Section 863.—Special Rules for unless the collection of information dis-natural resources. One method (derived

Determining Source plays a valid control number. from the existing regulations) sources
26 CFR 1.863-3: Allocation and apportionment of The estimated average annual burdeimcome in its entirety to the Iocgtlon of
income from certain sales of inventory. per respondent is approximately 2.&he natural resources, and applies where
hours. the taxpayer does not engage in substan-
T.D. 8687 Comments concerning the accuracy ofial additional production beyond pro-

this burden estimate and suggestions fatuction of the natural resources. The
DEPARTMENT OF THE TREASURY reducing this burden should be sent tsecond method, the export terminal rule,
Internal Revenue Service the Internal Revenue Service Attn: splits sales income at the export termi-
26 CFR Parts 1 and 602 IRS Reports Clearance Officer, T:FPpal, sourcing gross receipts equal to the
Washington, DC 20224, and theffice fair market value at the export terminal
of Management and Budget Attn: to the location of the natural resources,
Desk Officer for the Department of theand gross receipts in excess of that
Treasury, Office of Information and amount either to the place of sale or
Regulatory Affairs, Washington, DC, according to the rules in § 1.863-3,
AGENCY: Internal Revenue Service20503. _ _ de_pending on the_circumstances. The
(IRS), Treasury. B_ooks or record_s relating to this _col-th|rd_ method__ requires taxpayers per-
lection of information must be retainedforming additional production in the
ACTION: Final and temporary regula-as long as their contents may becomeountry where the natural resources are
tions. material in the administration of anylocated, to split gross receipts at the
) . internal revenue law. Generally, tax repoint of the additional production,
SUMMARY: This document contains y,ns and tax return information aresourcing gross receipts equal to the fair
regulations governing the source of in¢onfigential, as required by 26 U.S.C.market value prior to that point to the

Source of Income From Sales of
Inventory and Natural Resources
Produced in One Jurisdiction and
Sold in Another Jurisdiction

come from sales of natural resources ogq3 location of the natural resources and
other inventory produced in the United gross receipts in excess of that amount
States and sold outside the United StateBackground according to the rules in § 1.863-3.

or produced outside the United States _, . . , T o
and sold in the United States. This. 'his document contains final regula-1. mplications of the Tenth Circuit's
ons to be added to the Income TaXorder in Phillips

document affects persons v_vho prOdu-clz_F?egulations (26 CFR part 1) under
natural resources or other inventory i oction 863 of the Internal Revenue Section 1.863-1(b)(1)(i) of the pro-

the United States and sell outside th . . i ini

United States, or produce natural rel ode (Code). The final regulations pro-Posed regulations sources certain income

sources or other inventory outside th yide rules for allocating and apportion-from natural resources in its entirety to
. : ing income between U.S. and foreigrihe location of the resources. The pre-

sources from natural resources and oth@mble to the proposed regulations states
inventory produced in the United Stateghat Treasury and the IRS would con-
EFFECTIVE DATE: December 30, and sold outside the United States, ofider the Tenth Circuit's unpublished
1996. produced outside the United States an@Pinion in its Order and Judgment in
sold in the United States. Phillips Petroleum v. Commr97 T.C.
Applicability: Taxpayers may apply on December 11, 1995, proposed0 (1991), 101 T.C. 78 (1993)ff'd.
these regulations for taxable years beregylations [INTL-0003-95 (1996-1Without published opinign70 F.3d 1282
ginning after July 11, 1995, and on orc B, 831)] were published in theed- (10th Cir.,, 1995), in finalizing the regu-
before December 30, 1996. eral Register (60 FR 63478). The IRS lations. In Phillips, the Tax Court ruled

FOR FURTHER INFORMATION CON. feceived written comments on the proS 1-863—1(13)"'5 natural resource refgula-
TACT: Anne Shelburne, (202) 622-38goPosed regulations and held a publicon. generaly soureng income Fror
' hearing on April 10, 1996. Having con-U-S. natural resources in its entirety to

(not & toll free number). sidered the comments and the statemenffd® United States, invalid to the extent it
. made at the hearing, the IRS and thgonfllcted with the Court’s interpretation

SUPPLEMENTARY INFORMATION: Treasury Department adopt the propose@f Séction 863(b)(2). That section pro-
Paperwork Reduction Act regulations as modified by this Treasuryides that gains, profits and income

_ _ _ decision. The comments and revision§f0m the sale of inventory property
The collection of information con- 4.a giscussed below. produced within and sold without the

tained in this final regulation has been United States (or vice versa) shall be
reviewed and approved by the Office ofExplanation of Provisions treated as derived partly from sources
Management and Budget in accordance . . within and partly from sources without
with the requirements of the PaperworK- Allocation of gross income from salesy . ' jnited  States. The Tenth Circuit
Reduction Act (44 U.S.C. 3507) underf natural resources under section 863( firmed the Tax Court.
control number 1545-1476. Responses Section 1.863-1(b) of the proposed In view of Phillips, the final regula-
to this collection of information are regulations relate to the rules governindions modify the proposed regulations to
mandatory. natural resources. The proposed regulaliminate the 100 percent allocation rule,
An agency may not conduct or spontions provide three methods for determaking the determination of the source
sor, and a person is not required tonining the amount of United States orof income subject instead to the export
respond to, a collection of informationforeign source income from sales ofterminal rule. Thus, gross receipts equal



to the fair market value of the productAct of 1996, Public Law 104-188 (Au- cases, was then added to the regulations
at the export terminal are allocated tagust 20, 1996) (the 1996 Act), furtherpromulgated in 1922.

the location of the farm, mine, well, clarifies that the Service is not required Thus, Treasury and the IRS believe
deposit or uncut timber, with the sourceio apply the 50/50 method. Prior to thethat income from natural resources
of gross receipts from such sales 996 Act, section 865(b) provided thatshould be sourced differently than in-
excess of the product's fair market valugncome from inventory sales was to become from other sales of inventory.

at the export terminal allocated to thesgyurced under sections 861(a)(6)3. Clarification of language in
country of sale. 862(a)(6), and 863(b). The 1996 Act, ing 1.863_2

Several commentators requested thaltion 1704(f)(4)(A), amended Code .
any change to the natural resource r“|e§ection 865(b)(2) by striking 863(b) and In response to a comment, the final

