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Income/Franchise:
California FTB Addresses Sourcing Gross Receipts from Sales of Services to
Business Entities

Legal Ruling 2022-01, Cal. FTB (3/25/22). The California Franchise Tax Board (FTB) issued a new legal ruling
(Legal Ruling 2022-01) addressing the “relevant considerations and proper analysis” for determining the
assignment of gross receipts from the sales of services pursuant to California Revenue and Taxation Code
section 25136(a)(1), as supplemented by California Code of Regulations, title 18, section 25136-2, under three
distinct fact patterns. In doing so, the FTB generally explains that the analysis requires addressing the following

four questions and then applying the fact-based answers to California’s “cascading rules,” as applicable:
URL: https://www.ftb.ca.gov/tax-pros/law/legal-rulings/2022-01.pdf

Who is the customer?

What is the service being provided by the taxpayer?

What is the benefit of the service received by the customer?
Where is the benefit of the service being received?
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Regarding the first question, the guidance states that “it is always the value to the taxpayer’s customer that is
analyzed and not the value provided to any other party,” and that a “common misconception” in analyzing
where gross receipts from the performance of a service should be assigned occurs when a benefit from the
taxpayer’s service is received by a third party and then this benefitted third party is wrongly “assumed to be
the taxpayer’s customer for purposes of the analysis.” Regarding the third question, the guidance states that
“[u]sually, the value of the service is the direct effect of the action or function being performed.” Regarding
the fourth question, the guidance explains that when the value of the service is the direct effect of the action
or function being performed, “the location of the benefit will be where the direct effect impacts the taxpayer’s
customer.” Furthermore, the guidance provides that when a service provided by the taxpayer is directed at the
customer’s customer(s), “the benefit received by the customer is likely located at the customer’s customer(s)’
location,” and that “this is most common when the taxpayer’s services directly engage or principally concern
the customer’s customer(s).” Specifically, the guidance explains that for subcontracting arrangements by a
business entity with a corporate subcontractor, the benefit may be located at the customer’s customer’s
location, because the service provided is directed towards persons or things other than the subcontractor’s
customer.

The FTB notes that in issuing Legal Ruling 2022-01, it revokes Chief Counsel Rulings 2015-03 and 2017-01, and
that to the extent Legal Ruling 2022-01 conflicts with any other prior FTB guidance, Legal Ruling 2022-01 “shall
supersede such guidance.”

See forthcoming Multistate Tax Alert for more details on this new ruling, including some related taxpayer
considerations, and please contact us with any questions in the meantime.
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