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SUMMARY:  This document contains
proposed regulations under section 863
governing the source of income from
sales of inventory produced in the United
States and sold in a possession of the
United States or produced in a possession
of the United States and sold in the
United States.  It also contains proposed
regulations under section 863 governing
the source of income from sales of inven-
tory purchased in a possession of the
United States and sold in the United
States.  This document affects persons
who produce (in whole or in part) inven-
tory in the United States and sell in a pos-
session, or produce (in whole or in part)

inventory in a possession and sell in the
United States, as well as persons who
purchase inventory in a possession and
sell in the United States.  This document
also contains proposed regulations under
section 936 governing the source of in-
come of a taxpayer from the sale in the
United States of property purchased from
a corporation that has an election under
section 936 in effect.  This document also
provides notice of a public hearing on
these proposed regulations. 

DATES:  Comments and outlines of oral
comments to be presented at the public
hearing scheduled for January 29, 1998,
at 10 a.m. must be received by January 8,
1998.

ADDRESSES:  Send submissions to:
CC:DOM:CORP:R (INTL–0003–95),
room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044.  In the alternative, sub-
missions may be hand delivered between
the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R (REG–251985–96),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC, or electronically, via the
IRS Internet site at: http://www.irs
ustreas.gov/prod/tax_regs/comments.html.
The public hearing will be held in room
2615, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT:  Concerning the regulations, Anne
Shelburne, (202) 622-3880; concerning
submissions and the hearing, Ms. Evange-
lista Lee, (202) 622-7190 (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in this notice of proposed rulemak-
ing has been submitted to the Office of
Management and Budget (OMB) for re-
view in accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C.
3507(d)).  

Comments on the collection of infor-
mation should be sent to the Office of
Management and Budget, Attn:  Desk
Officer for the Department of Treasury,
Office of Information and Regulatory Af-

fairs, Washington, DC  20503, with
copies to the Internal Revenue Service,
Attn:  IRS Reports Clearance Officer,
T:FP, Washington, DC  20224.  Com-
ments on the collection of information
should be received by December 9, 1998.
Comments are specifically requested con-
cerning:
Whether the proposed collection of infor-
mation is necessary for the proper perfor-
mance of the functions of the IRS, includ-
ing whether the information will have
practical utility;  
The accuracy of the estimated burden as-
sociated with the proposed collection of
information (see below);
How the quality, utility, and clarity of the
information to be collected may be en-
hanced;
How the burden of complying with the
proposed collection of information may
be minimized, including through the ap-
plication of automated collection tech-
niques or other forms of information tech-
nology; and 
Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collection of information require-
ments are in proposed §1.863–3(f)(6).
This information is required by the IRS
to monitor compliance with the federal
tax rules for determining the source of
income from the sale of inventory pro-
duced in the United States and sold in a
possession of the United States or pro-
duced in a possession of the United
States and sold in the United States, or
from the sale of inventory purchased in a
possession of the United States and sold
in the United States.  The likely respon-
dents are taxpayers who produce inven-
tory in the United States and sell in a
possession, or who produce inventory in
a possession and sell in the United
States, or who purchase inventory in a
possession and sell in the United States.
Responses to this collection of informa-
tion are required to properly determine
the source of a taxpayer’s income from
such sales.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.
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Estimated total annual reporting burden:
500 hours.  The estimated annual burden
per respondent varies from 1 hour to 5
hours, depending on individual circum-
stances, with an estimated average of 2.5
hours.
Estimated number of respondents:  200 
Estimated annual frequency of responses:
One time per year.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number assigned by the Office of
Management and Budget.

Background

These proposed regulations contain
rules under section 863 relating to the
source of income from cross-border sales
of certain property.  These regulations
also contain rules under section 936 relat-
ing to the source of income of a taxpayer
from the sale in the United States of prop-
erty purchased from a corporation that has
an election under section 936 in effect.
These regulations are proposed to be ef-
fective for taxable years beginning 30
days after publication of final regulations.  

Explanation of Provisions

I. Income Partly From Sources Within a
Possession

A.  Current Regulations

Section 863 authorizes the Secretary to
promulgate regulations allocating or ap-
portioning to sources within or without
the United States all items of gross in-
come, expenses, losses, and deductions
other than those items specified in sec-
tions 861(a) and 862(a).

Guidance to determine the source of
possession income is divided into two
types of transactions:  transactions de-
scribed in section 863(b)(2) for property
produced in the United States and sold in
a possession (or vice versa), and transac-
tions described in section 863(b)(3) for
property purchased in a possession and
sold in the United States (collectively,
Section 863 Possession Sales).

Section 1.863–3 of the income tax reg-
ulations contains rules for determining the
source of income derived from sales of
certain property.  These regulations were
published in the Federal Register on No-

vember 29, 1996 (61 F.R. 60540), and the
prior regulations were renumbered
§§1.863–3A and 1.863–3AT.  The new
regulations retain the prior rules for Sec-
tion 863 Possession Sales by providing in
paragraph §1.863–3(f) that taxpayers
must apply the rules of §1.863–3A(c) in
allocating and apportioning income de-
rived from sources partly within the
United States and partly within a posses-
sion of the United States.  These proposed
regulations would modify the existing
rules for allocating and apportioning in-
come between the United States and a
possession.  