made in light of Phillips be done in regulations are modified to clarify that
proposed form, providing opportunity to the source of income from sales of
comment on the regulations. However . atural resources must be determined
because the final regulations merel mendments made by section 1211. c’Zolely under the rules set forth in
eliminate the rule which required alhe Tax Reform Act of .1986 (PUb."C§ 1.863-1(b) of the final regulations.
single source of income for sales of-aW 99-514). This technical correctionTreagyry and the IRS clarified this point
natural resources, and because Treasu e 1986 Act clarifies that Treasuryi, copréctions to the proposed regula-
and the IRS believe that there has beefjias broad authority to provide rules;qng pyblished on August 27, 1996, in
adequate opportunity to comment on th§°Urcing income from sales of Inven_toryélhe Federal Register (61 FR 44023).
NS’ i ~under section 863, and is not restricte
proposed  regulations’ export terminal i 4. Additional production activities
rule, the natural resources rules ar @ny particular method. : P
issued in final form. I TVG?SU(;)/ ang. tthe t'lRS ar']SO betl)ieve The proposed regulations define addi-
oo ongstanding distinctions have Dee€ntjonal production activities in § 1.863—
ﬁétﬁ\rlglllra:sl,gtt}:rgsthe 50/50 method for made in the tax treatment of na}turall(p)(g)(ii) as substantial production ac-
resources and other property, both in outivities performed by the taxpayer in
Several commentators wrote that theréax laws and in our tax treaties. Mostaddition to activities relating to the
is no basis for treating natural resourceeaties, for example, grant primary ofownership or operation of any farm,
differently than other inventory. There-€Xclusive taxing jurisdiction to the coun-mine, oil or gas well, other natural
fore, producers of natural resourcedly Where natural resources are locate@eposit, or timber. The proposed regula-
should be permitted to determine thelhus, income from sales of naturakions provide that generally the prin-
source of their income under the 50/50€sources is treated differently than inciples of § 1.954-3(a)(4) apply in deter-
method described in § 1.863-3(b)(1)come derived from sales of other invenmining whether an activity qualifies as
They point to legislation enacted in thetory, which is normally subject to the sych additional production. However, in
Tax Reform Act of 1986, arguing thatbusiness profits article of a treaty. Seeno case will activities that prepare the
Congress, in enacting section 865 t&.d., Article 6 of the United Statesnpatural resource itself for export, includ-
govern personal property sales, drew ndlodel Income Tax Convention (Septem+ng those that are designed to facilitate
distinction between sales of natural reber 20, 1996), which provides that in-transportation of the natural resource to
sources and sales of other inventorycome from real property, “including or from the export terminal, be consid-
Commentators have also pointed to sedicome from agriculture and forestry” ered additional production. Thus, the
tion 865(b), enacted in 1993, providingmay be taxed by the country where theyroposed regulations in an example indi-
that income from sales of U.S. softwoodesources are located. cate liquefaction of natural gas would
must be U.S. source in its entirety. They The legislative history to sectionnot constitute additional production ac-
conclude that Congress was aware d363's predecessor, section 217(e) of thavities.
the Tax Court's decision inPhillips, Revenue Act of 1921, also reflects an Liquefaction is the process of liquefy-
overruling Phillips only for softwood, intention that natural resources beng natural gas so that it can be trans-
but intending that all other natural re-treated differently from other property.ported by tanker for sales abroad. Sev-
sources be sourced under the 50/50he House version of section 217 (H.Reral commentators urged us to
method. 8245, 67th Cong., 1st Sess. (Aug.20reconsider our position, arguing that
Treasury and the IRS do not believel921)) included a provision sourcingliquefaction is an expensive, complex
that Congress in the 1986 Act evidenceéhcome from natural resources in itsactivity. Treasury and the IRS, however,
an intent to source all income from sale®ntirety to the location of the resourcescontinue to believe that liquefaction is
of natural resources under the 50/5CGHowever, based on testimony raising then activity preparing the natural re-
method. Rather, Congress merely repossibility of a case where such a singlsource itself for export within the mean-
ferred to the 50/50 method to generallysource rule should not apply, the Senatang of § 1.863-1(b)(3)(ii) of the final
describe the methods for sourcing instruck the provision that allocated all ofregulations, and that it is appropriate to
come from certain types of inventorythe income from natural resources to @&xclude such activities from the defini-
sales. In addition, the legislative historysingle country. (H.R. 8245 (67th Cong.tion of additional production. Even
to the 1993 Act, requiring income from 1st Sess. (November 4, 1921)); Hearingthough liquefaction may be an expen-
softwood sales to be allocated in itsBefore The Committee on Financesive, complex process, liquefied natural
entirety to the United States, does noUnited States Senate, H.R. 8245, 67tlgas retains its character as a natural
suggest that Congress intended to ovefong., 1st Sess. (September 1 to Octaesource, so that liquefaction should be
turn the longstanding regime governingoer 1, 1921), at 309-310. A provisiontreated no differently than other pro-
sales of other natural resources. Moresimilar to that considered by the Housecesses that prepare natural resources for
over, the Small Business Job Protectiobut with flexibility available for unusual export.

inserting 863. The Act makes this
amendment effective as if included in



Several commentators requested thaales other than natural resources wheraine the source of income in any case
the regulations more precisely define théhe taxpayer produces property in thén which the sales transaction is ar-
processes that constitute production dfnited States and sells outside theanged in a particular manner for the
natural resources, to better differentiaténited States, or produces property outprimary purpose of tax avoidance.
those activities described in § 1.863-side the United States and sells in the Treasury and the IRS are considering
1(b)(1) of the proposed regulations, adJnited States (Section 863 Sales). Thehether the rules of the final regulations
being from the ownership or operationproposed regulations provide threeare appropriate where a product is pro-
of any farm, mine, oil or gas well, other methods: the 50/50 method, the indeperduced in one country but is destined for
natural deposit, or timber, from thosedent factory price method, and theuse either on the high seas or in space.
that qualify as additional productionbooks and records method. Until additional guidance is provided,
activities within the meaning of L . . taxpayers may rely upon the general
§ 1.863-1(b)(3)(ii)) of the proposedl' Sales in international waters o "Nrules “of the final regulations for these
regulations. In particular, a commentatorP2¢€ cases.
requested that the final regulations spe- Consistent with the existing regula- . .
cifically address this issue in the case ofions, the proposed regulations limit the2' Segregation and aggregation of sales
mining. In response to this commentmethods in § 1.863-3 to sales within a Once a taxpayer selects a method
the final regulations include an exampleforeign country. The preamble, howeverunder § 1.863-3(b) for dividing gross
describing certain mining processes thatquests comments on whether the regincome derived from Section 863 Sales
would not qualify as additional produc-lation should be expanded to cover salelsetween production activity and sales
tion activities in the case of copper.made in international waters or in spaceactivity, 8 1.863-3(a) of the proposed
. Although the statute refers to sales outregulations provide that a taxpayer must
5. Treatment of partnerships side the United States, Treasury and theeparately apply that method to Section

The proposed regulations provide thatiRS expressed concern in that preambl863 Sales in the United States and to
in applying the rules in § 1.863-3 ofthat expanding the scope of the regulaSection 863 Sales outside the United
the proposed regulations, a partnefions to include all such sales could leadStates. The proposed regulations also
would be treated as engaged in thé abuses where, for example, a taxprovide in § 1.863-3(a) that taxpayers
production activity of its partnership. Payer produced goods in the Unitednust determine the source of gross
However, that provision was not ex-States, passed title to those goods outacome under paragraph (c) and taxable
tended to § 1.863-1 of the proposedide the United States, and then sold thiacome under paragraph (d) by aggre-
regulations, which generally providesgoods to U.S. customers. In consideringjating all Section 863 Sales to which a
rules for determining the source of in-whether to expand the scope of the finainethod described in paragraph (b) ap-
come from sales of natural resourcedl_egulations to include such Sa|eS, Treap“es.

The final regulations provide rules forsury and the IRS requested comments The final regulations clarify that the

transactions involving partners and parton whether to include an exception torules of paragraphs (c) and (d) apply
nerships, which apply in the same manthe title passage rule for sales of goodseparately to Section 863 Sales in the
ner to sales of natural resources and tBroduced in the United States and dedJnited States and to Section 863 Sales

sales of other inventory. See II. 3. oftined for the U.S. market. outside the United States, so that tax-
this preamble for a discussion of those [N response to comments and consispayers are required to aggregate all
rules. tent with the preamble to the proposedection 863 Sales under paragraphs (c)

regulations, the final regulations expandind (d) after the taxpayer has first
6. Genetically-engineered agriculturathe scope of the existing and proposedeparately applied the method under
products regulations to include sales outside th@aragraph (b) to Section 863 Sales in
alTJnited States. Moreover, to preventhe United States and to Section 863
egbusle from this _prar?ded rlule, tfhe fin(?Sales outside the United States.
egulations provide that sales of goo . . ;
Ir]holly produced in the United States%' Transactions with partnerships
and sold for use, consumption, or dispo- The proposed regulations provide in
sition in the United States, will be § 1.863-3(a) that a taxpayer’s produc-
nsidered to take place in the Unitedion activity includes production activi-
: ; ~“States. Income from such sales will beies conducted through a partnership of
gg: %‘rgt\grne fc;rf cgrrgsdlijrgtgtloans. ;gﬁcm?fr;}reated. as from U.S. sources. The finai\{hich the taxpayer is a partner either
products, however, does not change b(%;:gulatlons rely on rules in § 1.864—directly or through one or more partner-

One commentator requested that fin
regulations state that natural resourc
do not include products, such as certai
seeds, where the premium value of th
product is derived from genetic traits
produced by biotechnology or traditional
methods, and the seeds themselves

cause they may be subject to researc (b)(3)(ii) (relatm_g to the determmanon shlps_. One commentator recommended
Of whether foreign source income isthat final regulations extend the partner-
and development. Because they remai . X )
ffectively connected with a U.S. tradeship rules to natural resources. However,
natural resources, Treasury and the IR . )
; ; or business under section 864(c)(4)(iii))the commentator suggested that an ag-
rejected this comment. . )
for determining the country of use,gregate approach to partnerships should

II. Allocation and apportionment of consumption, or disposition. Also, prop-apply only in cases where the partner-
income from sales of inventory other erty will be treated as wholly producedship, instead of selling the property and
than natural resources in the United States for this purpose if itdistributing the proceeds to the partner,

is subject to no more than packaginggdistributes the property to a partner. In

Section 1.863-3 of the proposed regurepackaging, labeling, or other minorresponse to the comments, the final
lations provides rules for allocating andassembly operations outside the Unitedegulations modify the proposed regula-
apportioning income from inventory States. See also 8§ 1.861-7(c) to detetions. Under the final regulations, the



aggregate approach applies to a partneie either the sale establishing the IFP omethod, subject to an election and prior
ship’s production or sales activity onlyto a sale applying the IFP only if theapproval of the method by the District
for two purposes. First, the aggregateaxpayer elects the IFP method. Director.

