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New California Corporate Tax Market-Based Sourcing 
Regulation
Finalized regulation provides guidance on sales factor sourcing affecting filing requirements 
and apportionment exposure.

California recently finalized new California Code of Regulations, title 18, section 25136-2 (the Regulation). The 
Regulation is the latest in a series of significant changes that impact whether certain out-of-state entities must file 
tax returns in California, as well as how California taxpayers apportion income for purposes of the Corporation 
Franchise Tax (Franchise Tax). The Regulation is generally effective for tax years beginning on or after January 
1, 2011.

The Regulation provides guidance related to how taxpayers making a single sales factor election for purposes of 
the Franchise Tax must use market-based sourcing rules for sales of items other than tangible personal property, 
including services and intangibles. It provides a general rule before proceeding into a series of complex, 
cascading market-based sourcing rules and numerous examples.

It is important to note that the market-based sourcing rules will be used in applying California’s new economic 
nexus standard under section 23101(b) of the California Revenue and Taxation Code. Under the new standard, a 
taxpayer is “doing business” within California if California sales for the applicable tax year exceed the lesser of (a) 
$500,000 or (b) 25% of the taxpayer’s total sales. 

Taxpayers with national distribution should consider this Regulation in the context of sweeping changes in 
California’s Franchise Tax rules, including the adoption of the single sales factor election, the new statutory 
economic nexus standard, and a reversion to the Finnigan rule of apportionment. Out-of-state taxpayers should 
carefully consider these changes to avoid unexpected California tax exposures and to determine whether benefits 
may be obtained from these new provisions. 
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Princeton, San Francisco, Tokyo, Washington, D.C., and Wilmington. For more information about Morgan Lewis 
or its practices, please visit us online at www.morganlewis.com. 

IRS Circular 230 Disclosure
To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice 
contained in this communication (including any attachments) is not intended or written to be used, and cannot be 
used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or 
recommending to another party any transaction or matter addressed herein. For information about why we are 
required to include this legend, please see http://www.morganlewis.com/circular230. 

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed 
as, and does not constitute, legal advice on any specific matter, nor does this message create an attorney-client relationship. These materials 
may be considered Attorney Advertising in some states. Please note that the prior results discussed in the material do not guarantee similar 
outcomes. Links provided from outside sources are subject to expiration or change. © 2012 Morgan, Lewis & Bockius LLP. All Rights 
Reserved.
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