
April 4, 2007 

STAFF REPORT, STAFF RECOMMENDATION, AND REQUEST FOR ADOPTION OF 
PROPOSED REGULATION SECTION 25137-14, SPECIAL INDUSTRY REGULATION 
FOR MUTUAL FUND SERVICE PROVIDERS, AS AN ADDITION TO CALIFORNIA 
CODE OF REGULATIONS, TITLE 18, SECTION 25137, RELATING TO EQUITABLE 

ADJUSTMENT OF THE STANDARD ALLOCATION AND APPORTIONMENT 
PROVISIONS 

 
On September 21, 2005, staff issued FTB Notice 2005-3, requesting public input regarding the 
need for a special industry regulation for mutual fund service providers (MFSPs).  Staff did not 
provide language at that time, but rather sought to elicit input regarding the methods used in 
other states and what a California regulation should look like if one were to be proposed.  A 
symposium was held on October 28, 2005.  Considerable information was gathered and staff 
began working on a regulation with the help of interested parties who participated in the 
symposium.  Once language was developed, staff asked the Franchise Tax Board, at its June 19, 
2006, meeting, to allow staff to move into the formal regulatory process to adopt a regulation to 
address the needs of MFSPs.  The Board approved staff's request to move forward, and a formal 
Notice of Hearing was published on October 27, 2006. 
 
On December 18, 2006, Carl Joseph of the department's Legal staff held the required public 
hearing at the Franchise Tax Board's central office to receive public comments on the proposed 
Regulation Section 25137-14. There were 14 attendees at the hearing. 5 persons, who each 
submitted written comments, also presented comments orally at the hearing. In addition there 
was an attendee who, while not providing specific oral comments, asked for an extension of time 
to provide written comments regarding the regulation.  This request was granted, with the 
comment period for written comments being extended until January 15, 2007.  In total, during 
the formal regulatory process there were comments received from 9 different commentators who 
submitted approximately 45 comments in total, orally and in writing. 
 
In response to the comments raised, staff published a 15-day Notice setting forth certain  
"sufficiently related changes" within the meaning of Government Code section 11346.8, 
subdivision (c).  The Notice was mailed on February 21, 2007, with comments due no later than 
March 12, 2007. A total of 4 comments were received in response to the 15-day Notice.  
 
 The comments received during the formal regulatory process generally fell into four categories: 
 

1. MFSPs based outside of California submitted comments asking that the Finnigan 
approach be removed from the proposed regulation.   

2. MFSPs based in California submitted comments requesting that the throwback provision 
of the proposed regulation be removed. 

3. Comments that the staff had not met its burden of proof to show the need for the 
proposed regulation. 

4. Comments regarding the actual language of the proposed regulation that requested 
changes, for clarification and other reasons. 

 
Included, as Exhibit A to this report, is a global response to the concerns of commentators raising 
issues in categories 1 and 2 above.  Category 3 is addressed, in detail, in the responses to 
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comments, included as Exhibit B. Most of the items raised in comments falling into category 4 
were addressed in the changes that led to the 15-day Notice, which changes were accepted 
without the need for further revision by the commentators.  The 15-day changes and explanations 
for the changes are also included as Exhibit C to this report.  The comments received during the 
formal regulatory process and during the 15-Day comment period are attached as Exhibit D to 
this Report.  The transcript of the Regulatory Hearing is included as Exhibit E. The final version 
of the regulation is included as Exhibit F to this Report, and the Supplemental Analysis of the 
Revenue Impact for Proposed Regulation Section 25137-14 is included as Exhibit G. 
 
Staff recommends that the Board authorize the Executive Officer to proceed with the final 
requirements for the adoption of proposed Regulation Section 25137-14, the language of which 
is set forth in Exhibit F of this package.  
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Hearing Officer's Response to Primary Objections to Proposed  
Regulation Section 25137-14 

 
 
The Mutual Fund Service Provider (MFSP) regulation came about as a result of past 
petitions by MFSPs to utilize an alternative apportionment formula under the authority of 
section 25137 of the Revenue and Taxation Code (RTC).  These petitions made a 
compelling argument that the normal apportionment formula rules for the sales factor 
simply do not work for members of this industry. The MFSPs argued that the standard 
apportionment rules for the sales factor do not reflect the market for their services, but 
simply assign most of their receipts to their home state based on the activities of their 
employees.  Because market reflection is the underlying reason for the inclusion of the 
sales factor in the apportionment formula, FTB staff agreed with this argument and 
granted these petitions without objection from the three-member Franchise Tax Board. 
 
The proposed regulation now seeks to consistently apply this alternative methodology to 
all members of the industry.  The alternative method assigns these services receipts to 
the location of the underlying shareholders in the mutual funds.  The methodology is 
consistent with the laws of at least twelve other states who have specifically addressed 
the apportionment formula for MFSPs. Input received during the regulatory process has 
been generally quite favorable.  MFSPs located in other states have objected to some 
of the provisions in the proposed California regulation that would increase their sales 
factors in California. Their primary objection relates to the use of a so-called "Finnigan"1 
methodology in determining the sales factor numerator of a MFSP unitary group.  This 
methodology treats the unitary group as one taxpayer for purposes of determining 
taxability.  Therefore, as long as there are members of the unitary group that are 
taxpayers in this State, all of the receipts assignable to this State through the 
shareholder ratio calculation will be included in the California numerator, regardless of 
whether the specific entity in the unitary group that is receiving the receipts is itself a 
California taxpayer.  This methodology is legally permissible2 and is necessary for two 
main reasons: 
 

1. MFSPs are frequently set up as a group of separate entities that are highly 
interdependent.  This is done in order to meet regulatory requirements imposed 
by the SEC and other agencies.  Because of this, the use of the Finnigan method 
works better for this industry.  In addition, the use of Finnigan has been endorsed 
by the in-state MFSP's.  As described by one of the MFSPs: 

 
 In a highly regulated enterprise, such as is found among Mutual 
Fund Service Companies, companies operate in a manner that is 
inconsistent with the separate company apportionment 

                                            
1 Appeal of Finnigan Corporation, Cal. St. Bd. of Equal., August 25, 1988 [88-SBE-022] (“Finnigan I”) and 
January 24, 1990 [88-SBE-022-A] (“Finnigan II”) 
2 See Citicorp North America, Inc v. Franchise Tax Board (1st Appellate Dist., 2000) 100 Cal Rptr. 2d 509. 
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methodology of Joyce, and in a manner that is far more consistent 
with the unitary apportionment methodology of Finnigan.3 

 
2. The use of Finnigan will allow California to pick up the receipts that are assigned 

here by other states that have a similar shareholder location methodology.4  
MFSPs based in these states are receiving a denominator inclusion for receipts 
derived from investments by shareholders located in California. Without using the 
Finnigan methodology, California will not include these denominator amounts in 
the California numerator.  Instead, the receipts simply are never counted 
anywhere.  This will put out-of-state businesses at a competitive advantage over 
in-state companies due to their lower overall state tax burden.  Obviously this 
should not happen.  Similarly situated taxpayers should be treated the same for 
tax purposes, and use of the Finnigan methodology is necessary to accomplish 
this goal. 

 
In-state taxpayers have raised one primary concern with the proposed regulation that 
staff was unable to resolve during the regulatory process.  This issue is the inclusion of 
a throwback provision in the regulation.  A throwback provision serves to include 
receipts in the California sales factor numerator that would otherwise be assigned to a 
state where the taxpayer is not taxable.5  The standard apportionment rules provide for 
throwback in RTC section 25135(b), which deals with assigning receipts from sales of 
tangible personal property.  There is no throwback provision contained in RTC section 
25136, which addresses all other sales receipts, including services receipts.  In-state 
MFSPs argue that because the normal rule for services receipts does not contain a 
throwback, that no throwback rule should be included in the special industry regulation.  
This argument is not persuasive for three reasons: 
 
1. The inclusion of a throwback rule is not precluded because the standard formula for 

these receipts does not contain such a provision.  The argument made by the in-
state MFSPs seems to suggest that there should be linkage between the standard 
apportionment formula rule of RTC section 25136 and the special industry 
regulation under RTC section 25137.  Clearly there is no such requirement.  The 
FTB has adopted three regulations under the authority of RTC section 25137 that 
include a throwback rule, despite addressing receipts that would have been 

                                            
3 This quote is part of a submittal made by Franklin Templeton Investments to the Franchise Tax Board at 
its June 19, 2006 meeting.  The submittal was made in support of the regulation project proceeding to the 
formal regulatory stage. 
4 A large portion of the mutual fund industry is located in states that already utilize the shareholder 
location method of this regulation.  This includes the states of New York, Massachusetts, New Jersey, 
Connecticut, Rhode Island, Missouri, Texas, Kansas, Utah, Kentucky, Maryland, and Maine. 
5 The regulation uses RTC section 25122 for the definition of "taxable in another state."  That section 
provides that a taxpayer is taxable in a state if it is subject to a net income tax, a franchise tax measured 
by net income, a franchise tax for the privilege of doing business, or a corporate stock tax.  In addition, a 
taxpayer is taxable in a state if that state has the jurisdiction to subject the taxpayer to a net income tax, 
regardless of whether, in fact, the state does or does not subject that taxpayer to their tax. 
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assigned by RTC section 25136 prior to the adoption of the special industry 
regulation.6 

2. The change from an "income producing activity" approach under RTC section 
25136 to a market approach based on location of shareholders gives rise to the 
need for a throwback rule. Under the standard apportionment formula rule, receipts 
from services would generally be assigned to the location where the employees who 
performed the services were located, as these employees would be performing the 
income producing activity.  Nexus is not an issue in most of these cases, as 
employee presence would create nexus.  This is not the case when you go to a 
customer location approach.  Just as the customer location approach under RTC 
section 25135 needed a throwback provision, it is also necessary in this proposed 
regulation. Without such a rule, is it highly likely that income will be assigned to a 
location that cannot impose a tax upon it.  

3. The inclusion of the throwback provision is necessary to prevent income from 
escaping taxation.  It is a core principle of UDITPA that 100 percent of the 
taxpayer's income (no more or less) should be assigned to jurisdictions where the 
taxpayer is taxable, whether that jurisdiction chooses to tax the income or not. That 
is why throwback is included in RTC section 25135. This principle is concerned with 
providing a level playing field between apportioning and non-apportioning taxpayers.  
Without a throwback rule, a taxpayer who makes sales to customers outside of the 
state would have a lower tax liability than a solely in-state competitor because of the 
ability to apportion income to locations where the taxpayer pays no tax.  These 
concerns are not limited to the corporate franchise tax.  In the personal income tax 
arena, a resident is subject to tax in their home state on all of his/her income and 
only receives a reduction for activities in other states (often through a credit for 
taxes paid to another state) if they show that they had nexus and paid tax in other 
states.  This methodology assures that 100 percent of the resident's income is 
taxed, which addresses the same underlying concerns as throwback. 
 
 
 

 

                                            
6 Regulation § 25137-3, dealing with franchisors, contains such a rule for royalty receipts in § 25137-
3(b)(2)(B); Regulation § 25137-4.2, for banks and financials, contains such a rule in § 25137-4.2 
(c)(2)(N); Regulation § 25137-12, for print media companies, adopts such a rule for advertising services in 
§ 25137-12 (c)(4). 
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SUMMARY OF COMMENTS, RESPONSES AND RECOMMENDATIONS 
Proposed Regulation Section 25137-14 

 
 
Comments from Federated Investors dated December 14, 2006 (also submitted 
orally at the December 18th hearing). 
 

1. FTB's proposal is inconsistent with the provisions of the standard apportionment 
formula sales factor concerning the treatment of sales of other than tangible 
personal property (i.e. intangibles and personal services). 

 
Response: 
 
The comment is correct; however, the proposed regulation is not promulgated under 
section 25136 of the Revenue and Taxation Code (RTC), which deals with the sales 
factor numerator assignment for sales other than sales of tangible property.  Rather, 
the proposed regulation is promulgated under R TC section 25137, which 
specifically allows for deviations from the standard formula rules, such as RTC 
section 25136. There are numerous other special industry regulations that have 
been promulgated under RTC section 25137, all of which provide rules that are 
inconsistent with the standard formula.  
 
In regards to the market state approach, the commentator argues that the standard 
rules for sales of intangibles and services are not meant to reflect the market.  
Respectfully, this is not supported by the history of UDITPA.  The intention of the 
drafters of UDITPA was to provide a counterbalance to the payroll and property 
factors through the inclusion of a sales factor.  The payroll and property factors do 
not reflect market state activities that contribute to the production of apportionable 
business income.  The sales factor was designed to remedy this problem. The 
commentator quotes from the William Pierce article1 on UDITPA to show that section 
17 (RTC Section 25136) is not a market approach, yet does not quote sections from 
the article that suggest that the sales factor was designed to provide market 
reflection.  The Pierce article states:   
 

Sections 15 through 17 of the act provide for the computation of the 
sales factor.  Two major problems are encountered in respect to 
these provisions.  The first problem arises because, with two 
exceptions, sales are attributed to the consumer state rather than to 
the state of sales activity or the place where the goods are 
appropriated to the orders.  If the taxpayer is not taxable in the 
state to which the goods are shipped or if the purchaser is the 
United States Government, the sales are attributed to the state 
from which the goods are shipped. Manufacturing states probably 

                                            
1 Pierce, The Uniform Division of Income for State Tax Purposes  (October, 1957) Taxes, The Tax 
Magazine, at 747. 
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would prefer a system attributing sales to the place from which 
goods are shipped in every case.  However, the national 
conference was of the opinion that such a system would merely 
duplicate the property and payroll factors which emphasize the 
activity of the manufacturing state, so that there would tend to be a 
duplication by such a sales factor.  Moreover, it is believed that the 
contribution of the consumer states toward the production of the 
income should be recognized by attributing the sales to those 
states.   
 
(emphasis added) 

 
Then, in discussing section 17, the Pierce article provides the following: 
 

Another problem arises in conjunction with sales other than sales of 
tangible personal property.  Section 17 of the uniform act attributes 
these sales to the state in which the income-producing activity is 
performed.  If the activity is performed in more than one state, the 
sales are attributed to the state in which the greater proportion of 
the activity was performed, based upon costs of performance.  In 
many types of service functions, this approach appears adequate.  
However, there are many unusual fact situations connected with 
this type of income and probably the general provisions of Section 
18 should be utilized for these cases.   

 
Section 18 of UDITPA is RTC section 25137, the section under which this regulation 
is promulgated.  Clearly, even at the time UDITPA was written, it was acknowledged 
that to achieve fair apportionment, the standard formula would need to be altered to 
address the needs of specific industries, and that section 17 (RTC section 25136) 
would be a major source of the need for such alterations.   
 
2. The sales "throwback rule" provision in the proposed regulation is not consistent 

with California law.    
 

Response: 
 
It is not necessary that a regulation promulgated under RTC section 25137 be 
consistent with normal rules of apportionment.  What is necessary is that the rule 
that is promulgated is designed to address the specific issues of the industry and 
provides a set of rules that fairly represent the activities of the taxpayers in the state.  
That being said, it is true that the Board of Equalization, in Appeal of Huffy, 99-SBE-
005 (1999), did decide to move California back to the Joyce rule concerning sales 
factor throwback; however, this does not prevent the use of the Finnigan 
methodology in a regulation promulgated under RTC section 25137.  As has been 
demonstrated by FTB, and agreed with by several commenting parties during this 
regulatory process, the standard formula does not fairly represent the activities of 
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mutual fund service providers.  Therefore the FTB is authorized to promulgate rules 
under RTC section 25137 to remedy this problem.  This includes the use of a 
Finnigan throwback rule. 
 
Further support for this position can be found in the legislative regulations adopted 
under RTC section 25106.5, which specifically provide that while Joyce is the 
standard throwback approach, the FTB may adopt an alternative approach 
(Finnigan) under RTC section 25137.  Regulation section 25106.5(c)(7)(B) 
specifically provides that: 
 

B) Taxpayer Member's Property, Payroll, and Sales Factors. In the 
application of subsection (c)(7) of this regulation, except as 
modified under Section 25137 of the Revenue and Taxation Code: 
 
… 
 
(emphasis added) 

 
This clearly demonstrates that RTC section 25137 can be used to apply different 
rules for determining each taxpayer member's sales factor.  This would include a 
throwback rule. 
 
3.  The FTB has not met its heavy burden to prove by clear and convincing evidence 
that a variation from the standard apportionment formula rules, regulations and case 
law regarding sales of other than tangible personal property is warranted. 
 
Response: 
 
The reason that the commentator finds the evidence lacking is because the 
commentator applies an incorrect standard (clear and convincing evidence).  The 
standard by which a regulation is judged to be valid requires that the regulation be 
consistent with the statute and reasonably necessary to effectuate the purpose of 
the statute. (Government Code section 11342.2.)  Government Code section 11349 
defines necessity in subdivision (a) as follows: 
 

(a) "Necessity" means the record of the rulemaking proceeding 
demonstrates by substantial evidence the need for a regulation to 
effectuate the purpose of the statute, court decision, or other 
provision of law that the regulation implements, interprets, or makes 
specific, taking into account the totality of the record. For purposes 
of this standard, evidence includes, but is not limited to, facts, 
studies, and expert opinion.  
 

Clearly this is not the "clear and convincing" standard that the commentator is using 
to judge what is in the record.  The FTB has met the proper standard of showing 
necessity.  Staff of the Franchise Tax Board has received input from industry 
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demonstrating the need for the regulation through a symposium process that began 
well before the regulation currently in issue was developed. This process is 
documented in the regulatory record.  The facts that were developed make it clear 
that, for California based service providers, the inclusion of almost all of the receipts 
of these companies in the California sales factor numerator distorts the California 
apportionment factor.  There is no market reflection and the formula fails to fairly 
represent the activities of the taxpayer in the state because of this. Similarly, for out 
of state service providers, an apportionment factor in California that contains almost 
no receipts results in an apportionment factor that clearly understates the activities 
of the providers in the state.2 
 
The need for the regulation is further made clear by the numerous comments 
received from some of the leading companies in the industry during this process.  
These comments have included substantial evidence that the normal apportionment 
formula rules seriously distort the activities of this industry.  Also, the Franchise Tax 
Board has reviewed these facts and has allowed variations from the standard 
apportionment formula for individual members of this industry, which shows that 
there is a necessity to regulate in order to provide similarly situated taxpayers with 
the same method of apportionment.  Finally, the evidence provided by Federated's 
own expert, Dr. Hamm, supports a finding that the regulation is necessary.  In his 
report he shows that under the standard apportionment formula rules, California 
based mutual fund service providers (which service 24% of all mutual fund shares) 
assign 100% of these sales to California, even though Californians only own 11.7% 
of all mutual fund shares.  Therefore, the normal formula, even when looking at only 
the California based companies, assigns more than double the amount of shares to 
California (24%) than are actually owned by shareholders located in the state 
(11.7%).  

 
All of this evidence supports the regulation's validity.  As has been demonstrated by 
FTB, and agreed with by other commenting parties during this regulatory process, 
the standard formula does not fairly represent the activities of mutual fund service 
providers.  Therefore the FTB is authorized to promulgate a regulation under RTC 
section 25137 to remedy this problem.  Even if the commenter were correct, and a 
clear and convincing evidence standard was applicable, the evidence provided is 
more than enough to meet this standard.  This includes the submittals from 
taxpayers that would be affected by the regulation, as well as the laws of other 
states where mutual fund service providers are located.  The evidence clearly shows 
that the standard apportionment formula does not fairly represent the activities of 
this industry and should be adjusted under the authority of RTC section 25137. 
 
4.  The use of Finnigan throwback is inconsistent with concepts of uniformity under 
UDITPA. 
 
Response: 

                                            
2 In a comment received on January 12, 2007, from Manatt, Phelps and Phillips, it is stated that the 
average apportionment percentage for these types of entities is approximately 0.80%. 
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The shareholder location rules contained in the proposed regulation are consistent 
with the approach taken in at least twelve other states.  This promotes uniformity 
rather than discourages it.  In regards to the throwback issue, while it is true that 
other states have not adopted throwback as part of their mutual fund regulations, 
there is a clear need for throwback in the regulation in order to meet another goal of 
UDITPA, that 100 percent of the taxpayer's income (no more or less) is assigned to 
jurisdictions where the taxpayer is taxable, whether a jurisdiction chooses to tax the 
income or not.  Throwback is therefore found in UDITPA itself (RTC section 25135) 
as well as numerous special industry regulations promulgated under RTC section 
25137.3  The use of Finnigan throwback was requested by the mutual fund service 
providers themselves as can be seen in numerous comments to this regulation.  
This is because these businesses, for regulatory and business purposes, usually 
operate as a tightly knit unitary group rather than as single stand alone entities.  The 
use of Finnigan throwback more accurately reflects the taxable presence of such a 
business structure and will result in much less throwback to California than a Joyce 
type approach would provide.  Therefore, in-state business will have better market 
reflection, and out of state businesses will pay tax based on their unitary presence in 
the state, which is precisely how their liability should be determined.  
 
5.  Franchise Tax Board should go the legislature to change the standard formula 
rule under section 25136 rather than promulgate this regulation. 
 
Response: 
 
While this could be done, it is well in excess of what is necessary to address the 
needs of this specific industry.  RTC section 25137 regulations provide a better 
approach because the regulation can be specifically targeted to the industry. In any 
event, the regulation is not in any way invalidated because there may be a legislative 
solution that could also be proposed.  
 

Comments from Federated Investors Post-hearing (January 15, 2007) 
 

In comments submitted post-hearing, Federated Investors reiterated its comments 
set forth above.  These comments are responded to below only to the extent they 
raise new issues. 
 
1. There is no basis for the application of the Finnigan sales throw back rule 

provided for in the Proposed Regulation. Joyce is the law in California as it is in 
almost every state that uses an apportionment of income scheme.  Finnigan is 
not the law in California.  Even if the FTB wants to use Finnigan they must prove 

                                            
3 Regulation § 25137-3, dealing with franchisors, contains such a rule for royalty receipts in § 25137-
3(b)(2)(B); Regulation § 25137-4.2, for banks and financials, contains such a rule in § 25137-4.2 
(c)(2)(N); Regulation § 25137-12, for print media companies, adopts such a rule for advertising services in 
§ 25137-12 (c)(4). 
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by clear and convincing evidence that this deviation is appropriate and they have 
not done so. 

 
Response:   
 
Joyce is the correct method under RTC section 25135, but this does not mean that 
Finnigan cannot be utilized under the authority of RTC section 25137, especially 
when the activity at issue is not normally assigned under RTC section 25135.  In 
fact, as many commentators have argued, the use of Joyce throwback would 
exacerbate the distortion problem rather than solve the problem.  This is because 
the companies in this industry are frequently separated into various subsidiaries for 
regulatory purposes.  While in the aggregate they have nexus in many states, the 
main service provider may have nexus in only a few states.  If Joyce is utilized, all of 
the sales assigned to the states where the main provider does not have nexus will 
simply come back to the state where the provider is located.  This puts the 
companies back in the same position they were in prior to the regulation, namely, a 
vast overstatement of sales in the home state.  Furthermore, as stated in responses 
to the earlier comment by Federated, throwback has been required in other special 
industry regulations not involving RTC section 25135 type sales, and the use of 
Finnigan is specifically contemplated under (legislative) Regulation section 
25106.5(c)(7)(B). 
 
There is no reason to not use Finnigan.  It is the better rule for this industry and its 
use is not prohibited by RTC section 25137 or by the case law. 
 
As far as the burden of proof is concerned, there is adequate evidence on the record 
to support the use of Finnigan.  Comments received during this regulatory process, 
as well as statements by the hearing officer, have explained why the use of Finnigan 
is necessary.  Furthermore, the "clear and convincing evidence" standard is not the 
right standard to apply to the validity of a regulation as set forth in detail in response 
to earlier comments by this party. 

 
Comments by Manatt, Phelps & Phillips received December 15, 2006 (also 
submitted orally at the December 18 hearing). 
 

1. While the coalition of companies represented by Manatt does not disagree with 
the main thrust of the regulation (shareholder location sales factor assignment), 
they do not support the use of the Finnigan methodology contained in 
[sub]section (b)(1)(C).  The use of Finnigan makes no sense as a matter of tax 
policy or fundamental fairness and will unreasonably apportion sales to 
California.  Furthermore, the use of Finnigan flies in the face of judicial and Board 
of Equalization decisions and has not been demonstrated to meet the standards 
of Government Code section 11349.1.   

 
Response: 
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Mutual Fund Service Providers are frequently set up as a group of separate entities 
that are highly interdependent.  This is done in order to meet regulatory 
requirements imposed by the SEC and other agencies.  Because of this, the use of 
the Finnigan method works better for this industry.  Many service providers have 
endorsed the use of Finnigan.  As described by one these companies: 
 

 In a highly regulated enterprise, such as is found in among Mutual 
Fund Service Companies, companies operate in a manner that is 
inconsistent with the separate company apportionment 
methodology of Joyce, and in a manner that is far more consistent 
with the unitary apportionment methodology of Finnigan.4 

 
The use of Finnigan will allow California to pick up the receipts that are assigned 
here by other states that have a similar shareholder location methodology.5  
Companies based in these states are receiving a denominator inclusion for receipts 
derived from investments by shareholders located in California. Without the Finnigan 
methodology, California will not include these denominator amounts in the California 
numerator.  Instead, the receipts simply are never counted anywhere.  This will put 
out-of-state businesses at a competitive advantage over in-state companies due to 
their lower tax burden.  Obviously this should not happen.  Similarly situated 
taxpayers should be treated the same for tax purposes, and Finnigan is necessary to 
accomplish this goal.   
 
