as used in the Internal Revenue Code, is deemed to mean the
Director of the Department.®®

The audit involved parent and subsidiary corporations. The parent was an active
management company that provided services to all of its subsidiaries. The parent did not file
income tax returns with South Carolina and the Department did not attempt to assert nexus over
it. The taxpayer was a subsidiary corporation engaged in the business of manufacturing and
distributing products throughout the United States. The subsidiary conducted business in South
Carolina and filed income tax returns with South Carolina.

The parent performed the majority of cash management functions for its subsidiaries. The
cash management system was composed of centralized collections and disbursements,
centralized financing, and centralized administration and accounting responsibility. On a daily
basis, cash was transferred from the taxpayer’s depository account to the parent’s depository
account. The funds that were transferred by the taxpayer to the parent were generated by the
taxpayer in the course of its manufacturing operations. On the taxpayer’s pro forma federal
income tax returns, the taxpayer listed these intercompany transfers of cash as an asset called
“Due from Affiliates.” On the parent’s federal income tax returns, the amount was recorded as a
liability called “Payable to Subsidiaries.” The “Due from Affiliates” and “Payable to
Subsidiaries” accounts fluctuated as cash was distributed by the taxpayer to the parent and
returned by the parent to the taxpayer to meet the taxpayer’s day-to-day needs, including
equipment purchases, utilities, payroll, and other ordinary expenses. The taxpayer paid one
dividend to the parent in 1990. No other distributions from earnings and profits were recorded on
the taxpayer’s returns for the three year audit period.

The first issue was whether the transfers of money from the taxpayer to the parent should
be characterized as loans or constructive dividends. If the transfers were characterized as loans,
the second issue was whether interest should be imputed on those loans.>® The Commission held
that the transfers from the taxpayer to the parent were loans, not constructive dividends.

The Commission first reasoned that South Carolina recognized even related corporations
as distinct entities and taxpayers. Therefore, when the taxpayer transferred funds to its parent, the
transaction must be recorded in a manner for accounting and tax purposes which would be
appropriate if the taxpayer were dealing with an independent third party. In this case either as a
loan or a dividend.

See e.g., Comptroller of the Treasury v. Gannett Co., Inc., 356 Md. 699, 741 A.2d 1130 (1999).

%83C Code Ann. § 12-6-40(A)(2).

The third issue was whether that interest should be apportioned in part to South Carolina or allocated to
the taxpayer's principal place of business. That issue is discussed at Section .05 F. 4. b. of this portfolio.

This case also involved safe harbor leases and that issue is discussed at Section .05 F. 4. c. of this
portfolio.
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Relying on opinions from the U.S. Tax Court and other states, the Commission reasoned
that taxpayers were entitled to attack the form of their transactions only when their tax reporting
and other actions had shown an honest and consistent respect for what they argue is the
substance of the transactions. It then found that the taxpayer’s books and records supported the
characterization of the transactions as loans.

The Commission next considered whether interest should have been imputed on the
loans. The Commission held that Internal Revenue Code 88482 and 7872 both provide authority
to impute interest on loans between related parties which bear no interest or a below-market
interest rate. Relying on Treasury Prop. Reg. 1.7872-2(a)(2)(iii) and Bittker & Eustice,0 it found
that loans between parent-subsidiary corporations on interest terms below a prescribed rate are
considered covered by Internal Revenue Code 87872 rather than Internal Revenue Code 8482.

Finally the Commission held that the imputed interest income should be apportioned and
not allocated to the commercial domicile of the subsidiary.61

2. Allocation and Apportionment and Matching

There are four provisions which may result in apportionment formulas tailored to a
particular corporation. The first, which may be initiated by the taxpayer or the Department, is
used if the regular allocation and apportionment provisions do not fairly represent the extent of
the taxpayer's business activity in South Carolina.62 The other three are economic development
incentives which may be initiated by the taxpayer.63

Expenses incurred in earning allocable income are matched and offset against the income
they generated. They are not available for use against apportionable income. Income generated
by prior apportioned deductions, e.g., depreciation recapture, will generally be apportioned.64

E. 1985 Transition Provisions

In 1985, South Carolina substantially conformed its income tax laws with the Internal
Revenue Code. This process involved a number of provisions to make the transition smoother

®Federal Income Taxation of Corporations and Shareholders, 1 15.04 (3d Ed. 1971).

®15ee Section .05 F. 4. b. of this portfolio.

®25C Code §12-6-2320(A). See Section .05 E. 6. a. in this portfolio.