1.  Property produced and sold

Currently, income derived from sales
of inventory produced in the United
States and sold in a possession of the
United States or produced in a possession
of the United States and sold in the United
States (Possession Production Sales), is
allocated or apportioned between the
United States and a possession according
to one of three methods.  Such income is
allocated under the independent factory
price method, apportioned under an ap-
portionment method, or, with permission
of the District Director, allocated or ap-
portioned on the basis of the taxpayer’s
books and records.  

Under the current regulations, if an in-
dependent factory or production price
(IFP) exists for Possession Production
Sales, taxpayers must use the IFP method
to determine the income attributable to
production activities in both the sale es-
tablishing the IFP and in sales of similar
products.  

If an IFP does not exist, the current
possessions regulations provide that the
taxable income from Possession Produc-
tion Sales is first computed and then ap-
portioned between the United States and
the possession.  One-half of the taxable
income is apportioned on the basis of the
taxpayer’s property within the United
States and within the possession.  In ap-
plying the property fraction, the tax-
payer’s property includes property held or
used to produce income derived from
Possession Production Sales.  The other
half of the taxpayer’s taxable income is
apportioned between U.S. and possession
sources on the basis of the business of the
taxpayer within the United States and
within the possession.  Currently, busi-

ness of the taxpayer is measured by the
sum of certain expenses, including
amounts paid for labor, and the purchase
of certain supplies, plus receipts from
Possession Production Sales.  Finally, as a
third method, the existing regulations
allow a taxpayer to request permission
from the District Director to use the tax-
payer’s books and records to allocate or
apportion income to sources within or
without the United States if those books
reflect more clearly than the other meth-
ods the taxable income derived from
sources within the United States.

2.  Property purchased and sold

The second type of possession transac-
tion governed by the existing regulations
is the sale of inventory purchased in a
possession and sold in the United States
(Possession Purchase Sales) as described
in section 863(b)(3).  Under the current
regulations, the income from such sales is
divided between the United States and
possession sources under one of two
methods.  The income can be appor-
tioned, or, with permission of the District
Director, allocated or apportioned on the
basis of the taxpayer’s books and records.  

Under the apportionment method, tax-
able income is first determined, and then
apportioned by a fraction, the numerator
being the business of the taxpayer in the
United States, the denominator being the
total business of the taxpayer in the
United States and in the possession.  The
fraction is computed in the same manner
as the business fraction discussed previ-
ously, except that such expenses, pur-
chases, and sales are limited to those at-
tributable to Possession Purchase Sales.  

B.  Issues Under Current Regulations

The IRS and Treasury believe the rules
for allocating and apportioning income
between the United States and the posses-
sions of the United States should be
amended to reflect certain changes made
to the regulations under §1.863–3 govern-
ing cross-border sales of inventory in-
volving the United States and a foreign
country (other than those involving pos-
sessions).  Thus, for example, under the
apportionment method provided in the
proposed regulations, the property and
business activity fractions apportioning
income between the United States and a
possession are modified to apportion
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gross income attributable to an activity,
rather than to apportion net income.  

The IRS and Treasury also believe cer-
tain ambiguities exist in the current regu-
lations.  The possessions rules were origi-
nally promulgated in 1926, and may not
reflect current business practices.  The
current regulations use examples to illus-
trate methods for allocating or apportion-
ing income between the United States and
a possession, and should be modified to
state rules.   

Further, although the apportionment
method for allocating Possession Produc-
tion Sales income under the existing pos-
sessions regulations treats half of the in-
come as production income, the
production formula is not necessarily lim-
ited to production assets.  The current in-
clusion of sales assets in the formula ap-
portioning production income results in
excessive income being allocated to sales
activities.  The production income for-
mula should only take into account assets
directly involved in production of inven-
tory.  In addition, the IRS and Treasury
have reexamined the business activity
fraction, and have concluded it should be
revised to more clearly reflect the tax-
payer’s business other than production.
The current fraction, for example, omits
certain investments or expenses, such as
marketing and advertising expenses, al-
though income attributable in part to such
expenses or investments is then included
in the income apportioned by the fraction.
The current regulations also take into ac-
count production expenses in the business
activity fraction apportioning income
from Possession Production Sales.  The
Service and Treasury believe that this is
inappropriate in the context of Possession
Production Sales because the business ac-
tivity fraction is not intended to determine
the source of income attributable to pro-
duction activity.  In the proposed regula-
tions, the fraction apportioning Posses-
sion Production Sales is renamed the
business sales activity fraction and ex-
cludes factors reflecting production activ-
ity. 

The current regulations also do not ad-
dress issues in attributing to the United
States or to the possession, the activities
reflected in the business activity fraction.
For example, the current regulations pro-
vide no guidance on whether a particular
expense should be represented in the frac-

tion as attributable to the United States or
to a possession.

Accordingly, the IRS and Treasury are
issuing proposed regulations under sec-
tion 863 to make the possessions rules
more consistent with the other regulations
governing the source of income from
cross-border sales of inventory, and to ad-
dress certain ambiguities and problems in
the existing regulations.