approach applies for purposes of deter- the proposed regulations eliminate
mining the source of a partner’'s dis-
tributive share of partnership income
Thus, if a partnership engages in th

thg _provision in existing regulations perfz('m[])ee tfei:)rrr:]ln;té%r:jcc:il‘oﬁo;é;\e/itgsgross n
'mitting taxpayers to establish an IFP by
production of inventory property in the‘?‘nethod_s other than by sales to indeperg. Definition of production assets
United States and sells such tdent distributors. The preamble, how- i. Contract manufacturing
proper X .

outside the United States, a partner Wiﬁéver, reguested comments o.n_the contin- Under the proposed regulations, pro-
be considered to have produced and sofied utility of such a provision. Two duction assets are limited to those
that inventory property in the sameCommentators recommended that thewned directly by the taxpayer that are
manner as the partnership when deteRrovision be retained and expanded tglirectly used by the taxpayer to produce
mining the source of its distributive permit taxpayers to establish an IFP b)phe reIevant. inventory. These rules are
share of such sales income. Second, Ry method that is appropriate undettended to insure that taxpayers do not
aggregate approach applies for purpos@gction 482. The commentators stategttribute the assets or activities of re-
of sourcing income from the sale ofthat any evidence acceptable for provin ted or unrelatedi parties manufacturing
inventory property that is transferred inan arm’s length price under section 4g2inder contract with the taxpayer. One
kind from or to a partnership. Thus, forshould be acceptable as an IFP. Thgommentator asked that the definition of
example, where the partnership makesommentators also stated that taxpayefdoduction assets be expanded to in-
an in kind distribution of inventory who cannot use the IFP method musfude Production assets owned by re-

; ated or unrelated contract manufactur-
property to its partners, the source of thgilse the 50/50 method, and that th%rs The commentator contends that b
partner's income from the sale of such60/50 method may not produce an eqUiﬁmi.tin roduction assets 1o thosey
property is determined based on both itgable result for nonresidents importin g p

- : 9 i
own activity and on the partnership’syoods into the United States. g;vl:]ri?e b%ggr?]etaxdﬁ?%fgmﬁ?,e (;(Z%Lélggic;]rgs
af;';’g%' aSlrlnélar_I?]/, C;heé agrg];é(;)gage aarltpn- After further consideration, Treasuryupon the form in which the taxpayer
(?ontributelosIO :n\slelntor ’ fo\clivuced b pit to(:élrnd the IRS have decided (o finalize theonducts business. Treasury and the
its partnership, if t%eppartnershig the regulations on this point as proposediRS, however, believe it is appropriate
sells the inventory (e.g., as a distributor. > Comncing evidence has been preto limit production assets in the appor-
or after further proces-si.ﬁg) sented for the need of a broad-basetlonment formula to assets owned by the

The entity approach aﬁplies for a”rule permitting taxpayers to establish anaxpayer and used by the taxpayer to
other purboses. For example. where 4T Py any method that would otherwiseproduce the inventory. In addition, tax-
P hp iy Pie, Be appropriate under section 482 whepayers generally do not know the con-
praortr;?trsalnpd srgl?sn?hg(:t:]ore:rt I?g e(z)rrl]teoro hey can use books and records teract manufacturer’s basis in its produc-
i[is Bart%ers the sourcg o? thgt partner’ emonstrate @ more appropriate sourcingon assets. Further, it would be very
income from the resale of the property%su“' In view of the absence of adifficult to draw a clear line between
is determined without regard to iheclearly identified benefit for taxpayerscontract manufacturers and other suppli-
artnershin’s manufacturing  activit and the availability of the books anders. Thus, Treasury and the IRS do not
gonsistentpwith this modific?ation th}; records method, Treasury and the IRGelieve the source of a taxpayer's in-
final regulations also specify that ’assetbelieve that expansion of the IFP rule isome should take into account activities
- flOt justified. of others or assets owned by others with

owned by a partnership (or a partner

et oo une by e AT, Bk and rcoc uho e tspeer s nenucng
(or the partnership) unless the aggregate i 9 - . th hl' | gu !
approach applies to the transaction at Under both the existing and proposed: anfy, owever, that this rule does not
issue. regulations, taxpayers can request pep_verrlde the single ent|ty_rules_set forth
mission from the District Director to use Under 8 1.1502-13 (dealing with mem-
a taxpayer's books and records to alloP€rs of an affiliated group filing on a
In response to comments, § 1.863<ate or apportion income between U.Sconsolldated ba5|s_), or_the rules ur_1der
2(b) of the proposed regulations is clariand foreign sources if this method more'§ 1'8_63_3(9) dealmg_ with partnerships.
fied to provide that taxpayers may electlearly reflects the taxpayer's income. _ II- Accounts receivable
the principles of § 1.863-3(b)(1) and (c)The preamble to the proposed regula- On€ commentator also asserted that
to determine the source of taxable intions requests comments on retaining th@ccounts receivable should be included
come (rather than gross income) frombooks and records method. Two com@S @ production asset. This comment
sales of inventory property. mentators asked for retention of thigvas rejected. The production formula is

5. Independent factory price (IFP), 1 oro”s taxpayer does not hav)é thirdhe taxpayer’s production activity. Thus,

method party sales, thereby making the IFFRSSets not directly involved in produc-
One commentator requested clarificamethod unavailable. In such cases, Hon should not be included.

tion that the sale establishing an IFRaxpayer may find it advantageous td. Anti-abuse rule

must be sourced under the IFP methodetermine the source of its income on The preamble to the proposed regula-

only if a taxpayer elects the IFP methodthe basis of its books and records. Thesions indicated that the purpose of the

The proposed and final regulations incomments were accepted. The finaproperty fraction is to attribute the

tend this result. The IFP method appliesegulations retain the books and recordsource of production income to the

4. Taxable income method



location of production activity. Treasurya statement attached to the tax return, Section 1.863—4 also issued under 26
and the IRS, however, were concerneéxplaining the methodology used, thdJ).S.C. 863.

that taxpayers would attempt to artifi-circumstances justifying that use, the Section 1.863-6 also issued under 26
cially affect the location of assets toaggregation of sales, and the amount df.S.C. 863. * * *

manipulate the rules, and so solicitedncome allocated. Treasury and the IRS Par. 2. Sections 1.863-3 and
comments on whether an anti-abuse rulbelieve the reporting requirements inl.863—-3T are redesignated as 88 1.863—
was needed. No comments were re§ 1.863-3(e) of the proposed regula3A and 1.863-3AT, respectively, and an
ceived that objected to such anti-abusdons are reasonable, and serve legitiundesignated center heading is added

rule. After further considering the issue,mate administrative purposes. preceding the redesignated sections to
Treasury and the IRS have included an read as follows:

anti-abuse rule in the final regulations toSpecial Analyses _ _

prevent taxpayers from manipulating the Regulations Applicable to Taxable

property formula to achieve inappropri- It has been determined that this Treayears Prior to December 30, 1996

ate results. Therefore, the anti-abuse rufgUry decision is not a significant regula- - -
provides that if a taxpayer has enteredPY action as defined in EO 12866. Par. 3. section 1.863-0 Is added to

into or structured one or more transac. Nerefore, a regulatory assessment is négad as follows:

tions with a principal purpose of reduc_required. It is hereby certified that these§ 1.863-0 Table of contents.

ing its U.S. tax liability by affecting the régulations will not have a significant
formula in a manner inconsistent with€cONOMIC impact on a substantial num- This section lists captions contained

the purpose of the regulation, the DisPer of small entities. This certification isin 8§ 1.863-1, 1.863-2, and 1.863-3.

trict Director may make appropriate ad-2aseéd on the fact that the rules of this . .
justments so that the source of the&€ction principally impact large multina-8 1.863-1 Allocation of gross income.

taxpayer's income from production ac-iionals who pay foreign taxes on sub-

tivity more clearly reflects the source ofsStantial foreign operations and therefore

that income. An example in the regulatN€ rules will impact very few small
tities. Moreover, in those few in-

tions demonstrates circumstances whefd’ . . (2) Additional production prior to ex-
the anti-abuse rule may apply. In thaStances where the rules of this sectio ‘o ming).

example, with a principal purpose of!MPact small entities, the economic im-"" 3y "nefinitions,

reducing its U.S. tax liability, the tax- Pact on such entities is not likely to be " b0 ction activity.

payer leases all of its U.S. property sgidnificant. Accordingly, a regulatory g Aqgitional production  activities.
that it owns only property located in aflexibility analysis is not required. Pur- (iif) Export terminal.

foreign country. The example concludegUant to section 7805(f) of the Internal * 4y potermination of fair market
that the District Director may ignore aR€venue Code, the notice of proposeg .

sale-leaseback transaction to morgUlemaking preceding these regulations™ " otormination of gross income.
clearly reflect the source of the taxpay-Vas submitted to the Small BUSINess (g 1o vorum disclosure.

er's production income. Administration for_ comment on its im- (7) Examples.

pact on small business. (c) Determination of taxable income.
(e) Effective dates.