For in-state mutual fund service companies, the use of Finnigan is necessary in 
order for the throwback provision of the regulation to function as intended. In fact, as 
many commentators have argued, the use of Joyce throwback would exacerbate the 
distortion problems addressed by the regulation rather than solve these problems.  
This is because the companies in this industry are frequently separated into various 
subsidiaries for regulatory purposes.  While in the aggregate they have nexus in 
many states, the main service provider may have nexus in only a few states.  If 
Joyce is utilized, all of the sales assigned to the states where the main provider does 
not have nexus will simply come back to the state where the provider is located.  
This puts the companies back in the same position they were in prior to the 
regulation, namely, a vast overstatement of sales in the home state.   
 
Regarding the state of the law in this area, the comment is premised upon an 
inconsistency between the throwback provision in the proposed regulation and 
existing case law.  However, this premise is incorrect.  The case law that is cited by 
the commentator all interprets the throwback rule contained in RTC section 25135.  
This section deals with sales of tangible property.  The regulation does not deal with 

                                            
4 This quote is part of a submittal made by Franklin Templeton Investments to the Franchise Tax Board at 
its June 19, 2006 meeting.  The submittal was made in support of the regulation project proceeding to the 
formal regulatory stage. 
5 A large portion of the mutual fund industry is located in states that already utilize the shareholder 
location method of this regulation.  This includes the states of New York, Massachusetts, New Jersey, 
Connecticut, Rhode Island, Missouri, Texas, Kansas, Utah, Kentucky, Maryland and Maine. 
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sales of tangible property, but instead deals with services.  Therefore the case law is 
not directly applicable.  Even if the case law is taken into consideration, the 
regulation is promulgated under the authority of RTC section 25137, which 
specifically allows for variations from the standard formula.  By its very nature, the 
regulations contained in RTC section 25137 are therefore inconsistent with the 
standard formula.  
 
2. The FTB does not have the legal authority to adopt throwback in this context.  

Throwback is intended to throwback only sales of tangible property to California 
when the taxpayer is not taxable in the state of delivery. Section 25136 does not 
contain a throwback provision and the legislature clearly could have done so if it 
had intended throwback to apply to services sales under 25136.    

 
Response: 
 
While RTC section 25136, the standard rule for the numerator assignment of sales 
of other than tangible property, does not contain a throwback provision, this does not 
preclude a regulation under RTC section 25137 from containing such a provision.  
RTC section 25137 authorizes the Franchise Tax Board to utilize "any other method 
to effectuate an equitable allocation and apportionment of the taxpayer's income" 
(RTC § 25137(d)).  In fact, there are other regulations adopted under RTC section 
25137 that deal with sales of other than tangible property and contain a throwback 
provision.  Regulation section 25137-3, dealing with franchisors, contains such a rule 
for royalty receipts in § 25137-3(b)(2)(B); Regulation section 25137-4.2, for banks 
and financials, contains such a rule in § 25137-4.2 (c)(2)(N); and Regulation section 
25137-12, for print media companies, adopts such a rule for advertising services in § 
25137-12 (c)(4). This approach is also warranted in this regulation.  
 
The use of throwback is believed to be necessary because the taxpayer, even under 
a Finnigan approach, may not be taxable in all of the locations where its 
shareholders are located.  Without the inclusion of the throwback rule, a core 
principle of UDITPA, that 100 percent of the taxpayer's income (no more or less) is 
assigned to jurisdictions where the taxpayer is taxable (whether a jurisdiction 
chooses to tax the income or not), would not be implemented.  
 
3. Franchise Tax Board has not shown that the regulation is necessary and has not 

met its high burden of proof to clear and convincing evidence why there is a need 
to deviate from Joyce for purposes of nexus or throwback. 

 
Response: 
 
The standard by which a regulation is judged to be valid requires that the regulation 
be consistent with the statute and reasonably necessary to effectuate the purpose of 
the statute. (Government Code section 11342.2.)  Government Code section 11349 
defines necessity in subdivision (a) as follows: 
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(a)  "Necessity" means the record of the rulemaking proceeding 
demonstrates by substantial evidence the need for a regulation to 
effectuate the purpose of the statute, court decision, or other provision 
of law that the regulation implements, interprets, or makes specific, 
taking into account the totality of the record. For purposes of this 
standard, evidence includes, but is not limited to, facts, studies, and 
expert opinion.  

 
Clearly this is not the "clear and convincing" standard that the commentator is using 
to judge what is in the record.  The Franchise Tax Board has met the proper 
standard of showing necessity.  Staff of the Franchise Tax Board has received input 
from industry demonstrating the need for the regulation through a symposium 
process that began well before the regulation currently in issue was developed. This 
process is documented in the regulatory record.  The facts that were developed 
make it clear that, for California based service providers, the inclusion of almost all 
of the receipts of these companies in the California sales factor numerator distorts 
the California apportionment factor.  There is no market reflection and the formula 
fails to fairly represent the activities of the taxpayer in the state because of this. 
Similarly, for out of state service providers, an apportionment factor in California that 
contains almost no receipts results in an apportionment factor that clearly 
understates the activities of the providers in the state.6 
 
The need for the regulation is further made clear by the numerous comments 
received from some of the leading companies in the industry during this process.  
These comments have included substantial evidence that the normal apportionment 
formula rules seriously distort the activities of this industry.  Also, the Franchise Tax 
Board has reviewed these facts and has allowed variations from the standard 
formula for individual members of this industry, which shows that there is a necessity 
to regulate in order to provide similarly situated taxpayers with the same method of 
apportionment.  Finally, the evidence provided by Federated's own expert, Dr. 
Hamm, supports a finding that the regulation is necessary.  In his report he shows 
that under the standard apportionment formula rules, California based mutual fund 
service providers (which service 24% of all mutual fund shares) assign 100% of 
these sales to California, even though Californians only own 11.7% of all mutual 
fund shares.  Therefore, the normal formula, even when looking at only the 
California based companies, assigns more than double the amount of shares to 
California (24%) than are actually owned by shareholders located in the state 
(11.7%).  

 
All of this evidence supports the regulation's validity.  As has been demonstrated by 
FTB, and agreed with by other commenting parties during this regulatory process, 
the standard formula does not fairly represent the activities of mutual fund service 
providers.  Therefore the FTB is authorized to promulgate a regulation under RTC 
section 25137 to remedy this problem.  Even if the commenter were correct, and a 

                                            
6 In a comment received on January 12, 2007 from Manatt, Phelps and Phillips, it is stated that the 
average apportionment percentage for these types of entities is approximately 0.80%. 
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clear and convincing evidence standard was applicable, the evidence provided is 
more than enough to meet this standard.  The evidence clearly shows that the 
standard apportionment formula does not fairly represent the activities of this 
industry and should be adjusted under the authority of RTC section 25137. 
 
Furthermore, as explained in the Initial Statement of Reasons, members of this 
industry have individually requested, and been granted, relief similar to that 
contained in the proposed regulation.  Rather than continuing to grant petitions and 
attempt to enforce the variant on other members of the industry on a case-by-case 
basis, the staff seeks to adopt this approach as a rule of general application.  All 
members of the industry should be treated equally for tax purposes, and a regulation 
is the best way to reach this goal.  This approach has been endorsed by other 
members of the industry, and is, to a large degree, endorsed by this commentator.  
Also, as explained in the Notice of Hearing on this regulation: 
 

For mutual fund service providers, the income producing activity, 
and most of the cost of performance, relates to services provided 
by their employees. Because of this, the location of the employees 
is almost always the location where the receipts will be assigned 
under normal sales factor rules. The result is that the sales factor 
will essentially mirror the payroll factor. Similarly, the property factor 
also reflects the location of the employees, as the property factor is 
primarily composed of the offices and equipment used by the 
employees performing the services. However, in contrast to the 
carpet cleaning company example, the customers of these 
companies are the fund shareholders, who receive the benefit of 
the services in locations scattered amongst all fifty states. Because 
the services are concentrated to one location, the receipts follow, 
even though this is not indicative of the market. 
 
For this reason, many states have changed the sales factor rules 
for mutual fund service providers to allow them to assign their sales 
factor utilizing a ratio of shares owned by shareholders in this state 
to shares owned by shareholders located everywhere. This allows 
a reflection of the actual market and corrects the over-taxation of in-
state mutual fund service providers by assigning receipts outside of 
the home state. Similarly, if the service provider were located 
outside of the state, rather than having a zero numerator in the 
California sales factor, they would have a factor based on the 
market through the reflection of shares owned by California 
shareholders. 

 
Ample evidence exists in the record to show the necessity requirement of the 
Government Code has been met in this matter.  The Joyce/Finnigan issue has 
already been addressed in response to the commentator's earlier comments so no 
further discussion is necessary. 
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4. The language contained in section (b)(1)(A)2 of the regulation should be 

amended to provide greater flexibility as to the year-end to be utilized in 
calculating the shareholder ratio for the state. 

 
Response: 
 
The regulation has been amended and a 15-day Notice was issued7 setting forth a 
change to address this concern.  The relevant amended portion of the regulation 
now reads: 
 

2. The regulated investment company's taxable year for computing 
the shareholder ratio shall be either the taxable year that ends 
during the taxable year of the principal member of the mutual fund 
service provider's combined reporting group or the taxable year of 
the principal member of the mutual fund service provider's 
combined reporting group. Once a method for computing the 
shareholder ratio is chosen, that methodology should be applied 
consistently in later years. 
 

5. The regulation should be amended to include a 50% gross income threshold 
before a taxpayer is required to utilize the method set forth in the regulation. 

 
Response: 
 
While some states have adopted such a limitation, others have not.  Of the twelve 
states that have addressed special apportionment rules affecting this industry, eight 
have done so without utilizing a threshold based on income.  This suggests that the 
threshold is not the preferred position from a uniformity perspective.  Furthermore, 
the 50% threshold could result in similarly situated taxpayers using different 
apportionment methodologies based on small differences in income.  This is not a 
desirable result. Whether a given entity earns 45% of its income from mutual fund 
activities or 51% of its income is not determinative of the best way to apportion that 
income.  Rather it is recognition that it is the activity itself that needs to be reflected 
by an alternative method that gives rise to the use of the regulation. The amount 
should not matter, and thus no change to the regulation is necessary 
 
Comments by Ameriprise Financial received December 15, 2006 
 
1. The regulation should be made elective because some states, including the 

home state of Ameriprise, tax the income of a mutual fund service provider 

                                            
7 All of the changes shown in underline and strikethrough are changes to the original regulation language 
made public on October 27, 2006.  The changes are all included in a 15-day Notice that was made public 
on February 21, 2007.  A full updated version of the regulation, including the 15-day changes, was also 
made available at that time. 
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utilizing different rules from the shareholder location assignment mechanism.  
Therefore, if the regulation is not elective, this will result in double taxation. 

 
Response: 
 
The rules for mutual fund service providers in Minnesota are different from that in 
states that have adopted a shareholder location methodology.  Unfortunately, this 
results in a possibility of double taxation for Minnesota based companies. The 
answer to this concern, however, is not to make the regulation elective.  An elective 
regulation effectively would allow those that are benefited by the regulation to lower 
their taxes, while those not benefited would simply elect not to use the regulation.   
The result would be lower revenue to the State and inconsistent treatment of 
similarly situated taxpayers. Neither of these results is desirable.  
 
It is the hope of the hearing officer that as more states adopt shareholder location 
apportionment, Minnesota will seek to change its laws to become uniform with those 
of other states who have a significant mutual fund industry presence.  
 
2. Eliminate the provisions of the regulation dealing with asset management 

receipts or at least narrow this section such that asset management activities 
performed for insurance companies are assigned to the domicile of the insurance 
company, rather than its underlying beneficiaries.   

 
Response: 
 
Asset management services are very similar to mutual fund services.  The same 
problems that arise under the standard apportionment rules for mutual fund services 
receipts also are problems for asset management services receipts.  Under the 
standard formula, the sales factor simply restates the property and payroll factors 
rather than providing a reflection of the market for both kinds of services.  A switch to 
a market rule is therefore equally necessary for both types of services performed by 
the mutual fund services company. No change to the regulation is necessary  
 
The commentator's proposal to exclude insurance companies from the asset 
management scheme based on beneficial owners is inconsistent with the purpose of 
the regulation. The rules are designed to find the underlying owners who are 
receiving the benefit of the services performed.  There is no reason to change this 
rule specifically for receipts derived from providing these services to insurance 
companies and not for other types of entities.  The rules contain considerable 
flexibility in assigning these receipts and it should not be overly burdensome for 
taxpayers to comply. 
  
3. The regulation should clarify that a taxpayer may continue to request relief under 

the general provisions of Section 25137. 
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Response:  This is unnecessary to include in the regulation.  The ability of a 
taxpayer to request relief under the statute (RTC section 25137) cannot be affected 
by this regulation. A taxpayer may continue to request relief, even from the 
provisions of the regulation, under the authority of RTC section 25137.  This 
authority is reaffirmed in the decision of the Board of Equalization in Appeal of Fluor, 
95-SBE-016 (December 12, 1995).    
 

Comments from Pillsbury Winthrop/Franklin Resources dated November 14, 2006, 
(also consistent with comments made orally at the December 18 hearing). 

 
This comment is largely in favor of the regulation.  The comment provides that 
the regulation is necessary to correct distortion caused by the standard 
formula and explains in detail the unique nature of the industry and the need 
for a shareholder apportionment methodology.  Despite this commentator's 
strong support of the regulation, there is one area where the commentator 
requested changes. 
 
1. There should not be a throwback rule included.  The throwback provision 

contained in section (b)(1)(D) should be removed.  A throwback rule is 
inappropriate for services based business.  Throwback is also inconsistent 
with a market-based apportionment approach. However, if throwback is 
included, it should done using the Finnigan methodology due to the unique 
nature of the mutual fund service provider industry. 

 
Response: 
 
RTC section 25136, the standard formula rule for all sales other than sales of 
tangible property, does not contain a throwback rule.  However, this does not 
preclude the implementation of a throwback rule in a special industry 
regulation under RTC section 25137.  The lack of a throwback rule under 
RTC section 25136, at least in the case of services, is understandable 
because when UDITPA was developed in the 1950s, most services were 
probably performed in proximity to the customer receiving the services.  
Therefore the service provider would have nexus in the location where the 
sales were assigned based on income producing activity.  
 
However, when a special formula is adopted that assigns to customer 
location, or an industry changes over time to the point where all services are 
being performed remotely, the need for throwback increases. Throwback 
assures that all of the taxpayer's income is assigned to jurisdictions that have 
the ability to tax the income. It is simply designed to make sure that all of the 
taxpayer's income is subject to tax. This principle applies equally to services 
sales as well as sales of tangible personal property. 
 
The Franchise Tax Board had adopted numerous special industry regulations 
that contain a throwback rule outside of the tangible personal property 
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context. (Regulation section 25137-3, dealing with franchisors, contains such 
a rule for royalty receipts in 25137-3(b)(2)(B); Regulation section 25137-4.2, 
for banks and financials, contains such a rule 25137-4.2 (c)(2)(N); and 
Regulation section 25137-12, for print media companies, adopts such a rule 
for advertising services in 25137-12 (c)(4).) There is no reason to not do the 
same in this regulation. 
 
In regards to the use of the Finnigan methodology, this is the method that is 
employed in the regulation.  The hearing officer agrees with the comment that 
this method is much better suited to the needs of this particular industry. 
 

Comment from Barclays Global Investors dated December 18, 2006 
 
1. Subsection (b)(1)(A)1 should be revised to provide for the use of census 

data as a reasonable basis for assigning shares to a given location for 
purposes of the shareholder assignment ratio. 

 
Response: 
 
The regulation provides that the service provider may utilize "any reasonable basis" 
to determine the proper location for the assignment of the shares.  This should allow 
the requisite level of flexibility to the service provider.  The use of census data may 
or may not be reasonable given the facts of a given taxpayer.  For instance, the use 
of census data would not be reasonable if there are other possible methods that 
would provide a better methodology for the given fund.  Also, there are specialized 
funds, such as municipal bond tax-exempt funds, that are by their very nature state 
specific.  For such funds, the use of census data appears inappropriate and 
potentially distortive. 

 
No change to the regulation is necessary. 

 
2. Subsection (b)(1)(B) should be further clarified as to what might constitute a 

reasonable method.    
 

Response: 
 
The regulation, as revised pursuant to the 15-day change Notice15-day change 
Notice, provides, in Regulation section (b)(1)(B)1: 
 

1. In the case of asset management services directly or indirectly 
provided to a pension plan, retirement account or institutional 
investor, such as private banks, national and international private 
investors, international traders or insurance companies, receipts 
shall be assigned to this State to the extent the domicile of the 
beneficiaries of the plan, beneficiaries of the account or 
beneficiaries of the similar pool of assets held by the institutional 
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investor, is in California. If the individual domiciles of the 
beneficiaries are not available, a mutual fund service provider may 
utilize any reasonable basis in order to determine the domiciles of 
the individual beneficiaries, including information based on zip 
codes or other statistical data. 

 
Similar to the response to comment one, this provides flexibility to the taxpayer in 
assigning the receipts to a location.  The regulation provides one example, zip 
codes, specifically.  A list of examples is unnecessary and could be seen as limiting 
the possible options to the taxpayer, which may well differ from fund to fund.  For 
instance, it may be reasonable to assign most of the receipts from managing a state 
pension fund to one state, if it can be shown that the pension fund's beneficiaries are 
located in that state.  This may not work at all for another customer.  
 
No further change to the regulation is required. 
 
3.  Please confirm that regulation 25137-14 would be applicable to a financial 
corporation. 
 
Response: 
 
If a financial corporation has receipts from activities that would fall under this 
regulation, then those receipts would be assigned through this regulation.  RTC 
section 25137-4.2, the special industry regulation for banks and financial 
corporations, provides, in subsection (c)(3)(M), that "[t]he numerator of the receipts 
factor includes all other receipts pursuant to the rules set forth in sections 25135 and 
25136 of the Revenue and Taxation Code and the regulations adopted pursuant to 
those sections and Section 25137 of the Revenue and Taxation Code." This would 
encompass the use of this new regulation, as it is a regulation under the authority of 
RTC section 25137. 
 

Comments from Silverstein and Pomerantz LLP dated December 15, 2006 
 

1. Regulation subsection (a)(3) should be clarified to provide that management 
services do not include the buying and selling of the mutual fund service 
providers own intangible assets, rather it is the regulated investment companies 
assets that should be addressed by the definition. 

 
Response: 
 
The regulation, as revised pursuant to the 15-day change Notice, includes this 
suggested change and provides: 
 

(3) "Management services" include, but are not limited to, the 
rendering of investment advice, directly or indirectly, to a regulated 
investment company, making determinations as to when sales and 
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purchases of securities are to be made on behalf of the regulated 
investment company or providing services related to the selling or 
purchasing of securities constituting assets of a regulated 
investment company, and related activities. Services qualify as 
management services only when such activity or activities are 
performed pursuant to a contract with the regulated investment 
company entered into pursuant to 15 United States Code, Section 
80a-15(a), as amended, for a person that has entered into such a 
contract with the regulated investment company or for a person that 
is affiliated with a person that has entered into such a contract with 
a regulated investment company. 

 
2. Subsection (b)(1)(B) should be clarified to emphasize that it is the domicile of the 

ultimate individual owner of the assets that is used to assign asset management 
receipts. This is not clear in the regulation because the regulation uses the term 
"individual" in addressing entities rather than people. The regulation should make 
clear that the intention is to look through to the ultimate owner of the assets. 

 
Response: 
 
The regulation, as revised pursuant to the 15-day change Notice, deletes the use of 
the term "individual" from subsection (b)(1)(B) and replaces it with "beneficial 
owner."  It now reads: 
 

(B) If a mutual fund service provider has receipts from performing 
asset management services, in addition to performing services for 
regulated investment companies, these services shall be assigned 
to this state if the domicile of the individual owning beneficial owner 
of the assets is located in this state. 

 
This should address the concern and confirms that it is the intention of the regulation 
to look through to the ultimate owner of the assets to assign the receipts. 

 
3. The throw out rule contained in section (b)(1)(B)2 should be removed and 

replaced by a rule that uses section 25136 to assign any receipts from asset 
management services for which the provider cannot obtain a domicile.    

 
Response: 
 
Subsection (b)(1)(B)2, as revised pursuant to the 15-day change Notice, states: 
 

In the event the domicile of the beneficiaries is not or cannot be 
obtained, and the taxpayer cannot devise a reasonable method to 
approximate this information statistically, the receipts shall be 
disregarded for purposes of the sales factor.  
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This subsection, when read in concert with subsection (b)(1)(B)1, provides taxpayers 
with considerable flexibility in the methodology utilized to assign these receipts to the 
location of the beneficial owner.  It is not expected that there will be many occasions 
when the taxpayer would be unable to provide some statistical basis for the 
assignment of these receipts.  Even when it is applied, it is not expected that the 
throw out will lead to a statistically significant change in the sales factor simply due 
to the rarity of its application.  Most receipts will be assignable to a location.  Also, 
the use of an alternative approach utilizing cost of performance may provide an 
incentive to reject an otherwise reasonable basis for assignment, if the RTC section 
25136 alternative were found to have a better tax consequence.  This sort of 
incentive should be avoided.  The throw out rule is easy to apply and should not be 
implemented very often given the flexibility of the regulatory language.   
 
No change in the regulation is necessary. 

 
Comments from Capital Group dated December 18, 2006 
 

The letter specifically references back to comments made prior to the beginning of 
the formal regulatory process and requests that those comments be included in the 
rulemaking file. Therefore, the comments received on June 16, 2006, are responded 
to at this time. 

 
1. Section (b)(1)(A)2 which sets forth the taxable year for computing the 

shareholder ratio should be expanded to include not only the taxable year of the 
regulated investment company, but also the taxable year of the principal member 
of the mutual fund service provider's combined reporting group.  This would 
provide greater flexibility for the service providers, which is necessary because 
the individual funds may have different year-ends and may also have different 
year-ends.  Capital Group, for instance, has 29 RIC's which have 10 different 
year-ends. 

 
Response: 
 
In response to the comment, subsection (b)(1)(A)2, as revised pursuant to the 15-
day change Notice, reads as follows: 
 

The regulated investment company's taxable year for computing 
the shareholder ratio shall be either the taxable year that ends 
during the taxable year of the principal member of the mutual fund 
service provider's combined reporting group or the taxable year of 
the principal member of the mutual fund service provider's 
combined reporting group. Once a method for computing the 
shareholder ratio is chosen, that methodology should be applied 
consistently in later years. 

 
This will address the concerns raised by the comment. 
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2. Section (a)(4), which defines domicile, should apply to businesses and other 

entities when the ultimate beneficial owner is the registered legal owner.  As 
written, the section only applies to individuals, and all other entities are 
addressed utilizing the special rule contained in section (b)(1)(A)1, even if the 
entity itself is the beneficial owner of the shares. This should be changed.   

 
Response: 
 
Subsection (a)(4), as revised pursuant to the 15-day change Notice, provides: 
 

(4) "Domicile" is defined as follows: 
(A) The domicile of a shareholder of a regulated investment 
company is presumed to be the shareholder's mailing address 
on the records of the regulated investment company or the 
mutual fund service provider. If the regulated investment 
company or the mutual fund service provider has actual 
knowledge that the shareholder's primary residence or principal 
place of business is different than the shareholder's mailing 
address, the presumption does not control. Shareholders of 
record that own shares for the benefit of others are not 
individuals are subject to the special rule contained in 
subsection(b)(1)(A)1 of this regulation. 

 
This change will make it clear that entities other than individuals can have a domicile 
for shares they hold as the ultimate beneficial owner. 
 
3. Section (b)(1)(B) relating to asset management services also has the same 

problem set forth in comment 2 and should be changed to recognize that there 
may not be underlying beneficiaries in regards to asset management services 
provided to a business entity. Furthermore, if there are underlying beneficiaries, 
the methodology for assigning the shares should provide for the use of any 
reasonable method, including census data and other statistical data, for 
determining the domicile of the beneficial owners for purposes of assigning the 
receipts derived from providing the asset management service.  This should be 
clarified in the regulation.   

 
Response: 
 
The domicile issue is now addressed in amended subsection (a)(4) which, as 
revised pursuant to the 15-day change Notice, now includes subsection (a)(4)(B), 
which provides: 
 

The domicile of a beneficial owner of assets managed by a mutual 
fund service provider shall be presumed to be the beneficiary's 
mailing address on the records of the entity for whom the asset 
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management services are rendered, or on the records of the mutual 
fund service provider. If the entity for whom the asset management 
services are rendered, or the mutual fund service provider, has 
actual knowledge that the beneficiary's primary residence or  
principal place of business is different than the beneficiary's mailing 
address, the presumption does not control. Owners of record that 
are not the beneficial owner are subject to the special rule 
contained in subsection (b)(1)(B)1 of this regulation. 
 