C.  Proposed Regulations

Section 1.863-3(f) generally retains the
methods of the current regulations for di-
viding income between the United States
and a possession of the United States,
with several modifications.
1.  Methods to allocate gross income to
activities of the taxpayer
a.  Property produced and sold 
i.  The possession 50/50 method

Consistent with the final regulations
under §1.863–3, paragraph (f)(2)(i)(A) of
the proposed regulations makes the 50/50
method the general rule to allocate gross
income from Possession Production Sales
between production and business sales ac-
tivity, so that the income from each type
of activity can then be apportioned be-
tween U. S. and foreign sources.  The tax-
payer, however, may elect to apply the
IFP method (described in paragraph
(f)(2)(i)(B)), or, with the consent of the
District Director, the books and records
method (described in paragraph
(f)(2)(i)(C)).  

Under the possession 50/50 method,
the proposed regulations allocate half of
the taxpayer’s gross income from Posses-
sion Production Sales to production activ-
ity and half to business sales activity.  The
income is then apportioned between U.S.
and possession sources based on a prop-
erty fraction and a business sales activity
fraction.  As described below, the pro-
posed regulations make certain changes to
the existing property fraction and to the
existing business activity fraction.  

The proposed regulations apply the
property fraction in §1.863–3(c) to appor-
tion the half of a taxpayer’s income allo-
cated to production activity.  Thus, in-
come is apportioned to the United States
or to a possession based on the location of
the taxpayer’s production assets.  In a
change from the current regulations, and
consistent with the changes made to the
regulations under §1.863–3(c), produc-

tion assets are defined as tangible and in-
tangible assets owned directly by the tax-
payer that are directly used by the tax-
payer to produce inventory sold in
Possession Production Sales, instead of
all its assets that produce income from
Possession Production Sales.  Production
assets are included in the fraction at their
adjusted tax basis.

The other half of the taxpayer’s gross
income is apportioned according to a
business sales activity fraction.  The por-
tion of this income that is possession
source income is determined by multiply-
ing the income by a fraction, the numera-
tor being the  business sales activity of the
taxpayer in the possession, and the de-
nominator being the business sales activ-
ity of the taxpayer within the possession
and outside the possession.  The remain-
ing income is sourced in the United
States.  Although some of the business
sales activity factors not incurred in a pos-
session may be incurred in a foreign
country, Treasury and the Internal Rev-
enue Service believe that the business
sales activity fraction is only intended to
source the business sales activity portion
of Possession Production Sales outside
the United States to the extent of business
sales activity located in a possession.

The proposed regulations make some
modifications to the factors in the fraction
representing the business sales activity of
the taxpayer.  Business sales activity is
measured by the sum of certain expenses,
including amounts paid for labor, materi-
als, advertising, and marketing (but ex-
cluding any expenses or other amounts
that are nondeductible under section
263A, interest, and research and develop-
ment), plus receipts for the sale of goods.
This formula is intended to reflect better
the business sales activity producing the
income by including more of the factors
responsible for producing that income.
Cost of goods sold is also excluded from
the business sales activity fraction appor-
tioning income from Possession Produc-
tion Sales, because such costs generally
reflect production activity.  Production
activity is already represented in the for-
mula by the one-half of the taxpayer’s in-
come apportioned according to the loca-
tion of production assets.

Finally, the proposed regulations pro-
vide more explicit  guidance for attribut-
ing business sales activity between the
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United States and a possession.  Expenses
are allocated and apportioned between the
United States and a possession based on
the rules in §§1.861–8 through
1.861–14T.  Gross sales are allocated to
the United States or a possession based on
the place of sale.
ii.  The IFP method

The proposed regulations make the IFP
method elective, and thus eliminate any
bias against taxpayers choosing to export
through independent distributors.  The
regulations rely upon the revised regula-
tions under §1.863–3 for rules in applying
the IFP method.
iii.  Books and records method

The proposed regulations retain the
books and records method of the existing
regulations, permitting taxpayers to re-
quest permission from the District Direc-
tor to use their books and records to deter-
mine the source of their income.  The
proposed regulations refer to revised
§1.863–3(b)(3) in applying the method to
Possession Production Sales.  
b.  Property purchased and sold
i.  The business activity method

Paragraph (f)(3)(i)(A) makes the busi-
ness activity method the general rule to
apportion income from Possession Pur-
chase Sales between the United States and
a possession.  The taxpayer may, how-
ever, elect to apply, with consent of the
District Director, the books and records
method.

The proposed regulations retain the
structure of the existing regulations by ap-
portioning the taxpayer’s income from
Possession Purchase Sales on the basis of
a business activity fraction.  The portion
of this income that is possession source
income is determined by multiplying the
income by a fraction, the numerator being
the business of the taxpayer in the posses-
sion, and the denominator being the busi-
ness of the taxpayer within the possession
and outside the possession.  The remain-
ing income is sourced in the United
States.