®33¢ Code 8812-6-2320(B) and (C) and 12-15-40. See Section .05 E. 6. b. ¢, and d. in this portfolio.

®4See the cases discussed below in Section .05 D. of this portfolio, especially the Hercules case discussed
in Section .05 D. 4.
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and to answer questions about items that had tax consequences beginning prior to, and ending
after, South Carolina conformity.65

The transition rules include:

1.

3.

A taxpayer amortizing a capital expense prior to 1985 was, beginning with 1985,
allowed to deduct for South Carolina income tax purposes the amount amortized and
deducted for federal income tax purposes. At the expiration of the amortization for
federal income tax purposes, the taxpayer may continue to amortize, for South
Carolina income tax purposes, the balance of the capital expense, if any, using the
same rate of amortization until the cost of the item has been fully amortized.66

A taxpayer depreciating the cost of personal property or improvements to real estate
placed in service before 1985, is allowed for South Carolina income tax purposes the
same annual deduction as allowed for federal tax purposes. Beginning with the year
following the expiration of the deductions for federal tax purposes, the balance of the
deductible cost, if any, may be deducted at the rate of 50% a year for personal
property and 20% a year for real property improvements, until the entire deductible
cost has been deducted for South Carolina income tax purposes. The deduction may
not exceed the taxpayer’s depreciable basis.67 But, if a taxpayer has a higher basis in
assets for South Carolina income tax purposes, the taxpayer may continue to
depreciate the assets, to the extent depreciable, in the manner in which the assets were
being depreciated before 1985, if the higher basis is the result of (a) a taxable
corporate liquidation, or (b) a like-kind exchange of property that qualified for
deferral of gain for federal, but not South Carolina, income tax purposes.©8

A taxpayer reporting income from a corporate liquidation distribution under Internal
Revenue Code 8337 using the installment method of reporting or from an installment
sale under Internal Revenue Code 8453, who has previously reported all the gain for
South Carolina income tax purposes must reduce his South Carolina taxable income
by the amount of the installment gain. If prior to 1985, a taxpayer elected installment
sale reporting for South Carolina purposes and not federal purposes, the taxpayer
continues to report gain on his South Carolina tax return in addition to income
otherwise taxable.69

%3¢ Code §12-6-1210. See South Carolina Income Taxation by F. Ladson Boyle and John von Lehe (3rd
ed. 1987), for a discussion of the changes necessary for South Carolina to adopt the Internal Revenue

Code.

%8SC Code §12-6-1210(A).

%7SC Code §12-6-1210(B).

%83C Code §12-6-1210(C).

93¢ Code §12-6-1210(D).

.04 SC Corporate Income Taxes — 13



4.

If a South Carolina taxpayer had a valid S election in effect for federal tax purposes
before 1985, but has not elected that treatment for South Carolina income tax
purposes, the taxpayer may at its option continue to be subject to the corporate
income tax provided in SC Code §12-6-530 or the taxpayer may affirmatively elect
South Carolina S corporation status.”0

Comment: It is the Department’s longstanding position that a foreign corporation
with a valid federal S election that first comes into South Carolina on or after January
1, 1985 must file as an S corporation. An S election made on or after January 1, 1985
automatically applies for South Carolina.

A taxpayer receiving an annuity before January 1, 1985, that is subject to tax pursuant
to Internal Revenue Code 8§72 must continue to report income from the annuity in the
manner provided in SC Code §12-7-560(2) in effect on December 31, 1984.71 Under
this method, payments that represent return of premiums are excluded from income.
This section allowed the annuitant to recover his entire cost basis in the contract
before reporting any income.’2

If a taxpayer is subject to the provisions of Internal Revenue Code 88483 (Interest on
Certain Deferred Payments) or 1271 through 1288 (Special Rules for Bonds and
Other Debt Instruments) as a result of a contract entered into before 1985, then no
recomputation of principal and income is required.”3

For a taxable year beginning after 1984, to the extent gross income or taxable income
of any taxpayer is affected by a provision of federal law enacted before 1985, which
provision is not contained in the Internal Revenue Code, the provision is applicable in
determining the South Carolina gross and taxable income of the taxpayer in the
appropriate taxable year.’4

s¢c Code 812-6-1210(F). See Section .03 C. 2. of this portfolio for a discussion of making an S election.
'S¢ Code §12-6-1210(K).

2506 A Comparison between Internal Revenue Code 1954 and South Carolina Code 1976 published by
the SC Tax Commission.

33C Code §12-6-1210(L).

sC Code §12-6-1210(M).
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