By providing that only owners of record that are not the beneficial owner are subject 
to the rules contained in subsection (b)(1)(B)1 of the regulation, the problem of asset 
management services provided to a business entity for its own benefit is addressed.  
The receipts derived from providing such services would be presumed to be 
assignable to the business entity's mailing address, or its principal place of business 
if known to the service provider.   
 
The problem of flexibility in assigning receipts derived from an entity that is not the 
beneficial owner is addressed in subsections (b)(1)(B)1 and (b)(1)(B)2, which have 
been revised to allow greater flexibility in the assignment of these receipts.  
Subsection (b)(1)(B)1, as revised pursuant to the 15-day change Notice, now reads: 
 

In the case of asset management services directly or indirectly 
provided to a pension plan, retirement account or institutional 
investor, such as private banks, national and international private 
investors, international traders or insurance companies, receipts 
shall be assigned to this State to the extent the domicile of the 
beneficiaries of the plan, beneficiaries of the account or 
beneficiaries of the similar pool of assets held by the institutional 
investor, is in California. If the individual domiciles of the 
beneficiaries are not available, a mutual fund service provider may 
utilize any reasonable basis in order to determine the domiciles of 
the individual beneficiaries, including information based on zip 
codes or other statistical data. 
 

Subsection (b)(1)(B)2, as revised pursuant to the 15-day change Notice, also mirrors 
this change by striking the word "statistically", which could be seen as confusing and 
unnecessarily limiting the use of any reasonable method.  Subsection (b)(1)(B)2 
provides: 
 

In the event the domicile of the beneficiaries is not or cannot be 
obtained, and the taxpayer cannot devise a reasonable method to 
approximate this information statistically, the receipts shall be 
disregarded for purposes of the sales factor. 

 
This should provide the greater flexibility requested.  No further changes are 
necessary. 
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4. Section (b)(1)(D), which addresses throwback, states that if receipts are 

assigned "to a state where no members of the mutual fund services provider's 
unitary group are taxable, these receipts shall not be assigned to that state".  
This should be clarified to define the term "taxable" to include states where the 
taxing jurisdiction has the ability to levy a tax but chooses not to do so.  The term 
"taxable" should also include states that impose a franchise tax, such as Texas, 
capital taxes, such as Delaware, or gross receipts taxes, such as in Washington 
state. 

 
Response:   
 
This was always the intention of the regulation. To clarify this, the regulation, as 
revised pursuant to the 15-day change Notice, now reads: 
 

If the shareholder ratio calculated under section (b)(1)(A) or asset 
management services assigned under (b)(1)(B) of this regulation 
assigns receipts to a state where no members of the mutual fund 
service provider's unitary group are taxable as defined in Section 
25122, these receipts shall not be assigned to that state. Instead, 
these receipts shall be assigned to the location of the income 
producing activity that gave rise to the receipts, as determined 
under Revenue and Taxation Code section 25136.  

 
The new reference to RTC section 25122 will incorporate that section's definition of 
"taxable in another state," which would include, as taxable, all of the states where 
the state would have jurisdiction to subject a member of the unitary group to a net 
income tax, regardless of whether that state does or does not choose to do so. 
 
5. The commentator requests language to allow an election such that, if an effective 

date is chosen, the regulation can still be applied to earlier years. 
 
Response: 
 
An effective date of January 1, 2007, is now included in new subsection (c) of the 
revised regulation.  However, this does not make an election necessary. The 
taxpayer can still request relief under the authority of RTC section 25137 to address 
issues of distortion in their individual fact pattern.  This should suffice.  No further 
change is necessary. 

 
 
Comment by Allianz of America Corporation received January 12, 2007 
 
This comment is a general defense of the need for the regulation in issue and is 
primarily a response and rebuttal to the comments made by Federated Investors.  As 
the position set forth in this comment is generally consistent with the position of the 
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Franchise Tax Board staff, there is no need to respond to the comment further.  It is, 
however, extremely helpful to have third party input analyzing the comments of another 
third party, as it provides additional insight into the propriety of the comments received. 
 
Comment by Silverstein and Pomerantz LLP dated January 16, 2007 
 

1. Franchise Tax Board has the authority to promulgate a regulation under section 
25137 that addresses the proper apportionment methodology for mutual fund 
service providers.  There is no "clear and convincing" evidence standard that 
must be met by the Franchise Tax Board, and the evidence supporting the need 
for the regulation, that has been provided by the industry as well as developed by 
Franchise Tax Board, is more than adequate to support the need for the 
regulation. 

 
Response:   
 
This comment is generally consistent with the views of the hearing officer.  No 
further comment is necessary. 
 
2. The regulation should not be revised to include an income threshold.  Currently, 

the regulation applies to all mutual fund service providers.  There is no need to 
adjust this to include only mutual fund service providers who receive more than 
50% of their gross income from providing these services.  This suggestion, made 
by some parties at the hearing, should be rejected.  The use of a 50% threshold 
is inconsistent with most other states that have gone to a shareholder location 
approach. Furthermore, such an approach is inconsistent with the goal of 
achieving the most accurate reflection of the taxpayer's activities in the state and 
could in fact lead to manipulation on the part of some taxpayers. 

 
Response:   
 
The regulation was not revised to include a 50% threshold for precisely the reasons 
stated in the comment.  No further action is necessary. 

 
Comment by Jeffrey Vesely of Pillsbury Winthrop Shaw Pittman for Franklin 
Resources Inc. dated January 16, 2007 
 

1. The regulation is consistent with UDITPA and sections 25136 and 25137.  The 
FTB is authorized under section 25137 to adopt an alternative apportionment 
methodology.  The methodology chosen reflects the market and therefore is 
consistent with the purposes of the sales factor, to act as a counterbalance to the 
payroll and property factors and reflect the activity in the market states.  The use 
of section 25137 to correct problems in the application of section 25136 was 
specifically endorsed by writers at the time that UDITPA was adopted. 
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Response:  This comment is consistent with the position of the hearing officer.  No 
further response is necessary. 

 
2. The proposed regulation is not inconsistent with California law concerning sales 

throwback. The cases that reflect the use of the Joyce methodology all involved 
section 25135 and not section 25136 or 25137.  Finnigan, the methodology 
applied in the regulation, is not overruled by the case law; rather a choice was 
made to use a different method going forward.  In fact, the SBE and the courts 
have commented that Finnigan rests on "theoretically good reasons".  Under 
section 25137, the Franchise Tax Board is free to adopt Finnigan, and in this 
regulation, the Finnigan methodology better suits the industry in question. 

 
Response:  This comment is consistent with the position of the hearing officer.  No 
further response is necessary. 

 
3. The FTB staff has satisfied the requisite evidentiary standards under section 

25137.  The staff's qualitative review of the industry, as well as the actions of 
many other states in changing the rules for this industry, demonstrate that an 
unusual fact situation exists such that the FTB can regulate under section 25137.   

 
Response:  This comment is consistent with the position of the hearing officer.  No 
further response is necessary. 
 
4. The proposed regulation fosters uniformity.  The trend in the other states is to 

move towards a market approach.  This is precisely what the regulation provides.   
 

Response:  This comment is consistent with the position of the hearing officer.  No 
further response is necessary. 
 
Comment from Joanne Garvey of HellerEhrman LLP on behalf of Barclays Global 
Investors, dated January 16, 2007. 

 
This comment contains responses to comments made by other commentators at the 
regulatory hearing.  As such it provides useful perspective to the hearing officer 
regarding the proper weight to be placed on the various comments made by the 
parties.  However, these comments do not directly address the regulation and 
therefore no response is necessary.  There are other specific comments that do 
require a response. 
 
1. The definition of "domicile" contained in subsection (a)(4) should be amended to 

specifically address asset management services. 
 
Response: 
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The domicile issue is now addressed in amended subsection (a)(4), as revised 
pursuant to the 15-day change Notice, which now includes subsection (a)(4)(B), 
which provides: 
 

The domicile of a beneficial owner of assets managed by a mutual 
fund service provider shall be presumed to be the beneficiary's 
mailing address on the records of the entity for whom the asset 
management services are rendered, or on the records of the mutual 
fund service provider. If the entity for whom the asset management 
services are rendered, or the mutual fund service provider, has 
actual knowledge that the beneficiary's primary residence or  
principal place of business is different than the beneficiary's mailing 
address, the presumption does not control. Owners of record that 
are not the beneficial owner are subject to the special rule 
contained in subsection (b)(1)(B)1 of this regulation. 

 
2.  Regulation section (a)(7), which defines asset management services, should be 
amended to make clear that the definitions of "administrative services", Distribution 
services" and Management services" contained in (a)(1), (a)(2) and (a)(3) are 
applicable to asset management activities. 
 
Response: 
 
Subsection (a)(7), as revised pursuant to the 15-day change Notice, is amended to 
read: 
 

(7) "Asset management services" means the direct or indirect 
provision of management, distribution or administrative services to 
entities other than regulated investment companies, if those 
services would be management, distribution or administrative 
services within the meaning of subparagraphs (a)(1), (a)(2), or 
(a)(3) of this regulation, if provided directly or indirectly to a 
regulated investment company. 

 
No additional changes are required. 
 
3. Section (b)(1)(A)1 should be revised to allow for greater flexibility.  The rule 

should allow for the use of any reasonable method for determining the domicile 
of the underlying beneficial owners. 

 
Response:   
 
This section, as revised pursuant to the 15-day change Notice, now provides: 
 

 If the domicile of a given individual shareholder is unknown to the 
mutual fund service provider because the shareholder of record is a 
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person that holds the shares of a regulated investment company as 
depositor for the benefit of a separate account others, the mutual 
fund service provider may utilize any reasonable basis derived from 
information that it receives from the shareholder of record, such as 
the zip codes of underlying shareholders, in order to determine the 
proper location for the assignment of these shares. If no information 
is available obtained such that a reasonable basis can be 
developed to determine the proper location for the assignment of 
these shares, from the shareholder of record, then all of the shares 
held by the shareholder of record shall be disregarded in computing 
the shareholder ratio for the fund in issue. 

 
This should provide the requisite level of flexibility to the services providers.  No 
further change is necessary. 
 
4. Subsection (b)(1)(A)2 should be amended to provide greater flexibility for the 

taxable year used in computing the shareholder ratio.  The taxable year of the 
mutual fund service provider should be an allowable alternative.   

 
Response: 
 
The regulation, as revised pursuant to the 15-day change Notice, provides this 
additional flexibility and now states: 
 

The regulated investment company's taxable year for computing 
the shareholder ratio shall be either the taxable year that ends 
during the taxable year of the principal member of the mutual fund 
service provider's combined reporting group or the taxable year of 
the principal member of the mutual fund service provider's 
combined reporting group. Once a method for computing the 
shareholder ratio is chosen, that methodology should be applied 
consistently in later years. 

 
No further change is necessary. 
 
5. Revise section (b)(1(B) to provide great flexibility in the method of determining 

the domiciles of beneficial owners of the assets held by entities receiving 
services form the asset managers.  The comment suggests its own language for 
accomplishing this greater flexibility.   

 
Response: 
 
The flexibility sought is found in the revised regulation.  The subsection, as revised 
pursuant to the 15-day change Notice, now reads: 
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In the case of asset management services directly or indirectly 
provided to a pension plan, retirement account or institutional 
investor, such as private banks, national and international private 
investors, international traders or insurance companies, receipts 
shall be assigned to this State to the extent the domicile of the 
beneficiaries of the plan, beneficiaries of the account or 
beneficiaries of the similar pool of assets held by the institutional 
investor, is in California. If the individual domiciles of the 
beneficiaries are not available, a mutual fund service provider may 
utilize any reasonable basis in order to determine the domiciles of 
the individual beneficiaries, including information based on zip 
codes or other statistical data. 

  
This should provide all of the flexibility needed to comply with the requirements of 
the subsection. 
 
6. Expand subsection (b)(1)(C) to make clear that the Finnigan methodology will be 

applied to asset management services receipts as well as mutual fund services 
receipts. 

 
Response:   
 
The subsection, as revised pursuant to the 15-day change Notice, is amended to 
address the comment.  As revised, the subsection now reads: 
 

If a mutual fund service provider has non-taxpayer members that 
are providing management, distribution or administration services 
to or on behalf of a regulated investment company with 
shareholders in this State, or that are providing asset management 
services directly or indirectly for beneficiaries who are domiciled in 
this State, the receipts from these activities that are assigned to the 
numerator of the sales factor by virtue of this regulation shall be 
included in the numerator of the sales factor in determining the 
unitary group's business income apportionable to this State, even 
though the specific entity that performed the services in not a 
taxpayer in this State. 
 

No further changes to the regulation are necessary. 
 
7. Clarify subsection (b)(1)(C)1d to provide that the normal sales factor rules will 

apply to sales not addressed by the regulation and that these sales will be 
included in the sales factor. 

 
Response:  
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This change has been incorporated into the regulation, as revised pursuant to the 
15-day change Notice, as follows: 

 
d. The taxpayer member's California sales factor is a fraction, the 
numerator of which is the California sales of that taxpayer member, 
determined under sections 25133 through 25137 of the Revenue 
and Taxation Code and the regulations adopted pursuant thereto 
and as modified by this regulation, and the denominator of which is 
the total sales of the group everywhere. 
 

8. The throwback provision in section (b)(1)(D) runs counter to the purpose of 
adopting a market-based approach to assigning receipts and should be deleted. 
If it is not deleted, it needs to be revised to explicitly contemplate other states 
where shareholder ratio is assigning receipts.  

 
Response:  
 
The regulation, as revised pursuant to the 15-day change Notice, addresses this 
comment.  Subsection (b)(1)(A) now requires that the ratio be developed for all 
states, not just California, and now reads: 
 

Sales Factor. For purposes of determining the numerator of the   
sales factor: 
(A) Receipts from the direct or indirect provision of management, 
distribution or administration services to or on behalf of a regulated 
investment company are assigned by the use of a shareholder 
ratio. This ratio is calculated by multiplying total receipts for the 
taxable year from each separate regulated investment company for 
which the mutual fund service provider performs management, 
distribution or administration services by a fraction, the numerator 
of which is the average of the number of shares owned by the 
regulated investment company's shareholders domiciled in this the  
State at the beginning of and at the end of the regulated investment 
company's taxable year, and the denominator of which is the 
average of the number of the shares owned by the regulated 
investment company's shareholders everywhere at the beginning of 
and at the end of the regulated investment company's taxable year. 

 
This change, coupled with the language of subsection (b)(1)(D) which, as revised 
pursuant to the 15-day change Notice, states: 

 
If the shareholder ratio calculated under section (b)(1)(A) or asset 
management services assigned under (b)(1)(B) of this regulation 
assigns receipts to a state where no members of the mutual fund 
service provider's unitary group are taxable as defined in Section 
25122, these receipts shall not be assigned to that state. Instead, 
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these receipts shall be assigned to the location of the income 
producing activity that gave rise to the receipts, as determined 
under Revenue and Taxation Code section 25136. 

 
should make it clear that the ratio in subsection (b)(1)(A) is calculated for all states in 
order for the throwback rule to function properly. 
 
The comment also states that the throwback rule should be eliminated. This 
comment is rejected.  There is a clear need for throwback in the regulation in order 
to meet another goal of the UDITPA, that 100 percent of the taxpayer's income (no 
more or less) is assigned to jurisdictions where the taxpayer is taxable, whether a 
jurisdiction chooses to tax the income or not.  Throwback is therefore found in 
UDITPA itself (RTC section 25135) as well as numerous special industry regulations 
promulgated under RTC section 25137.   

 
Comments by Dr. William G. Hamm of LECG Corporation received on December 
14, 2006 and January 15, 2006, also submitted orally at the December 18 hearing. 
(Included in Comments made by Federated Investors on these dates.) 
 

Dr. Hamm provided a comment that did not directly relate to language of the 
proposed regulation, but rather questioned the revenue estimate of the regulation.  
His initial analysis was that the regulation would cause an annual $370 million loss 
to the state if it were to be adopted.  This effect is at odds with FTB's analysis that 
the regulation would produce a $10 million annual gain for the state. Phil Spilberg, of 
the FTB Economic and Statistical Research Bureau, responded to this comment 
during the regulation hearing.  After the hearing, and after considering Mr. Spilberg's 
comments, Dr. Hamm submitted a revised report in which he changed his revenue 
effect to an annual loss of $107 million.  

 
As this comment does not address the regulation itself, the hearing officer has no 
response to the comment beyond what was provided orally by Mr. Spilberg at the 
hearing. 

 
Comment by Forward Observer dated January 16, 2007 
 

Allianz of America, Barclays Global Investors, Capital Group, and Franklin 
Templeton (four California-based MFSPs) hired Dr. Philip Romero of Forward 
Observer to provide an estimate of the fiscal impact of this regulation.  This was 
done in response to a fiscal impact analysis performed by Dr. William Hamm of 
LECG Corporation.  Dr. Hamm was hired by Federated Investors to perform an 
analysis of the regulation's impact on the state's general fund revenues. 

 
The analysis performed by Forward Observer is consistent with the revenue 
estimate performed by the Franchise Tax Board and refutes the estimate of LECG 
that the regulation will result in a large revenue loss.   
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As there is no specific comment regarding the regulation itself, there is no need to 
respond to the comment or its analysis. 

 
Comments by John McBeth, Senior Tax Counsel for Franklin Templeton 
Investments dated January 16, 2007 

 
This comment is a response to the economic analysis performed by Dr. Hamm of 
LECG for Federated Investors.  The comment refutes many of the underlying 
assumptions made in the calculation of the economic effect of the regulation in 
regards to state general fund revenues.  The commentator urges that the Franchise 
Tax Board's economic analysis be relied upon as a better measure of the impact of 
the regulation. 
 
Response: 
 
While the comments provide helpful information to the hearing officer in regards to 
the validity of the methodology utilized by Dr. Hamm, they do not address the 
regulation itself; therefore no response to the comment is necessary. 
 

Comments By Julie Coleman Manth, Vice President of Treasury Operations for 
Capital Group Companies, dated January 16, 2007. 

 
This comment is also in response to the economic impact analysis performed by Dr. 
Hamm.  The commentator states that Dr. Hamm's analysis used assumptions that 
are inaccurate.  This leads to a vast overstatement of the effect of the regulation.  
The economic analysis of the Franchise Tax Board should be the one relied upon in 
assessing the impact of the regulation. 
 
Response:   
 
This comment is not directed to the regulation itself and therefore there is no need 
for a response. 
 
 

Comments received in response to the 15-day Notice 
 
There were four comments received in response to the changes made in the 15-day 
Notice mailed on February 21, 2007.  Of those four comments, the comments from 
Barclays Global Investors, Franklin Templeton Investments and The Capital Group were 
all positive responses and made no comments regarding any of the changes.  The 
fourth comment received was from Investment Company Institute (ICI), which 
maintained its opposition to the throwback rule contained in the regulation. There was 
also one additional comment in ICI's response: 
 



April 4, 2007  Exhibit B 

1. The FTB should clarify that the throwback rule does not apply in situations where 
a taxpayer is subject to a state's taxing jurisdiction, regardless of whether a state 
chooses to impose a tax.  

 
Response: 

 
The regulation, as revised pursuant to the 15-day change Notice, contains such 

clarification in subsection (b)(1)(D), which provides: 
 

If the shareholder ratio calculated under subsection (b)(1)(A) or 
asset management services assigned under (b)(1)(B) of this 
regulation assigns receipts to a state where no members of the 
mutual fund service provider's unitary group are taxable as defined 
in Section 25122, these receipts shall not be assigned to that state. 
Instead, these receipts shall be assigned to the location of the 
income producing activity that gave rise to the receipts, as 
determined under Revenue and Taxation Code section 25136. 

 
The new reference to RTC section 25122 will incorporate that section's definition of 
"taxable in another state," which would include, as taxable, all of the states where 
the state would have jurisdiction to subject a member of the unitary group to a net 
income tax, regardless of whether the state does or does not choose to do so. 
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TITLE 18.  FRANCHISE TAX BOARD 
AMENDMENTS TO PROPOSED 

REGULATION SECTION 25137-14, RELATING TO 
MUTUAL FUND SERVICE PROVIDERS 

 
A hearing was held on December 18, 2006, by Carl A. Joseph of the Franchise Tax 
Board Legal Department, the “hearing officer,” on proposed new Regulation Section 
25137-14, which was noticed in the California Regulatory Notice Register on October 
27, 2006.  Section 25137 of the Revenue and Taxation Code authorizes the Franchise 
Tax Board to promulgate regulations regarding alternative apportionment 
methodologies.  The indicated regulations, if adopted, would provide rules for the 
apportionment of income of mutual fund service providers. 
 
After department staff reviewed the regulations and considered the comments 
submitted at and before the hearing, the hearing officer recommends that certain 
amendments to the proposed regulations be made for purposes of clarity and to insert 
clear language regarding the effective date of the regulation.  These nonsubstantial 
changes (within the meaning of Govt. Code Section 11346.8) and sufficiently related 
changes (within the meaning of Govt. Code Section 11346.8) recommended by the 
hearing officer are reflected in the attachment hereto.  Deletions to the indicated 
regulations are reflected by strikeout, and additions to the regulations are reflected by 
underscore.  The proposed changes are summarized below: 
 
1. Subsection (a)(3), the definition of management services, is revised to clarify that the 
mutual fund service provider is providing the service of selling or purchasing assets for 
the RIC rather than buying and selling for its own account. Comments were received 
that this needed clarification. 

 
(3) "Management services" include, but are not limited to, the rendering of 
investment advice, directly or indirectly, to a regulated investment company, 
making determinations as to when sales and purchases of securities are to be 
made on behalf of the regulated investment company or providing services 
related to the selling or purchasing of securities constituting assets of a 
regulated investment company, and related activities. Services qualify as 
management services only when such activity or activities are performed 
pursuant to a contract with the regulated investment company entered into 
pursuant to 15 United States Code, Section 80a-15(a), as amended, for a 
person that has entered into such a contract with the regulated investment 
company or for a person that is affiliated with a person that has entered into 
such a contract with a regulated investment company. 

 
2. The definition of "domicile" contained in subsection (a)(4) was not clear in how it 
would apply to customers who were being provided asset management services.  
Therefore, the definition of "domicile" contained in subsection (a)(4) is split into two 
sections; one for shareholders in a RIC, and the other for beneficiaries who are 
receiving asset management services.  Prior to the change, there was no clear 
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definition of domicile for asset management services.  The sales factor assignment 
section for asset management did not speak in terms of domicile.  This was seen as 
confusing.  Comments were also received that the two sales factor sections should 
parallel each other.   

 
Also, a change is being made in the subsection (a)(4)(A) definition of domicile to expand 
the scope of possible shareholders subject to the rules contained in subsection 
(b)(1)(A)1. This change was requested because it was pointed out that some corporate 
entities own shares for themselves, and not for the benefit of others, and therefore could 
be assigned to a principal place of business address rather than under the special rules. 

 
(4) "Domicile" is defined as follows: 

 
(A) The domicile of a shareholder of a regulated investment company 
is presumed to be the shareholder's mailing address on the records of 
the regulated investment company or the mutual fund service provider. 
If the regulated investment company or the mutual fund service 
provider has actual knowledge that the shareholder's primary 
residence or principal place of business is different than the 
shareholder's mailing address, the presumption does not control. 
Shareholders of record that own shares for the benefit of others are not 
individuals are subject to the special rule contained in subsection 
(b)(1)(A)1. of this regulation.  

 
(B) The domicile of a beneficial owner of assets managed by a mutual 
fund service provider shall be presumed to be the beneficiary's mailing 
address on the records of the entity for whom the asset management 
services are rendered, or the records of the mutual fund service 
provider. If the entity for whom the asset management services are 
rendered, or the mutual fund service provider, has actual knowledge 
that the beneficiary's primary residence or principal place of business 
is different than the beneficiary's mailing address, the presumption 
does not control. Owners of record that are not the beneficial owner 
are subject to the special rule contained in subsection (b)(1)(B)1 of this 
regulation. 

 
3. Subsection (a)(7) changed to make it clear that the definitions of management, 
distribution or administrative services contained in subsections (a)(1), (a)(2) and (a)(3) 
also apply to asset management services.  Before this change, it was not clear that the 
same definitions applied. 
 

(7) "Asset management services" means the direct or indirect provision of 
management, distribution or administrative services to entities other than 
regulated investment companies, if those services would be management, 
distribution or administrative services within the meaning of subsections 
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(a)(1), (a)(2), or (a)(3) of this regulation, if provided directly or indirectly to a 
regulated investment company. 

 
4. Subsection (b)(1)(A) is modified in order to clarify that the ratio calculation should be 
performed for all states and not just California. It is necessary to clarify this because the 
throwback provision in subsection (b)(1)(D) only applies to states where the ratio is 
assigning receipts. If the ratio only were calculated for California, this section would 
never apply. 
 

(A) Receipts from the direct or indirect provision of management, distribution 
or administration services to or on behalf of a regulated investment company 
are assigned by the use of a shareholder ratio. This ratio is calculated by 
multiplying total receipts for the taxable year from each separate regulated 
investment company for which the mutual fund service provider performs 
management, distribution or administration services by a fraction, the 
numerator of which is the average of the number of shares owned by the 
regulated investment company's shareholders domiciled in this the State at 
the beginning of and at the end of the regulated investment company's 
taxable year, and the denominator of which is the average of the number of 
the shares owned by the regulated investment company's shareholders 
everywhere at the beginning of and at the end of the regulated investment 
company's taxable year. 