The business activity fraction is similar
to that discussed previously, used to ap-
portion the taxpayer’s income in Posses-
sion Production Sales, except that the
fraction applies only to expenses, cost of
goods sold, and sales attributable to Pos-
session Purchase Sales.  In addition, the
business activity fraction apportioning
Possession Purchase Sales includes

amounts paid for cost of goods sold.
Such costs are attributed to the posses-
sion, however, only to the extent the prop-
erty purchased is manufactured, pro-
duced, grown, or extracted in the
possession.  Treasury and the Internal
Revenue Service anticipate that if a tax-
payer acts in the reasonable belief that the
products were manufactured in the pos-
session, the taxpayer could act on that
basis in preparing its tax return.  As modi-
fied, the business activity fraction reflects
the view of Treasury and the Internal Rev-
enue Service that section 863(b)(3)’s pur-
chase rule was intended to apply only to
purchase and resale transactions, where
the goods purchased are created or de-
rived from the possession. 
ii.  Books and records method

The proposed regulations retain the
books and records method of the existing
regulations, permitting taxpayers to re-
quest permission from the District Direc-
tor to use their books and records to deter-
mine the source of their income.  The
proposed regulations refer to revised
§1.863–3(b)(3) in applying the method to
Possession Purchase Sales.  

2.  Determination of source of gross
income

Unlike the current regulations which
provide specific rules for determining the
source of income attributable to produc-
tion activity and business activity only for
purposes of the 50/50 method, the pro-
posed regulations adopt rules applicable
to each of the methods.  Under the pro-
posed regulations, once gross income at-
tributable to production activity, business
activity, or sales activity has been deter-
mined under one of the prescribed meth-
ods, the source of the gross income is de-
termined separately for each type of
income.  The source of gross income at-
tributable to production activity (when
applying the possession 50/50 method) is
determined under paragraph (c)(1), based
on the location of production assets.  The
source of gross income attributable to
sales activity (when applying the IFP
method or the books and records method)
is determined under paragraph (c)(2),
based generally on the location of the
sale.  The source of gross income attribut-
able to business sales activity (when ap-
plying the possession 50/50 method) is
determined under paragraph (f)(2)(ii)(B),

based on expenses, and gross sales attrib-
utable to Possession Production Sales.
The source of gross income attributable to
business activity (when applying the busi-
ness activity method) is determined under
paragraph (f)(3)(ii), based on expenses,
cost of goods sold, and gross sales attrib-
utable to Possession Purchase Sales.

3.  Determination of source of
taxable income

Once the source of gross income is de-
termined under paragraph (f)(2) or (3),
taxpayers then determine the source of
taxable income.  Under proposed para-
graph (f)(4), taxpayers must allocate or
apportion under §§1.861–8 through
1.861–14T the amounts of expenses,
losses and other deductions to gross in-
come determined under each of the pre-
scribed methods.  In the case of amounts
of expenses, losses and other deductions
allocated or apportioned to gross income
determined under the IFP method or the
books and records method, the taxpayer
must apply the rules of §§1.861–8
through 1.861–14T to allocate or appor-
tion these amounts between gross income
from sources within the United States and
within a possession.  For expenses, losses
and other deductions allocated or appor-
tioned to gross income determined under
the possessions 50/50 method, taxpayers
must apportion expenses and other deduc-
tions pro rata based on the relative
amounts of U.S. and possession source
gross income.  The research and experi-
mental (R&E) expense allocation rules in
§1.861–17 apply to taxpayers using the
50/50 method, so that the R&E set aside
(described in §1.861–17) remains avail-
able to such taxpayers.  

4.  Treatment of gross income derived
from certain purchases from  a
corporation that has an election
in effect under section 936

The proposed regulations clarify that
section 863 does not apply to determine
the source of a taxpayer’s gross income
derived from a purchase of inventory
from a corporation that has an election in
effect under section 936, if the taxpayer’s
income from sales of that inventory is
taken into account to determine benefits
under section 936(h)(5)(C) for the section
936 corporation.
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5.  Treatment of partners and partnerships

The proposed regulations rely on the
rules in §1.863–3(g) for determining the
appropriate treatment in transactions in-
volving partnerships.  Under those rules,
the aggregate approach applies to a part-
nership’s production and sales activity for
two purposes only.  First, the aggregate ap-
proach applies in determining the character
of a partner’s distributive share of partner-
ship income.  Second, the aggregate ap-
proach applies in sourcing income from
sales of inventory property that is trans-
ferred in-kind from or to a partnership. 

6.  Election and reporting rules

Under paragraph (f)(6)(i) of the pro-
posed regulations, a taxpayer must use the
50/50 method to determine the source of
income from Possession Production Sales
unless the taxpayer elects to use the IFP
method, or elects the books and records
method.  For Possession Purchase Sales, a
taxpayer must use the business activity
method, unless the taxpayer elects the
books and records method.  The taxpayer
makes an election by using the method on
its timely filed original tax return.  That
method must be used in later taxable
years unless the Commissioner or his del-
egate consents to a change.  Permission to
change methods in later years will not be
withheld unless the change would result
in a substantial distortion of the source of
income.   

A taxpayer must fully explain the
methodology used in applying either
paragraph (f)(2) or (3), and the amount of
income allocated or apportioned to U.S.
and foreign sources, in a statement at-
tached to its tax return.

