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constitute integral parts of the taxpayer's
regular trade or business operations.

e e e e

_ (d) “Nonbusiness incone" neans all
i ncone. other than business incone.

The statutory definition of business income
provides two alternative tests for deternining the
character of income. The "transactional test™ |ooks to
whet her the transaction or activity which gave rise to
the income occurred in the regular course of the tax-
payer's trade or business. The "functional test® pro-
vides that inconme is business incone if the acquisition,
managenment, and disposition of the property giving rise
to the incone were integral parts-of the taxpayer's
regul ar busi ness operations, regardless of et her the
i ncone was derived from an occasional or e_xtraordlnar&a
transaction. (Appeal of Fairchild Industries. Inc. . Cal,
St. Bd. of Equal., Aug. 1, 1980; Appeal of New York
Footbal | G ants, Inc., Cal. St. Bd. of Equal., Feb, 3
1977; Appeal of Borden, Inc., Cal. St. Bd. of Equal.,
Feb. 3, 1977.)

Capital gains and | osses from sal es of real
property are apportioned byformula if they come within
the definition of business incone (Rev. & Tax. Code,

§ 25128), but are allocable to the state in which the
property is located if _they constitute itens of nonbusi-
ness income. (Rev. & Tax. Code, § 25125.) The | abels
customarily given itens of income, such as rents or
capital gains, are of no aid in determning whether the
I ncone i s business or nonbusiness inconme: the gain or

| oss on the sale of property, for exanple na¥ be busi -
ness or nonbusi ness incone, dependln%h? the relation to

the taxpayer's trade or business. (Cal, Admn. Code
tit. 18, reg. 25120, subd. (a) (art. 2.5).)

Respondent's regul ations provide that gain or
| oss on the sale of property is business income

If the property while owned by the tax-
ayer was used in the taxpayer's trade or
usi ness. However, if such property was

utilized for the production of nonbusi -
ness income or otherw se was renoved from
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the property factor beforeits sale...
the gain or loss wll constitute nonbusi-
ness I ncone. (See Regulations 25729 to

25131 inclusive.)

ECaI , Adm n. Code, tit. 18, reg.25120, subd. (e)(2)
art. 2.5).)

Rental incone is considered business incone

if the property with respect to which the
rental 1ncome was received is used in the
taxpayer's trade or business or is inci-
dental thereto and therefore is includible
in the property factor under Regulaticns
25129 to 25131 incl usive.

%Cal. Admn. Code, tit. 18, reg. 25120, subd. {(c)(1}
art. 2.5).])

_ According to these reqgulations, the characteri-
zation of the gain on the sale depends upon the charac-
terization of the rental income and whether the property,
while rented, was includible in the property factor.

Regul ation 25129 provides guidelines for determ ning
whet her property is to be included in the property

factor:

(a} . . . Jhe property factor of the

af rtionment fornmula .. . . shall include
all real and tangible personal property
owned or rented by the taxpayer and used
during the income year 'in the regular
course of such trade or business. . . .
Property used in connection with the
production of nonbusiness income shall be
excluded fromthe property factor. . ..

S ES ES e &S

(b) . . . Property shall be included in
the property factor if it is actually
used or is available for or capable of
bei ng used during the incone year in the
regul ar course of the trade or business
of the taxpayer. Property held as
reserves or Standby facilities or
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property held as a reserve source.of materials
shal | be included in the factor. For example,
aplant tenporarily idle or raw material
reserves not qurrentl¥ bei ng processed are
includible in the factor. ... Property
used in the regular course of the trade or
busi ness of the taXPayer shal | remain in the
property factor until 1ts pernmanent w thdrawal
I's established by an identifiable event such
as its conversion to the production of non-
busi ness income, its sale, or the |lapse of an
extended period of tine (normally, five years)
during which the property is held for sale.

Cal. Admin. Code, tit. 18, reg. 25129, subds.(a)-(b)
art. 2.5).)

~ Applying these regulations and the statutory'

definition of business incone to the fats ofthis case,
we believe that appellant's South carolina farns began
-producing nonbusi ness incone when they were |eased out to
ot her Partles, and that the farms shoul d have been with-
drawn fromthe property factor when their |ease terns
began. The evi dence shows that an ineradicable di Sease
rendered those farms unusable for producing turkey eggs,
appel l ant' s principal product. pel l ant decided, there-
fore, to termnate its South Carolina operations aod
Proceeded to do so in.an orderly fashion. Upon being

eased out, the farns were no |onger being used in appel-
| ant's business, nor were they "available for er capable
of being used™ in appellant's business, within the
meani ng of regulation 25129, subdivision (b}. Wile it
fs true, as respondent points out, that the farns were
still capabl e of being used to raise turkeys, since the

| essees in fact used themfor that purpose, the only fair
readi ng of the regulation is that the property in ques-
tion nmust be usable during the income year bythetax-

ayerin its own trade or business. [In this case, tnhe
%arns were not so usable, both because of the disease
infestation and because the farms were under extended-
term |leases to unrelated parties. Since the permanent

wi t hdrawal of the farns from appellant's business was
established by the [ easing out, the property was not
BrOEerIy includible in the property factor.  Accordingly,

oth the rental income and the gain on the sales of the
farms werecorrectly reported by the appellant as
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nonbusi ness incone specifically allocable to South
Carolina. Respondent's action in this matter will be
modified to reflect this determ nation,
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ORDER

Pursuant to the views expressed in the opinion
+of the board on file in this proceeding, and good cause
appearing therefor,

| T |'S BEREBY ORDERED, ADJUDGED AND DECREED,
pursuant tosection 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
rotests of Ni chol as Turkey Breedi ng Parms, Inc.,
axpayer, and Arbor Acres Farm Inc”, Assumer and/or
Transieree, against proposed assessnents of additional
franchise tax in the amounts of $906.95, $25,087.32, and
$6,112.70 for the incone years ended Pebruary 28, 1975,
Februar%/ 29, 1976, and Pebruary 28, 1977, respectively,
be and the same is hereby nodified in accordance with que
opi ni on herein.

Done at _Sacramento, California, this7th day
of My , 1987, by the State Board of EBgualization, .

with Board Menbers M. Collis, M. Dronenburg, M. Bennett,
M. Carpenter and Ms. Baker present.

Conway H. Collis , Chai r man
Ernest J. Dronenburg, Jr. ; Member
Wlliam M Bennett , MKember
Paul Carpenter , Member
Anne Baker* Member

*For Gray Davis, per Governnent Code section 7.9
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