 
5. Subsection (b)(1)(A)1 is modified to make it apply to all shareholders and not just 
individuals.  Comments were received that this subsection was confusing because the 
term "individual shareholder" was used to mean "a single shareholder" when the term 
"individual" is later used to describe a human being, as opposed to a corporation. Also 
the term "benefit of others" is included to replace "benefit of a separate account".  This 
was done to be consistent with the change in subsection (a)(4)(A) set forth above. This 
subsection is further modified to take out the limitation that information used to develop 
a reasonable assignment mechanism must come from the shareholder of record. It was 
suggested that this was too limiting and that information may come from sources other 
than the shareholder of record. Also, an additional change was made to remove the 
term "available" and replace it with "obtained".  Available, it was argued, is too 
subjective. 

 
1. If the domicile of a given individual shareholder is unknown to the mutual 
fund service provider because the shareholder of record is a person that 
holds the shares of a regulated investment company as depositor for the 
benefit of a separate account others, the mutual fund service provider may 
utilize any reasonable basis derived from information that it receives from the 
shareholder of record, such as the zip codes of underlying shareholders, in 
order to determine the proper location for the assignment of these shares. If 
no information is available obtained such that a reasonable basis can be 
developed to determine the proper location for the assignment of these 
shares from the shareholder of record, then all of the shares held by the 
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shareholder of record shall be disregarded in computing the shareholder ratio 
for the fund in issue. 

 
6. Subsection (b)(1)(A)2 is modified to allow greater flexibility, as requested by 
commenters, such that the ratio can be calculated either on the RIC's year end or the 
mutual fund service provider's year end.  In addition, language is added to require that 
the chosen method be consistently applied in subsequent years. 

 
2. The regulated investment company's taxable year for computing the 
shareholder ratio shall be either the taxable year that ends during the taxable 
year of the principal member of the mutual fund service provider's combined 
reporting group or the taxable year of the principal member of the mutual fund 
service provider's combined reporting group. Once a method for computing 
the shareholder ratio is chosen, that methodology should be applied 
consistently in later years.   

 
7. Subsection (b)(1)(B) is modified to be consistent with the new definition of domicile, 
which uses the term "beneficial owner" instead of "individual." 

 
(B) If a mutual fund service provider has receipts from performing asset 
management services, in addition to performing services for regulated 
investment companies, these services shall be assigned to this state if the 
domicile of the individual owning beneficial owner of the assets is located in 
this state. 

 
8. Subsection (b)(1)(B)1. is modified to be consistent with the change made in 
(b)(1)(A)1. 

 
1. In the case of asset management services directly or indirectly provided to 
a pension plan, retirement account or institutional investor, such as private 
banks, national and international private investors, international traders or 
insurance companies, receipts shall be assigned to this State to the extent 
the domicile of the beneficiaries of the plan, beneficiaries of the account or 
beneficiaries of the similar pool of assets held by the institutional investor, is 
in California.  If the domiciles of the beneficiaries are not available, a mutual 
fund service provider may utilize any reasonable basis in order to determine 
the domiciles of the individual beneficiaries, including information based on 
zip codes or other statistical data. 

 
9. Subsection (b)(1)(B)2 is modified because input was received that the term 
"statistically" was confusing and unnecessary, so the term is being deleted. 

 
2. In the event the domicile of the beneficiaries is not or cannot be obtained, 
and the taxpayer cannot devise a reasonable method to approximate this 
information statistically, the receipts shall be disregarded for purposes of the 
sales factor. 
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10. Subsection (b)(1)(C) is modified to make it clear that the section applies to both 
services provided to RICs and asset management services provided by the mutual fund 
service providers. 

 
(C) If a mutual fund service provider has non-taxpayer members that are 
providing management, distribution or administration services to or on behalf 
of a regulated investment company with shareholders in this State, or that are 
providing asset management services directly or indirectly for beneficiaries 
who are domiciled in this State, the receipts from these activities that are 
assigned to the numerator of the sales factor by virtue of this regulation shall 
be included in the numerator of the sales factor in determining the unitary 
group's business income apportionable to this State, even though the specific 
entity that performed the services in not a taxpayer in this State. 

 
11.  Subsection (b)(1)(C)1(d) is clarified pursuant to a comment that this section was 
unclear regarding whether sales made by a mutual fund service provider that were not 
addressed under the regulation could still be included in the sales factor of the mutual 
fund service provider.  This was always staff's intention, as set forth in subsection (b), 
but staff agrees that this change provides greater clarity. 

 
The taxpayer member's California sales factor is a fraction, the numerator of 
which is the California sales of that taxpayer member, determined under 
Sections 25133 through 25137 of the Revenue and Taxation Code and the 
regulations adopted pursuant thereto and as modified by this regulation, and 
the denominator of which is the total sales of the group everywhere. 

 
12.  Subsection (b)(1)(D) is modified to match the addition made in subsection (b)(1)(C) 
to insert asset management services into the section. 
 

(D) If the shareholder ratio calculated under section (b)(1)(A) or asset 
management services assigned under (b)(1)(B) of this regulation assigns 
receipts to a state where no members of the mutual fund service provider's 
unitary group are taxable, these receipts shall not be assigned to that state. 
Instead, these receipts shall be assigned to the location of the income 
producing activity that gave rise to the receipts, as determined under 
Revenue and Taxation Code section 25136. 

 
13.  In addition, subsection (b)(1)(D) is further modified to tie the definition of "taxable" to 
the definition found in Revenue and Taxation Code section 25122.  This was requested 
by comment in order to clarify the term.  This was already staff's interpretation of the 
regulation, under the language in subsection (b), and this simply provides clarity.  
 

(C) If the shareholder ratio calculated under subsection (b)(1)(A) or 
asset management services assigned under (b)(1)(B) of this 
regulation assigns receipts to a state where no members of the 
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mutual fund service provider's unitary group are taxable as defined 
in Revenue and Taxation Code section 25122, these receipts shall 
not be assigned to that state. Instead, these receipts shall be 
assigned to the location of the income producing activity that gave 
rise to the receipts, as determined under Revenue and Taxation 
Code section 25136. 

 
14. Section (c) is added to set forth that the regulation is applicable to taxable 
years beginning on or after January 1, 2007.  It was requested that staff include 
an effective date in the regulation and the January 1, 2007 date is reasonable as 
the process of regulating was well under way by this date.   
 

 (c) This regulation is applicable to taxable years beginning on or 
after January 1, 2007 

 
These nonsubstantial and sufficiently related changes are being made available to the 
public for the 15-day period required by Government Code section 11346.8(c) and 
Section 44 of Title 1 of the California Code of Regulations.  Written comments regarding 
theses changes will be accepted until 5:00 p.m. on March 12, 2007. 
 
A copy of the proposed amendments is being sent to all individuals who requested 
notification of such changes, as well as those who attended the hearing and those who 
commented orally or in writing, and will be available to other persons upon request.  
All inquiries and written comments concerning this notice should be directed to Colleen 
Berwick (916) 845-3306, FAX (916) 845-3648, E-Mail: colleen.berwick@ftb.ca.gov, or 
by mail to the Legal Department, Attn: Colleen Berwick, P.O. Box 1720, Rancho 
Cordova, CA  95741-1720.  This notice and the proposed amendment and adoption will 
also be made available at the Franchise Tax Board’s website at http://www.ftb.ca.gov/. 
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Section 25137-14 is adopted to read:  
 
§ 25137-14. Mutual Fund Service Providers and Asset Management Service Providers.  
 
NOTE:  The 15-day changes are shown in underscore for additions and strikeout 
for deletions. 
 
(a)  Definitions.  
 
As used in this section, unless the context otherwise indicates, the following terms have 
the following meanings:  

 
(1)  "Administration services" include, but are not limited to, clerical, fund or 
shareholder accounting; participant record-keeping, transfer agency, bookkeeping, 
data processing, custodial, internal auditing, legal, and tax services performed for a 
regulated investment company. Services qualify as administration services only if 
the provider of such service or services during the taxable year also provides, or is 
affiliated with a person that provides, management or distribution services to the 
same regulated investment company during the same taxable year.  
 

(2)  "Distribution services" include, but are not limited to, the services of advertising, 
servicing, marketing or selling shares of a regulated investment company. The 
services of advertising, servicing or marketing shares qualify as distribution services 
only when the service is performed by a person who is, or in the case of a closed-
end company was, either engaged in the business of selling regulated investment 
company shares or affiliated with a person that is engaged in the service of selling 
regulated investment company shares. In the case of an open-end company, such 
service of selling shares must be performed pursuant to a contract entered into 
pursuant to 15 United States Code, Section 80a-15(b), as amended.  
 

(3)  "Management services" include, but are not limited to, the rendering of 
investment advice, directly or indirectly, to a regulated investment company, making 
determinations as to when sales and purchases of securities are to be made on 
behalf of the regulated investment company or providing services related to the 
selling or purchasing of securities constituting assets of a regulated investment 
company, and related activities. Services qualify as management services only 
when such activity or activities are performed pursuant to a contract with the 
regulated investment company entered into pursuant to 15 United States Code, 
Section 80a-15(a), as amended, for a person that has entered into such a contract 
with the regulated investment company or for a person that is affiliated with a 
person that has entered into such a contract with a regulated investment company.  
 

(4)  "Domicile" is defined as follows: 
 

(A) The domicile of a shareholder of a regulated investment company is 
presumed to be the shareholder's mailing address on the records of the 
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regulated investment company or the mutual fund service provider. If the 
regulated investment company or the mutual fund service provider has actual 
knowledge that the shareholder's primary residence or principal place of 
business is different than the shareholder's mailing address, the presumption 
does not control. Shareholders of record that own shares for the benefit of 
others are not individuals are subject to the special rule contained in subsection 
(b)(1)(A)1 of this regulation.  

 
(B) The domicile of a beneficial owner of assets managed by a mutual fund 
service provider shall be presumed to be the beneficiary's mailing address on 
the records of the entity for whom the asset management services are 
rendered, or on the records of the mutual fund service provider. If the entity for 
whom the asset management services are rendered, or the mutual fund service 
provider, has actual knowledge that the beneficiary's primary residence or 
principal place of business is different than the beneficiary's mailing address, 
the presumption does not control. Owners of record that are not the beneficial 
owner are subject to the special rule contained in subsection (b)(1)(B)1 of this 
regulation.  

 
(5)  "Mutual fund service provider" means any unitary business that derives income 
from the direct or indirect provision of management, distribution or administration 
services to or on behalf of a regulated investment company.  
 

(6)  "Regulated Investment Company" means a regulated investment company as 
defined in Section 851 of the Internal Revenue Code.  
 

(7)  "Asset management services" means the direct or indirect provision of 
management, distribution or administrative services to entities other than regulated 
investment companies, if those services would be management, distribution or 
administrative services within the meaning of subparagraphs (a)(1), (a)(2), or (a)(3) 
of this regulation, if provided directly or indirectly to a regulated investment 
company.  

 
(b) Apportionment of Business Income. The property, payroll and sales factors of the 
apportionment formula for mutual fund service providers shall be computed pursuant to 
Sections 25128 through 25137 of the Revenue and Taxation Code and the regulations 
adopted pursuant thereto, except as provided in this regulation:  

 
(1)  Sales Factor. For purposes of determining the numerator of the sales factor:  

 
(A)  Receipts from the direct or indirect provision of management, distribution or 
administration services to or on behalf of a regulated investment company are 
assigned by the use of a shareholder ratio. This ratio is calculated by 
multiplying total receipts for the taxable year from each separate regulated 
investment company for which the mutual fund service provider performs 
management, distribution or administration services by a fraction, the 
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numerator of which is the average of the number of shares owned by the 
regulated investment company's shareholders domiciled in this the State at the 
beginning of and at the end of the regulated investment company's taxable 
year, and the denominator of which is the average of the number of the shares 
owned by the regulated investment company's shareholders everywhere at the 
beginning of and at the end of the regulated investment company's taxable 
year.  

 
1.  If the domicile of a given individual shareholder is unknown to the mutual 
fund service provider because the shareholder of record is a person that 
holds the shares of a regulated investment company as depositor for the 
benefit of a separate account others, the mutual fund service provider may 
utilize any reasonable basis derived from information that it receives from 
the shareholder of record, such as the zip codes of underlying shareholders, 
in order to determine the proper location for the assignment of these shares. 
If no information is available obtained such that a reasonable basis can be 
developed to determine the proper location for the assignment of these 
shares, from the shareholder of record, then all of the shares held by the 
shareholder of record shall be disregarded in computing the shareholder 
ratio for the fund in issue.  

 
2.  The regulated investment company's taxable year for computing the 
shareholder ratio shall be either the taxable year that ends during the 
taxable year of the principal member of the mutual fund service provider's 
combined reporting group or the taxable year of the principal member of the 
mutual fund service provider's combined reporting group. Once a method 
for computing the shareholder ratio is chosen, that methodology should be 
applied consistently in later years.  

 
(B) If a mutual fund service provider has receipts from performing asset 
management services, in addition to performing services for regulated 
investment companies, these services shall be assigned to this state if the 
domicile of the individual owning beneficial owner of the assets is located in this 
state. 

  
1.  In the case of asset management services directly or indirectly provided 
to a pension plan, retirement account or institutional investor, such as 
private banks, national and international private investors, international 
traders or insurance companies, receipts shall be assigned to this State to 
the extent the domicile of the beneficiaries of the plan, beneficiaries of the 
account or beneficiaries of the similar pool of assets held by the institutional 
investor, is in California.  If the individual domiciles of the beneficiaries are 
not available, a mutual fund service provider may utilize any reasonable 
basis in order to determine the domiciles of the individual beneficiaries, 
including information based on zip codes or other statistical data.  
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2.  In the event the domicile of the beneficiaries is not or cannot be 
obtained, and the taxpayer cannot devise a reasonable method to 
approximate this information statistically, the receipts shall be disregarded 
for purposes of the sales factor.  

 
(C)  If a mutual fund service provider has non-taxpayer members that are 
providing management, distribution or administration services to or on behalf of 
a regulated investment company with shareholders in this State, or that are 
providing asset management services directly or indirectly for beneficiaries who 
are domiciled in this State, the receipts from these activities that are assigned 
to the numerator of the sales factor by virtue of this regulation shall be included 
in the numerator of the sales factor in determining the unitary group's business 
income apportionable to this State, even though the specific entity that 
performed the services in not a taxpayer in this State.  

 
1.  In lieu of the provisions contained in Regulation section 
25106.5(c)(7)(B), the taxpayer member's property, payroll and sales factors 
are calculated as follows:  

 
a.  Each taxpayer member of the combined reporting group (and only 
the taxpayer members) determines its California property factor, payroll 
factor and sales factor.  

 
b. The taxpayer member's California property factor is a fraction, the 
numerator of which is the California property of that member, and the 
denominator of which is the total property of the group everywhere. 
Property values are determined in accordance with Sections 25130 and 
25131 of the Revenue and Taxation Code.  

 
c. The taxpayer member's California payroll factor is a fraction, the 
numerator of which is that member's California payroll, determined 
under Section 25133 of the Revenue and Taxation Code, and the 
denominator of which is the total payroll of the group everywhere.  

 
d. The taxpayer member's California sales factor is a fraction, the 
numerator of which is the California sales of that taxpayer member, 
determined under sections 25133 through 25137 of the Revenue and 
Taxation Code and the regulations adopted pursuant thereto and as 
modified by this regulation, and the denominator of which is the total 
sales of the group everywhere.  

 
2.  In lieu of the provisions contained in Regulation section 
25106.5(c)(7)(C), the taxpayer member's California source combined report 
business income is then calculated as follows:  
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a.  First, the taxpayer's California apportionment percentage is 
determined. It is the sum of that member's California payroll, property, 
and a doubled weighted sales factor (or a single weighted sales factor, 
if applicable), with that sum divided by either four or three (as 
applicable).  

 
b.  Next, the taxpayer member determines its intrastate apportionment 
percentage. That percentage is the ratio of the taxpayer member's 
California apportionment percentage to the sum of all of the California 
taxpayer members' California apportionment percentages.  

 
c.  Finally, the taxpayer member multiplies the group's California source 
combined report business income by its intrastate apportionment 
percentage to arrive at the taxpayer member's California source 
combined report business income.  

 
(D) If the shareholder ratio calculated under section (b)(1)(A) or asset 
management services assigned under (b)(1)(B) of this regulation assigns 
receipts to a state where no members of the mutual fund service provider's 
unitary group are taxable as defined in Section 25122, these receipts shall not 
be assigned to that state. Instead, these receipts shall be assigned to the 
location of the income producing activity that gave rise to the receipts, as 
determined under Revenue and Taxation Code section 25136.  

 
(c) This regulation is applicable to taxable years beginning on or after January 1, 2007. 
 
Note:  Authority cited: Section 19503, Revenue and Taxation Code.  
 Reference: Section 25137, Revenue and Taxation Code.  
 













































































































































 

December 18, 2006 
 
 

 

 
 
DELIVERED BY E-Mail 
Ms Colleen Berwick 
Legal Branch 
Franchise Tax Board  
PO Box 1720 
Rancho Cordova CA 95741-1720 
 
Re:  Comments Regarding Proposed Apportionment Regulations for Mutual Funds and Other  
       Asset Managers 
 
 
Dear Ms Berwick: 
 
Thank you for the opportunity for Barclays Global Investors to provide comments on 
Regulation 25137-14.  Our comments and questions are listed below. 
 
Specific Comments on Regulation 25137 -14 
 
Apportionment According to Shareholder Identification Rule (Subsection (b)(1)(A)1) 
 
Subsection (b)(1)(A)1 contains rules regarding the assignment of fund shares based on a 
reasonable method derived from information received from the shareholder of record.  If no 
information is received, then the shares are eliminated from the ratio of the given fund. 
 
Receipts from closed-end mutual funds and exchange traded funds would be subject to this 
subsection with regard to apportionment.   These types of funds are traded on public markets 
such as the New York Stock Exchange however asset managers for such funds do not have 
direct access to information about the location of investors in the funds.  Consequently, these 
receipts would therefore be eliminated from the sales factor.  If these receipts are thrown out 
of the sales factor it may distort the overall apportionment computation for the unitary group. 
 
A reasonable estimate to apportion these funds could be derived based on information about 
investors using US national census data.  This information is dependable and would be less 
subject to manipulation.  We would like to propose that this methodology be taken into 
account as an option to source receipts when shareholder of record information is not 
available. 
 
 

Neal Reilly 
Principal 

Assistant Director of Tax 
 

45 Fremont Street, San Francisco, CA 94105 
P.O. Box 7101, San Francisco, CA  94120-7101 

TEL +1 415 908 7047 
neal.reilly@barclaysglobal.com 
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March 23, 2007 
 
 

 

Further Clarification As to What Might Constitute a “Reasonable Method” under 
Subsection (b)(1)(B)  
 
Subsection (b)(1)(B) outlines rules to apportion receipts from asset management services.  
These rules also adopt a market sourcing concept based on the domicile of the beneficiary 
and allow for a “reasonable method to approximate this information statistically” if the actual  
data is not known.  
 
We propose that more clarification be given as to what might constitute a “reasonable 
method”.  Specifically, would using a US national census data be an acceptable statistical 
approach? 
 
 
Confirmation of Regulation 25137-14 Applicability to Both Financial and General 
Corporations. 
 
Please confirm that Regulation 25137-14 will apply to both financial and general 
corporations as the focus of this new regulation is on the type of receipt rather than the type 
of entity for California tax purposes. 
 
 
 * * * 
 
 
We hope that our comments and questions are helpful to you and other tax payers that will be 
subject to the new rules.  We would be pleased to try to provide any additional information 
that might be useful to further explain the comments outlined above. 
 
 
Sincerely, 
 
 
Neal Reilly 
 
 
 
 
 

















































































































































1111 L Street, Sacramento CA 95814 
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Taxing Mutual Funds:  The Revenue Impact of Proposed FTB Regulation 25137-14 
 
                                               Philip J. Romero1 
                            University of Oregon and Forward Observer 
                                               January 16, 2007 
 
Introduction 
 
The California Franchise Tax Board is currently considering the promulgation of 
Regulation 25137-14, which will provide for special sourcing rules for mutual fund 
service providers (MFSPs).  The author was retained by Allianz of America, Barclays 
Global Investors, Capital Group, and Franklin Templeton (four California-based MFSPs) 
to estimate the fiscal impact of this regulation. 
 
This report contains an analysis of the fiscal implications of the regulation.  An outline of 
the method used in arriving at this estimate is contained in Appendix A. 
 
The author is aware that two other estimates have already been submitted to the FTB.  
The FTB staff estimates an annual revenue gain of $10 million under the proposed 
regulation. The Law and Economic Consulting Group (LECG), retained by an out-of-
state MFSP, projects a loss of $370 million. 
 
The best analytic approach uses actual tax return data, as FTB did.  However, because FTB 
has not published its methodology, an independent calibrating estimate was deemed useful.  
This method uses data from the four sponsoring MFSPs, supplemented by sample data 
from LECG’s report, to be as accurate as possible.  Its conclusions are very consistent, and 
in fact slightly more favorable to the proposed regulation, than FTB staff’s. 
 
Executive Summary 
 
The proposed regulation will result in a net annual revenue gain of $12.6 million to 
the General Fund: an increase of $85.5 million in revenue from non-California 
MFSPs minus $72.9 million in reduced revenue from California MFSPs. 
 
Our methodology is outlined in Appendix A. 

                                                 
1 Dr. Philip J. Romero is Professor of Business Administration and former dean of the University of 
Oregon’s business school, and a principal in the policy consulting firm Forward Observer.  From 1991-98 
he served as Chief Economist to the Governor of California, during which time he participated in 
legislative reforms of the unitary tax system.  A full biography is contained in Appendix C. 
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Background, Outline of Regulation, and Its Rationale 
 
Background: Existing Law 
 
Taxpayers having business activities within and without the state determine their 
California corporate income tax under the formula apportionment approach set forth in 
the Uniform Division of Income Tax for Tax Purposes Act (UDITPA).  The formula 
apportionment approach assigns a portion of the business income of a multi-state 
taxpayer to California based on the ratio of its California property, payroll and sales to its 
total property, payroll and sales.   
 
The three factor formula is designed to be a reasonable proxy for recognizing the 
contribution of the taxpayer’s activities to its overall profitability on a geographic basis.  
The property and payroll factors essentially reflect the taxpayer’s production activities 
and assign values to its commercial domicile.  The sales factor is intended to reflect the 
contribution of the market states in providing a customer base to buy the taxpaying firm’s 
goods and services.   
 
The sales factor is thus “destination sourced” insofar as it assigns receipts from the sale 
of tangible personal property to the location of the customer.  On the other hand, receipts 
from sales other than of tangible personal property are assigned to the state where the 
income-producing activity related to the sale is performed.  For most service providers, 
this means the location of employee performing the service.  This is typically a fair 
sourcing rule because the primary activity that generates the receipts in question is the 
labor of the service provider.   
 
For MFSPs, however, the mutual fund shareholders themselves are particularly pivotal to 
the generation of income by the MFSP.  Nevertheless, receipts currently are assigned 
under the UDITPA income-producing activity sourcing rule to where the service is 
performed based on cost of performance.  The cost of performance standard is predicated 
upon the traditional “face-to-face” manner in which financial services, such as investment 
management, were provided.  As with other types of today’s financial services (e.g., 
credit card providers), it fails to reflect the truly national nature and importance of the 
relationships which MFSPs have with clients.  Many of their services can be “delivered” 
to the client electronically from locations in other states. 
 
Proposed Regulation 25137-14 
 
This regulatory proposal of the FTB staff is designed to address this inequity by assigning 
receipts for sales factor purposes to the mutual fund shareholder or beneficial owner 
location rather than the MFSP employee location.  Special industry regulations are 
authorized by the California Revenue and Taxation Code in instances where the 
otherwise applicable UDITPA apportionment provisions do not fairly represent the 
taxpayer’s activity in this state.  In the analysis describing this proposed regulation, FTB 
staff has represented that the application of the income producing activity sourcing rule 
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produces such an unfair result.  In this regard, the FTB has granted individual taxpayer 
relief under this statute with respect to two California-based MFSPs. 
 
By assigning MFSP receipts to the location of the mutual fund shareholders or beneficial 
owners of assets, MFSPs commercially domiciled in California will experience a 
reduction in their sales factor.  This is because receipts assigned entirely to California 
under the income producing activity sourcing rule will no longer be assigned to this state 
unless related to California mutual fund shareholders (which are a minority of most 
national firms’ shareholders) or beneficial owners.  Conversely, MFSPs commercially 
domiciled outside of California will experience an increase in the sales factor numerator 
that corresponds to their California mutual fund shareholders or beneficial owners (which 
currently are omitted entirely). 
 
The regulation also contains a throwback rule that provides that receipts assigned to a 
mutual fund shareholder or beneficial owner state under its terms will be “thrown back”, 
or assigned to the state where the income producing activity takes place, if the MFSP is 
not taxable in the mutual fund shareholder or beneficial owner state.  The regulation 
further provides that a MFSP will regarded as taxable in this regard if any member of the 
MFSP’s unitary business group is taxable in that state even though the MFSP receiving 
the income in question is not. 
 