II.  Income Derived From Certain 
Purchases From a Corporation That Has
an Election in Effect Under Section 936

These proposed regulations clarify that
where a taxpayer purchases a product
from a corporation that has an election in
effect under section 936, the source of the
taxpayer’s gross income derived from
sales of that product (in whatever form
sold) in the United States is U.S. source,
if the taxpayer’s income from sales of
that product is taken into account to de-
termine benefits under section
936(h)(5)(C)(i) for the section 936 corpo-
ration.  The taxpayer’s income is U.S.

source without regard to whether a pos-
session product is a component, end-
product form, or integrated product.  No
inference should be drawn from the pro-
posed effective date concerning the treat-
ment of transactions involving sales of
property purchased from a section 936
corporation entered into before the regu-
lations are applicable.   

Proposed Effective Dates

These regulations are proposed to be
effective for taxable years beginning on
or after the date that is 30 days after the
date of publication of final regulations.  

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in EO
12866.  Therefore, a regulatory assess-
ment is not required.  It is hereby certified
that these regulations will not have a sig-
nificant economic impact on a substantial
number of small entities.  This certifica-
tion is based on the fact that the rules of
this section principally impact large
multinationals who pay foreign taxes on
substantial foreign operations and there-
fore the rules will impact very few small
entities.  Moreover, in those few instances
where the rules of this section impact
small entities, the economic impact on
such entities is not likely to be significant.
Accordingly, a regulatory flexibility
analysis is not required.  Pursuant to sec-
tion 7805(f) of the Internal Revenue
Code, this notice of proposed rulemaking
will be submitted to the Chief Counsel for
Advocacy of the Small Business Admin-
istration for comment on its impact on
small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any comments that
are submitted timely (in the manner de-
scribed under the ADDRESSES caption)
to the IRS.  All comments will be avail-
able for public inspection and copying.

A public hearing has been scheduled
for January 29, 1998, at 10 a.m., in room
2615, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.  Because of access restrictions, visi-
tors will not be admitted beyond the Inter-

nal Revenue Building lobby more than 15
minutes before the hearing starts.

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons that wish to present oral com-
ments at the hearing must submit com-
ments and an outline of topics to be dis-
cussed and the time to be devoted to each
topic (in the manner described under the
ADDRESSES caption of this preamble)
by January 8, 1998.

A period of 10 minutes will be allotted
to each person for making comments.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed.  Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is Anne Shelburne, Office of Associ-
ate Chief Counsel (International).  How-
ever, other personnel from the IRS and
Treasury Department participated in their
development.

*  *  *  *  *

Proposed Amendments to the Regulations

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1.  The authority citation for
part 1 is amended by revising the entry for
“Section 1.863-3”, removing the entry for
“Sections 1.936-4 through 1.936-7” and
adding entries in numerical order to read
as follows:

Authority:  26 U.S.C. 7805 * * *
Section 1.863-3 also issued under 26

U.S.C. 863(a) and (b), and 26 U.S.C.
936(h).***

Section 1.936-4 also issued under 26
U.S.C. 936(h).

Section 1.936-5 also issued under 26
U.S.C. 936(h).

Section 1.936-6 also issued under 26
U.S.C. 863(a) and (b), and 26 U.S.C.
936(h).

Section 1.936-7 also issued under 26
U.S.C. 936(h).***

Par. 2  Section 1.863-3 is amended as
follows:

1.  Paragraph (f) is revised.
2.  Paragraph (h) is amended by adding

a sentence at the end of the paragraph.
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The revision and addition read as fol-
lows:

§1.863-3  Allocation and apportionment
of income from certain sales of inventory.

*  *  *  *  *

(f)  Income partly from sources within a
possession of the United States—(1)  In
general. This paragraph (f) relates to
gains, profits, and income, which are
treated as derived partly from sources
within the United States and partly from
sources within a possession of the United
States (Section 863 Possession Sales).
This paragraph (f) applies to determine
the source of income derived from the
sale of inventory produced (in whole or in
part) by the taxpayer within the United
States and sold within a possession, or
produced (in whole or in part) by a tax-
payer in a possession and sold within the
United States (Possession Production
Sales).  It also applies to determine the
source of income derived from the pur-
chase of personal property within a pos-
session of the United States and its sale
within the United States (Possession Pur-
chase Sales).  A taxpayer subject to this
paragraph (f) must divide gross income
from Section 863 Possession Sales using
one of the methods described in either
paragraph (f)(2)(i) of this section (in the
case of Possession Production Sales) or
paragraph (f)(3)(i) of this section (in the
case of Possession Purchase Sales).  Once
a taxpayer has elected a method, the tax-
payer must separately apply that method
to the applicable category of Section 863
Possession Sales in the United States and
to those in a possession.  The source of
gross income from each type of activity
must then be determined under either
paragraph (f)(2)(ii) or (3)(ii) of this sec-
tion, as appropriate. The source of taxable
income from Section 863 Possession
Sales is determined under paragraph
(f)(4) of this section.  The taxpayer must
apply the rules for computing gross and
taxable income by aggregating all Section
863 Possession Sales to which a method
in this section applies after separately ap-
plying that method to Section 863 Posses-
sion Sales in the United States and to Sec-
tion 863 Possession Sales in a possession.
This section does not apply to determine
the source of a taxpayer’s gross income
derived from a sale of inventory pur-
chased from a corporation that has an

election in effect under section 936, if the
taxpayer’s income from sales of that in-
ventory is taken into account to determine
benefits under section 936 for the section
936 corporation.  For rules to be applied
to determine the source of such income,
see §1.936-6(a)(5) Q&A 7a and (b)(1)
Q&A 13. 

