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[Language in brackets is optional] 
 
••• Reg. IV.1.(a). Business and Nonbusiness Income Defined. 
 

(1) Apportionment and Allocation. Article IV.1(a) and (e) require that every item of income 
be classified either as business income or nonbusiness income. Income for purposes of 
classification as business or nonbusiness includes gains and losses. Business income is 
apportioned among jurisdictions by use of a formula. Nonbusiness income is specifically assigned 
or allocated to one or more specific jurisdictions pursuant to express rules. An item of income is 
classified as business income if it falls within the definition of business income. An item of 
income is nonbusiness income only if it does not meet the definitional requirements for being 
classified as business income. 
 

(2) Business Income. Business income means income of any type or class, and from any 
activity, that meets the relationship described either in IV.1.(a).(4), the "transactional test", or (5), 
the "functional test". The classification of income by the labels occasionally used, such as 
manufacturing income, compensation for services, sales income, interest, dividends, rents, 
royalties, gains, operating income, nonoperating income, etc., is of no aid in determining whether 
income is business or non-business income. 
 

(3) Terms Used in Definition of Business Income and in Application of Definition. As 
used in the definition of business income and/or in the application of the definition, 
 

(A) “Trade or business” means the unitary business of the taxpayer, part of which is 
conducted within [this State]. 

 
(B) “To contribute materially” includes, without limitation, “to be used operationally in 

the taxpayer’s trade or business.” Whether property materially contributes is not determined 
by reference to the property’s value or percentage of use. If an item of property materially 
contributes to the taxpayer’s trade or business, the attributes, rights or components of that 
property are also operationally used in that business. However, property that is held for mere 
financial betterment is not operationally used in the taxpayer’s trade or business. 

 
(4) Transactional Test. Business income includes income arising from transactions and 

activity in the regular course of the taxpayer’s trade or business. 
 

(A) If the transaction or activity is in the regular course of the taxpayer’s trade or 
business, part of which trade or business is conducted within [this State], the resulting income 
of the transaction or activity is business income for [this State]. Income may be business 
income even though the actual transaction or activity that gives rise to the income does not 
occur in [this State]. 

 



(B) For a transaction or activity to be in the regular course of the taxpayer’s trade or 
business, the transaction or activity need not be one that frequently occurs in the trade or 
business. Most, but not all, frequently occurring transactions or activities will be in the 
regular course of that trade or business and will, therefore, satisfy the transactional test. It is 
sufficient to classify a transaction or activity as being in the regular course of a trade or 
business, if it is reasonable to conclude transactions of that type are customary in the kind of 
trade or business being conducted or are within the scope of what that kind of trade or 
business does. However, even if a taxpayer frequently or customarily engages in investment 
activities, if those activities are for the taxpayer’s mere financial betterment rather than for 
the operations of the trade or business, such activities do not satisfy the transactional test. The 
transactional test includes, but is not limited to, income from sales of inventory, property held 
for sale to customers, and services which are commonly sold by the trade or business. The 
transactional test also includes, but is not limited to, income from the sale of property used in 
the production of business income of a kind that is sold and replaced with some regularity, 
even if replaced less frequently than once a year.  

 
(5) Functional test. Business income also includes income from tangible and intangible 

property, if the acquisition, management, and disposition of the property constitute integral parts 
of the taxpayer’s regular trade or business operations. “Property” includes any interest in, control 
over, or use in property (whether the interest is held directly, beneficially, by contract, or 
otherwise) that materially contributes to the production of business income. “Acquisition” refers 
to the act of obtaining an interest in property. “Management” refers to the oversight, direction, or 
control (directly or by delegation) of the property for the use or benefit of the trade or business. 
“Disposition” refers to the act, or the power, to relinquish or transfer an interest in or control over 
property to another, in whole or in part. “Integral part” refers to property that constituted a part of 
the composite whole of the trade or business, each part of which gave value to every other part, in 
a manner which materially contributed to the production of business income. 
 