(&) In general.
(b) Natural resources.
(1) In general.

8. Determination of taxable income

One commentator requested that thPrafting Information

plying the 50/50 method along with thetions is Anne Shelburne, Office of Asso-Of t@xable income.

research and experimental (R&E) exgjate Chief Counsel (International). (a) Determination of taxable income.
pense allocation rules in § 1.861-17, b@jowever, other personnel from the IRS (b) Determination of source of tax-

the last sentence of § 1.863-3(d) of thenejr development. (c) Effective dates.
proposed regulations can be read to

conflict with the R&E set aside in £ xxxw § 1.863-3 Allocation and apportionment
§ 1.861-17. The final regulations clarify of income from certain sales of inven-
that the R&E set aside remains availabldoption of Amendments to the tory.

to taxpayers using the 50/50 methodRregulations @ | |
a) In general.

9. Reporting requirements Accordingly, 26 CFR parts 1 and 602 (1) Scope

The proposed regulations, in § 1.863-are amended as follows: (2) Special rules o
3(e), require a taxpayer to fully explain (b) Methods to determine income at-
the methodology used to determine th€ART 1—INCOME TAXES tributable to production activity and
source of income, the circumstances sales activity.

Paragraph 1. The authority citation for (1) 50/50 method.

art 1 is amended by adding entries in (i) Determination of gross income.

justifying use of that method, the extentp
fumerical order to read as follows:

that sales are aggregated, and th

amount of income so allocated. One ) e (i) Example.

commentator wrote that the reporting Authority: 26 U.S.C. 7805 (2) IFP method.
requirements in § 1.863—-3(e) of the pro- Section 1.863-2 also issued under 26 (i) Establishing an IFP.
posed regulations are unnecessary aréS.C. 863. (i) Applying the IFP method.

excessively burdensome. The regulations Section 1.863-3 also issued under 26 (iii) Determination of gross income.
clarify that the requirement is limited to U.S.C. 863. (iv) Examples.



(3) Books and records method. vision, except to the extent provided in§ 1.863-3, only production assets used
(c) Determination of the source ofparagraph (b)(2) of this section, grossn the additional production activities
gross income from production activity receipts from the sale within the Unitedare taken into account.
and sales activity. States of products derived from the (3) Definitions—(i) Production activ-
(1) Income attributable to productionov_vnershirj or operatio”n ofh any farml,ity_ For purposes of this section, produc-
activity. mine, oil or gas well, other natural; i o _
(i) Production only within the United deposit, or timber outside the Unitedg(t)gsa?g\élr?éarpezanrsn::ugcé,xlrtgsth?xt?;its
States or only within foreign countries.States must be allocated betwee roc,esses cure's or ages invéntor Seé
(A) Source of income. sources within and without the United ' ' 9 yory.
(B) Definition of production assets. States based on the fair market value 0? 1'86.4_1' Except as otherwise pro-
(C) Location of production assets.the product at the export terminal. ForV'ded in 8§ .1'1502._.1.3 or 1'863_(9)(2.)’
(iiy Production both within the United place of sale, see §§ 1.861-7(c) ang@nly Production activities conducted di-

States and within foreign countries. 1.863-3(c)(2). The source of gross rel€ctly by the taxpayer are taken into
(A) Source of income. ceipts equal to the fair market value ofdccount.
(B) Adjusted basis of production as-the product at the export terminal will (i) Additional production activities
sets. be from sources where the farm, mineFor purposes of this section, additional
(iii) Anti-abuse rule. well, deposit, or uncut timber is located.production activities are substantial pro-
(iv) Examples. The source of gross receipts from theluction activities performed directly by
(2) Income attributable to sales activ-sale of the product in excess of its faithe taxpayer in addition to activities
ity. market value at the export terminalfrom the ownership or Operation of any
(d) Determination of source of tax-(excess gross receipts) will be deterfarm, mine, oil or gas well, other natural
able income. _ mined as follows— _ _deposit, or timber. Whether a taxpayer’s
(e) Elect!on and reporting rules. _ @) If the taxpayer engages in addi-5ctivities constitute  additional produc-
.(1) Elt_act|ons under paragraph (b) oftlopal production activities subse_quent Qion activities will be determined under
this section. shipment from the export terminal and,, . principles of § 1.954—3(a)(4). How-
(2) Disclosure on tax return. outside the country of sale, the source o ; : S
() Income partly from sources within excess gross receipts must be detep o !N rr:o case |W'” activities l';hzfat
a possession of the United States. mined under § 1.863-3. For purposes offcpare the natural resource itself for
(g) Special rules for partnerships.applying § 1.863-3, only production as-Sxport, including those that are designed

(h) Effective dates. sets used in additional production activi0 facilitate the transportation of the

ity subsequent to the export terminal ar@@tural resource to or from the export
Par. 4. In § 1.863-1, paragraphs (a)ryken intc? account. P terminal, be considered additional pro-

(b) and (c) are revised and paragraph (e (i) In all other cases, excess grOSguction activities for purposes of this

is added to read as follows: receipts will be from sources within the S€Ction: .
country of sale. This paragraph (b)(1)(ii) (i) Export terminal Where the farm,
app“es to a taxpayer that engages imine, WeII_, depOSlt, or _uncut timber is
(a) In general Items of gross income additional production activities in the located without the United States, the
other than those specified in sectiorcountry of sale, as well as to a taxpayefXport terminal will be the final point in
861(a) and section 862(a) will generallythat does not engage in additional proa foreign country from which goods are
be separately allocated to sources withiduction activities at all. shipped to the United States. If there is
or without the United States. See (2) Additional production prior to ex- N0 such final point in a foreign country
§ 1.863-2 for alternate methods to deport terminal Notwithstanding any other (€.9., the property is extracted and pro-
termine the income from sources withinprovision of this section, gross receiptgluced on the high seas), the export
or without the United States in the casdrom the sale of products derived by a€rminal will be the place of production.
of items specified in § 1.863—2(a). Sedaxpayer who performs additional pro-Where the farm, mine, well, deposit, or
also sections 865(b) and (e)(2). In thaluction activities as defined in para-uncut timber is located within the
case of sales of property involving part-graph (b)(3)(ii) of this section before theUnited States, the export terminal will
ners and partnerships, the rules ofelevant product is shipped from thebe the final point in the United States
§ 1.863-3(g) apply. export terminal are allocated betweerrom which goods are shipped from the
(b) Natural resources—(1) In gen- sources within and without the UnitedUnited States to a foreign country. The
eral. Notwithstanding any other provi- States based on the fair market value dpcation of the export terminal is deter-
sion, except to the extent provided inthe product immediately prior to themined without regard to any contractual
paragraph (b)(2) of this section, grossdditional production activities. Theterms agreed to by the taxpayer and
receipts from the sale outside the Unitedource of gross receipts equal to the faiwithout regard to whether there is an
States of products derived from themarket value of the product immediatelyactual sale of the products at the export
ownership or operation of any farm,prior to the additional production activi- terminal.
mine, oil or gas well, other naturalties will be from sources where the (4) Determination of fair market
deposit, or timber within the United farm, mine, well, deposit, or uncut tim-value For purposes of this section, fair
States, must be allocated betweeber is located. The source of grossnarket value depends on all of the facts
sources within and without the Unitedreceipts from the sale of the product inand circumstances as they exist relative
States based on the fair market value ofxcess of the fair market value immedito a party in any particular case. Where
the product at the export terminal (asately prior to the additional productionthe products are sold to a related party
defined in paragraph (b)(3)(iii) of this activities must be determined undein a transaction subject to section 482,
section). Notwithstanding any other pro8 1.863-3. For purposes of applyinghe determination of fair market value