(2)  Allocation or apportionment for
Possession Production Sales—(i)  Meth-
ods for determining the source of gross
income for Possession Production
Sales—(A)  Possession 50/50 method.
Under the possession 50/50 method, gross
income from Possession Production Sales
is allocated between production activity
and business sales activity as described in
this paragraph (f)(2)(i)(A).  Under the
possession 50/50 method, one-half of the
taxpayer’s gross income will be consid-
ered income attributable to production ac-
tivity and the source of that income will
be determined under the rules of para-
graph (f)(2)(ii)(A) of this section.  The re-
maining one-half of such gross income
will be considered income attributable to
business sales activity and the source of
that income will be determined under the
rules of paragraph (f)(2)(ii)(B) of this sec-
tion.  

(B)  IFP method.  In lieu of the posses-
sion 50/50 method, a taxpayer may elect
the independent factory price (IFP)
method.  Under the IFP method, gross in-
come from Possession Production Sales is
allocated to production activity or sales
activity using the IFP method, as de-
scribed in paragraph (b)(2) of this section,
if an IFP is fairly established under the
rules of paragraph (b)(2) of this section.
See paragraphs (f)(2)(ii)(A) and (C) of
this section for rules for determining the
source of gross income attributable to
production activity and sales activity. 

(C)  Books and Records method.  A
taxpayer may elect to allocate gross in-
come using the books and records
method described in paragraph (b)(3) of
this section, if it has received in advance
the permission of the District Director
having audit responsibility over its re-
turn.  See paragraph (f)(2)(ii) of this sec-
tion for rules for determining the source
of gross income.

(ii)  Determination of source of gross
income from production, business sales,
and sales activity—(A)  Gross income at-
tributable to production activity.  The

source of gross income from production
activity is determined under the rules of
paragraph (c)(1) of this section, except
that the term possession is substituted for
foreign country wherever it appears.

(B)  Gross income attributable to busi-
ness sales activity—(1)  Source of gross
income.  Gross income from the tax-
payer’s business sales activity is sourced
in the possession in the same proportion
that the amount of the taxpayer’s business
sales activity for the taxable year within
the possession bears to the amount of the
taxpayer’s business sales activity for the
taxable year both within the possession
and outside the possession, with respect
to Possession Production Sales.  The re-
maining income is sourced in the United
States.

(2)  Business sales activity.  For pur-
poses of this paragraph (f)(2)(ii)(B), the
taxpayer’s business sales activity is equal
to the sum of—

(i) The amounts for the taxable period
paid for wages, salaries, and other com-
pensation of employees, and other ex-
penses attributable to Possession Produc-
tion Sales (other than amounts that are
nondeductible under section 263A, inter-
est, and research and development); and 

(ii) Possession Production Sales for the
taxable period.

(3)  Location of business sales activity.
For purposes of determining the location
of the taxpayer’s business activity within
a possession, the following rules apply:

(i)  Sales. Receipts from gross sales
will be attributed to  a possession under
the provisions of paragraph (c)(2) of this
section.

(ii)  Expenses.  Expenses will be attrib-
uted to a possession under the rules of
§§1.861–8 through 1.861–14T.

(C)  Gross income attributable to sales
activity. The source of the taxpayer’s in-
come that is attributable to sales activity,
as determined under the IFP method or
the books and records method, will be de-
termined under the provisions of para-
graph (c)(2) of this section.   

(3)  Allocation or apportionment for
Possession Purchase Sales—(i)  Methods
for determining the source of gross in-
come for Possession Purchase Sales—
(A)  Business activity method. Gross in-
come from Possession Purchase Sales is
allocated in its entirety to the taxpayer’s
business activity, and is then apportioned
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between U.S. and possession sources
under paragraph (f)(3)(ii) of this section.

(B) Books and records method. A
taxpayer may elect to allocate gross in-
come using the books and records method
described in paragraph (b)(3) of this sec-
tion, subject to the conditions set forth in
paragraph (b)(3) of this section.  See para-
graph (f)(2)(ii) of this section for rules for
determining the source of gross income.

(ii)  Determination of source of gross
income from business activity—(A)
Source of gross income.  Gross income
from the taxpayer’s business activity is
sourced in the possession in the same pro-
portion that the amount of the taxpayer’s
business activity for the taxable year
within the possession bears to the amount
of the taxpayer’s business activity for the
taxable year both within the possession
and outside the possession, with respect
to Possession Purchase Sales.  The re-
maining income is sourced in the United
States.

