DISCUSSION TOPICS

Franchise Tax Board Interested Parties Meeting -
Regulation Sections 23701(i) and 23772(d),
Relating to Incorporated Subordinates and Group Exemption
July 22, 2008

1. BACKGROUND

AB 897, Stats. 2007, ch. 238, changed the rules for California income and franchise tax
purposes for organizations that are exempt under Internal Revenue Code (IRC) section
501(c)(3). Specifically, AB 897 added a new subdivision to Revenue and Taxation
Code (RTC) section 23701d that provides generally that IRC 501(c)(3) exempt
organizations will be exempt for California purposes upon submission of a copy of the
organization's IRC 501(c)(3) federal determination letter to the Franchise Tax Board
(FTB). This change specifically applies to requests for tax-exempt status in California
filed by organizations with the FTB on or after January 1, 2008.

The Legislature's purpose for enacting AB 897 was specifically stated in Section 3 of the
act as follows:

The Legislature finds and declares that the enactment of this act and the
retroactive application provided by Section 1 of this act are necessary for
the public purpose of providing relief under California law to certain
nonprofit organizations that qualify as tax-exempt for federal income tax
purposes and are seeking to obtain tax-exempt status in California by
eliminating the requirement to file a separate application with the
Franchise Tax Board for those organizations that have received a federal
determination letter, and thus, streamlining the process of obtaining the
tax-exempt status for state income tax purposes, and ensuring that every
eligible organization qualifies for this new process regardless of whether
the organization receives a federal determination letter before or after
January 1, 2008.

As the legislative purpose of AB 897 is to allow federal law under IRC section 501(c)(3)
to control, to the extent that existing California regulations conflict with federal law under
IRC section 501(c)(3), consideration of any conflict in existing regulations is required to
effectuate the Legislature's intent in AB 897.

Currently, both California and federal law recognize a group of organizations as tax-
exempt if they are affiliated with a central organization (one which has one or more
subordinates under its general supervision or control). The concept of a central
organization applying for tax exemption for itself and its subordinates (i.e., chapter,
local, post, or unit) is known as a "group exemption."

Page 1 of 2



However, there is a distinction between federal and California law regarding group
exemptions. This occurs because under federal law, both incorporated and
unincorporated subordinates are eligible for a group exemption. Conversely, under
existing California regulations, only unincorporated subordinates are allowed to obtain
their tax exemption by virtue of being part of a group. (See Regulation sections 23701(i)
and 23772(d).) In California, incorporated subordinates must submit an individual
application with the fee amount to establish exempt status. (See Regulation sections
23701(i) and 23772(d).) Therefore, to effectuate the legislative purpose of AB 897, the
FTB is holding an interested parties meeting to consider whether existing Regulation
sections 23701(i) and 23772(d) should be amended to allow incorporated subordinates
to be able to obtain tax exemption by virtue of being part of a group.

2. STAFF'S EXPECTATIONS FOR THE MEETING

The FTB anticipates hosting an open discussion to address whether existing Regulation
sections 23701(i) and 23772(d) should be amended to allow incorporated subordinates
to be able to obtain tax exemption by virtue of being part of a group.

3. POSSIBLE SOLUTIONS

Existing Regulation sections 23701(i) and 23772(d) could be amended to conform to
federal law, which allows incorporated subordinates to be able to obtain tax exemption
by virtue of being part of a group. Such action would effectuate the legislative purpose
of AB 897 (i.e., allowing federal law under Internal Revenue Code section 501(c)(3) to
control for California purposes.)
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