 
Fiscal Impact  
 
There are two other analyses of the fiscal impact of the regulation, as mentioned earlier, 
that have been submitted in conjunction with this regulatory proceeding.  Dr. William 
Hamm of LEGC estimated the regulation would reduce state general fund revenues by 
$370 million per year.  The FTB staff has estimated that revenues would increase by $10 
million per year.  Such a wide disparity led to the request for this analysis, the 
methodology of which is outlined in greater detail in Appendix A.   
 
As noted above, the regulations have the effect of generating general fund revenue losses 
with respect to California-based MFSPs, while producing revenue gains from MFSPs 
commercially domiciled elsewhere.  The approach taken in this analysis is to estimate 
both revenue impacts and compute a net effect.  The LECG analysis has estimated losses 
from reduction in the sales factor of California-based MFSPs, but has not explicitly 
estimated the offsetting gains associated with the increase in the sales factor of non-
California based firms.  This accounts for some of the disparity in the projections. 
 

Table 1 
Summary of Net Fiscal Impact 

 
Revenue Gains from Non-California-based MFSPs:  + $85.5 million 
Revenue Losses to California-based MFSPs:   - $72.9 million 
 
Net Revenue effect:     + $12.6 million 
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Baseline (crude) estimate of MFSP tax revenues2:  $474.3 million 
Therefore: Effect as a percentage of baseline:    + 2.7% 
 
 
Conclusion 
 
 We estimate that the proposed regulation will increase General Fund revenues by 
$12.6 million.  This estimate is quite close to (and modestly larger than) FTB staff’s 
estimate.  

                                                 
2 Because FTB does not publish industry-level (as opposed to sector-level) tax revenue, we made our own 
crude estimate, as LECG did: Mutual funds’ share of financial sector assets under management (26.35%) x 
financial sector taxes collected ($1.8 billion) = $474. 3 million.  We believe this is a considerable 
overestimate, but it provides a point of calibration.  Our revenue impacts are very small percentages of the 
estimated baseline. 
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Appendix A 

Notes on Fiscal Impact Estimate Methodology 
 

The methodology of estimating the fiscal impact of Regulation 25137-14 is set forth 
below.  The proposed regulation affects two groups of MFSPs in differing ways, 
requiring a separate analysis of each group.  Under existing law, MFSPs commercially 
domiciled in California include all receipts from their provision of mutual funds and asset 
management services in the numerator of their sales factors for apportionment purposes 
regardless of where the mutual fund shareholders or beneficial owners are located.   
 
Conversely, MFSPs commercially domiciled elsewhere exclude all receipts from the 
provision of mutual fund or asset management services from the numerator of their sales 
factors, regardless of whether these services are provided for the benefit of any 
California-domiciled mutual fund shareholders or beneficial owners. 
 
The proposed regulations assign receipts from mutual fund or asset management services 
to California based on the proportion of California-domiciled mutual fund shareholders 
or beneficial owners who benefit from such services.  On the one hand, General Fund 
revenue will decrease because the sales factor numerators of California-based MFSPs 
will be reduced in an amount equal to the proportion of their receipts attributable to 
mutual fund or asset management services provided to out-of-state mutual fund 
shareholders or beneficial owners.  On the other hand, General Fund revenue will 
increase because the sales factor numerators of out-of-state MFSPs will be increased 
because receipts from mutual fund or asset management services provided to California-
domiciled mutual fund shareholders and beneficial owners are added to the numerators of 
their sales factors.  Therefore, we separately estimated General Fund revenue impacts for 
both groups of MFSPs and then arrived at the net fiscal impact.    
 
 
Fiscal Analysis 
 
 As noted in the report, FTB staff estimates that the regulation will increase 
revenues by $10 million per year, whereas LECG projects a loss of $370 million per year.  
FTB relied on actual tax returns for a sample of MFSPs, which in principle should make 
its analysis authoritative.  However, since FTB does not publish this analysis, an 
independent estimate was deemed necessary to calibrate FTB’s.  FTB offers only partial 
information to outside analysts, so any independent analysis, including this one, must rely 
on proxy data to provide at best rough estimates.  LECG relied on such proxy data from 
financial publishers.  This report relied on sample data from several California-based 
MFSPs, and relied on proxy data similar to LECG’s for non-California-based MFSPs 
 
 The key inputs to this analysis are the total revenues and California market shares 
of California-headquartered vs. out of state-headquartered MFSPs, their profitability, and 
their effective California corporate tax rate.  We estimated each as follows. 
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 California market share, revenue, and profitability.  The Financial Research 
Corporation produces an annual report of summary statistics on the top mutual fund 
groups.  We used their “25 Largest Fund Groups: Assets and Estimated Net Flows”, 
segregating the California vs. non-California firms.  This top 25 captures 69.3% of the 
universe of mutual funds3.  Of the total of $7.12 trillion in assets under management as of 
October 2006, California firms manage $1.75 trillion, or 23.6%.4  This is virtually 
identical to the estimates of LECG and FTB staff (24%).5  Since funds’ expense ratios are 
based on assets under management (AUM), we assume that revenues (and therefore 
profits) will scale to assets, as LECG does.  LECG computed a ratio of operating profits 
to AUM of 0.7%.  In fact, an asset-weighted median of the firms in LECG’s sample 
yields 0.33%.  This is consistent with industry experience and data from sponsoring 
firms, which suggest that returns on assets under management are closer to 0.3% for both 
California and non-California-based MFSPs.  This analysis uses a 0.3% return for both 
groups. 
 
 Share of customers located in California.  Ideally, we would use state-by-state 
wealth data.  However, the Federal reserve system—the main source of net worth and 
wealth data in the U.S.—does not report wealth at the state level.  FTB staff used Census 
Bureau data, using California’s share of the national population (12.19%) as a proxy for 
its share of mutual fund customers.  We did the same. 
 

Effective Tax Rate.  FTB staff, in a phone interview on Jan. 4, 2007, indicated 
that the effective tax rate on MFSPs is approximately 6% (not 8.84% as assumed by 
LECG).  The difference is due to prior year Net Operating Losses and other credits.  
Since FTB is unable to release data on MFSP incomes and taxes, we must make estimates 
based on proxies.   

 
  Throwback.  As presently drafted the regulations will not allow a California-based 
 MFSP to source revenue to a location outside of California if the service provider isn't  
taxable there.  Instead the revenue will be "thrown back" to California.  This has a  
significant effect on the changes in California's tax revenues that will result from  
adopting the regulation.  Large California MFSPs are likely to be taxable in some major  
financial center states outside California (New York, Illinois, Texas, etc).  They are  
unlikely to be taxable in all 50 states.  They are thus unlikely to achieve the full potential  
benefit of market state sourcing.  Large out-of-state MFSPs, on the other hand, will be  
taxable in California with few exceptions.   
 

Appendix Table A-1 assumes that California MFSPs are taxable in 10 important 
states other than California and that fund assets are held in proportion the populations of 

                                                 
3 Percentage computed by comparing the $7.19 trillion in FRC’s top 25 families to ICI’s universe of $10.28 
trillion.  See ICI citation below. 
4 The California-headquartered firms among FRC’s top 25 are: American Funds (Capital Group); Franklin 
Templeton; Barclays; PIMCO; Dodge & Cox; and Allianz America. 
5 LECG’s analysis is documented in testimony by Dr. William Hamm on Dec. 18, 2006.  FTB’s analysis 
has not been documented in publicly available form.  Our characterizations are based on a telephone 
interview with FTB coauthor Jay Bernstein on Feb. 4, 2007. 
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those states Connecticut, Florida, Georgia, Illinois, Massachusetts, New Jersey, New 
York, Ohio, Texas, and the District of Columbia. 
 
 Putting it together.  The net fiscal impact of the proposed regulation is the 
difference between revenue losses from California-based MFSPs and revenue gains from 
non-California MFSPs . Table A-1 summarizes our calculations. The last section of 
Appendix Table A-1 compares our fiscal impact estimate to our approximation of 
baseline revenues collected from MFSPs.  We believe that the proposed regulation will 
increase General Fund revenue by approximately 2.7% . 
 
 
Appendix Table A-1 

  

Proposed Regulation 25137-14   
Computations of Estimated Tax Dollars in Thousands  
Estimated Fiscal Impact   

    
 MFSPs MFSPs  

 Outside 
California 

In California Source 

AUM in / outside California    

Total mutual fund industry AUM $10,280,000,000 $10,280,000,000 ICI Nov. 2006 

Percentage in / outside California 76.4% 23.6% FRC top 25 
MFSPs 

Estimated AUM in / outside California $7,853,920,000 $2,426,080,000  

   

Operating income as percentage of AUM  

Calif operating income  0.300% Company Ests.; 
LECG report  

Non-Calif 0.300%   

Operating income $23,561,760 $7,278,240  

California taxable income before apportionment  $23,561,760 $7,278,240  

    

Change in apportionment factor as result of regulation 25137-14  

Shareholder residency factor  12.1 / 2 6.1% 6.1% LECG Report 

Cost-of-performance factor 0% 50%  

Difference in factors 6.1% -44%  

    
Increase (decrease) in California taxable income $1,425,486 -$3,198,786  
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Appendix Table A-1, continued    
    
Tax rate 6.00% 6.00% FTB Staff 1/4/07 

    
Increase (decrease) in California tax $85,529 -$191,927  

    
CA Throwback Benefit Realization % N/A 38% Assumes Nexus 

Only in Money 
Ctr States 

Increase (decrease) in California tax $85,529 -$72,932  
    

   

Net Change in California tax  $12,597 Including throwback 

    
    

Calibration--baseline taxes collected Universe   
    

Total financial sector AUM 2003 28,132,000,000 Fed Reserve  
Mutual funds AUM 2003 7,413,000,000 ICI  
Mutual funds' share of financial sector 26.35%   

    
Financial sector taxable income 2003 17,500,000 FTB 2004 annual report 
California taxes paid from fin sector 2003 1,800,000 FTB 2004 annual report 
    
CA taxes from mutual fund industry 474,300   

    
THEREFORE: % change in mutual fund taxes 2.7%   
    

 
Differences with other published analyses 
 
 Recall that LECG’s estimated that the state would lose $370 M, while FTB’s was 
of a gain of $10 M.  Our estimate is close to, but modestly higher, than FTB’s.  Our 
attempt to put LECG’s analysis in a format consistent with this report is in Appendix B.  
We note there our main differences with LECG’s approach. 
  
 Since FTB does not publish its methodology and policy restricts staff’s response 
to information requests, we cannot comment on the (small) differences between our 
analysis and FTB’s.  Our main difference with LECG’s analysis is they do not explicitly 
calculate changes in revenues from California-based MFSPs and non-California-based 
MFSPs separately.  We did, and attempted to be conservative in each case.  Also, we 
were able to use data from several MFSPs—corroborated by a median of LECG’s data-- 
to make the analysis as accurate as possible.  This is the next best alternative to using 
actual tax return data, as FTB did. 
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Appendix B 
Common-Format Summary of LECG Revenue Impact Analysis 

 
 Because the two independent analyses available to FTB—LECG’s and this 
report—produce such disparate results, FTB will probably wish to compare them in a 
common format.  In  Appendix Table B-1 we attempt to reconstruct LECG’s analysis, as 
best we understand it, in the same format as our own.  Separate communications from 
one or more of the sponsors of this report make extensive comments about LECG’s 
approach. 
 
 The three most important differences between our approach and LECG’s are: (1) 
We believe that LECG overestimated the industry’s return on assets under management.  
We believe that 0.3% is more accurate than LECG’s 0.7%.  (2) We used an effective tax 
rate of 6% suggested by FTB staff (which reflects deductions and credits), not the 
statutory 8.84% used by LECG; and (3) we include the effects of “throwback”, as 
described in Appendix A.  As far as we can determine, LECG did not. 
 
Proposed Regulation 25137-14   
Computations of Estimated Tax Appendix Table B-1   
Estimated Fiscal Impact Reconstruction of LECG (Hamm) report  

  Dollars in Thousands  
  MFSPs MFSPs  

   Outside California In California Source 
AUM in / outside California   

Total mutual 
fund industry 
AUM 

 
9,722,162,000 

 
9,722,162,000 

Hamm Report

Percentage in 
/ outside 
California 

 76.0% 24.0% Hamm Report

Estimated 
AUM in / 
outside 
California 

 
7,388,843,120 

 
2,333,318,880 

 

    

Operating income as percentage of AUM   

Calif operating 
income 

 0.700% Hamm Report

Non-Calif  0.700%  Hamm Report

Operating 
income 

 
51,721,902 

 
16,333,232 

 

California 
taxable income 
before 
apportionment  

 
51,721,902 

 
16,333,232 
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Change in apportionment factor as result of regulation 25137-14  

Shareholder 
residency 
factor 

 5.9% 5.9% Hamm Report

Cost-of-
performance 
factor 

 0% 50%  

Difference in 
factors 

 5.9% -44%  

    
Increase 
(decrease) in 
California 
taxable 
income 

             ) 
3,025,731 

 
(7,211,122) 

 

    
Tax rate  8.84% 8.84%  

    
Increase 
(decrease) in 
California tax 

                ) 
267,475 

 
(637,463) 

 

    
CA Throwback Benefit Reduction N/A N/A Estimate 
MFSPs without CA Nexus N/A N/A Estimate 
Throwback change in California tax 0 0  

    
Net Increase (decrease) in California 
tax (369,989)
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Appendix C 
Author’s biography 

 
Philip J. Romero, Professor and former Dean 

University of Oregon Lundquist College of Business 
 
Philip J. Romero has been a Professor of Business Administration at the University of  Oregon’s 
Lundquist College of Business since the summer of 1999, where he holds the Miller chair. He 
teaches courses combining economics and corporate strategy.  From 1999-2004 he served as 
dean.  The college is one of the two highest ranked business schools in the U.S. Northwest, with 
component programs (e.g. entrepreneurship, sports business) ranked as high as first in the world.  
During his tenure as dean the college broke records for student and faculty quality, research and 
teaching productivity, media visibility, and funds raised ($50+ million in four years).  He 
developed and oversaw construction of the largest privately-funded academic building in state 
history. 
 
Romero's background combines think-tank economics, corporate strategy, and high-level public 
policy. After working for most of the 1980s as a research economist and defense policy specialist 
at California's RAND Corporation, in 1990 he was named director of strategic planning for 
United Technologies Corp. (UTC).  While serving in that job, Romero advised the UTC 
chairman, George David, on new market opportunities, acquisitions, and divestitures.  He played 
a small role in UTC's turnaround in the early 1990's, helping convert its worst performing 
division into its second most profitable. 
 
In 1991 Romero was tapped by newly-elected Gov. Pete Wilson to become California's chief 
economist. He served as troubleshooter on business and economic operations for Gov. Wilson 
until 1999, when term limits caused him to leave office. Romero was the author and lead 
implementer of key improvements in California’s business climate. These reforms transformed 
California’s recession-plagued economy in the mid-1990s: the state went from last in the nation 
in job growth to nearly twice the national average—from losing 1,000 jobs per day to gaining 
1,000. 
 
During his tenure in California’s Governor’s office, Romero served as acting director of the state 
Office of Planning and Research (OPR), the Governor's think tank.  He transformed OPR from a 
moribund backwater into a powerful source of policy ideas and analysis.  He also served as 
Wilson's national security adviser. As Chief Deputy Cabinet Secretary, he oversaw all state 
agencies that regulated or promoted business ($5B budget and 40,000+ employees). He was 
Executive Director of the California Managed Health Care Improvement Task Force, which 
designed an overhaul of state regulation of the HMO industry. Gov. Wilson summarized his role: 
“If it’s big and complicated, we give it to Romero and he fixes it.” 
 
Romero has emphasized business and government collaboration by integrating business strategies 
into public policy. For example, he led the design of California's efforts to open 
telecommunications and utility monopolies to competition. Likewise, he improved public sector 
performance by opening government monopolies to competition, saving taxpayers more than $10 
million per year.  He remains active in public policy through fellowships with the Hoover 
Institution and the Pacific Research Institute, through consulting to California businesses and 
governor’s office, and by publishing frequent opinion articles in major periodicals.  From 2002 -
2005 he served as a director (and chair of the corporate governance committee) of Lithia Motors 
(NYSE: LAD), a Fortune 500 auto retailer, where he promulgated the firm’s first corporate 
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governance standards.  Romero also serves on several private sector advisory boards, including 
the GLG hedge fund group. 
 
Dr. Romero earned a Ph.D. (1988) and M.A. (1985) in Policy Analysis (mixture of economics 
and applied mathematics) with Distinction from the RAND Graduate School, and a B.A. in 
Economics and Political Science from Cornell University (1983). He has published numerous 
research papers on a range of strategy and policy topics, including nuclear arms control, 
conventional forces, command and control, selecting Presidential advisers, business regulation, 
tax policy, international trade, international economic growth, health reform, the Federal budget, 
and crisis management. He is co-author of five books: The De-Escalation of Nuclear Crises, 
California: Problemos Economicos, Sociales, y Politicos; The Northridge Earthquake, 1994; 
California Policy Options 2000, and California in the 21st Century..  He has taught graduate or 
undergraduate courses at UCLA, USC, Pepperdine, the U. of Oregon, and in the California State 
University system. 
 
Philip Romero’s public policy interests include international security, economic policy and 
government budgets,  how governments compete for business investment and retention, on 
government’s role in creating conditions that nurture durable market advantage for resident 
businesses, and on introducing competitive forces into the delivery of public services.  He has 
consulted on strategy issues to scores of major companies, as well as the California and Oregon 
governor’s offices. 
 
Dr. Romero is a member of the Council on Foreign Relations and a recipient of its Ford 
Foundation Economics International Affairs Fellowship. He has also been a member of two 
states’ Governor’s Councils of Economic Advisers (appointed by governors of both parties), and 
a founding member of the Pacific Council on International Policy. In addition, he is a 
Distinguished Visiting Fellow at Stanford’s Hoover Institution, a Senior Fellow in Business and 
Economic Studies at the Pacific Research Institute, and on the governing board of the California 
Legislature’s Bipartisan center for Research on Policy. 
  
A prolific author of newspaper opinion articles, his work has appeared in the Wall Street Journal, 
Los Angeles Times, Sacramento Bee, Portland Oregonian, and many other dailies.  He has been 
interviewed by virtually every major news outlet, including the Investor’s Business Daily, the 
New York Times, the Economist, Business Week, Wall Street Journal, Associated Press and 
United Press International, as well as major television and radio networks including the BBC, 
PBS, CNBC, NPR, and Bloomberg.  He also serves as a columnist and member of Brainstorm 
magazine’s editorial board (the Northwest’s premier public affairs/business magazine).  An 
experienced public speaker, he made 100 speeches per year from 1992-2004 (mostly on public 
policy for the economy and businesses.) 
 
Married to Lita Flores since 1984, he is listed in Who’s Who in America, Who’s Who in the 
World,  Who’s Who in Finance and Business,  Who’s Who in the West, Who’s Who Among 
America’s Teachers, and is the recipient of several Latino leadership awards.  He enjoys 
designing and playing historical simulation games.                                                                                
3/06 
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DELIVERED ELECTONICALLY 
colleen.berwick@ftb.ca.gov 

Ms Colleen Berwick 
Legal Branch 
Franchise Tax Board  
PO Box 1720 
Rancho Cordova CA 95741-1720 
 
Re: AMENDMENTS TO PROPOSED REGULATION SECTION 25137-14 RELATING TO 

MUTUAL FUND SERVICE PROVIDERS 
 
 
Dear Ms Berwick: 
 
I am writing in response to the February 21, 2007, 15 Day Notice regarding Proposed 
Regulation 25137-14.   
 
Barclays Global Investors is headquartered in San Francisco.  We are a low-cost service 
provider in a very competitive industry.  We believe that the proposed regulation will fairly 
tax both in-state and out-of-state mutual fund service providers and should be adopted. 
 
We appreciate the attention that was given to the problems our industry faces as these 
regulations were being drafted. 
 
 
Sincerely, 
 
 
John H. Munz 
 
 
cc: Joanne Medero 
 Marlene Nicholson 

Neal Reilly  
 
 

John H. Munz  
Managing Director 

Global Director of Tax 
 

45 Fremont Street, San Francisco CA 94105 
TEL +1 415 597 2894 
FAX +1 415 618 5667 

john.munz@barclaysglobal.com 
 
 
 

 







 

 
By Electronic Delivery 
        March 12, 2007 
 
Ms. Colleen Berwick 
Legal Department 
Franchise Tax Board 
P.O. Box 1720 
Rancho Cordova, CA 95741-1720 
 
 Re: Mutual Fund Service Provider Regulation Should Not Include Throwback Rules 
 
Dear Ms. Berwick: 
 
 The Investment Company Institute1 appreciates the California Franchise Tax Board’s (“FTB”) 
efforts to address our concerns2 in its revised draft of Regulation 25137-14 – “Mutual Fund Service 
Providers and Asset Management Service Providers (collectively, “MFSPs”).”  The FTB’s revisions 
make the regulation more administrable by providing much-needed flexibility to MFSPs and 
accommodating the unique aspects of the mutual fund industry. 
 

We remain extremely concerned, however, that the regulation’s incorporation of throwback 
rules is inconsistent with the goals of market-based apportionment.  While we understand that the FTB 
has incorporated throwback rules to eliminate “nowhere income,” such rules are inherently distortive 
and negate the impact of the sales factor, which balances the payroll and property factors and gives 
weight to a MFSP’s market activity in a particular jurisdiction.  Throwback rules create distortions 
similar to those under the “cost of performance” apportionment system, which the new MFSP 
regulation was intended to correct.  

 
We urge the FTB to eliminate throwback rules from the MFSP regulation.  Alternatively, we 

reiterate our request that the FTB clarify that the throwback rules do not apply in situations where a 

                                                             
1  ICI members include 8,839 open-end investment companies (mutual funds), 658 closed-end investment companies, 363 
exchange-traded funds, and 4 sponsors of unit investment trusts. Mutual fund members of the ICI have total assets of 
approximately $10.445 trillion (representing 98 percent of all assets of US mutual funds); these funds serve approximately 
93.9 million shareholders in more than 53.8 million households. 
 
2 See Institute letter to Carl Joseph, dated August 24, 2006 for a complete discussion of the Institute’s comments regarding 
Regulation 25137-14. 
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taxpayer is subject to a state’s taxing jurisdiction, regardless of whether a state chooses to impose a tax.3  
Such a rule also should clarify that “taxable” includes being subject to taxes other than income taxes, 
such as taxes on capital.  For example, Texas does not impose an income tax, but it does impose a 
franchise tax on capital that is apportioned based on receipts.  Taxpayers subject to such taxes should be 
considered “taxable” in a state.  These recommended clarifications would not eliminate the distortive 
effect of the throwback rules, but they would make the MFSP regulation more accurately reflect a 
MFSP’s market in a particular state, consistent with the goal of shareholder-based apportionment.  

 
Please contact the undersigned at 202-326-5835 or lrobinson@ici.org if we can provide you 

with any additional information. 
 
       Sincerely, 
 

       
 

 Lisa Robinson 
       Associate Counsel – Tax Law 
 

                                                             
3 See Institute letter to Carl Joseph, dated August 24, 2006. 

mailto:lrobinson@ici.org
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           1                      SACRAMENTO, CALIFORNIA 
 
           2               MONDAY, DECEMBER 18, 2006, 10:00 A.M. 
 
           3                            ---oOo--- 
 
           4         MR. JOSEPH:  I think we are just about there.  It is, 
 
           5   by my watch, 10 o'clock. 
 
           6         Good morning.  My name is Carl Joseph.  I'm a tax 
 
           7   counsel for the Franchise Tax Board.  I will act as hearing 
 
           8   officer for Proposed California Code of Regulation Title 18 
 
           9   Section 25137-14, the Special Industry Formula for Mutual 
 
          10   Fund Service Providers. 
 
          11         Anyone who wishes to make an oral presentation at this 
 
          12   hearing may do so in a few moments. 
 
          13         In addition, anyone who wishes to submit written 
 
          14   comments regarding the Proposed Regulation may submit such 
 
          15   comments to the Franchise Tax Board Legal Department, to the 
 
          16   attention of Colleen Berwick, at P.O. Box 1720, Rancho 
 
          17   Cordova, California 95741-1720, or fax their comments to 
 
          18   (916) 845-3648 by 5 o'clock today. 
 
          19         I've already had a comment that a person is going to be 
 
          20   requesting additional time. 
 
          21         MR. HARRIS:  Can we get that clarified now, that you 
 
          22   will extend the time? 
 
          23         MR. JOSEPH:  What sort of time frame do you need? 
 
          24         MR. HARRIS:  Well, until just two minutes ago -- 
 
          25         MR. JOSEPH:  Yes. 
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           1         MR. HARRIS:  -- my understanding was that this proposal 
 
           2   was supposed to have in it a particular provision that would 
 
           3   have dramatically reduced the scope. 
 
           4         MR. JOSEPH:  That's correct.  The item that was 
 
           5   referenced or put on the Internet, I believe, October 27th is 
 
           6   the correct version of the regulation. 
 
           7         MR. HARRIS:  But it does not have in -- 
 
           8         MR. JOSEPH:  That's correct.  That was taken out as 
 
           9   part of the process at the symposium level when we had 
 
          10   discussions with different entities. 
 