§ 1.863-1 Allocation of gross income.



under this section must be consistengountry X is $40, and that US Gold ultimately § 1.863-2 Allocation and apportionment

; ) ; ; sells the gold jewelry in country Y for $100. of taxable income
Yjvr;tge:hsecat{g:f‘llsezngth price determmedUnder § 1.863-1(b), $40 of US Gold's gross ’

) : ] receipts will be allocated to sources without the (a) Determination of taxable income
(5) Determination of gross income United States. Under § 1.863-1(b)(1)(i), theggction 863(b) provides an alternate

To determine th? amount of a taXE{ﬂyer'%g“rgitgnt]?fegeﬂ?ggg g 0D of gross recelPts Mimethod for determining taxable income
gross income irom sources within Orapplies the 50/50 method described in § 1.863-3r0M sources within the United States in

without the United States, the taxpayer'ssg of cost of goods sold is properly attributablethe case of gross income derived from
gross receipts from sources within oo activities subsequent to the export terminal, angources partly within and partly without
without the United States determinech!l of US Gold's production assets subsequent t9he United States. Under this method,

; the export terminal are located in the Unite . . - g
under this paragraph (b) must be r€States, then $20 of gross income will be allocate&axable income is determined by deduct

duced by the cost of goods sold props, sources within the United States and $20 of"d from such gross income the ex-
erly attributable to gross receipts fromgross income will be allocated to sources withouppenses, losses, or other deductions prop-
sources within or without the United the United States. erly apportioned or allocated thereto and

States. Example 4. Production in country of salelS g ratable part of any other expenses,

. Qil, a U.S. corporation, extracts oil in country X, ; -
(6) Tax return disclosureA taxpayer transports the oil via pipeline to the exportlosses’ or deductions that cannot defi

that determines the source of its iINCOMerminal in country Y, refines the oil in the United nitely be allocated to some item or class
under this paragraph (b) shall attach &tates, and sells the refined product in the United)f. gross income. The income to which
statement to its return explaining theStates to unrelated persons. Assume that the faihis section applies (and that is treated

methodology used to determine faifmaket value of the oil at the export terminal ingg derived partly from sources within
ket | der paraaraph (b)(4 0fountry Y is $80, and that US Oil ultimately sells and partly from sources without the
market value un paragraph (b)(4) he refined product for $100. Under § 1.863— y

this section, and explaining any addi-1(b)(1), $80 of US Oil's gross receipts will be Unitgd Statgs) will consist of gains,
tional production activities (as definedallocated to sources without the United States, anprofits, and income

in paragraph (b)(3)(ii) of this section)under 8 1.863-1(b)(1)(ii) the remaining $20 of (1) From certain transportation or

performed by the taxpayer. In addition,?r:gssnrifecj'ggtg"s'" be allocated to sources withiny, o services rendered partly within and

_the taxpayer must p.rowde such other Example 5. Additional production prior to ex- partly wnhoutl the United States to t.he
information as is required by 8 1.863-3port. The facts are the same as Example 1 €xtent not within the 'scope o_f_sectlon

(7) Examples The following ex- except that U.S. Mines also operates a smelter iB63(C) or other specific provisions of
amples illustrate the rules of this para_country X. The concentrate output from the mill isthis title;

. transported to the smelter where it is transformed .
graph (b): into smelted copper. The smelted copper is ex- (2) From the sale of inventory prop-

Example 1. No additional productionU.S. ported to purchasers in the United States. Unde®lty (within the meaning of section
Mines, a U.S. corporation, operates a copper minghe facts and circumstances, all of the processé865(i)) produced (in whole or in part)
and mitl)l in CounLry fX. UHS. Miﬂej e)atracts applied to make copper concentrate are considerdsly the taxpayer in the United States and
copper-bearing rocks from the ground and transmining. Therefore, under § 1.863—1(b)(2), gros ; ;
ports the rocks to the mill where the rocks are(eceir?ts equal to the fair market v(al)u(e) ofg thessoId OUt.Slde the Umtefd States or pro-
ground and processed to produce copper-bearingpncentrate at the smelter will be from sourcesduced (in Wh0|e or in part) by the
concentrate. The concentrate is transported to without the United States. Under the facts andaxpayer outside the United States and
port évhertij it his driehd in dpreparatioﬂ for exportr,]circumstances, the conversion of the concentrateold in the United States; or
stored and then shipped to purchasers in thito smelted copper is an additional production ;

United States. Because title to the property isctivity in a foreigg country within the mganing of (3) Derived fro”.‘ t.he purchase o.f per-
passed in the United States and, under the fact 1.863-1(b)(3)(ii). Therefore, the source of U.sSONal property within a possession of
and circumstances, none of U.S. Mine’s activitiesMine’s excess gross receipts will be determinedhe United States and its sale within the
constitutes additional production prior to the ex-pursuant to § 1.863-1(b)(2). United States, to the extent not excluded

E?t:;( ?Se(li’ir;insrl]d\év:thén1tgg3_r?-((9t§i)f(1;.r;gagg %b)l('f)?ﬁ)_ (c) Determination of taxable income from the scope of these regulations
gross recéipts equal 0 the fair market value of thd N€ taxpayer's taxable income fromunder § 1.936-6(a)(5), Q&A 7.

concentrate at the export terminal will be fromsources within or without the United (b) Determination of source of tax-
sources without the United States, and excesStates will be determined under theable income.lncome treated as derived
gross receipts will be from sources within they|e5 of §§ 1.861-8 through 1.861-14Tfrom sources partly within and partly

United States. L : - .
Example 2. No additional productiotS Gas, a for determining taxable income fromwithout the United States under para-

U.S. corporation, extracts natural gas within theSOUrces within the United States. graph (a) of this section may be allo-
United States, and transports the natural gas to a cated to sources within and without the
U.S. port Where_ it'i_s liquified in pre_paration for * * * * * United States pursuant to 8 1.863-1 or
shipment. The liquified natural gas is then trans- apportioned to such sources in accor-

pore sl an) o ot sstors (o) Effctive catesThe ules of para- gance wi the. methods described I
faction of natural gas is not an additional produc.graphs (a)! (b) and (C) Of thls SeCtlorbther regU|atIOI"IS Under Sectlon 863. TO

tion activity because liquefaction prepares thaVNill apply to taxable years beginning determine the source of certain types of
natural gas for transportation from the exportDecember 30, 1996. However, taxpayerficome described in paragraph (a)(1) of
terminal. Therefore, under § 1.863-1(b)(1) andmay apply the rules of this section forthis section, see § 1.863—-4. To deter-

(b)(1)(ii), gross receipts equal to the fair market i . .
value of the liquefied natural gas at the exporttaxable years beglnnlng after JL”y 1lmine the source of gross Income de-

terminal will be from sources within the United 1995, and bef‘?re_ December 30, 1996scribed in paragraph (a)(2) of this sec-
States, and excess gross receipts will be frofrOr years beginning before Decembefion, see § 1.863-1 for natural resources

sources without the United States. 30, 1996, see § 1.863-1 (as containefnd see § 1.863-3 for other inventory.
Example 3. Sale in third countryJS Gold, a in 26 CFR part 1 revised as of April 1, Taxpayers, at their election, may apply
U.S. corporation, mines gold in country X, pro- 1996). the principles of § 1.863—3(b)(1) and (C)

duces gold jewelry in the United States, and sells . . . . N
the je\,ge"yjm Co)llmtry Y. Assume that the fair Par. 5. Section 1.863-2 is revised tdo determine the source of taxable in-

market value of the gold at the export terminal inread as follows: come (rather than gross income) from