(B)  Business activity. For purposes of
this paragraph (f)(3)(ii), the taxpayer’s
business activity is equal to the sum of—

(1) The amounts for the taxable period
paid for wages, salaries, and other com-
pensation of employees, and other ex-
penses attributable to Possession Pur-
chase Sales (other than amounts that are
nondeductible under section 263A, inter-
est, and research and development);

(2) Cost of goods sold attributable to
Possession Purchase Sales during the tax-
able period; and 

(3) Possession Purchase Sales for the
taxable period.

(C)  Location of business activity. For
purposes of determining the location of
the taxpayer’s business activity within a
possession, the following rules apply:

(1)  Sales. Receipts from gross sales
will be attributed to  a possession under
the provisions of paragraph (c)(2) of this
section.

(2)  Cost of goods sold.  Payments for
cost of goods sold will be properly attrib-
utable to gross receipts from sources
within the possession only to the extent
that the property purchased was manufac-
tured, produced, grown, or extracted in
the possession (within the meaning of
section 954(d)(1)(A)).

(3)  Expenses.  Expenses will be attrib-
uted to a possession under the rules of
§§1.861–8 through 1.861–14T.

(iii)  Examples.  The following exam-
ples illustrate the rules of paragraph
(f)(3)(ii) relating to the determination of
source of gross income from business ac-
tivity:

Example 1.  (i) U.S. Co. purchases in a posses-
sion product X for $80 from A.  A manufactures X in
the possession.  Without further production, U.S.
Co. sells X in the United States for $100.  Assume
U.S. Co. has sales and administrative expenses in
the possession of $10.

(ii) To determine the source of U.S. Co.’s gross
income, the $100 gross income from sales of X is al-
located entirely to U.S. Co.’s business activity.
Forty-seven dollars of U.S. Co.’s gross income is
sourced in the possession. [Possession expenses
($10) plus possession purchases ($80) plus posses-
sions sales ($0), divided by total expenses ($10) plus
total purchases ($80) plus total sales ($100).]  The
remaining $53 is sourced in the United States.

Example 2.  (i) Assume the same facts as in Ex-
ample 1, except that A manufactures X outside the
possession.   

(ii) To determine the source of U.S. Co.’s gross
income, the $100 gross income is allocated entirely
to U.S. Co.’s business activity.  Five dollars of U.S.
Co.’s gross income is sourced in the possession.
[Possession expenses ($10) plus possession pur-
chases ($0) plus possession sales ($0), divided by
total expenses ($10) plus total purchases ($80) plus
total sales ($100).]  The $80 purchase is not included
in the numerator used to determine U.S. Co.’s busi-
ness activity in the possession, since product X was
not manufactured in the possession.  The remaining
$95 is sourced in the United States.

(4) Determination of source of taxable
income.  Once the source of gross income
has been determined under paragraph
(f)(2) or (3) of this section, the taxpayer
must properly allocate and apportion sep-
arately under §§1.861–8 through
1.861–14T the amounts of its expenses,
losses, and other deductions to its respec-
tive amounts of gross income from Sec-
tion 863 Possession Sales determined
separately under each method described
in paragraph (f)(2) or (3) of this section.
In addition, if the taxpayer deducts ex-
penses for research and development
under section 174 that may be attributed
to its Section 863 Possession Sales under
§1.861–8(e)(3), the taxpayer must sepa-
rately allocate or apportion expenses,
losses, and other deductions to its respec-
tive amounts of gross income from each
relevant product category that the tax-
payer uses in applying the rules of
§1.861–8(e)(3)(i)(A).  In the case of
gross income from Section 863 Posses-
sion Sales determined under the IFP
method or books and records method, a
taxpayer must apply the rules of
§§1.861–8 through 1.861–14T to prop-

erly allocate or apportion amounts of ex-
penses, losses and other deductions, allo-
cated and apportioned to such gross in-
come, between gross income from
sources within and without the United
States.  In the case of gross income from
Possession Production Sales determined
under the possessions 50/50 method or
gross income from Possession Purchase
Sales computed under the business activ-
ity method, the amounts of expenses,
losses, and other deductions allocated
and apportioned to such gross income
must be apportioned between sources
within and without the United States pro
rata based on the relative amounts of
gross income from sources within and
without the United States determined
under those methods.

(5)  Special rules for partnerships. In
applying the rules of this paragraph (f) to
transactions involving partners and part-
nerships, the rules of paragraph (g) of this
section apply.  

(6)  Election and reporting rules—(i)
Elections under paragraph (f)(2) or (3) of
this section. If a taxpayer does not elect
one of the methods specified in paragraph
(f)(2) or (3) of this section, the taxpayer
must apply the possession 50/50 method
in the case of Possession Production Sales
or the business activity method in the case
of Possession Purchase Sales.  The tax-
payer may elect to apply a method speci-
fied in either paragraph (f)(2) or (3) of
this section by using the method on a
timely filed original return (including ex-
tensions).  Once a method has been used,
that method must be used in later taxable
years unless the Commissioner consents
to a change.  Permission to change meth-
ods from one year to another year will be
granted unless the change would result in
a substantial distortion of the source of
the taxpayer’s income.

(ii)  Disclosure on tax return.  A tax-
payer who uses one of the methods de-
scribed in paragraph (f)(2) or (3) of this
section must fully explain in a statement
attached to the tax return the methodology
used, the circumstances justifying use of
that methodology, the extent that sales are
aggregated, and the amount of income so
allocated.

