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In brief 
Over the past several years, the standard for ‘doing business’ in California has evolved due to statutory 
changes in the definition of ‘doing business’ and apportionment sourcing rules.  California’s recent switch 
to a mandatory market-based rule for sourcing of services could result in an out-of-state asset manager 
that is organized as a limited liability company (LLC) to be subject to California’s LLC tax, LLC fee, and a 
California income tax withholding obligation, even though the company has no property or payroll in 
California, and all of its management services are performed outside of California. 

 
In detail 

Unbeknownst to them, asset 
managers may be ‘doing 
business’ in California  
Prior to January 1, 2011, ‘doing 
business’ in California meant 
“actively engaging in any 
transaction for the purpose of 
financial or pecuniary gain or 
profit.”  As of January 1, 2011, 
the state adopted a statutory 
standard of economic nexus, 
which holds that a taxpayer is 
‘doing business’ if the taxpayer 
has gross receipts derived from 
California that exceed 
approximately $500,000 or 
25% of the entity’s total gross 
receipts. For taxable years 
beginning on or after January 1, 
2013, the gross receipts 

threshold is $518,162. The 
discussion below outlines some 
of the implications of this 
change for asset managers.  

How the new sales sourcing 
rules impact asset managers 
The statutory adoption of 
‘economic nexus’ brings 
additional importance to sales 
sourcing rules that are 
applicable to asset management 
companies.  Prior to January 1, 
2011, sourcing receipts based on 
the cost of performance (COP) 
was the general rule for sales of 
services. COP required sourcing 
the sale of services where the 
greatest cost of performing the 
services was incurred or, in the 
case of asset managers, based 
on the ratio of time spent 

providing services in California, 
as compared to total time spent 
in all jurisdictions performing 
services.  However, starting 
January 1, 2011, for purposes of 
determining economic nexus 
and sourcing receipts, California 
requires a market-based 
sourcing methodology.  The 
market-based approach sources 
the receipts to California to the 
extent the purchaser of the 
services received the benefit of 
the service in California.  This 
change may cause some out-of -
state companies, which 
previously did not have nexus 
with the state, to have an 
increase in their California 
sourced receipts, resulting a in a 
new taxable presence in the 
state.  
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Under the recently passed sales 
sourcing regulations, there is no 
specific guidance on how to source 
management fees for asset 
management companies.  Specifically, 
it is unclear whether the ‘benefit 
received’ is the location of the fund 
paying the management fees or the 
location of the fund’s individual 
members paying the management 
fees. Current regulatory guidance in 
California, which is found in CCR 
Section 25137-14, requires mutual 
fund service providers to apportion 
their receipts from mutual fund 
services using a ‘look-through’ 
approach that is based on the 
shareholder location. However, asset 
managers that are not providing 
services to mutual funds are not 
covered by the existing special 
industry regulation, despite the 
similarity in the services being 
provided. 

Current proposed amendments to 
CCR Section 25136-2, which includes 
two new examples, essentially  
extends the ‘look-through’ approach 
sourcing rules to asset management 
fees that do not fall within current 
CCR Section 25137-14, the mutual 
fund service providers regulation.  The 
proposed regulation indicates that 
asset management companies should 
assign revenue from services provided 
‘on behalf of’ the shareholders, 
beneficial owners, and investors to the 

domicile of shareholders, beneficial 
owners, and investors.  The approach 
is confirmed by the guidance from the 
California Franchise Tax Board (FTB) 
expressed at the interested parties 
meeting held on October 18, 2013, and 
subsequent draft regulations.   

LLCs doing business in California 
must pay either an annual LLC 
tax or fee 
California’s recent switch to market-
based sourcing of services, as 
discussed above, could result in an 
out-of-state asset manager being 
subject to the LLC tax in California 
even though it has no property or 
payroll in California, and all of its 
services are performed outside of 
California.  If an LLC is deemed to be 
‘doing business’ in California and has 
not elected to be classified as a 
corporation, it must pay the annual 
$800 LLC tax and file an annual 
return.   

If an LLC is not classified as a 
corporation but, rather, is classified as 
a partnership or disregarded entity, 
then it may also have an increased tax 
liability due to the new nexus 
standards and the changes in the 
sourcing methods. Non-corporate 
LLCs that are deemed to have nexus 
in the state must pay an annual fee 
based on total gross income from all 
sources reportable to California.  The 
LLC fee can range from $800 to 

$11,790, depending on the gross 
receipt fees attributable to California.  

Please click here for more information 
on the new California LLC Fee 
regulation, which provides guidance 
on flow-through income. 

A taxable presence may bring new 
withholding requirements 
If the market-based sourcing method 
required for an asset management 
company's receipts results in a taxable 
presence in the state, then it may also 
result in the entity being within the 
scope of California’s income tax 
withholding requirements. California 
has a very complex set of non-resident 
income tax withholding rules, which 
take into account whether the non-
resident is a domestic or foreign 
partner, the withholding threshold, 
and tax rates.  

The takeaway 
The degree to which the adoption of 
economic nexus and market-based 
sourcing rules will impact asset 
managers will differ depending on the 
composition and the degree of 
connection of the asset management 
companies to California. Such 
companies would be well advised to 
analyze and determine the California 
tax obligations of the entity and its 
members under the new framework of 
economic nexus and market sourcing 
rules.  
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Let’s talk   

For more information on the taxation of LLCs in California or asset management companies in general, please contact: 

State and Local Tax Services—Asset Management 

Eran J. Liron 
Partner, San Jose 
+1 (408) 817-3937 
eran.j.liron@us.pwc.com 

Sam Melehani   
Partner, Los Angeles 
+1 (213) 356-6900   
sam.melehani@us.pwc.com 

Brian Rebhun 
Principal, New York 
+1 (646) 471-4024 
brian.rebhun@us.pwc.com 
 

Yannie Wong 
Director, San Jose 
+1 (408) 817-3860  
yannie.k.wong@us.pwc.com 

Theresa Thompson 
Manager, San Jose 
+1 (408) 817-3747 
theresa.n.thompson@us.pwc.com 
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