sales of inventory property (other than863 Sales outside the United States. Ipendent distributors or other selling con-
natural resources). To determine theddition, the taxpayer must apply thecerns in such a way as to reasonably
source of income partly from sourcesules of paragraphs (c) and (d) of thigeflect the income earned from produc-
within a possession of the United Statessection by aggregating all Section 863ion activity. A sale will not be consid-
including income described in paragraptBales to which a method described irered to fairly establish an IFP if sales
(a)(3) of this section, see § 1.863-3(f)paragraph (b) of this section appliesactivity by the taxpayer with respect to
(c) Effective datesThis section will after separately applying that method tdhat sale is significant in relation to all
apply to taxable years beginning De-Section 863 Sales in the United Statesf the activities with respect to that
cember 30, 1996. However, taxpayer&nd to Section 863 Sales outside theroduct.
may apply the rules of this section forUnited States. See section 865(i)(1) for (ii) Applying the IFP methodlf the
taxable years beginning after July 11the definition of inventory property. Seetaxpayer elects to use the IFP method,
1995, and before December 30, 199@lso section 865(e)(2). See § 1.861-7(dhe amount of the gross sales price
For years beginning before Decembeand paragraph (c)(2) of this section forequal to the IFP will be treated as
30, 1996, see § 1.863-2 (as containethe time and place of sale. attributable to production activity, and
in 26 CFR part 1 revised as of April 1, (b) Methods to determine income atthe excess of the gross sales price over
1996). tributable to production activity and the IFP will be treated as attributable to
Par. 6. Section 1.863-3 is added tsales activity—(1) 50/50 method- sales activity. If a taxpayer elects to use
read as follows: () Determination of gross incom&en- the IFP method, the IFP must be applied
erally, gross income from Section 863t0 all Section 863 Sales of inventory
§ 1.863-3 Allocation and apportionmentSales will be apportioned between prothat are substantially similar in physical
of income from certain sales of inven-duction activity and sales activity undercharacteristics and function, and are sold
tory. the 50/50 method as described in thig@t a similar level of distribution as the

paragraph (b)(1). Under the 50/50nventory sold in the sale fairly estab-
(a) In generai—(1) Scope Para- method, one-half of the taxpayer’s grosdishing an IFP. The IFP will only be
graphs (a) through (e) of this sectionncome will be considered income at-applied to sales that are reasonably
apply to determine the source of incomgripytable to production activity and thecontemporaneous with the sale fairly
derived from the sale of inventory prop-squrce of that income will be deter-establishing the IFP. An IFP cannot be
erty (inventory), which a taxpayer pro-mined under the rules of paragraptpplied to sales in other geographic
duces (in whole or in part) within the (¢)(1) of this section. The remainingmarkets if the markets are substantially
United States and sells outside th@ne-half of such gross income will bedifferent. If the taxpayer elects the IFP
United States, or which a taxpayer proggopsidered income attributable to salegiethod, the rules of this paragraph will
duces (in whole or in part) outside theactivity and the source of that incomealso apply to determine the division of
United States and sells within theyj pe determined under the rules ofgross receipts between production activ-
United States (Section 863 Sales). Ayaragraph (c)(2) of this section. In lieuity and sales activity in a Section 863
taxpayer must divide gross income fromyf the 50/50 method, the taxpayer maydale that itself fairly establishes an IFP.
Section 863 Sales between productiogject to determine the source of incoméf the taxpayer elects to apply the IFP
activity and sales activity using one offrom Section 863 Sales under the IFPnethod, the IFP method must be applied
the methods described in paragraph (bhethod described in paragraph (b)(2) ofo all sales for which an IFP may be
of this section. The source of grosspis section or, with the consent of thefairly established and applied for that
income from production activity and pistrict Director, the books and recordstaxable year and each subsequent tax-
from sales activity must then be deteryethod described in paragraph (b)(3) ofible year. The taxpayer will apply either
mined under paragraph (c) of this sectis section. the 50/50 method described in paragraph
tion. Taxable income from Section 863 (i) Example The following example (b)(1) of this section or the books and
Sales is determined under paragraph () ;sirates the rules of this paragrapHecords method described in paragraph
of this section. Paragraph (e) of this b)(L): (b)(3) of this section to any other Sec-
section describes the rules for electin Exan'qple 50/50 methodi) P, a U.S. corpora- tion 863 Sale for which an IFP cannot
the methods described in paragraph (jn, produées widgets in the United States. P sellbe established or applied for each tax-
of this section and the information that anhe widgets for $100 to D, an unrelated foreignable year.
taxpayer must disclose on a tax returndistributor, in anothgr country. P's cost of goods (i) Determination of gross income.
Paragraph (f) of this section applies tOQ‘OI‘? is $40. Thus, P’s gross income is $60. The amount of a taxpayer’s gross in-
determine the source of certain income, ) Pursiant 1o e 3050 melor, S1etal Sgome from production activy s deter-
derived from a possession of the Unitedc\ttrit?utable to production activity, and one-half ofMiNed by reducing the amount of gross
States. Paragraph (g) of this sectioms gross income, or $30, is considered incom&eceipts from production activity by the
provides special rules for partnershipsitributable to sales activity. cost of goods sold properly attributable
for all sales subject to 88 1.863-1 (2) IFP method—(i) Establishing an to production activity. The amount of a
through 1.863-3. Paragraph (h) of thigFp. A taxpayer may elect to allocatetaxpayer’'s gross income from sales ac-
section provides effective dates for theyross income earned from productiortivity is determined by reducing the
rules in this section. activity and sales activity using theamount of gross receipts from sales
(2) Rules of application for Sectionindependent factory price (IFP) methodactivity by the cost of goods sold (if
863 SalesOnce a taxpayer has elected aescribed in this paragraph (b)(2) if anany) properly attributable to sales activ-
method described in paragraph (b) ofFP is fairly established. An IFP is fairly ity. The source of gross income from
this section, the taxpayer must sepaestablished based on a sale by thproduction activity is determined under
rately apply that method to Section 863axpayer only if the taxpayer regularlythe rules of paragraph (c)(1) of this
Sales in the United States and to Sectiogells part of its output to wholly inde- section, and the source of gross income