(A) Under the functional test, business income need not be derived from transactions or 
activities that are in the regular course of the taxpayer's own particular trade or business. It is 
sufficient, if the property from which the income is derived is or was an integral, functional, 
or operative component used in the taxpayer's trade or business operations, or otherwise 
materially contributed to the production of business income of the trade or business, part of 
which trade or business is or was conducted within this State. Property that has been 
converted to nonbusiness use through the passage of a sufficiently lengthy period of time 
(generally, five years is sufficient) or that has been removed as an operational asset and is 
instead held by the taxpayer’s trade or business exclusively for investment purposes has lost 
its character as a business asset and is not subject to the rule of the preceding sentence. 
Property that was an integral part of the trade or business is not considered converted to 
investment purposes merely because it is placed for sale. 

 
(B) Income that is derived from isolated sales, leases, assignments, licenses, and other 

infrequently occurring dispositions, transfers, or transactions involving property, including 
transactions made in liquidation or the winding-up of business, is business income, if the 
property is or was used in the taxpayer's trade or business operations. (Property that has been 
converted to nonbusiness use (see IV.1.a.(4)(A)) has lost its character as a business asset and 
is not subject to the rule of the preceding sentence.) Income from the licensing of an 
intangible asset, such as a patent, copyright, trademark, service mark, know-how, trade 
secrets, or the like, that was developed or acquired for use by the taxpayer in its trade or 
business operations, constitutes business income whether or not the licensing itself 



constituted the operation of a trade or business, and whether or not the taxpayer remains in 
the same trade or business from or for which the intangible asset was developed or acquired. 

 
(C) Under the functional test, income from intangible property is business income when 

the intangible property serves an operational function as opposed to solely an investment 
function. The relevant inquiry focuses on whether the property is or was held in furtherance 
of the taxpayer’s trade or business, that is, on the objective characteristics of the intangible 
property’s use or acquisition and its relation to the taxpayer and the taxpayer’s activities. The 
functional test is not satisfied where the holding of the property is limited to solely an 
investment function as is the case where the holding of the property is limited to mere 
financial betterment of the taxpayer in general. 

 
(D) If the property is or was held in furtherance of the taxpayer’s trade or business 

beyond mere financial betterment, then income from that property may be business income 
even though the actual transaction or activity involving the property that gives rise to the 
income does not occur in [this State]. 

 
(E) If with respect to an item of property a taxpayer (i) takes a deduction from business 

income that is apportioned to [this State] or (ii) includes the original cost in the property 
factor, it is presumed that the item or property is or was integral to the taxpayer's trade or 
business operations. No presumption arises from the absence of any of these actions. 

 
(F) Application of the functional test is generally unaffected by the form of the property 

(e.g., tangible or intangible property, real or personal property). Income arising from an 
intangible interest, as, for example, corporate stock or other intangible interest in a business 
or a group of assets, is business income when the intangible itself or the property underlying 
or associated with the intangible is or was an integral, functional, or operative component to 
the taxpayer's trade or business operations. (Property that has been converted to nonbusiness 
use (see IV.1.(a).(4)(A)) has lost its character as a business asset and is not subject to the rule 
of the preceding sentence.) Thus, while apportionment of income derived from transactions 
involving intangible property as business income may be supported by a finding that the 
issuer of the intangible property and the taxpayer are engaged in the same trade or business, 
i.e., the same unitary business, establishment of such a relationship is not the exclusive basis 
for concluding that the income is subject to apportionment. It is sufficient to support the 
finding of apportionable income if the holding of the intangible interest served an operational 
rather than an investment function of mere financial betterment. 

 
(6) Relationship of transactional and functional tests to U.S. Constitution. The Due 

Process Clause and the Commerce Clause of the U.S. Constitution restrict States from 
apportioning income as business income that has no rational relationship with the taxing State. 
The protection against extra-territorial state taxation afforded by these Clauses is often described 
as the “unitary business principle.” The unitary business principle requires apportionable income 
to be derived from the same unitary business that is being conducted at least in part in [this State]. 
The unitary business that is conducted in [this State] includes both a unitary business that the 
taxpayer alone may be conducting and a unitary business the taxpayer may conduct with any 
other person or persons. Satisfaction of either the transactional test or the functional test complies 
with the unitary business principle, because each test requires that the transaction or activity (in 
the case of the transactional test) or the property (in the case of the functional test) to be tied to 
the same trade or business that is being conducted within [this State]. Determination of the scope 
of the unitary business being conducted in [this State] is without regard to extent to which [this 
State] requires or permits combined reporting. 



