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California's expanded definition of "doing 
business" may create new franchise tax filers, 
according to the California Franchise Tax Board 
(FTB) in a recently issued news release.  The 
release indicates that this expanded definition 
may cause corporate limited partners previously 
subject to the corporate income tax to be now 
subject to the corporate franchise tax, including 
the minimum tax.  (FTB Taxnews, March 2011, 
03/01/11) 
 
Background 
 
Effective for taxable years beginning on or after 
January 1, 2011, California's definition of "doing 
business," found in Cal. Rev. & Tax. Code Sec. 
23101, includes any taxpayer whose sales in the 
state for the taxable year exceed the lesser of 
$500,000 or 25% of the taxpayer's total sales.  
For purposes of determining whether the sales 
threshold is exceeded, sales of the taxpayer 
include sales by the taxpayer's agents and 
independent contractors.   
 
California also includes within the definition of 
"doing business" having real property and 
tangible personal property in the state exceeding 
$50,000 (or 25% of the taxpayer's total real and 
tangible personal property), or paying 
compensation in the state in excess of $50,000 
(or 25% of the total compensation paid by the 
taxpayer).  
 
Interplay of P.L. 86-272 
 
The news release provides examples that 
demonstrate how Public Law 86-272 is to be 
applied under the expanded definition of doing 
business.  In one example, Corporation A, an 
out-of-state seller of tangible goods, has no 
property or payroll in California and meets the 
"doing business" sales threshold during tax year 
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2011. As a result, Corporation A will have a filing 
requirement for tax year 2011 and will be subject 
only to the $800 minimum tax, assuming its 
activities in the state are protected under P.L. 86-
272. 
 
This is the same result as under prior law for 
those corporations that were qualified/registered 
with the Secretary of State and therefore were 
subject to the minimum tax.  Under the new 
doing business definition, corporations will be 
subject to the minimum tax if they exceed any of 
the minimum doing business thresholds, whether 
or not they registered with the Secretary of State. 
 
Limited partners 
 
In another example, Corporation B, a limited 
partner in Partnership X, is deemed to be doing 
business in the state because it's pro rata share 
of Partnership X's California sales exceeds 
$500,000. (The example also analyzes 
Corporation B's pro rata share of Partnership X's 
California property and payroll, but, in this 
example, such pro rata shares do not exceed the 
statutory thresholds.  Also, note that in this 
example, it does not matter whether Corporation 
B and Partnership X are unitary.)  Corporations 
not "doing business" in California but deriving 
income from California sources are subject to the 
corporation income tax rather than the franchise 
tax (which includes the minimum tax).  Because 
Corporation B is now deemed to be doing 
business in the state, it will now be subject to the 
franchise tax, including the minimum tax, rather 
than the income tax based only on its receipt of 
California income from Partnership X. 
 
LLC limited partners 
 
In a separate section of the news release, 
relating to the filing obligations of LLCs, the FTB 
provided that LLCs that are limited partners of 
partnerships doing business in the state may file 
a Form 565 - Partnership Return of Income, if 
they meet the requirements for "Finanz status." 

(Click here.) In the Appeal of Amman & Schmid 
Finanz, the Board of Equalization (BOE) ruled 
that because "doing business" under the 
Revenue and Taxation Code was defined as 
being "actively engaged in a transaction for 
profit," and limited partners are prohibited from 
being actively engaged in the management of a 
limited partnership, a limited partner will not be 
considered to be doing business merely through 
its limited partnership interest. (Appeal of Amman 
& Schmid Finanz, 96-SBE-008, 4/11/96.)  
 
"Generally, only foreign LLCs that are limited 
partners of partnerships doing business in the 
state qualify [for Finanz status], FTB cautioned.  
"Additionally, changes to the definition of 'doing 
business' in CR&TC Sec. 23101 (effective for tax 
years beginning January 1, 2011) may result in 
entities previously eligible for Finanz treatment 
being disqualified."  As a result, LLC limited 
partners who meet or exceed the new doing 
business thresholds under Sec. 23101 will be 
required to file Form 568 - LLC Return of Income, 
will be subject to the annual tax, and may be 
subject to an LLC fee. 
 
PwC observes 
 
"As described in this release, some corporations 
previously subject to the corporate income tax 
will now become corporate franchise taxpayers, 
and some foreign LLCs will now be subject to 
certain taxes and fees," observes Alan Bollinger, 
PwC National Tax Services - SALT Director in 
Sacramento.  "However, the release does not 
touch on another significant element of the 
legislation that implemented the new doing 
business standard, which is the re-adoption of 
the Finnigan rule, also taking effect in 2011.  The 
real impact is going to be felt where the FTB 
attributes protected P.L. 86-272 sales, under the 
Finnigan rule, to other members of a commonly 
controlled group 'doing business' in California.  
Litigation will likely determine the constitutional 
validity of this approach." 
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