from sales activity will be determinedforth by the District Director, the Dis- production asset will be considered lo-
under the rules of paragraph (c)(2) oftrict Director may, in its discretion, cated where the asset is physically lo-
this section. revoke permission to use the books andated. An intangible production asset
(iv) Examples The following ex- records method. The source of grossiill be considered located where the
amples illustrate the rules of this paraincome treated as attributable to productangible production assets owned by the
graph (b)(2): tion activity under this method may betaxpayer to which it relates are located.
Example 1. IFP methodi) P, a U.S. producer, determined under the rules of paragraph (ii) Production both within the United
purchases cotton and produces cloth in the Unitegl) 1 of this section, and the source ofStates and within foreign countries
States. P sells cloth in country X to D, an . . . .
unrelated foreign clothing manufacturer, for $1009r0SS income attributable to sales activ(A) Source of incomeWhere the tax-
Cost of goods sold for cloth is $80, entirely ity will be determined under the rules ofpayer’s production assets are located
attributable to production activity. P does notparagraph (c)(2) of this section. both within and without the United
g?hgeargiégvsn'?e’;'f'fr?”tthza'gzlggt';’:ysn fS'r?é':r” ttﬁégse (c) Determination of the source of States, income from sources without the
facts, the sale to D fairly establishes an IFP o@0SS income from production qcuwtyUmtgd States v_V|II be detgrmmed by
$100. Assume that P elects to use the IFP metho@nd sales activity—(1) Income attribut- multiplying the income attributable to
Accordingly, $100 of the gross sales price isable to production activity-(i) Produc- the taxpayer’s production activity by a
treated as attributable to production activity, andion only within the United States orfraction, the numerator of which is the
no amount of income from this sale is attributabley |y, \yithin ~ foreign countries- average adjusted basis of production
to sales activity. After reducing the gross sale A) Source of incomeFor i ts that I ted outside the United
price by cost of goods sold, $20 of the gross\" . ) pl_”POSGS Ol assets that are locate _Ou siae e_ n'_e
income is treated as attributable to productiorthiS section, production activity meansStates and the denominator of which is
activity ($100-$80). an activity that creates, fabricatesthe average adjusted basis of all produc-
(i) P also sells cloth in country X to A, a manufactures, extracts, processes, curagn assets within and without the
2[‘erft':ée?hgorﬁ:'g”nr]itt";‘]'(')g“;'sé’ Iﬁg%g& pecause for ages inventory. See § 1.864-1. SubJnited States. The remaining income is
tially similar to the cloth sold to D, the IFP fairly JECt t0 the provisions in § 1.1502-13 ortreated as from sources within the
established in the sales to D must be used tparagraph (g)(2)(ii) of this section, theUnited States.
determine the amount attributable to productioronly production activities that are taken (B) Adjusted basis of production as-
activity in the sale to A. Accordingly, $100 of the jntg account for purposes of §§ 1.863-sets. For purposes of paragraph
gross sales price is treated as atibutable 19 9 gg3 5 ang this section are thoséc)(1)(ii)(A) of this section, the adjusted
production activity and $10 ($110-$100) is attrib-—' - r @ . - ’ .
utable to sales activity. After reducing the grossconducted directly by the taxpayer.basis of an asset is determined under
sales price by cost of goods sold, $20 of the gros¥Vhere the taxpayer’s production assetsection 1011. The average adjusted basis
income is treated as attributable to productiorgre |ocated only within the United Statess computed by averaging the adjusted
Zggz:g ($100-$80) and $10 is attributable to Sa'e’br only outside the United States, thebasis of the asset at the beginning and
Example 2. Scope of IFP Methodi) USCo Income attributable to production activ-end of the taxable year, unless by reason
manufactures three dissimilar products. USCdty iS sourced where the taxpayer'sof material changes during the taxable
elects to apply the IFP method. In year 1, an IFfproduction assets are located. For rulegear such average does not fairly repre-
can be established for sales of product X, but nofagarding the source of income whersent the average for such year. In this
gggﬁgﬁg&sf;z";nd Z. In year 2, an IFP cannot bey .4y ction assets are located both withievent, the average adjusted basis will be
y of USCo’s products. In year 3 . ) . . .
an IFP can be established for products X and vthe United States and without the Unitedletermined upon a more appropriate
but not for product Z. States, see paragraph (c)(1)(ii) of thidbasis. If production assets are used to
(i) Inyear 1, USCo must apply the IFP methodsection. produce inventory sold in Section 863
to sales of product X. In year 2, although USCo's (B) Definition of production assets Sales and are also used to produce other
P election remains in effect, USCo is notg, oot to the provisions of § 1.1502-13roperty during the taxable year, the
required to apply the IFP election to any products: . o . . . . . I
In year 3, USCo is required to apply the IFP@nd paragraph (g)(2)(ii) of this section,portion of its adjusted basis that is
method to sales of products X and Y. production assets include only tangibléncluded in the fraction described in
(3) Books and records methoél.tax- and intangible assets owned directly byaragraph (c)(1)(ii))(A) of this section
payer may elect to determine thethe taxpayer that are directly used by thevill be determined under any method
amount of its gross income from Sectiortaxpayer to produce inventory describedhat reasonably reflects the portion of
863 Sales that is attributable to producin paragraph (a) of this section. Producthe assets that produces inventory sold
tion and sales activities for the taxabldion assets do not include assets that aie Section 863 Sales. For example, the
year based upon its books of account ifot directly used to produce inventoryportion of such an asset that is included
it has received in advance the permisdescribed in paragraph (a) of this secin the formula may be determined by
sion of the District Director having audit tion. Thus, production assets do notnultiplying the asset’s average adjusted
responsibility over its tax return. Theinclude such assets as accounts receilpasis by a fraction, the numerator of
taxpayer must establish to the satisfacables, intangibles not related to producwhich is the gross receipts from sales of
tion of the District Director that the tion of inventory (e.g., marketing intan-inventory from Section 863 Sales pro-
taxpayer, in good faith and unaffectedyibles, including trademarks andduced by the asset, and the denominator
by considerations of tax liability, will customer lists), transportation assetyf which is the gross receipts from all
regularly employ in its books of accountwarehouses, the inventory itself, rawproperty produced by that asset.
a detailed allocation of receipts andmaterials, or work-in-process. In addi- (iii) Anti-abuse rule.The purpose of
expenditures which clearly reflects thetion, production assets do not includehis paragraph (c)(1) is to attribute the
amount of the taxpayer’s income fromcash or other liquid assets (includingsource of the taxpayer’'s production in-
production and sales activities. If aworking capital), investment assets, precome to the location of the taxpayer’s
taxpayer receives permission to applypaid expenses, or stock of a subsidiaryproduction activity. Therefore, if the
the books and records method, but does (C) Location of production assets taxpayer has entered into or structured
not comply with a material condition setFor purposes of this section, a tangibl®ene or more transactions with a princi-



pal purpose of reducing its U.S. taxmay redetermine the source of As productionwithin and without the United States pro
liability by manipulating the formula ncome by ignoring the sale-leaseback transaGzta phased on the relative amounts of
described in paragraph (c)(1)(ii)(A) of "o _ . gross income from sources within and
this section in a manner inconsistent (2) Income attributable to sales activ-\yithout the United States determined
with the purpose of this paragraphity. The source of the taxpayers iNCOM§nger the 50/50 method. Research and
(c)(1), the District Director may make that is attributable to sales activity will o, herimental expenditures qualifying un-
appropriate adjustments so that th&e determined under the provisions oo g 1 g51_17 are allocated under that
source of the taxpayer's income from§ 1.861-7(c). However, notwithstandingsy i “and are not allocated and appor-
production activity more clearly reflectsany other provision, for purposes of; o4 bro rata under the 50/50 method
the source of that income. section 863, the place of sale will be lecti . | '
V) E les. The followi _ presumed to be the United States if (€) Election and reporting rules-
(iv) Examples. The following ex - (1) Elections under paragraph (b) of
| llustrate th | f th personal property is wholly produced in\: ;
amples lllustrate the rules of this para : idhis sectionIf a taxpayer does not elect
graph (c)(1): the United States and the property i h ifiod | h
Example 1 éoume of production inconfd. A sold for use, consumption, or dispositiona method SPeci |<_ad in paragraph (b)(2)
a U.S. corporation, produces widgets that are soll the United States. See 8§ 1.864-0" (3) of this section, the taxpayer must
both within the United States and within a foreign6(b)(3)(ii) to determine the country of apply the method specified in paragraph
country. The initial manufacture of all widgets yse, consumption, or disposition. A|SO,(?)(1) of thlslsechtlon Tl?}edtaXpay_?_r g‘ay
occurs in the United States. The second stage gf, applying this paragraph, property will € ect to apply the m_et od specified In
production of widgets that are sold within abe treated as wholly produced in theoaragraph (b)(2) of this section by using

foreign country is completed within the country of . At ; . . .
sale. As U.S. plant and machinery which isUnited States if it is subject to no morethe method on a timely filed original
return (including extensions). A taxpayer

involved in the initial manufacture of the widgetsthan packaging, repackaging, labeling, 4
has an average adjusted basis of $200. A alsgy other minor assembly operations outmay elect to apply the method specified
owns warehouses used to store work-in-process. §\de the United States. within the meanin Paragraph (b)(3) of this section by

owns foreign equipment with an average adjuste i i i
basis of $25. A's gross receipts from all sales ofNg Of § 1.954-3(a)(4)(iii)(property using the method on a timely filed

widgets is $100, and its gross receipts from expormanufactured or produced by a congriginal return (including extensmns),

S R K ol fron eoraon)  * "0, 0 e g s e

average adjusted basis using gross receipts is .

reasonable. Assume As cost of goods sold from b(Id) _Determgatlon hOf source ?f tax- apply that method. Once a method under
the sale of widgets in the foreign countries is $130l€ Income.Once the source of gross aragraph (b) of this section has been
and thus, its gross income from widgets sold inncome has been determined under par sed. that method must be used in later
{greé?vr;d(;ot;grugafolsss$ﬁ]%oﬁqgs%2$:ei0/g%$itt?;n@raph (c) of this section, the taxpayertaxab’le years unless the Commissioner
activity and sales activity. must properly allocate and aloloortlor]consents to a change. However, if a

(i) A determines its production gross incomeS€Parately - under 88 1.861-8 througly,, . e alects to change to or from the

from sources without the United States by multi-1.861-14T the amounts of its EXPENSesy athod specified in paragraph (b)(3) of

plying one-half of As $12 of gross income from losses, and other deductions to its rehis section. the taxpaver must obtain

sales of widgets in foreign countries, or $6, by agspective amounts of gross income fro P ! payer .
ermission from the District Director

fraction, the numerator of which is all relevantsection 863 Sales determined separate Mstead of the Commissioner. Permission

foreign production assets, or $25, and the denomi- d h hod d ibed i
nator of which is all relevant production assets, ounder each metho escrioed In Paf% change methods from one year to
another year will not be withheld unless

$75 ($25 foreign assets + ($200 U.S. assets X $2graph (b) of this section. In addition, if
gross receipts from export sales/$100 gross rehe taxpayer deducts expenses for re[he change would result in a substantial
Offistortion of the source of the taxpayer’s

ceipts from all sales)). Therefore, As gross pro-gsegrch and development under secti
Or’ncome.

duction income from sources without the United174 that may be attributed fo its Secti
863 Sales under 1.861-8(e)(3), the )
3 ©)3) (2) Disclosure on tax returnA tax-