 
(7) Nonbusiness income. Nonbusiness income means all income other than business income. 

 
* * * * * 

••• Reg. IV.1.(c). Business and Nonbusiness Income: Application of Definitions. The 
following applies the foregoing principles for purposes of determining whether particular income 
is business or nonbusiness income. [(The examples used throughout these regulations are 
illustrative only and are limited to the facts they contain.)] 
 

(1) Rents from real and tangible personal property. Rental income from real and 
tangible property is business income if the property with respect to which the rental income 
was received is or was used in the taxpayer's trade or business and therefore is includable in 
the property factor under Regulation IV.10. Property that has been converted to nonbusiness 
use (see IV.1.(a).(4)(A)) has lost its character as a business asset and is not subject to the rule 
of the preceding sentence. 

 
[Example (i): The taxpayer operates a multistate car rental business. The income 

from car rentals is business income. 
 

Example (ii): The taxpayer is engaged in the heavy construction business in 
which it uses equipment such as cranes, tractors, and earth-moving vehicles. The 
taxpayer makes short-term leases of the equipment when particular pieces of equipment 
are not needed on any particular project. The rental income is business income. 
 

Example (iii): The taxpayer operates a multistate chain of men's clothing stores. 
The taxpayer purchases a five-story office building for use in connection with its trade or 
business. It uses the street floor as one of its retail stores and the second and third floors 
for its general corporate headquarters. The remaining two floors are held for future use in 
the trade or business and are leased to tenants on a sort-term basis in the meantime. The 
rental income is business income. 
 

Example (iv): The taxpayer operates a multistate chain of grocery stores. It 
purchases as an investment an office building in another state with surplus funds and 
leases the entire building to others. The net rental income is not business income of the 
grocery store trade or business. Therefore, the net rental income is nonbusiness income. 
 

Example (v): The taxpayer operates a multistate chain of men's clothing stores. 
The taxpayer invests in a 20-story office building and uses the street floor as one of its 
retail stores and the second floor for its general corporate headquarters. The remaining 18 
floors are leased to others. The rental of the eighteen floors is not done in furtherance of 
but rather is separate from the operation of the taxpayer's trade or business. The net rental 
income is not business income of the clothing store trade or business. Therefore, the net 
rental income is nonbusiness income. 
 

Example (vi): The taxpayer constructed a plant for use in its multistate 
manufacturing business and 20 years later the plant was closed and put up for sale. The 
plant was rented for a temporary period from the time it was closed by the taxpayer until 
it was sold 18 months later. The rental income is business income and the gain on the sale 
of the plant is business income. 
 



Example (vii): The taxpayer operates a multistate chain of grocery stores. It 
owned an office building which it occupied as its corporate headquarters. Because of 
inadequate space, taxpayer acquired a new and larger building elsewhere for its corporate 
headquarters. The old building was rented to an investment company under a five-year 
lease. Upon expiration of the lease, taxpayer sold the building at a gain (or loss). The net 
rental income received over the lease period is nonbusiness income and the gain (or loss) 
on the sale of the building is nonbusiness income.] 

 
(2) Gains or losses from sales of assets. Gain or loss from the sale, exchange or other 

disposition of real property or of tangible or intangible personal property constitutes business 
income if the property while owned by the taxpayer was used in, or was otherwise included in 
the property factor of the taxpayer's trade or business. However, if the property was utilized 
for the production of nonbusiness income or otherwise was removed from the property factor 
before its sale, exchange or other disposition, the gain or loss will constitute nonbusiness 
income. See Regulation IV.10. 

 
[Example (i): In conducting its multistate manufacturing business, the taxpayer 

systematically replaces automobiles, machines, and other equipment used in the business. 
The gains or losses resulting from those sales constitute business income. 
 

Example (ii): The taxpayer constructed a plant for use in its multistate 
manufacturing business and 20 years later sold the property at a gain while it was in 
operation by the taxpayer. The gain is business income. 
 

Example (iii): Same as (ii) except that the plant was closed and put up for sale 
but was not in fact sold until a buyer was found 18 months later. The gain is business 
income. 
 

