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Foreign Entity’s 2015 Taxable Year 

California Water’s-edge Election - October 
17 Due Date 

Overview 

Unitary foreign affiliates that are “doing business” in California for taxable year 2015 under California’s economic 
nexus standard, and that are not eligible to apply California Franchise Tax Board (FTB) Notice 2016-02,1 must file 
standalone California corporate franchise/income tax returns for taxable year 2015 and make their own water’s-edge 
election.  Failure to do so may potentially expose the worldwide group to California franchise/income tax.  For 

taxpayers that are required to file their 2015 California tax returns by October 17, 2016, such standalone returns 
must be filed by that same date. 

Background on Notice 2016-02 
Notice 2016-02 (the “Notice”) provides guidance on how the FTB would treat an otherwise valid water’s edge election 
when a non-electing unitary foreign affiliate of a water’s-edge combined group becomes a “taxpayer” because it is 
“doing business” in California solely as a result of applying the economic nexus standard under California Revenue and 
Taxation Code (CRTC) section 23101(b), which became effective for taxable years beginning January 1, 2011.2  Under 
California’s economic nexus standard, taxpayers with sales into California in excess of the applicable threshold (e.g., 

for 2015, the lesser of $536,446 or 25% of the taxpayer’s total sales) are “doing business” in California and thus 
required to file a California corporate franchise/income tax return.3 

In general, if a unitary foreign affiliate is eligible to apply the Notice, then it will be deemed to have made a water’s 
edge election along with the original members of the water’s edge group.  However, the Notice only applies in three 
specific situations, in each case provided that four conditions are met.  Accordingly, the Notice does not apply to all 
potential situations—i.e., there are some situations for which a unitary foreign affiliate will not be deemed to have 

made a water’s edge election with the original water’s edge group.  We have identified two such situations, one of 
which may impact taxpayers preparing returns due on October 17, 2016:  (1) if the water’s-edge combined group 
made a water’s edge election in taxable years 2011 or after, and at the time of the election, the unitary foreign 
affiliate was subject to California tax because it met California’s economic nexus standard, or (2) the unitary foreign 
affiliate becomes a California taxpayer due solely to California’s economic nexus standard in taxable year 2017 or 
after.4  In these two situations, the unitary foreign affiliate will not be deemed to have made a water’s edge election 
along with the original water’s edge group.  Instead, it must file a separate return, make its own water’s edge 

election, and pay the $800 minimum franchise tax. 

In sum, a unitary foreign affiliate that becomes a California taxpayer under California’s economic nexus standard, and 

that is not deemed to have made a water’s edge election with the original water’s edge group under the Notice, must 
file a separate California tax return, make its own water’s-edge election, and pay the $800 minimum franchise tax. 

Considerations 
Given the variances that may exist in an organization’s foreign operating structure, a case-by-case review is 
recommended to determine if each unitary foreign affiliate is “doing business” in California and, if so, whether or not 
Notice 2016-02 applies to treat the unitary foreign affiliate as having made a water’s edge election with the original 

water’s edge group.  For taxpayers that do qualify to apply the Notice, consideration should be given to filing amended 
returns for prior years to apply the Notice to deem the unitary foreign affiliate to have elected water’s-edge with the 
original water’s-edge group.  

                                                

1 Franchise Tax Board Notice 2016-02 (Sept. 9, 2016).  Available here. 
2 Id. 
3 Cal. Rev. & Tax Code § 23101(b). 
4 Id. 
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Contacts: 

If you have questions regarding FTB Notice 2016-02 or other California tax matters, please contact any of the 

following Deloitte Tax professionals: 

Christopher Campbell 
Tax Principal, California 

Technical/Controversy Lead 
Deloitte Tax LLP, Los Angeles 
+1 213 553 3072 
cwcampbell@deloitte.com 

Steve West 
Director, California  

Technical Lead 
Deloitte Tax LLP, Los Angeles 
+1 213 688 5339 
stevewest@deloitte.com 

Shirley J. Wei 
Senior Manager, California 

Technical/Controversy Lead 
Deloitte Tax LLP, Los Angeles 
+1 213 553 1715 
shiwei@deloitte.com 

Valerie C. Dickerson 
Partner, Washington  

National Tax 
Deloitte Tax LLP, Washington DC 
+1 202 220 2693 
vdickerson@deloitte.com 

  

 

For further information, visit our website at www.deloitte.com 

Follow @DeloitteTax 

 

This alert contains general information only and Deloitte is not, by means of this alert, rendering accounting, business, financial, investment, legal, 

tax, or other professional advice or services. This alert is not a substitute for such professional advice or services, nor should it be used as a basis for 

any decision or action that may affect your business. Before making any decision or taking any action that may affect your business, you should 

consult a qualified professional adviser. Deloitte shall not be responsible for any loss sustained by any person who relies on this alert. 
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