          11         So what was noticed on October 27th is correct. 
 
          12         MR. HARRIS:  But the conversation that you and I had 
 
          13   just a few minutes ago was such that it came as even -- 
 
          14         MR. JOSEPH:  I had forgotten that conversation. 
 
          15         MR. HARRIS:  You had forgotten that. 
 
          16         MR. JOSEPH:  Yes.  But what was noticed was correct. 
 
          17         MR. HARRIS:  No, I'm not suggesting it wasn't correct, 
 
          18   but I am suggesting that until this -- until after the 
 
          19   conversation with you this morning, it was my understanding 
 
          20   that the 50 percent provision and the narrower scope was in 
 
          21   there.  Accordingly, I have now just made a Public Records 
 
          22   Act request for everything that is in the file -- 
 
          23         MR. JOSEPH:  Yes. 
 
          24         MR. HARRIS:  -- so I can have an opportunity to review 
 
          25   it. 
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           1         MR. JOSEPH:  Okay. 
 
           2         MR. HARRIS:  And I would like to have the comment 
 
           3   period extended until two weeks after my receipt of that. 
 
           4         MR. JOSEPH:  Okay. 
 
           5         MR. HARRIS:  Any problem? 
 
           6         MR. JOSEPH:  Well, only in that what was noticed was 
 
           7   correct.  It has been on the Web since October 27.  So it has 
 
           8   been there for quite a while already. 
 
           9         MR. HARRIS:  Then I would like to note now that I have 
 
          10   been relying upon you and your comments in our prior 
 
          11   discussions and did not examine the text, and, in fact, until 
 
          12   about five minutes ago, understood from you again that 
 
          13   50 percent point was in there on the narrower scope, and 
 
          14   would renew my request. 
 
          15         MR. JOSEPH:  Thank you. 
 
          16         Okay.  The register at the back of the room will become 
 
          17   part of the record of this hearing.  I believe we've moved it 
 
          18   up here, and there are additional sheets in the back. 
 
          19         If you have not already done so, we request that you 
 
          20   sign into this register before you leave.  We would also 
 
          21   appreciate it if you would leave one of your business cards 
 
          22   next to the register. 
 
          23         As required by the California Administrative Procedures 
 
          24   Act, on October 27, 2006, a Notice of Hearing was mailed to 
 
          25   members of the public requesting notice of Franchise Tax 
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           1   Board regulation changes under Government Code Section 
 
           2   11346.4, and the notice was published on the Office of 
 
           3   Administrative Law's Register of Regulatory Action.  The 
 
           4   notice and the proposed amendments of the regulation also 
 
           5   appear on the Franchise Tax Board's website. 
 
           6         The purpose of this formal regulatory hearing is to 
 
           7   receive comments from the public concerning the regulation. 
 
           8   Each comment will then receive a formal written response from 
 
           9   Franchise Tax Board as provided in the provisions of the 
 
          10   Administrative Procedures Act. 
 
          11         Because we are tape recording the hearing, we will have 
 
          12   to ask each of you who wish to make a comment to come to the 
 
          13   microphone so that we can record them. 
 
          14         If you just have a question, we'll attempt to repeat 
 
          15   that question so you won't need to come up to the microphone. 
 
          16         The proposed regulation, amendments to the regulation, 
 
          17   are designed to address special industry problems related to 
 
          18   mutual fund service providers.  We have had a symposium on 
 
          19   this item already.  The mutual fund service provider 
 
          20   community has provided information that they, in fact, are in 
 
          21   need of such a regulation due to problems in applying the 
 
          22   normal, the standard apportionment rules for assigning their 
 
          23   income and fairly reflecting their activities in the state. 
 
          24         This hearing is being held pursuant to Government Code 
 
          25   Section 11346.8, to allow members of the public to submit 
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           1   oral or written statements.  The comments that are received 
 
           2   today will all become part of the regulatory process.  Any 
 
           3   comments received orally will become part of the record and 
 
           4   will be considered by FTB staff and addressed by publication 
 
           5   on the Franchise Tax Board website no later than 15 days 
 
           6   before submission to the Office of Administrative Law.  It 
 
           7   will include the rulemaking file submitted to the Office of 
 
           8   Administrative Law as provided in the APA. 
 
           9         As of 5 o'clock on Friday, I believe we had gotten 
 
          10   seven comments. 
 
          11         Is that correct? 
 
          12         MS. BERWICK:  Yes, it is. 
 
          13         MR. JOSEPH:  Okay. 
 
          14         At this point, I'd like to open up the floor to any 
 
          15   individuals who would like to make a public comment. 
 
          16         MR. McBETH:  Good morning.  Before I begin, I want to 
 
          17   commend the Franchise Tax Board legal staff for the 
 
          18   professional way that this regulation process has been 
 
          19   conducted.  In particular, I want to comment favorably on the 
 
          20   decision to hold the symposium -- 
 
          21         MR. JOSEPH:  Please identify yourself for the record. 
 
          22         MR. McBETH:  I will. 
 
          23         MR. JOSEPH:  Thank you. 
 
          24         MR. McBETH:  -- to hold the symposium and collect input 
 
          25   from industry before drafting the regulation that is the 
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           1   subject of this hearing.  We appreciate having the 
 
           2   opportunity on multiple occasions to participate in this 
 
           3   process and to be allowed to give our input on both the need 
 
           4   for Section 25137 regulation and the content of the 
 
           5   regulation. 
 
           6         By way of introduction, I'm John McBeth, Senior Tax 
 
           7   Counsel at Franklin Resources in San Mateo, California. 
 
           8         Franklin Resources is the parent corporation of a group 
 
           9   of multistate companies that offer investment products to 
 
          10   mutual fund shareholders and private accounts.  The Franklin 
 
          11   unitary group employs more than 6,400 individuals worldwide, 
 
          12   with 2,400 employees in California. 
 
          13         Franklin has been an active participant in requesting 
 
          14   alternative apportionment relief under Section 25137 for more 
 
          15   than 16 years.  It filed two petitions under Section 25137, 
 
          16   and was granted relief in each instance. 
 
          17         When the Board called for a symposium in October of 
 
          18   2005 on the concept of a proposed regulation for mutual fund 
 
          19   service providers, Franklin participated and submitted oral 
 
          20   and written comments in support of proposed regulations. 
 
          21         When the Board posted draft regulation language in 
 
          22   December of 2005, we responded in March 2006 with a letter 
 
          23   offering proposed changes in the draft regulations. 
 
          24         When the Board heard the FTB staff request for 
 
          25   permission to proceed with the formal regulatory process in 
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           1   June of this year, we participated with oral and written 
 
           2   testimony.  And to complete the formal record of this 
 
           3   testimony, we hereby submit at this hearing two copies of 
 
           4   each of these written documents, and request that they be 
 
           5   considered as part of the formal record. 
 
           6         MR. JOSEPH:  Thank you. 
 
           7         MR. McBETH:  In preparation for this hearing, we asked 
 
           8   our outside counsel for state and local tax matters, 
 
           9   Pillsbury Winthrop, to summarize in letter form the arguments 
 
          10   that we have been making at each of these hearings and to 
 
          11   submit this letter to Mr. Joseph on our behalf.  That letter 
 
          12   is one of the letters in the back of the room.  And I want to 
 
          13   take a couple of minutes to summarize our arguments in 
 
          14   support of the regulation. 
 
          15         The first argument is the proposed regulation is 
 
          16   necessary to address both the unique features of the mutual 
 
          17   fund and asset management businesses and the distortion that 
 
          18   now exists under the standard Cost of Performance mandated 
 
          19   apportionment for receipts for these industries. 
 
          20         We have shown in two petitions that the Franchise Tax 
 
          21   Board has accepted the fact that actionable distortion now 
 
          22   exists for mutual fund service providers that are required to 
 
          23   apportion receipts using Cost of Performance. 
 
          24         The mutual fund and the separate asset management 
 
          25   industries are unique businesses that fit perfectly within 
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           1   the context, within the regulatory context Section 25137 was 
 
           2   designed to address.  The mutual fund industry in particular 
 
           3   is highly integrated and highly regulated, making it ideally 
 
           4   suited for a specialized solution under Section 25137. 
 
           5         Cost of Performance does nothing to address the 
 
           6   market-based factors of business in the service industries in 
 
           7   particular or in general and the mutual fund service 
 
           8   businesses in particular.  Cost of Performance results in 
 
           9   California-based companies receiving a double-weighted 
 
          10   receipts factor that duplicates their property and payroll 
 
          11   factors, causing the resulting overall apportionment to 
 
          12   California to be unreasonably skewed towards California, and 
 
          13   results in a high level of distortion proven in our Section 
 
          14   25137 petitions. 
 
          15         The overwhelming majority of states with significant 
 
          16   mutual fund businesses have already moved to 
 
          17   shareholder-residency apportionment for receipts, as this 
 
          18   regulation proposes to do.  If California fails to match this 
 
          19   trend, it will expose its mutual fund businesses to 
 
          20   inconsistent apportionment and the threat of multiple 
 
          21   taxation on the same receipts. 
 
          22         California simply cannot fail to get in step with other 
 
          23   mutual fund states and must not fail to adopt 
 
          24   shareholder-residency apportionment as suggested in this 
 
          25   regulation. 
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           1         The second argument that we have proposed is that 
 
           2   throwbacks should not be applied to mutual fund and asset 
 
           3   management receipts.  There are two primary reasons for this: 
 
           4         One is that the throwback provision as contained in 
 
           5   these regulations is clearly inappropriate for the sale of 
 
           6   services.  It is based on a provision that was designed for 
 
           7   the sale of tangible personal property. 
 
           8         The second argument being that throwback provisions 
 
           9   thwart the basic purpose of UDITPA and the provisions of this 
 
          10   regulation since they are inconsistent with market-based 
 
          11   apportionment.  If receipts are to be apportioned to the 
 
          12   situs of the market -- the mutual fund and asset management 
 
          13   customers -- then they should not be thrown back to the state 
 
          14   where Cost of Performance would otherwise require. 
 
          15         However, being realists, the third argument, if a 
 
          16   throwback provision is to be included, then Finnigan, not 
 
          17   Joyce, should be the throwback method adopted.  There are 
 
          18   multiple reasons for this: 
 
          19         One, the use of a Finnigan throwback rule is consistent 
 
          20   with California's unitary business principles of income 
 
          21   taxation, and it takes into account the unique features of 
 
          22   the mutual fund and asset management businesses. 
 
          23         The Finnigan throwback rule will eliminate or 
 
          24   significantly reduce the distortion that's been proven in 
 
          25   Section 25137 cases filed with the Franchise Tax Board. 
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           1         The adoption of a Joyce throwback rule will do nothing 
 
           2   to reduce this proven distortion.  In fact, it may increase 
 
           3   the level of distortion in California-based mutual fund and 
 
           4   asset management companies. 
 
           5         Under the scope of this regulatory process in Section 
 
           6   25137, there is nothing in the law that would require the 
 
           7   adoption of a Joyce throwback rule or would even suggest that 
 
           8   Finnigan could not be adopted as part of this regulation. 
 
           9         As outlined in our November 14th letter, Huffy did not 
 
          10   overrule Finnigan, and the Franchise Tax Board is not bound 
 
          11   by either Huffy or Joyce to adopt Joyce as a throwback rule 
 
          12   in these Proposed Regulations. 
 
          13         Finally, if throwback must be applied, we can find no 
 
          14   constitutional barriers to the adoption of a Finnigan 
 
          15   throwback rule by the Franchise Tax Board.  Both Citicorp and 
 
          16   Deluxe Corp. cases fully support the application of the 
 
          17   Finnigan rule of apportionment. 
 
          18         The Franchise Tax Board has the authority under Section 
 
          19   25137 to fashion a remedy that eliminates or significantly 
 
          20   reduces proven distortion, and it is not bound in this 
 
          21   process by either UDITPA or other general apportionment 
 
          22   rules. 
 
          23         In summary, Franklin Resources strongly encourages the 
 
          24   Franchise Tax Board to: 
 
          25         One, adopt shareholder-residency apportionment for 
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           1   mutual fund and asset management service providers; two, 
 
           2   delete the throwback provisions contained in the existing 
 
           3   Proposed Regulations; but, three, if a throwback provision is 
 
           4   to be included, then Finnigan throwback, as outlined in the 
 
           5   Proposed Regulations, is the appropriate throwback method 
 
           6   that must be adopted to eliminate the proven distortion that 
 
           7   exists. 
 
           8         Thank you very much for your consideration. 
 
           9         MR. JOSEPH:  On the sign-up sheet, I can just go down 
 
          10   the list if we'd like to go that way. 
 
          11         The first name on here is from Federated Investors. 
 
          12   Are they here to make a comment?  We'd ask that you do that 
 
          13   at this time. 
 
          14         MR. HAMM:  Thank you, Mr. Joseph. 
 
          15         My name is Bill Hamm.  I'm a managing director of an 
 
          16   international consulting film headquartered in Emeryville, 
 
          17   California.  It's LECG.  I have a good deal of experience in 
 
          18   analyzing the impact of proposed changes in California 
 
          19   expenditure tax programs.  This is a task I've performed for 
 
          20   many years when I was the State's legislative analyst. 
 
          21         Federated has retained me to analyze the fiscal impact 
 
          22   of the Proposed Regulation on the State's General Fund.  I 
 
          23   performed my analysis on a thoroughly objective basis and, as 
 
          24   a consequence, my conclusions may or may not agree with the 
 
          25   views of Federated. 
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           1         The proposed regulation would increase corporation tax 
 
           2   liabilities for some taxpayers and reduce them for other 
 
           3   taxpayers, and five key variables will determine the net 
 
           4   impact of these changes on the State's General Fund. 
 
           5         Number one, the share of the mutual fund servicing 
 
           6   market held by California-based mutual fund service 
 
           7   providers. 
 
           8         Number two, the percentage of total mutual fund shares 
 
           9   owned by California residents. 
 
          10         Number three, the relative profitability of 
 
          11   California-based mutual fund service providers and 
 
          12   out-of-state mutual fund service providers. 
 
          13         Number four, the percentage of total mutual fund 
 
          14   shareholders residing in California that are serviced by 
 
          15   members of taxpaying groups lacking income tax nexus with 
 
          16   California. 
 
          17         And, number five, the extent to which the FTB staff has 
 
          18   allowed taxpayers to use alternatives to the standard methods 
 
          19   set forth in the regulations for determining their sales 
 
          20   factor. 
 
          21         Currently, FTB has regulations requiring mutual fund 
 
          22   service providers to compute the sales factor in the manner 
 
          23   prescribed by Uniform Division of Income for Tax Purposes 
 
          24   Act.  If we use as the basis for comparison the tax 
 
          25   liabilities that would be generated by the current 
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           1   regulation, it is evident that the proposed regulation would 
 
           2   significantly reduce General Fund revenues.  And the reason 
 
           3   for the reduction is actually quite simple. 
 
           4         California mutual fund -- California-based mutual fund 
 
           5   service providers have a 24 percent market share, according 
 
           6   to the Investment Company Institute, but California residents 
 
           7   only own somewhere between 11½ to 12 percent of all mutual 
 
           8   fund shares.  Therefore, the standard method for calculating 
 
           9   the sales factor reflects the revenues generated for 
 
          10   servicing 24 percent of all mutual fund shares, but the 
 
          11   Proposed Regulation would reduce the revenues reflected in 
 
          12   the sales factor to, according to our best estimate, 
 
          13   11.7 percent.  So there would be a reduction of more than 
 
          14   50 percent. 
 
          15         The second reason why the Proposed Regulation would 
 
          16   reduce General Fund revenues relative to the revenues 
 
          17   generated by the standard method is that it appears 
 
          18   California mutual fund service providers are more profitable 
 
          19   than their out-of-state competitors.  For example, 
 
          20   California's largest mutual fund service provider and the 
 
          21   fourth largest mutual fund company in the U.S., Franklin 
 
          22   Templeton, that you just heard from, in 2005 achieved an 
 
          23   operating margin of nearly 51 percent.  No out-of-state 
 
          24   company in the top 50, among the top 50 mutual fund companies 
 
          25   came even close to 51 percent.  Generally those margins range 
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           1   from the high teens to the low 40's. 
 
           2         And, in addition, another factor that tends to make 
 
           3   out-of-state mutual fund service providers as a group less 
 
           4   profitable than California-based mutual fund service 
 
           5   providers is the second largest provider in the U.S., the 
 
           6   Vanguard Group, is essentially a break-even operation, at 
 
           7   least when it comes to its mutual fund business.  It's not 
 
           8   shareholder owned.  It's owned by its clients, and it seeks 
 
           9   to manage its mutual fund operation in such a way as to 
 
          10   minimize the investors' costs. 
 
          11         So almost certainly the Vanguard Group has an operating 
 
          12   margin that is significantly below average, and given its 
 
          13   sheer size, it's going to pull down the average profitability 
 
          14   of the out-of-state mutual fund service providers 
 
          15   significantly.  I think that to a lesser extent that is also 
 
          16   true of at least one other mutual fund service provider. 
 
          17         So what it appears is going to happen if this 
 
          18   regulation is adopted is that the tax burden will be shifted 
 
          19   from a group of corporations that are relatively more 
 
          20   profitable to a group that is relatively less profitable and, 
 
          21   as a consequence, General Fund revenues will go down. 
 
          22         I'm aware of the fact that the Board's staff has 
 
          23   estimated that the net impact of the proposed regulation is 
 
          24   to increase General Fund revenues by $10 million.  And I'm 
 
          25   not privy to the analysis that went into that, and so I can't 
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           1   give you a critique of that analysis.  But what I can try to 
 
           2   do, just for illustrative purposes, is to quantify the 
 
           3   General Fund revenue loss that the Proposed Regulation would 
 
           4   bring about, making an assumption about worldwide taxable 
 
           5   income for all mutual fund service providers. 
 
           6         I don't have access to their tax returns, and I don't 
 
           7   know what their worldwide income is.  I don't think the 
 
           8   Franchise Tax Board has access to all of the tax returns, and 
 
           9   it doesn't know either, but I took the average return on -- 
 
          10   pretax return on managed assets for the eleven publicly held 
 
          11   mutual fund service providers that are large and tend to 
 
          12   dominate the industry, at least the publicly-held sector of 
 
          13   the industry, and I assume that their pretax return on 
 
          14   managed assets was representative of the entire industry.  I 
 
          15   don't know that to be true. 
 
          16         But based on that assumption, I calculate that the 
 
          17   Proposed Regulation relative to the standard method for 
 
          18   determining the sales factor would bring about an annual 
 
          19   revenue loss of approximately $370 million to the General 
 
          20   Fund.  To the extent that I have over- or underestimated the 
 
          21   weighted average pretax return on managed assets, the General 
 
          22   Fund revenue loss would be correspondingly higher or lower. 
 
          23         For example, if, instead of assuming a 70 basis point 
 
          24   pretax return, I assume a 35 basis point pretax return for 
 
          25   the industry as a whole, then the General Fund revenue loss 
 
 
                                                                          17 



           1   would be roughly half of what I stated earlier, or about 
 
           2   $185 million. 
 
           3         Now, a portion of the loss has already occurred as a 
 
           4   result of the tax relief that the Board's staff has chosen to 
 
           5   grant certain taxpayers in response to petitions for relief 
 
           6   that they submitted.  I understand that to date FTB staff 
 
           7   have granted tax relief aggregating approximately 
 
           8   $43 million.  I don't know if that's a run rate or not, but 
 
           9   it's an order of magnitude of the relief that has already 
 
          10   been granted. 
 
          11         If my estimate of the General Fund revenue loss -- 
 
          12   $370 million -- relative to the standard method is correct, 
 
          13   and we take the $43 million in tax relief already granted as 
 
          14   a run rate, then that would reduce the incremental impact of 
 
          15   the Proposed Regulation, would reduce it to $327 million, a 
 
          16   $327 million loss to the General Fund. 
 
          17         To put this amount in perspective, it would increase 
 
          18   the structural deficit that, according to the legislative 
 
          19   analysts, the State is looking at for fiscal year 2007-2008 
 
          20   by about 14 percent. 
 
          21         Thank you very much for allowing me to speak.  And I'm 
 
          22   happy to respond to any questions now or at any time in the 
 
          23   future about my analysis.  I believe you have a more lengthy 
 
          24   written statement of my analysis. 
 
          25         Thank you again. 
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           1         MR. JOSEPH:  Would you like to comment at this time? 
 
           2         MR. TOMAN:  Good afternoon, or good morning actually. 
 
           3   My name is Brian Toman, that's T-o-m-a-n.  I'm with 
 
           4   Reed Smith, San Francisco, California, and I represent 
 
           5   Federated Investors. 
 
           6         I have extensive experience with respect to formula 
 
           7   apportionment and the substance to the formula, general 
 
           8   formula under 25137.  I have extensive experience with the 
 
           9   Administrative Procedures Act and the Office of 
 
          10   Administrative Law.  And while I was chief counsel with the 
 
          11   Franchise Tax Board, I dealt with APA and the Office of 
 
          12   Administrative Law on a continuous basis. 
 
          13         My testimony today will speak to the provisions of a 
 
          14   regulation not consistent with California law, and speak to 
 
          15   the concept of uniformity. 
 
          16         First, the regulation in question does not conform to 
 
          17   the standard apportionment formula with respect to 
 
          18   attributing sales of intangibles to personal services.  The 
 
          19   standard formula specifically calls for a cost-of-production 
 
          20   producing income approach, which is not set forth in the 
 
          21   Proposed Regulation.  And the Federated Investors' submittal 
 
          22   in that regard is quite extensive, and I won't go into much 
 
          23   detail beyond what I just said. 
 
          24         However, for the staff to deviate from the standard 
 
          25   apportionment formula during the recent California Supreme 
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           1   Court case of Microsoft versus the Franchise Tax Board, staff 
 
           2   has to prove by clear and convincing evidence that such a 
 
           3   deviation from the standard apportionment formula is 
 
           4   appropriate.  Shortly I will explain why staff has failed to 
 
           5   meet that burden of proof. 
 
           6         The second item that is contrary to existing law is the 
 
           7   Finnigan approach.  I think at this point in time and 
 
           8   nationwide there is only three states, if that many, to 
 
           9   follow the Finnigan approach.  The rest of the states follow 
 
          10   the Joyce approach.  So, consequently, the Finnigan approach 
 
          11   with respect to this particular regulation is completely 
 
          12   inconsistent with California law. 
 
          13         What's difficult to understand is that staff is 
 
          14   attempting to equate the market-state approach under 25135 
 
          15   with respect to sales of tangible personal property with the 
 
          16   sales of intangibles and services under 25136.  The staff 
 
          17   attempts to use the market-state approach for both types of 
 
          18   sales, yet it attempts to use a different throwback rule. 
 
          19         It's inconsistent, it's illogical, and it's not 
 
          20   consistent with California law. 
 
          21         Again, the submittal of Federated goes into great 
 
          22   detail on that, and I won't go any further than to mention 
 
          23   what I just mentioned.  But, again, for staff to deviate from 
 
          24   the standard apportionment formula, it never goes to the 
 
          25   markets at all.  It has to prove by clear and convincing 
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           1   evidence that such a deviation is appropriate. 
 
           2         Now, the clear and convincing evidence gets into more 
 
           3   detail.  For those of you who are not familiar with burden of 
 
           4   proofs, it's the higher level, the highest level above 
 
           5   preponderance.  And the only level beyond clear and 
 
           6   convincing is beyond a reasonable doubt.  And since this 
 
           7   regulation doesn't deal with the death penalty, it doesn't 
 
           8   have to go that high. 
 
           9         The third element has to do with the concept of 
 
          10   uniformity.  Case law teaches us that with respect to the 
 
          11   courts giving any credence to the argument of uniformity, 
 
          12   there must be almost complete uniformity to begin with, for 
 
          13   example, in Microsoft, dealing with whether net or gross go 
 
          14   into the sales factor with respect to treasury functions. 
 
          15         The preponderance of the State either by definition 
 
          16   defined net to go into the sales factor or by application of 
 
          17   UDITPA Section 18 or California Section 25137, it goes 
 
          18   without saying, itself. 
 
          19         In Microsoft, there was almost unanimity amongst all 
 
          20   the states with respect to De Brazil, and that's what the 
 
          21   California Supreme Court looked to in endorsing uniformity as 
 
          22   a basis to hold for Franchise Tax Board. 
 
          23         In Citicorp North America versus the Franchise Tax 
 
          24   Board, the Court again looked to the fact that out of 44 
 
          25   states, 40 of the states followed the Joyce approach to 
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           1   uphold the prospect of application of the Joyce rule in 
 
           2   California. 
 
           3         In the case at hand, there is no super majority among 
 
           4   the states.  Some may argue there is a trend but, 
 
           5   nevertheless, for the concept of uniformity to be argued with 
 
           6   credibility with respect to any type of a regulation, there 
 
           7   has to be an existing super majority of the states that take 
 
           8   a particular approach that we do not have here. 
 
           9         Regardless of what staff does in terms of the approach 
 
          10   with respect to Finnigan or Joyce, there is not going to be 
 
          11   any uniformity unless the staff adopts the Joyce approach. 
 
          12   Again, as I mentioned, at this point, probably 41 of the 44 
 
          13   states follow Joyce. 
 