Example (iv): Same as (ii) except that the plant was rented while being held for 
sale. The rental income is business income and the gain on the sale of the plant is 
business income. 
 

Example (v): The taxpayer operates a multistate chain of grocery stores. It owned 
an office building which it occupied as its corporate headquarters. Because of inadequate 
space, taxpayer acquired a new and larger building elsewhere for its corporate 
headquarters. Because the taxpayer did not intend to reoccupy the old building, the 
taxpayer rented the old building to an unrelated investment company under a five-year 
lease. Upon expiration of the lease, taxpayer sold the building at a gain (or loss). The gain 
(or loss) on the sale is nonbusiness income and the rental income received over the lease 
period is nonbusiness income.] 
 
(3) Interest. Interest income is business income where the intangible with respect to 

which the interest was received arose out of or was created in the regular course of the 
taxpayer's trade or business operations or where the acquiring and holding the intangible is an 
integral, functional, or operative component of the taxpayer's trade or business operations, or 
otherwise materially contributes to the production of business income of the trade or business 
operations. 

 
[Example (i): The taxpayer operates a multistate chain of department stores, 

selling for cash and on credit. Service charges, interest, or time-price differentials and the 



like are received with respect to installment sales and revolving charge accounts. These 
amounts are business income. 
 

Example (ii): The taxpayer conducts a multistate manufacturing business. During 
the year the taxpayer receives a federal income tax refund pertaining to the taxpayer’s 
trade or business and collects a judgment against a debtor of the business. Both the tax 
refund and the judgment bear interest. The interest income is business income. 
 

Example (iii): The taxpayer is engaged in a multistate manufacturing and 
wholesaling business. In connection with that business, the taxpayer maintains special 
accounts to cover such items as workmen's compensation claims, rain and storm damage, 
machinery replacement, etc. The moneys in those accounts are invested at interest. 
Similarly, the taxpayer temporarily invests funds intended for payment of federal, state 
and local tax obligations pertaining to the taxpayer’s trade or business. The interest 
income is business income. 
 

Example (iv): The taxpayer is engaged in a multistate money order and traveler's 
check business. In addition to the fees received in connection with the sale of the money 
orders and traveler's checks, the taxpayer earns interest income by the investment of the 
funds pending their redemption. The interest income is business income. 
 

Example (v): The taxpayer is engaged in a multistate manufacturing and selling 
business. The taxpayer usually has working capital and extra cash totaling $200,000 
which it regularly invests in short-term interest bearing securities. The interest income is 
business income. 
 

Example (vi): In January, the taxpayer sold all of the stock of a subsidiary for 
$20,000,000. The funds are placed in an interest-bearing account pending a decision by 
management as to how the funds are to be utilized. The interest income is nonbusiness 
income.] 

 
(4) Dividends. Dividends are business income where the stock with respect to which the 

dividends was received arose out of or was acquired in the regular course of the taxpayer's 
trade or business operations or where the acquiring and holding the stock is an integral, 
functional, or operative component of the taxpayer's trade or business operations, or 
otherwise materially contributes to the production of business income of the trade or business 
operations. 

 
[Example (i): The taxpayer operates a multistate chain of stock brokerage houses. 

During the year, the taxpayer receives dividends on stock that it owns. The dividends are 
business income. 
 

Example (ii): The taxpayer is engaged in a multistate manufacturing and 
wholesaling business. In connection with that business, the taxpayer maintains special 
accounts to cover such items as workmen's compensation claims, etc. A portion of the 
moneys in those accounts is invested in interest-bearing bonds. The remainder is invested 
in various common stocks listed on national stock exchanges. Both the interest income 
and any dividends are business income. 
 

Example (iii): The taxpayer and several unrelated corporations own all of the 
stock of a corporation whose business operations consist solely of acquiring and 



processing materials for delivery to the corporate owners. The taxpayer acquired the 
stock in order to obtain a source of supply of materials used in its manufacturing 
business. The dividends are business income. 
 

Example (iv): The taxpayer is engaged in a multistate heavy construction 
business. Much of its construction work is performed for agencies of the federal 
government and various state governments. Under state and federal laws applicable to 
contracts for these agencies, a contractor must have adequate bonding capacity, as 
measured by the ratio of its current assets (cash and marketable securities) to current 
liabilities. In order to maintain an adequate bonding capacity the taxpayer holds various 
stocks and interest-bearing securities. Both the interest income and any dividends 
received are business income. 
 