States is $2 ($6 X ($25/$75)).
Example 2. Location of intangible property. taxpayer must separately allocate or ap
Assume the same facts &ample 1 except that ! -
A employs a patented process that applies only tportion expenses, losses, and other deayer th uses one of the methOdS
the initial production of widgets. In computing the ductions to its respective amounts oﬁescr|bed in paragraph (b) of this sec-

formula used to determine the source of incomegl,OSS income from each relevant productﬂon must fully explain in a statement

from production activity, A's patent, if it has an . ttached to the return the methodolo
average adjusted basis, would be located in th_@ategory that the taxpayer uses in appl)@ 9y

United States. ing the rules of § 1861-8(e)(3)()(A). 1S the chcumstances Justifying use of
Example 3. Anti-abuse rule(i) Assume the In the case of gross income from Secthat Methodoiogy, er? ent tha S]f".es

same facts aExample 1A sells its U.S. assets to tion 863 Sales determined under the |[FB'€ adgregated, and the amount of in-

B, an unrelated U.S. corporation, with a principaljmethod or the books and recorg<Lome so allocated.

purpose of reducing its U.S. tax liability bysmethod, the rules of §§ 1.861-8 through (f) Income partly from sources within

manipulating the property fraction. A then lease . .
thesep assetgs frompB.pAftYar this transaction, undet-861—14T must apply to properly allo-& POSSeSsIon of the United Statdax-

the general rule of paragraph (c)(1)(i) of thiscate or apportion amounts of expenseayers with income partly from sources
section, all of As production income would be |osses and other deductions allocatewithin a possession of the United States

considered from sources without the United States, )4 apportioned to such gross incom@&wst apply the rules of § 1.863-3A(c).

because all of As relevant production assets aI;E) . f S ial | f hi
located within a foreign country. Since the leased?€tWeen gross income from sources (g) Special rules for partnerships
property is not owned by the taxpayer, it is notwithin and without t_he United States. _In(l) General rulg. For purposes of
included in the fraction. the case of gross income from Sectiol® 1.863—1 and this section, a taxpayer’s
(i) Because A has entered into a transactior8B63 Sales determined under the 50/5@roduction or sales activity does not
Y—V't[?r? %””C'Pa'_ p‘ff?oseﬂ?f ][EdUC:”Qd'tS U‘bsa taxmethod, the amounts of expensesnclude production and sales activities
1ablity by manipuiaing e formuia described N j5sses, and other deductions allocatedonducted by a partnership of which the
paragraph (c)(1)(ii)(A) of this section, A's income . . . . .
must be adjusted to more clearly reflect the sourc&Nd apportloned_ to such gross incomé&axpayer is a partner either d|re_:ctly or
of that income. In this case, the District Directormust be apportioned between sourcethrough one or more partnerships, ex-



cep as otherwig provided in paragraph
(9)(2) of this section.

(2) Exceptiors—(i) In generd. For
purposs of determinig the soure of
the partne’s distributive shae of part-
nershp income or determinirg the
sour@ of the partne’s income from the
sak of inventoy propery which the
partnershp distributes to the partne in
kind, the partne’s production or sales
activity includes an activity conducted
by the partnership In addition the pro-
duction activity of a partnershp includes
the productio activity of a taxpaye that
is a partne eithe directly or through
one or more partnershipsto the extent
tha the partne’s production activity is
relatel to inventoy tha the partner
contributes to the partnerstp in atrans-
action describé unde sectim 721.

(i) Attribution of production asset to
or from a partnership A partne will be
treatel as owning its proportionag¢ share
of the partnerships production assets
only to the extert that unde paragraph
(9)(2)()) of this section the partne’s
activity includes productio activity con-
ductal throuch a partnershipA partne’s
shae of partnershp asses will be dete-
mined by referene to the partne’s
distributive shae of partnershp income
for the yea attributabé to suc produc-
tion assets Similarly, to the extent a
partnershifs activities include the pro-
duction activities of a partne, the part-
nershp will be treatel as owning the
partne’s production asses relatel to the
inventoy tha is contributel in kind to
the- partnership» See~ paragrap
(c)(1)(ii)(B) of this sectiomn for rules
apportionirg the bass of asset to Sec-
tion 863 Sales.

(iii) Basis For purposs of this sec-
tion, in those cases where the partne is
treatel as owning its proportionag¢ share
of the partnershifs production assets,
the partne’s bass in producti;n assets
held throuch a partnershp shal be de-
termined by referene to the partne-
shigs adjust@l bass in its assed (in-
cluding— a~ partne’s~ specida~ basbk
adjustment if any, unde sectim 743).
Similarly, a partnerships bass in a
partne’s production asses is determined
with referene to the partne’s adjusted
bask in its assets.

(iv) Separat application of method.
If, unde paragrap (g)(2) of this sec-
tion, a partne is treatel as conducting
the activity of a partnership ard is
treatel as owning its proportiona¢ share
of a partnerships production assets a
partne mug apply the methd it has
electel unde paragrap (b) of this sec-

tion separatgl to Sectiomm 863 Sales
describé@ in this paragrap (g) ard all
othe Sectim 863 Sales.

(3) Examples. The following ex-
amples illustrate the rules of this para-

gragh (9):

Exampk 1. Distributive shae of partnership
income A, a U.S. corporation forms a partnership
in the United States with B, a county X corpora-
tion. A and B ead haw a50 percen interes in
the income gains losses deductios and credits
of the partnership The partnerstp is engagd in
the manufactue and sak of widgets The widgets
are manufacturd in the partnershifs plart located
in the United States and are sold by the partne-
ship outsice the United States The partnership
owns the manufacturig facility and all other
production asses usal to produe the widgets A's
distributive shae of partnerstp income includes
50 percen of the sales income from the sales In
applying the rules of sectilm 863 to determire the
soure of its distributive shae of partnership
income from the expot sales of widgets A is
treatel as carrying on the activity of the partne-
ship related to production of thee widgets and as
owning a proportiona¢ shae of the partnershifs
asses relate to production of the widgets based
upan its distributive shae of partnershp income.

Exampk 2. Distribution in kind. Assune the
sane facts as in Exampk 1 excep tha the
partnershipinstea of selling the widgets distrib-
utes the widges to A ard B. A then further
processe the widgets and then sells them outside
the United States In determinimg the soure of the
income earnel by A on the sales outsice the
United States A is treatel as conductig the
activities of the partnerstp related to production
of the distributed widgets Thus the soure of
gros income on the sak of the widges is
determiné unde section 863 ard thes regula-
tions A applies the 50/50 methal describé in
paragrap (b)(1) of this section to determire the
sour@ of income from the sales In applying
paragrap (c)(1) of this section A is treata as
owning its proportiona¢ shae of the partnershifs
production asses basel upm its distributive share
of partnershp income.

(h) Effective dates The rules of this
section apply to taxabk yeass beginning
Decembe 30, 1996 Howeve, taxpayers
may apply thes regulatiors for taxable
yeass beginnirg after July 11, 1995 and
before Decembe 30, 1996 For years
beginnirg before Decembe 30, 1996,
see §§ 1.863-3\ and 1.863-AT.

Pa. 7. Section 1.8634 is amendd by
revising the section headig ard para-

gragh (a) to rea as follows:

§ 1.8634 Certan transportatio sa-
vices.

(8 Generd. A taxpaye carrying on
the busines of transportatia service
(othe than an activity giving rise to
transportatio income describé in sec-
tion 863(9 or to income subjed to other
specifc provisiors of this title) between
points in the United States ard points
outsice the United States derives income
party from source within and partly
from source without the United States.

§ 1.863-5 [Removed]
Pa. 8. Sectim 1.863-5 is removed.

PART 602—OMB CONTRCQL NUM-
BERS UNDER THE PAPERWORK
REDUCTION ACT

Pa. 9. The authoriy citation for part
602 continues to read as follows:

Authority: 26 U.S.C 7805.

Pa. 10. In § 602.101 paragrap (c)
is amendd by addirg entries for
1.8634 and 1.863-3A ard revising the
entty for 1.863-3 to read as follows:

8§ 602.1 OMB Control numbers.

(©

CFR patt or section

where identified and Currert OMB
described contrd No.
1.8634............. 1545-1476
1.8633............. 1545-1476
1.863-A............ 1545-0126

Margarg Milner Richardson,
Commissione of Internd Revenue.

Approved Novembe 25, 1996.

Donald C. Lubick,

Acting Assistan Secetary

of Tax Policy.

(Filed by the Office of the Federd Registeé on
Novembe 27, 1996 8:45 a.m, ard publisha in

the isste of the Feder& Registe for Novembe 29,
1996 61 F.R. 60540)