          14         And the last thing I want to discuss is the burden of 
 
          15   proof.  As I alluded to previously, the California Supreme 
 
          16   Court has recently held in Microsoft that FTB staff, or the 
 
          17   taxpayer, whoever is attempting to implement 25137, has the 
 
          18   burden of proof by clear and convincing evidence that 
 
          19   deviation from the standard apportionment formula is 
 
          20   appropriate.  It's important to note that the Court did not 
 
          21   specify whether these deviations are on an ad hoc, 
 
          22   case-by-case basis or regulatory across the board. 
 
          23         The bottom line is, according to the California Supreme 
 
          24   Court, whoever wants to deviate from the standard 
 
          25   apportionment formula has the burden to prove by clear and 
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           1   convincing evidence under 25137 that 25137 is appropriately 
 
           2   instituted. 
 
           3         Clear and convincing evidence has been defined as 
 
           4   clear, explicit, and unequivocal, so clear as to leave no 
 
           5   substantial doubt and substantially strong to command 
 
           6   unhesitating assent of every reasonable mind. 
 
           7         So what type of evidence should staff be presenting to 
 
           8   prove that the regulation it attempts to promulgate here 
 
           9   today is appropriate? 
 
          10         Well, as a primary basis, staff should show and prove 
 
          11   the difference between the standard apportionment formula 
 
          12   sales factor and the sales factor the FTB staff is attempting 
 
          13   to implement.  The basis for this analysis is in the Merrill 
 
          14   Lynch case.  The Merrill Lynch case, as evidenced in the 
 
          15   particular regulation before us now, dealt with a function 
 
          16   that was a fundamental function of the business.  Finding 
 
          17   that, the Board of Equalization went out to do a numerical 
 
          18   analysis like was just described, coming to a conclusion that 
 
          19   the distortion that was attempted to be proven by the 
 
          20   Franchise Tax Board was not, in fact, proven. 
 
          21         There are two other cases that are relevant here.  One 
 
          22   is the Microsoft case again, and the other is Pacific 
 
          23   Telephone.  However, in both Microsoft and Pacific Telephone, 
 
          24   the jurisdictional bodies held that the activities of the 
 
          25   treasury function in both cases was incidental, leaving at 
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           1   least some commentators to believe that there is an even less 
 
           2   of a burden of proof when you have an incidental activity. 
 
           3         The Court, in Microsoft, followed specifically the 
 
           4   Pacific Telephone analysis in coming to the conclusion that 
 
           5   under Pacific Telephone, Microsoft should not be granted the 
 
           6   relief that it sought under the standard apportionment 
 
           7   formula and that the Franchise Tax Board was correct in 
 
           8   asserting 25137, and went into additional analyses based on 
 
           9   profit margin analyses. 
 
          10         Now, the case at hand, what type of evidence has 
 
          11   Franchise Tax Board staff presented?  Well, so far, it's been 
 
          12   allegations.  The first allegation is that 25136 with respect 
 
          13   to mutual fund service providers, has broken down.  Now, 
 
          14   broken down is not the test of distortion.  Broken down is 
 
          15   not an evidentiary fact.  It is a mere allegation. 
 
          16         Another allegation is 25136 does not reflect the market 
 
          17   state.  Well, 25136 does not represent the market state with 
 
          18   respect to any taxpayer.  It is not designed to reflect the 
 
          19   market state.  It is designed to reflect the location where 
 
          20   the cost was incurred that produced income. 
 
          21         The third allegation is overtaxation can and will -- 
 
          22   can result, but will not result.  Again, there is no 
 
          23   objective evidence that has been presented by staff to prove 
 
          24   that allegation. 
 
          25         Again, the clear-and-convincing-evidence test calls for 
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           1   clear, exclusive, and unequivocal evidence, evidence so clear 
 
           2   as to leave no substantial doubt, and evidence which is 
 
           3   sufficiently strong to command an unhesitating assent of 
 
           4   every reasonable mind.  That type of evidence, we submit, has 
 
           5   not been presented in this situation. 
 
           6         Furthermore, with respect to the Finnigan approach, 
 
           7   that same type of information has not been presented.  In 
 
           8   fact, there is just a glaring inconsistency here where you 
 
           9   have a market-state approach under two different types of 
 
          10   sales and you have an inconsistent use of the throwback sales 
 
          11   rule. 
 
          12         And that concludes my comments on this. 
 
          13         Are there any questions? 
 
          14         MR. JOSEPH:  Just for clarification for myself, since 
 
          15   one of the things you stated was that 25136 does not reflect 
 
          16   the market, would your position require or at least suggest 
 
          17   that the existing regulations under 25137 that also deals 
 
          18   with companies that have activities that would be sourced 
 
          19   under 25136, that those regulations are invalid or incorrect? 
 
          20         MR. TOMAN:  I would say that maybe at the time it was 
 
          21   passed, in those days the California Supreme Court had not 
 
          22   clarified the level of burden of proof that whoever was 
 
          23   instituting 25136 on an ad hoc basis or on a regulatory basis 
 
          24   has the burden of proof.  And that burden of proof now is 
 
          25   clear and convincing.  And so under today's rules, the 
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           1   evidence presented in this particular setting has not met 
 
           2   that burden regardless of what's happened in the past. 
 
           3         MR. JOSEPH:  In relation to what evidence you would 
 
           4   like to see staff put forward in order to try to meet that 
 
           5   burden that you say applies, what would you like to see staff 
 
           6   put into the regulatory record in order to satisfy that 
 
           7   burden? 
 
           8         MR. TOMAN:  Well, the fundamental step would be to 
 
           9   analyze the apportionment percentages. 
 
          10         MR. JOSEPH:  The apportionment percentages of whom? 
 
          11         MR. TOMAN:  Of the universe of mutual fund service 
 
          12   providers -- 
 
          13         MR. JOSEPH:  Okay. 
 
          14         MR. TOMAN:  -- under the standard apportionment formula 
 
          15   sales factor, and then do the same analysis under the 
 
          16   approach recommended by staff in the Proposed Regulation. 
 
          17         MR. JOSEPH:  So, in order to do that, would staff need 
 
          18   to contact all of the out-of-state taxpayers and have them 
 
          19   perform a calculation as to what their percentage would look 
 
          20   like if the regulation were to be applied to them? 
 
          21         MR. TOMAN:  I think that staff would have to contact 
 
          22   the universe of all entities affected by this regulation and 
 
          23   attempt to secure that information. 
 
          24         MR. JOSEPH:  Do you believe staff has the authority to 
 
          25   ask them to do that? 
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           1         MR. TOMAN:  I think staff has the authority to ask 
 
           2   whatever they want to ask whether or not the taxpayer is 
 
           3   going to comply with it. 
 
           4         MR. JOSEPH:  If the taxpayers choose not to comply, can 
 
           5   staff ever meet your burden? 
 
           6         MR. TOMAN:  Well, it all depends on -- this is all 
 
           7   speculative depending upon what you get back.  But I think 
 
           8   what you have to do is do your best job to come up with this 
 
           9   information to at least meet the foundational basis to do a 
 
          10   distortion analysis. 
 
          11         MR. JOSEPH:  Thank you. 
 
          12         MR. TOMAN:  Thank you. 
 
          13         MR. JOSEPH:  Before we move on, I had neglected to -- 
 
          14   he's sitting over on my side -- we heard from Federated, also 
 
          15   had Mr. Toman's as well as an economic analysis, and the 
 
          16   economic analysis had come into us, I believe, on Thursday of 
 
          17   last week? 
 
          18         MR. HAMM:  Correct. 
 
          19         MR. JOSEPH:  And our own folks who had done our own 
 
          20   analysis had looked at what was provided.  And I had one of 
 
          21   them show up to give me some input on their look at what 
 
          22   Mr. Hamm has provided. 
 
          23         Please just state your name for the record. 
 
          24         MR. SPILBERG:  Phil Spilberg of the Economic and 
 
          25   Statistical Research Bureau. 
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           1         And, yes, I have had just an opportunity to take a look 
 
           2   at Mr. Hamm's analysis, and I can spend a couple of minutes 
 
           3   talking about how that differs from the analysis that was 
 
           4   performed by the Franchise Tax Board. 
 
           5         Well, first, also let me say that there are basically 
 
           6   two major differences in the result.  There are differences 
 
           7   in magnitude and differences in size.  Mr. Hamm shows a 
 
           8   revenue loss of $370 million.  Our analysis came with a 
 
           9   result of a $10 million revenue loss. 
 
          10         $370 million, by the way, is a pretty large number as 
 
          11   you compare it to California corporate income tax revenues, 
 
          12   franchise tax revenues.  It's a little bit over 5 percent of 
 
          13   income tax revenues from corporations.  That's a pretty big 
 
          14   result, and, indeed, it's possible that in fact between total 
 
          15   filing companies in total do not pay that much. 
 
          16         Let me talk about approaches.  The approach that the 
 
          17   Franchise Tax Board took to this analysis is to select the 
 
          18   tax returns of mutual fund service providers and do, in 
 
          19   essence, a microanalysis of each of these tax returns. 
 
          20         Mr. Hamm's approach is a macro approach, that is, he 
 
          21   starts off with data for the mutual fund industry and then 
 
          22   works his way down to the effect on California. 
 
          23         With respect to magnitude, the reason that his 
 
          24   magnitude may have come out substantially larger than ours is 
 
          25   that there are basically two assumptions that are key.  One 
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           1   is the gross receipts of the mutual fund service providers, 
 
           2   and Mr. Hamm uses a .7 percent on assets as being what would 
 
           3   be basically the receipts of mutual fund service providers. 
 
           4         That may be too large because it excludes certain 
 
           5   expenses that mutual fund -- that basically are embedded in 
 
           6   that .7 percent return rate.  It doesn't include everything. 
 
           7   For example, it doesn't include interest expense, and it also 
 
           8   doesn't include a lot of the other indirect business 
 
           9   expenses. 
 
          10         The second is the tax rate on that income, which 
 
          11   Mr. Hamm uses a 4.42 percent, in essence, tax rate on that 
 
          12   income.  And that tax rate, again, could be substantially too 
 
          13   large.  The second part -- so this basically talks to the 
 
          14   magnitude. 
 
          15         What we have found is that with respect to size, that 
 
          16   if you take into account the corporations that have received 
 
          17   25137 relief, in fact, the size flips, and it goes from a 
 
          18   loss to a gain.  And, indeed, if you apply Mr. Hamm's 
 
          19   methodology to the corporations that have received relief, 
 
          20   the magnitude that you get for that relief is approximately 
 
          21   ten times of the actual relief that was granted.  So that 
 
          22   sort of, again, talks to possible -- well, the fact that the 
 
          23   two assumptions that Mr. Hamm uses in total provide too great 
 
          24   a result. 
 
          25         So that basically is the difference, the reason for the 
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           1   difference.  One is that the percentages that Mr. Hamm uses 
 
           2   generate a magnitude which is way too large.  And the second 
 
           3   is that actually taking specifically into account the 
 
           4   corporations that receive, have received relief is very 
 
           5   important with respect to the overall finding. 
 
           6         MR. JOSEPH:  Thank you very much. 
 
           7         Okay.  Who would like to be our next speaker? 
 
           8         I could go down the list if you wish. 
 
           9         Next on the sign-up list is Fred Main. 
 
          10         MR. MAIN:  Thank you, Mr. Joseph. 
 
          11         My name is Fred Main.  I'm representing or with Manatt, 
 
          12   Phelps & Phillips today, representing a group of out-of-state 
 
          13   mutual fund companies.  We have submitted comments to the 
 
          14   Franchise Tax Board on our position on the regulation. 
 
          15         First, two questions or requests.  First is is the 
 
          16   intent to have the full Franchise Tax Board conduct a final 
 
          17   hearing on this regulation?  And we would make a request that 
 
          18   be the case. 
 
          19         And then, second, is it the Franchise Tax Board's 
 
          20   revenue estimates, are those part of the public record now? 
 
          21         I didn't see them. 
 
          22         MR. JOSEPH:  Yes, they are.  The Form 399 that 
 
          23   Mr. Spilberg, his analysis is part of the record.  You'll 
 
          24   receive a copy of that, I believe. 
 
          25         MR. MAIN:  Thank you. 
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           1         With those points clarified, the coalition of companies 
 
           2   that I represent does oppose the regulation in its current 
 
           3   form.  However, we would point out that the member companies 
 
           4   would support a regulation that dealt with shareholder 
 
           5   location as the appropriate method of allocating sales. 
 
           6         We believe, however, that the use of both Joyce and a 
 
           7   throwback make the regulation violative of both the necessity 
 
           8   and consistency standards for the Administrative Procedures 
 
           9   Act. 
 
          10         In this position, we think that the regulation 
 
          11   therefore is unfair to taxpayers, moves away from the 
 
          12   consistency and uniformity that we believe California is 
 
          13   committed to in their application of the tax laws. 
 
          14         There has been significant testimony about the movement 
 
          15   or the use of shareholder location, and we do believe that it 
 
          16   would be appropriate if the regulation only dealt with that. 
 
          17         Having said that, our members of the coalition, even 
 
          18   with that, would actually face greater apportionment of 
 
          19   income to California.  But we think, based on the movement of 
 
          20   other states to shareholder location, that that would be 
 
          21   acceptable. 
 
          22         However, at the same time that the movement -- or the 
 
          23   movement way from Joyce and the adoption of a Finnigan rule 
 
          24   is counter to that movement towards uniformity, we also 
 
          25   believe that it violates the current state of the law which 
 
 
                                                                          31 



           1   is that Joyce is the appropriate method for apportioning, 
 
           2   making that apportionment decision. 
 
           3         Finally, it's been a common statement amongst all of 
 
           4   the testimony and the positions that we don't believe that a 
 
           5   throwback rule is necessary, and it's inconsistent, it 
 
           6   confuses the allocation between real property and intangible 
 
           7   property, and we think that the Legislature didn't intend a 
 
           8   throwback rule to apply under 25136 -- clearly knows how to 
 
           9   draft one.  They put one in 25135 -- and that it's 
 
          10   unnecessary, then, as part of the 25137 relief that the staff 
 
          11   is looking at to overrule that specific distinction that the 
 
          12   Legislature has made. 
 
          13         In our comments we've also offered simply some comments 
 
          14   and questions that in the future if the staff could respond 
 
          15   to, and a request that there be a provision put in it for 
 
          16   assets -- or for companies that have less than 50 percent of 
 
          17   their factors, their gross income from the indirect or direct 
 
          18   provision of management services, that they will not be 
 
          19   subject to the new regulation. 
 
          20         With that, I thank you for the opportunity to present 
 
          21   these comments. 
 
          22         MR. JOSEPH:  Can I ask you one question for 
 
          23   clarification's sake. 
 
          24         MR. MAIN:  Certainly. 
 
          25         MR. JOSEPH:  In the submittal that you've given us, one 
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           1   of the things that you say that was very interesting to me 
 
           2   that I hope you can expand on a little bit was that even 
 
           3   under a Joyce-type methodology, the members of your coalition 
 
           4   would have increased apportionment factors than they have 
 
           5   now.  And I was hoping you could expand on that a little bit 
 
           6   to give me an idea as to what sort of services they are doing 
 
           7   that that would -- what exactly are you referring to there? 
 
           8   Is it because they have distributional presence in the state, 
 
           9   or do you know the -- 
 
          10         MR. MAIN:  They would have -- yes, they have 
 
          11   distribution services.  That is, if you move to shareholder 
 
          12   location, that would increase their overall apportionment 
 
          13   factors in the state. 
 
          14         MR. JOSEPH:  Okay.  And for purposes of analysis, 
 
          15   without having any information on who the members of your 
 
          16   coalition are, is there any way you can provide staff with 
 
          17   any additional information about what that change would look 
 
          18   like?  In other words, are we going from a sale factor 
 
          19   percentage of 1 to a sale factor percentage of 1½, or are 
 
          20   we -- do you understand what I'm talking about? 
 
          21         I'm very interested in that, and I -- 
 
          22         MR. MAIN:  Certainly. 
 
          23         MR. JOSEPH:  -- want to know more. 
 
          24         MR. MAIN:  If the Board is extending the receipt of 
 
          25   comments, we're in a position that we could provide an 
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           1   example to you to give a more detailed understanding of it. 
 
           2         MR. JOSEPH:  Thank you very much. 
 
           3         MR. HARRIS:  Please, would you -- are you now going to 
 
           4   reconsider? 
 
           5         The reason I ask is because this is the first time I 
 
           6   can imagine -- I can remember in all of the hearings that I 
 
           7   have been to where that request was made and not immediately 
 
           8   acceded to. 
 
           9         MR. JOSEPH:  Oh, Richard, I did not intend to not 
 
          10   accede to your demand.  It's a question of time.  And the way 
 
          11   you had proposed your 14 days beyond -- 
 
          12         MR. HARRIS:  Yeah, receipt. 
 
          13         MR. JOSEPH:  Yes.  I merely, at the moment that you had 
 
          14   asked the question, was not prepared to agree to that 
 
          15   particular suggested time. 
 
          16         No, it is not my intention that we will not allow you 
 
          17   time -- 
 
          18         MR. HARRIS:  So there will be some additional time 
 
          19   beyond 5:00 p.m. today.  It's only a question now of settling 
 
          20   upon when? 
 
          21         MR. JOSEPH:  Yes. 
 
          22         MR. HARRIS:  Thank you.  And we should be able to live 
 
          23   within whatever time frame you provide -- 
 
          24         MR. JOSEPH:  Thank you very much. 
 
          25         MR. HARRIS:  -- to provide additional information. 
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           1         MR. JOSEPH:  Thank you. 
 
           2         Okay.  Mr. Doerr, you're next on the list.  Do you wish 
 
           3   to make a public comment? 
 
           4                (Mr. Doerr indicates he does not.) 
 
           5          Mr. Dronenburg, do you wish to make a comment? 
 
           6              (Mr. Dronenburg indicates he does not.) 
 
           7         MR. JOSEPH:  Then the next on the list would be 
 
           8   Jim Brown of Capital Group, Capitol Group Companies. 
 
           9         MR. BROWN:  Good morning.  My name is Jim Brown.  I'm 
 
          10   the senior vice president and principal financial officer of 
 
          11   the Capital Group Companies. 
 
          12         Capital Group is a 75-year-old, privately-held company, 
 
          13   investment management company headquartered in Los Angeles. 
 
          14   Our only business is providing investment management through 
 
          15   our services of our affiliates to the American Funds Group of 
 
          16   mutual funds as well as institutional investors such as 
 
          17   pension plans, foundations, endowments, and by individuals. 
 
          18         First, we want to thank the FTB for the opportunity to 
 
          19   provide both written and oral comments on the Proposed 
 
          20   Regulation 25137-14. 
 
          21         The Capital Group strongly supports and commends the 
 
          22   FTB and their staff for the processes you follow, starting 
 
          23   with first holding a symposium in 2005, right up to the 
 
          24   actual drafting of the regulation which we are looking at 
 
          25   today. 
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           1         Capital participated in that symposium and has 
 
           2   previously submitted two sets of comments in support of the 
 
           3   FTB's efforts in this area.  We are re-submitting those 
 
           4   comments together with additional written comments today for 
 
           5   your consideration. 
 
           6         I could summarize our support to these regulations 
 
           7   quite succinctly.  By using a market-base sales apportionment 
 
           8   doctrine for a mutual fund service provider, quite simply, is 
 
           9   just the right approach.  The recognition of the equity of 
 
          10   this approach is evidenced by the fact that more than a dozen 
 
          11   other states have adopted similar approaches for apportioning 
 
          12   the sales of a mutual fund service provider in recent years. 
 
          13         Also, working for a mutual fund service provider who 
 
          14   has lived with Cost of Performance in this state for decades, 
 
          15   we have experienced firsthand the degree of distortion 
 
          16   attributable to that approach. 
 
          17         Mutual fund service providers are a highly integrated 
 
          18   combination of companies, typically comprising investment 
 
          19   manager, distributor, or transfer agency, and the income they 
 
          20   generate is uniquely dependent upon the relationship with the 
 
          21   mutual fund shareholders, the majority of which, the clear 
 
          22   majority of which are outside the state of California. 
 
          23         The fee for investment management, distribution, and 
 
          24   transfer agency services is based exclusively on the fund's 
 
          25   ability to attract and retain investors.  Application of the 
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           1   Cost-of-Performance approach to sales apportionment is 
 
           2   disproportionately taxed to sales activities that occur in 
 
           3   other states by assigning receipts to the location where the 
 
           4   income producing activity occurs, not the relationship where 
 
           5   the customer is based nor where the sales activity occurs. 
 
           6         Market-based apportionment recognizes the reality of 
 
           7   our business and significantly reduces distortion of the 
 
           8   application of the Cost-of-Performance methodology. 
 
           9         To fully benefit from a market-based approach, we 
 
          10   certainly believe there should be no throwback provision in 
 
          11   this regulation.  It's really fundamentally at odds with the 
 
          12   proposal to adopt a special apportionment rule for the mutual 
 
          13   fund industry which seeks to eliminate the distortion. 
 
          14         However, if throwback provisions are included in the 
 
          15   final regs, we also believe that they must be determined in 
 
          16   accordance with the principles of Finnigan. 
 
          17         As noted earlier, mutual fund service providers 
 
          18   generally operate in a highly integrated, unitary business. 
 
          19   By looking at the total activities of that business, 
 
          20   severally, incorporated or not, they constitute a single 
 
          21   unitary activity.  The Finnigan approach upholds the purpose 
 
          22   of the proposed special industry regulation. 
 
          23         So let me close by saying that the Capital Group 
 
          24   supports, encourages, and urges the Franchise Tax Board to 
 
          25   move forward with this regulation. 
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           1         Thank you for your time. 
 
           2         MR. JOSEPH:  At this point are there any other 
 
           3   individuals who would like to make a comment at the hearing 
 
           4   today? 
 
           5         MR. HARRIS:  Are we at the end of the list? 
 
           6         MR. JOSEPH:  I believe I am at the end of the list of 
 
           7   people who wanted to talk. 
 
           8         MR. HARRIS:  When you get to the end, I have some 
 
           9   questions. 
 
          10         MR. JOSEPH:  Mr. Harris, please. 
 
          11         MR. HARRIS:  I can do it just from here if it's okay 
 
          12   with you. 
 
          13         MR. JOSEPH:  Okay. 
 
          14         MR. HARRIS:  The first question I have is how many 
 
          15   25137 petitions have been filed by members of the group that 
 
          16   you call these mutual fund service providers? 
 
          17         MR. JOSEPH:  How many have been filed? 
 
          18         MR. HARRIS:  Yes.  How many have there been? 
 
          19         There have been some references to them. 
 
          20         MR. JOSEPH:  Yes.  Less than ten, I would say. 
 
          21         MR. HARRIS:  Less than ten companies?  Or less than ten 
 
          22   petitions? 
 
          23         MR. JOSEPH:  Less than ten petitions. 
 
          24         MR. HARRIS:  And at what level were those petitions 
 
          25   decided? 
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           1         MR. JOSEPH:  I'm sorry? 
 
           2         MR. HARRIS:  At what level?  Did they go to the full 
 
           3   board? 
 
           4         MR. JOSEPH:  I believe the three-member board has the 
 
           5   authority to hear any FTB 137 petition that they choose to 
 
           6   hear.  And these were not heard in open session, if that's 
 
           7   your question. 
 
           8         MR. HARRIS:  Were they heard by the board?  I mean, did 
 
           9   the board make the decision on these petitions, or were they 
 
          10   made at the staff level? 
 
          11         MR. JOSEPH:  Staff made the board a recommendation as 
 
          12   to what staff would like to do with the petitions, and the 
 
          13   board did not overrule staff. 
 
          14         MR. HARRIS:  Were all the staff recommendations to 
 
          15   grant the petition, to grant relief under 25137? 
 
          16         MR. JOSEPH:  Yes. 
 
          17         MR. HARRIS:  During what period of time were these 
 
          18   petitions filed and ruled upon, just historically? 
 
          19         MR. JOSEPH:  It goes back awhile.  I'm not sure of the 
 
          20   exact date when the first one was filed.  It's been a number 
 
          21   of years. 
 
          22         MR. HARRIS:  So there has been no -- if I understand 
 
          23   you correctly -- no 25137 petition filed by a mutual fund 
 
          24   service provider as to which a mutual fund service provider 
 
          25   has not been able to obtain relief? 
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           1         MR. JOSEPH:  That is correct. 
 
           2         MR. HARRIS:  Okay.  And may I ask, then, next, with 
 
           3   respect to the reg, there being a necessity requirement, is 
 
           4   there -- what is the need that has been articulated by the 
 
           5   staff for this reg if 25137, as it is functioning now, has 
 
           6   been operating in the manner in which you have said? 
 
           7         Why is there a need? 
 
           8         MR. JOSEPH:  The need is for all companies in this 
 
           9   industry to be treated the same. 
 
          10         MR. HARRIS:  Oh, I thought that 25137 was a 
 
          11   taxpayer-specific -- 
 
          12         MR. JOSEPH:  No. 
 
          13         MR. HARRIS:  -- petition.  It says if the -- the 
 
          14   statute itself talks about "the taxpayer." 
 
          15         MR. JOSEPH:  Do you mean to suggest that all of the 
 
          16   special industry regs under 137 are essentially incorrect in 
 
          17   being included there? 
 