Example (v): The taxpayer receives dividends from the stock of its subsidiary or 
affiliate which acts as the marketing agency for products manufactured by the taxpayer. 
The dividends are business income. 
 

Example (vi): The taxpayer is engaged in a multistate glass manufacturing 
business. It also holds a portfolio of stock and interest-bearing securities, the acquisition 
and holding of which are unrelated to the manufacturing business. The dividends and 
interest income received are nonbusiness income.] 
 
(5) Patent and copyright royalties. Patent and copyright royalties are business income 

where the patent or copyright with respect to which the royalties were received arose out of 
or was created in the regular course of the taxpayer's trade or business operations or where 
the acquiring and holding the patent or copyright is an integral, functional, or operative 
component of the taxpayer's trade or business operations, or otherwise materially contributes 
to the production of business income of the trade or business operations. 

 
[Example (i): The taxpayer is engaged in the multistate business of 

manufacturing and selling industrial chemicals. In connection with that business, the 
taxpayer obtained patents on certain of its products. The taxpayer licensed the production 
of the chemicals in foreign countries, in return for which the taxpayer receives royalties. 
The royalties received by the taxpayer are business income. 
 

Example (ii): The taxpayer is engaged in the music publishing business and holds 
copyrights on numerous songs. The taxpayer acquires the assets of a smaller publishing 
company, including music copyrights. These acquired copyrights are thereafter used by 
the taxpayer in its business. Any royalties received on these copyrights are business 
income. 
 

Example (iii): Same as example (ii), except that the acquired company also held 
the patent on a method of producing digital audio recordings. The taxpayer does not 
manufacture or sell digital audio recordings. Any royalties received on the patent would 
be nonbusiness income.] 
 

 
*  *  *  *  * 

 
 
 



••• Reg. IV.2.(a). Definitions. 
 

(1) "Taxpayer" means [each state should insert the definition in Article II.3. or the 
definition in its own tax laws]. 

 
(2) "Apportionment" refers to the division of business income between states by the use 

of a formula containing apportionment factors. 
 
(3) "Allocation" refers to the assignment of nonbusiness income to a particular state. 
 
(4) "Business activity" refers to the transactions and activities occurring in the regular 

course of a particular trade or business of a taxpayer or to the acquisition, management, and 
disposition of property that constitute integral parts of the taxpayer’s regular trade or business 
operations. 

 
 [Ed. Note: The term “business activity” is used in the following MTC regulations: 

 
o IV.1.(b)., example; 
o IV.2.(b).(1); 
o IV.3.(a).; 
o IV.3.(a).(1); 
o IV.3.(a).(2); 
o IV.3.(b).(1); 
o IV.3.(b).(1)(A); 
o IV.3.(b).(1)(B); 
o IV.3.(b).(1)(B), example; 
o IV.3.(b).(2); 
o IV.3.(b).(2), example (i); 
o IV.3.(b).(2), example (iv); 
o IV.3.(c).; 
o IV.18.(a).; 
o IV.18.(a).(3); 
o IV.18.h.(4)(iii)A.2.; 
o IV.18.(j).(1); 
o IV.18.(j).(3)(i)B.2.; 
o IV.18.(j).(3)(i)B.3.; and 
o The financial institution apportionment principles to the extent that States adopt 

the uniformity recommendation as a regulation that is folded into the existing 
MTC regulations and thereby picks up the floating definition of “business 
activity”.] 

 
* * * * * 

 
••• Reg. IV.10.(b). Property Factor: Property Used for the Production of Business 

Income. Property shall be included in the property factor if it is actually used or is available for 
or capable of being used during the tax period in the regular course of the trade or business of the 
taxpayer. Property held as reserves or standby facilities or property held as a reserve source of 
materials shall be included in the factor. For example, a plant temporarily idle or raw material 
reserves not currently being processed are includable in the factor. Property or equipment under 
construction during the tax period (except inventoriable goods in process) shall be excluded from 
the factor until such property is actually used in the regular course of the trade or business of the 



taxpayer. If the property is partially used in the regular course of the trade or business of the 
taxpayer while under construction, the value of the property to the extent used shall be included 
in the property factor. Property used in the regular course of the trade or business of the taxpayer 
shall remain in the property factor until its permanent withdrawal is established by an identifiable 
event such as its conversion to the production of nonbusiness income, its sale, or the lapse of an 
extended period of time (normally, five years) during which the property is no longer held for use 
in the trade or business. 

 
[Example (i): Taxpayer closed its manufacturing plant in State X and held the property 

for sale. The property remained vacant until its sale one year later. The value of the 
manufacturing plant is included in the property factor until the plant is sold. 
 

Example (ii): Same as above except that the property was rented until the plant was sold. 
The plant is included in the property factor until the plant is sold. 
Example (iii): Taxpayer closed its manufacturing plant and leased the building under a five-
year lease. The plant is included in the property factor until the commencement of the lease. 
 

Example (iv): The taxpayer operates a chain of retail grocery stores. Taxpayer closed 
Store A, which was then remodeled into three small retail stores such as a dress shop, dry 
cleaning, and barber shop, which were leased to unrelated parties. The property is removed 
from the property factor on the date on which the remodeling of Store A commenced.] 

 
*  *  *  *  * 

 
••• Reg. IV.11.(b). Property Factor: Valuation of Rented Property. 

 
 (1) Multiplier and subrentals. Property rented by the taxpayer is valued at eight times 

its net annual rental rate. The net annual rental rate for any item of rented property is the 
annual rental rate paid by the taxpayer for the property less the aggregate annual subrental 
rates paid by subtenants of the taxpayer. (See Regulation IV.18.(a) for special rules when the 
use of such net annual rental rate produces a negative or clearly inaccurate value or when 
property is used by the taxpayer at no charge or is rented at a nominal rental rate.) Subrents 
are not deducted when they constitute business income because the property which produces 
the subrents is used in the regular course of a trade or business of the taxpayer when it is 
producing such income. Accordingly there is no reduction in its value. 

 
Example (i): The taxpayer receives subrents from a bakery concession in a food 

market operated by the taxpayer. Since the subrents are business income, they are not 
deducted from rent paid by the taxpayer for the food market. 

 
[Example (ii): The taxpayer rents a 5-story office building primarily for use in its 

multistate business, uses three floors for its offices and subleases two floors to various 
other businesses on a short-term basis because it anticipates it will need those two floors 
for future expansion of its multistate business. The rental of all five floors is integral to 
the operation of the taxpayer's trade or business. Since the subrents are business income, 
they are not deducted from the rent paid by the taxpayer. 

 
Example (iii): The taxpayer rents a 20-story office building and uses the lower two 

stories for its general corporation headquarters. The remaining 18 floors are subleased to 
others. The rental of the eighteen floors is not incidental to but rather is separate from the 



operation of the taxpayer's trade or business. Since the subrents are nonbusiness income 
they are to be deducted from the rent paid by the taxpayer.] 

 
* * * * * 

 
••• Reg. IV.13.(a). Payroll Factor: In General. 

 
* * * * * 

 
(2) The total amount "paid" to employees is determined upon the basis of the taxpayer's 

accounting method. If the taxpayer has adopted the accrual method of accounting, all 
compensation properly accrued shall be deemed to have been paid. Notwithstanding the 
taxpayer's method of accounting, compensation paid to employees may, at the election of the 
taxpayer, be included in the payroll factor by use of the cash method if the taxpayer is 
required to report such compensation under that method for unemployment compensation 
purposes. The compensation of any employee on account of activities which are connected 
with the production of nonbusiness income shall be excluded from the factor. 

 
[Example (i): The taxpayer uses some of its employees in the construction of a 

storage building which, upon completion, is used in the regular course of the taxpayer's 
trade or business. The wages paid to those employees are treated as a capital expenditure 
by the taxpayer. The amount of those wages is included in the payroll factor. 

 
Example (ii): The taxpayer owns various securities which it holds as an 

investment separate and apart from its trade or business. The management of the 
taxpayer's investment portfolio is the only duty of Mr. X, an employee. The salary paid to 
Mr. X is excluded from the payroll factor.] 
 

 
 