          18         MR. HARRIS:  Well, you've now raised the question that 
 
          19   comes up with the conversation you had with Brian Toman where 
 
          20   he raises the very important issue of what the staff is 
 
          21   required to do if the staff wishes to deviate from the 
 
          22   standard apportionment.  And the question comes up -- which, 
 
          23   of course, this brings up the Fluor issue, which I'll get to 
 
          24   in a moment -- how companies fit within the definition of 
 
          25   mutual fund service provider as set forth in the Proposed 
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           1   Regulation? 
 
           2         MR. JOSEPH:  How many in total? 
 
           3         MR. HARRIS:  Yes. 
 
           4         MR. JOSEPH:  I don't know.  I don't have that number 
 
           5   off the top of my head. 
 
           6         MR. TOMAN:  It may be in your economic impacts. 
 
           7         MR. JOSEPH:  Yes. 
 
           8         MR. TOMAN:  160.  I've got the statement here. 
 
           9         MR. JOSEPH:  Thank you.  I didn't have that off the top 
 
          10   of my head. 
 
          11         MR. HARRIS:  What was the definitional restriction that 
 
          12   was in the prior reg proposal that was discussed? 
 
          13         MR. JOSEPH:  Prior reg proposal? 
 
          14         MR. HARRIS:  Yeah, the prior -- or the symposium 
 
          15   version, the so-called 50 percent question. 
 
          16         MR. JOSEPH:  There was no language given to the 
 
          17   symposium participants.  The language was developed after the 
 
          18   symposium. 
 
          19         I believe what you're referring to was the suggestion 
 
          20   that I made at the beginning of the process that a 50 percent 
 
          21   threshold would be something that we should put in the reg. 
 
          22   And as you see from the regulation that was noticed during 
 
          23   the symposium, industry participants suggested that that was 
 
          24   not necessary. 
 
          25         MR. HARRIS:  Is there -- did you have any expression in 
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           1   the symposium or other places to an objection to putting in 
 
           2   the 50 percent or some similar threshold requirement in the 
 
           3   definition? 
 
           4         MR. JOSEPH:  Yes, I believe we did. 
 
           5         MR. HARRIS:  Are you able to identify the source of 
 
           6   that? 
 
           7         MR. JOSEPH:  Able to identify the source? 
 
           8        (Various comments made by unidentified speakers.) 
 
           9         MR. JOSEPH:  So there were entities that -- 
 
          10         MR. HARRIS:  There were a couple of objections? 
 
          11         MR. JOSEPH:  Yes. 
 
          12         MR. HARRIS:  Can you inform us as to what the nature of 
 
          13   the objection was. 
 
          14         MR. JOSEPH:  I think they probably did a better job 
 
          15   than myself in that regard, but I believe it has to do with 
 
          16   just the mix of income to which their companies have in 
 
          17   providing services for investors. 
 
          18         Is that correct? 
 
          19         MR. REILLY:  There's over two hundred billion 
 
          20   dollars -- 
 
          21         MR. JOSEPH:  Could you identify yourself, please. 
 
          22         MR. REILLY:  Neal Reilly from Barclays Global 
 
          23   Investors. 
 
          24         There is over two hundred billion dollars of exchange 
 
          25   traded funds under management.  In order to make up 50 
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           1   percent of our active management -- we also manage pensions, 
 
           2   in total about 1.7 trillion -- it is a significant source of 
 
           3   revenue for us. 
 
           4         With a 50-percent rule, we would still be required to 
 
           5   do Cost of Performance, which works on the -- 
 
           6         MR. JOSEPH:  Would -- 
 
           7         MR. REILLY:  -- which would put us at a competitive 
 
           8   disadvantage to our peers. 
 
           9         MR. HARRIS:  If it were some lower threshold amount. 
 
          10   Right now -- 
 
          11         MR. JOSEPH:  Well, what would you like to propose? 
 
          12         MR. HARRIS:  The reason I ask is this.  Right now, as I 
 
          13   read this, it suggests that if somebody derives one dollar of 
 
          14   income, doesn't matter what the percentage is, but one dollar 
 
          15   of income, they would fit into the definition. 
 
          16         MR. JOSEPH:  They would assign that one dollar of 
 
          17   income under the rules of the regulation. 
 
          18         What's your concern, Mr. Harris?  Is your concern that 
 
          19   a threshold is necessary in order to exclude companies that 
 
          20   are not primarily in this business?  Is that your concern? 
 
          21         MR. HARRIS:  I think there is some lack of clarity here 
 
          22   as to the scope, the intended scope, and that whereas the 
 
          23   staff had proposed some method of addressing it before -- 
 
          24         MR. JOSEPH:  Yes.  And I think you have heard that also 
 
          25   today by at least one of the people who did make a public 
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           1   comment that they would request that we include a threshold 
 
           2   of 50 percent. 
 
           3         So, yes, I believe that is the issue as to scope. 
 
           4         MR. HARRIS:  One of the things that has -- there is, of 
 
           5   course, the more fundamental question that has been raised by 
 
           6   Brian, and these problems would all go away if the staff 
 
           7   would acknowledge the fundamental difference between 
 
           8   proposing a regulation under any provision other than 25137, 
 
           9   and the special requirements when proposing a reg under 
 
          10   25137, and this is the Fluor issue.  And with all due respect 
 
          11   to any member of the State Board or former member of the 
 
          12   State Board of Equalization who may be here and may have 
 
          13   voted on that matter, Fluor is simply wrong and is complete 
 
          14   dicta. 
 
          15         MR. JOSEPH:  I understand. 
 
          16         MR. HARRIS:  And the reason it is complete dicta is 
 
          17   because of the very points that Brian mentioned, that there 
 
          18   is a requirement with respect to 25137 that has not been 
 
          19   satisfied in any of the 25137 hearings that have ever been 
 
          20   proposed.  And that the proper interpretation of a 25137 reg 
 
          21   is that the Franchise Tax Board has articulated an alternate 
 
          22   approach which, if any taxpayer follows, the Franchise Tax 
 
          23   Board will accept.  In other words, it's an announcement to 
 
          24   the world that there is this alternative approach which you 
 
          25   may use. 
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           1         MR. JOSEPH:  I think, Richard, I understand your 
 
           2   position.  I'm not so sure that it goes to the scope of the 
 
           3   hearing that we are having today. 
 
           4         MR. HARRIS:  Well, it does in the sense that -- in the 
 
           5   sense that if -- if the Franchise Tax Board's position on 
 
           6   Fluor were corrected with respect to the nature of 25137, 
 
           7   then Brian wouldn't have to be concerned about this, because 
 
           8   the 25137 regs would be as they were intended to be: options 
 
           9   for the taxpayer; announcements by the Franchise Tax Board of 
 
          10   what it would accept. 
 
          11         MR. JOSEPH:  Yes.  I understand your position. 
 
          12         MR. HARRIS:  How -- with respect to each state that has 
 
          13   adopted a reg, do any of the -- which of the states have 
 
          14   thresholds in them in the regs? 
 
          15         MR. REILLY:  Four.  Four out of twelve. 
 
          16         MR. JOSEPH:  And what are the thresholds? 
 
          17         MR. HARRIS:  Mr. Reilly sounds like the expert. 
 
          18         MR. REILLY:  50 percent. 
 
          19         UNIDENTIFIED SPEAKER:  What was the answer? 
 
          20         MR. JOSEPH:  50 percent was the question. 
 
          21         UNIDENTIFIED SPEAKER:  Four of the twelve, 50 percent. 
 
          22         MR. HARRIS:  What is in the current reg file now as it 
 
          23   stands as of the date of this hearing? 
 
          24         MR. JOSEPH:  Mr. Harris, I'd be more than happy to 
 
          25   provide that reg file. 
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           1         MR. HARRIS:  Is Mr. Spilberg's in there? 
 
           2         MR. JOSEPH:  Yes, his analysis is in there. 
 
           3         MR. HARRIS:  Okay.  That's all I have. 
 
           4         MR. JOSEPH:  Okay.  Thank you. 
 
           5         Is there anyone else who would like to make a comment 
 
           6   today?  Okay. 
 
           7         And, now, as to how long we should keep the record open 
 
           8   so that Mr. Harris may chime in on his 50 percent threshold 
 
           9   requirement and other matters. 
 
          10         MR. HARRIS:  Or decide not to say anything at all. 
 
          11         MR. JOSEPH:  Or decide not to say anything, if he 
 
          12   wishes to do that. 
 
          13         MR. HARRIS:  The question is can Ms. Berwick or 
 
          14   somebody else get me a copy of the reg file as it exists -- 
 
          15         MR. JOSEPH:  Yes. 
 
          16         MR. HARRIS:  -- in its totality? 
 
          17         MR. JOSEPH:  What sort of time frame do you believe you 
 
          18   would need to do that? 
 
          19         MS. BERWICK:  Probably by the first of the year. 
 
          20         MR. JOSEPH:  So you would like until perhaps 
 
          21   January 15, then? 
 
          22         MR. HARRIS:  That would be fine.  And if it can be 
 
          23   obtained -- 
 
          24         MR. JOSEPH:  Certainly, Mr. Harris, we would like to 
 
          25   have your input in the regulation process.  I will not in any 
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           1   way shorten that by one day if it turns out that we have an 
 
           2   issue where we need to extend. 
 
           3         MR. HARRIS:  That would be fine, the 15th of January. 
 
           4   And something sooner, if I could. 
 
           5         MR. JOSEPH:  We will endeavor to make it as quick as 
 
           6   possible. 
 
           7         MR. HARRIS:  Great. 
 
           8         MR. JOSEPH:  I will therefore open the comment period 
 
           9   to January 15th. 
 
          10         Yes. 
 
          11         UNIDENTIFIED SPEAKER:  Just for clarification. 
 
          12         Is that open, then, regardless of how soon there is a 
 
          13   response -- 
 
          14         MR. JOSEPH:  Yes. 
 
          15         UNIDENTIFIED SPEAKER:  -- it will be January 15? 
 
          16         MR. JOSEPH:  Yes.  I would certainly hope I -- 
 
          17         MR. HARRIS:  And it's open for everybody? 
 
          18         MR. JOSEPH:  Absolutely, Richard. 
 
          19         UNIDENTIFIED SPEAKER:  What would be the next step 
 
          20   after that? 
 
          21         MR. JOSEPH:  Well, once we have received the comments, 
 
          22   then, under the guidelines of the Office of Administrative 
 
          23   Law and the APA, I have to respond in the record to the 
 
          24   comments that have been received.  And at that point, since 
 
          25   it has been requested that this goes back to the three-member 
 
 
                                                                          47 



           1   board, certainly we will do so for the three-member board to 
 
           2   approve. 
 
           3         If there are changes made in the regulation, those 
 
           4   changes, depending upon the scope of change, will either 
 
           5   require a 15-day notice, or if they are minor sorts of 
 
           6   things, will not require additional notice time.  Or, if it's 
 
           7   a large, large change, it may require re-notification, but 
 
           8   that depends on what we receive. 
 
           9         Certainly we will endeavor to move the process forward 
 
          10   as quickly as we can. 
 
          11         Okay.  Thank you very much for your attendance. 
 
          12         And that will conclude the hearing for today. 
 
          13         Thank you. 
 
          14             (At 11:14 a.m. the hearing is adjourned.) 
 
          15                            ---oOo--- 
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April 4, 2007  Exhibit F  

Section 25137-14 is adopted to read:  
 
§ 25137-14. Mutual Fund Service Providers and Asset Management Service Providers.  
 
(a)  Definitions.  
 
As used in this section, unless the context otherwise indicates, the following terms have 
the following meanings:  

 
(1)  "Administration services" include, but are not limited to, clerical, fund or 
shareholder accounting; participant record-keeping, transfer agency, bookkeeping, 
data processing, custodial, internal auditing, legal, and tax services performed for a 
regulated investment company. Services qualify as administration services only if 
the provider of such service or services during the taxable year also provides, or is 
affiliated with a person that provides, management or distribution services to the 
same regulated investment company during the same taxable year.  
 

(2)  "Distribution services" include, but are not limited to, the services of advertising, 
servicing, marketing or selling shares of a regulated investment company. The 
services of advertising, servicing or marketing shares qualify as distribution services 
only when the service is performed by a person who is, or in the case of a closed-
end company was, either engaged in the business of selling regulated investment 
company shares or affiliated with a person that is engaged in the service of selling 
regulated investment company shares. In the case of an open-end company, such 
service of selling shares must be performed pursuant to a contract entered into 
pursuant to 15 United States Code, Section 80a-15(b), as amended.  
 

(3)  "Management services" include, but are not limited to, the rendering of 
investment advice, directly or indirectly, to a regulated investment company, making 
determinations as to when sales and purchases of securities are to be made on 
behalf of the regulated investment company or providing services related to the 
selling or purchasing of securities constituting assets of a regulated investment 
company, and related activities. Services qualify as management services only 
when such activity or activities are performed pursuant to a contract with the 
regulated investment company entered into pursuant to 15 United States Code, 
Section 80a-15(a), as amended, for a person that has entered into such a contract 
with the regulated investment company or for a person that is affiliated with a 
person that has entered into such a contract with a regulated investment company.  
 

(4)  "Domicile" is defined as follows: 
 

(A) The domicile of a shareholder of a regulated investment company is 
presumed to be the shareholder's mailing address on the records of the 
regulated investment company or the mutual fund service provider. If the 
regulated investment company or the mutual fund service provider has actual 
knowledge that the shareholder's primary residence or principal place of 
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business is different than the shareholder's mailing address, the presumption 
does not control. Shareholders of record that own shares for the benefit of 
others are subject to the special rule contained in subsection (b)(1)(A)1 of this 
regulation.  

 
(B) The domicile of a beneficial owner of assets managed by a mutual fund 
service provider shall be presumed to be the beneficiary's mailing address on 
the records of the entity for whom the asset management services are 
rendered, or on the records of the mutual fund service provider. If the entity for 
whom the asset management services are rendered, or the mutual fund service 
provider, has actual knowledge that the beneficiary's primary residence or 
principal place of business is different than the beneficiary's mailing address, 
the presumption does not control. Owners of record that are not the beneficial 
owner are subject to the special rule contained in subsection (b)(1)(B)1 of this 
regulation.  

 
(5)  "Mutual fund service provider" means any unitary business that derives income 
from the direct or indirect provision of management, distribution or administration 
services to or on behalf of a regulated investment company.  
 

(6)  "Regulated Investment Company" means a regulated investment company as 
defined in Section 851 of the Internal Revenue Code.  
 

(7)  "Asset management services" means the direct or indirect provision of 
management, distribution or administrative services to entities other than regulated 
investment companies, if those services would be management, distribution or 
administrative services within the meaning of subparagraphs (a)(1), (a)(2), or (a)(3) 
of this regulation, if provided directly or indirectly to a regulated investment 
company.  

 
(b) Apportionment of Business Income. The property, payroll and sales factors of the 
apportionment formula for mutual fund service providers shall be computed pursuant to 
Sections 25128 through 25137 of the Revenue and Taxation Code and the regulations 
adopted pursuant thereto, except as provided in this regulation:  

 
(1)  Sales Factor. For purposes of determining the numerator of the sales factor:  

 
(A)  Receipts from the direct or indirect provision of management, distribution or 
administration services to or on behalf of a regulated investment company are 
assigned by the use of a shareholder ratio. This ratio is calculated by 
multiplying total receipts for the taxable year from each separate regulated 
investment company for which the mutual fund service provider performs 
management, distribution or administration services by a fraction, the 
numerator of which is the average of the number of shares owned by the 
regulated investment company's shareholders domiciled in the State at the 
beginning of and at the end of the regulated investment company's taxable 
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year, and the denominator of which is the average of the number of the shares 
owned by the regulated investment company's shareholders everywhere at the 
beginning of and at the end of the regulated investment company's taxable 
year.  

 
1.  If the domicile of a shareholder is unknown to the mutual fund service 
provider because the shareholder of record is a person that holds the 
shares of a regulated investment company as depositor for the benefit of 
others, the mutual fund service provider may utilize any reasonable basis, 
such as the zip codes of underlying shareholders, in order to determine the 
proper location for the assignment of these shares. If no information is 
obtained such that a reasonable basis can be developed to determine the 
proper location for the assignment of these shares, then all of the shares 
held by the shareholder of record shall be disregarded in computing the 
shareholder ratio for the fund in issue.  

 
2.  The regulated investment company's taxable year for computing the 
shareholder ratio shall be either the taxable year that ends during the 
taxable year of the principal member of the mutual fund service provider's 
combined reporting group or the taxable year of the principal member of the 
mutual fund service provider's combined reporting group. Once a method 
for computing the shareholder ratio is chosen, that methodology should be 
applied consistently in later years.  

 
(B) If a mutual fund service provider has receipts from performing asset 
management services, in addition to performing services for regulated 
investment companies, these services shall be assigned to this state if the 
domicile of the beneficial owner of the assets is located in this state. 

  
1.  In the case of asset management services directly or indirectly provided 
to a pension plan, retirement account or institutional investor, such as 
private banks, national and international private investors, international 
traders or insurance companies, receipts shall be assigned to this State to 
the extent the domicile of the beneficiaries of the plan, beneficiaries of the 
account or beneficiaries of the similar pool of assets held by the institutional 
investor, is in California.  If the individual domiciles of the beneficiaries are 
not available, a mutual fund service provider may utilize any reasonable 
basis in order to determine the domiciles of the individual beneficiaries, 
including information based on zip codes or other statistical data.  

 
2.  In the event the domicile of the beneficiaries is not or cannot be 
obtained, and the taxpayer cannot devise a reasonable method to 
approximate this information, the receipts shall be disregarded for purposes 
of the sales factor.  
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(C)  If a mutual fund service provider has non-taxpayer members that are 
providing management, distribution or administration services to or on behalf of 
a regulated investment company with shareholders in this State, or that are 
providing asset management services directly or indirectly for beneficiaries who 
are domiciled in this State, the receipts from these activities that are assigned 
to the numerator of the sales factor by virtue of this regulation shall be included 
in the numerator of the sales factor in determining the unitary group's business 
income apportionable to this State, even though the specific entity that 
performed the services in not a taxpayer in this State.  

 
1.  In lieu of the provisions contained in Regulation section 
25106.5(c)(7)(B), the taxpayer member's property, payroll and sales factors 
are calculated as follows:  

 
a.  Each taxpayer member of the combined reporting group (and only 
the taxpayer members) determines its California property factor, payroll 
factor and sales factor.  

 
b. The taxpayer member's California property factor is a fraction, the 
numerator of which is the California property of that member, and the 
denominator of which is the total property of the group everywhere. 
Property values are determined in accordance with Sections 25130 and 
25131 of the Revenue and Taxation Code.  

 
c. The taxpayer member's California payroll factor is a fraction, the 
numerator of which is that member's California payroll, determined 
under Section 25133 of the Revenue and Taxation Code, and the 
denominator of which is the total payroll of the group everywhere.  

 
d. The taxpayer member's California sales factor is a fraction, the 
numerator of which is the California sales of that taxpayer member, 
determined under sections 25133 through 25137 of the Revenue and 
Taxation Code and the regulations adopted pursuant thereto and as 
modified by this regulation, and the denominator of which is the total 
sales of the group everywhere.  

 
2.  In lieu of the provisions contained in Regulation section 
25106.5(c)(7)(C), the taxpayer member's California source combined report 
business income is then calculated as follows:  

 
a.  First, the taxpayer's California apportionment percentage is 
determined. It is the sum of that member's California payroll, property, 
and a doubled weighted sales factor (or a single weighted sales factor, 
if applicable), with that sum divided by either four or three (as 
applicable).  
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b.  Next, the taxpayer member determines its intrastate apportionment 
percentage. That percentage is the ratio of the taxpayer member's 
California apportionment percentage to the sum of all of the California 
taxpayer members' California apportionment percentages.  

 
c.  Finally, the taxpayer member multiplies the group's California source 
combined report business income by its intrastate apportionment 
percentage to arrive at the taxpayer member's California source 
combined report business income.  

 
(D) If the shareholder ratio calculated under section (b)(1)(A) or asset 
management services assigned under (b)(1)(B) of this regulation assigns 
receipts to a state where no members of the mutual fund service provider's 
unitary group are taxable as defined in Section 25122, these receipts shall not 
be assigned to that state. Instead, these receipts shall be assigned to the 
location of the income producing activity that gave rise to the receipts, as 
determined under Revenue and Taxation Code section 25136.  

 
(c) This regulation is applicable to taxable years beginning on or after January 1, 2007 
 
Note:  Authority cited: Section 19503, Revenue and Taxation Code.  
 Reference: Section 25137, Revenue and Taxation Code.  
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Supplemental Analysis of the Revenue Impact for  
Proposed Regulation Section 25137-14 

 
 
At the December 18th, 2006, Franchise Tax Board (FTB) staff public hearing on proposed 
Regulation section 25137-14, William Hamm, of LECG, submitted, on behalf of 
Federated Investors, Inc., an alternative analysis of the revenue impact of this proposed 
regulation.  He has subsequently submitted to the FTB on addendum to that analysis in 
January of 2007.  Since the addendum contains an updated estimate, based on the same 
general methodology, I will refer, hereafter, to the analysis contained in Mr. Hamm’s 
addendum.  In that analysis Mr. Hamm determined that this regulation would result in a 
revenue loss of $106 million on an annual basis. 
 
This number is different in magnitude, and is also negative, rather than positive, as 
compared to the estimate included in the Form 399 that FTB staff prepared for this 
proposed regulation.  In that analysis, we determined that this regulation would have the 
impact of increasing state revenue by $10 million on an annual basis.  Our analysis was 
based on a simulation of the impact of this regulation on a sample of tax returns filed by 
mutual fund service providers (MFSPs), both those located in California and located 
outside of California.  For these returns, we compared the actual tax paid with a 
simulated calculation of the tax that would have been paid if sales were sourced based on 
location of customers instead of cost of performance.  This approach, based on actual 
data from individual tax returns, is the preferred approach to estimating revenue impacts.  
When such tax return data are not available, other approaches can be used.  However, 
these other approaches are generally considered to be methodologically inferior to the use 
of actual tax return information.   We have carefully reviewed Mr. Hamm’s analyses.  We 
have also carefully reviewed our own analysis.  Following are comments on the possible 
reasons for the differences between our analysis and those of Mr. Hamm.    
 
Mr. Hamm’s analysis was based on aggregate data for assets managed by MFSPs.  In 
addition to this data, he used individual firm data for the amount of managed assets and 
pre-tax profit for a sample of MFSPs.  These data were obtained from the Investment 
Company Institute and filings with the Securities and Exchange Commission (SEC).  
While the analysis in Mr. Hamm’s addendum does show a substantial drop in his 
estimate of taxable income relative to the analysis he provided in December, his estimate 
of MFSP taxable income is still much higher, in aggregate, than the amounts being 
reported on California tax returns.  One likely explanation for this difference is that his 
estimate of taxable income is derived from SEC information.  The SEC information is 
based on book income.  Since book income is calculated using different accounting rules 
than those used for tax accounting, there can be substantial differences between book 
income and income reported on tax returns.   
 
A second difference between our analysis and the analyses of Mr. Hamm is that the tax 
rate on taxable income used by Mr. Hamm is greater than what we have observed on 
actual tax returns.  Mr. Hamm uses the statutory rate of 8.84 percent.  The rate that is 
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actually paid by taxpayers can be lower than the statutory rate if a taxpayer has a stock of 
net operating loss carryovers, or has tax credits.   
 
A third difference is that Mr. Hamm implicitly assumes that the sales factor, under 
current law, for every California-based MFSP is 100%.  In fact, the actual sales factor 
percentage reported by California-based MFSPs is typically less than 100%.  Similarly, 
Mr. Hamm implicitly assumes that the sales factor, under current law, for every out-of-
state MFSP is zero, when, in fact, it tends to be slightly greater than zero. The net effect 
of the overstatement of the sales factor for California-based MFSPs and the 
understatement of the sales factor for out-of-state MFSPs is to overstate the revenue loss 
of this proposed regulation. 
 
Finally, Mr. Hamm’s analysis does not take into account, as did our analysis, the fact that 
the FTB has granted apportionment relief to some California-based MFSPs under current 
law.  In our analysis we assume, based on discussions with our Legal Department, that 
relief would continue to be granted under current law.  In his addendum, Mr. Hamm 
argues that our analysis makes asymmetric assumptions with respect to apportionment 
relief.  He argues that, under the proposed regulation, out-of-state MFSPs would also be 
requesting apportionment relief.  Mr. Hamm is correct to the extent that our analysis does 
not take into account any relief that may be provided to out-of-state MFSPs under this 
regulation.  Furthermore, if such relief were sought and granted it would, as Mr. Hamm 
argues, have an impact on the revenue impact of this regulation.  However, in discussions 
with our Legal Department, it was determined that it would be extremely unlikely that 
there would be conditions under which the granting of apportionment relief, under this 
regulation, to out-of-state MFSPs, would be warranted.  
 
Summary 
 
As mentioned above, the preferred approach to estimating the revenue impact of a change 
in law or a regulation is to use tax return information when available. We have presented 
several possible reasons why Mr. Hamm’s estimates differ from ours in both magnitude 
and sign.  We have carefully reviewed our own methodology and have not found a reason 
to change our previous conclusions. 
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