*  *  *  *  *

(h)  Effective dates.  * * *  However,
the rules of paragraph (f) of this section
apply to taxable years beginning on or
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after the date that is 30 days after the date
of publication of final regulations.

Par. 3.  In §1.936-6, paragraph (a)(5)
Q&A 7a is added to read as follows:

§1.936-6  Intangible property income
when an election out is made: Cost 
sharing and profit split options; covered
intangibles.

*  *  *  *  *

(a)  * * * 
(5)  * * *
Q.7a:  What is the source of the tax-

payer’s gross income derived from a sale
in the United States of a possession prod-
uct purchased by the taxpayer (or an affil-
iate) from a corporation that has an elec-
tion in effect under section 936, if the
income from such sale is taken into ac-
count to determine benefits under cost
sharing for the section 936 corporation?
Is the result different if the taxpayer (or an
affiliate) derives gross income from a sale
in the United States of an integrated prod-
uct incorporating a possession product
purchased by the taxpayer (or an affiliate)
from the section 936 corporation, if the
taxpayer (or an affiliate) processes the
possession product or an excluded com-
ponent in the United States?

A.7a:  Under either scenario, the in-
come is U.S. source, without regard to
whether the possession product is a com-
ponent, end-product, or integrated prod-
uct.  Section 863 does not apply in deter-
mining the source of the taxpayer’s
income.  This Q&A 7a is applicable for
taxable years beginning on or after the
date that is 30 days after the date of publi-
cation of final regulations.

*  *  *  *  *

Michael P. Dolan, 
Acting Commissioner of

Internal Revenue.

(Filed by the Office of the Federal Register on Octo-
ber 9, 1997, 8:45 a.m., and published in the issue of
the Federal Register for October 10, 1997, 62 F.R.
52953)

Foundations Status of Certain
Organizations
Announcement 97–116

The following organizations have
failed to establish or have been unable to
maintain their status as public charities or
as operating foundations. Accordingly,
grantors and contributors may not, after
this date, rely on previous rulings or des-
ignations in the Cumulative List of Orga-
nizations (Publication 78), or on the pre-
sumption arising from the filing of notices
under section 508(b) of the Code. This
listing does not indicate that the organiza-
tions have lost their status as organiza-
tions described in section 501(c)(3), eligi-
ble to receive deductible contributions.

Former Public Charities. The following
organizations (which have been treated as
organizations that are not private founda-
tions described in section 509(a) of the
Code) are now classified as private foun-
dations:
Babys Exchange, Parker, AZ
Bachman Northwest Highway

Community Association, Dallas, TX
Baillie Players Inc., Columbia, SC
Bainbridge-Decatur County Council for

the Arts, Inc.,  Bainbridge, GA
Balkan Relief Fund, Inc.,

Fern Park, FL
Bamberg Kiddie Kampus Inc.,

Bamberg, SC
Bandits Football Association,

Ofallon, MO
Bankhead Learning Academy Inc.,

Atlanta, GA
Baptist Hill House Inc., Detroit, MI
Baptist Ministrers Conference of

Cincinnati and Vicinity, Cincinnati, OH
Baptist Village Residents Association,

Phoenix, AZ
Barnabas Ministries, Springfield, OH
Bartow County Coalition for Substance

Abuse Prevention, Cartersville, GA
BASE Camp Childrens Cancer

Foundation, Inc., Windermere, FL
Basic Interdenominational Lackland

Shelter, Incorporated, San Antonio, TX
Bastrop County Crime Stoppers, Inc.,

Bastrop, TX
Baton Rouge Black Alcoholism Council,

Baton Rouge, LA

Battered Women as Survivors Inc.,
Columbus, OH

Bay Area Neighborhood Development
Corporation, Sandusky, OH

Bay Area Raiders Football Inc.,
Tampa, FL

Bay Area Youth Wheelchair Athletic
Association, St. Petersburg, FL

Bay Hope House, Bokeelia, FL
Bayou-River Social Services, Luling, LA
Bayshore Volunteer Fire Department,

Inc., North Ft. Myers, FL
Baytown Youth Development Center,

Inc., Baytown, TX
Beall Society for Sight Preservation, Inc.,

Cleveland, OH
Bear Buddies Educational Resources,

Inc., Hudson, WI
Bedford City Schools Foundation,

Bedford, OH
Beech Economic Development 

Association, Philadelphia, PA
Beechwood Resource Center Inc.,

River Rouge, MI
Behavioral Communication Research,

Lexington, KY
Bel Canto Lyric Opera Company,

Philadelphia, PA
Belle Babb Nansfield Foundation,

Des Moines, IA
Belleville Public Library Foundation,

Belleville, KS
Ben Davis Youth Sports Association,

Inc., Indianapolis, IN
Bengali Association of Greater Dallas-Ft.

Worth, Plano, TX
Benjamin House Inc., Cleveland, OH
Benzie Housing Council, Benzonia, MI
Berlitz Gallery Theatre, Chandler, AZ
Berryville Baseball Association, Inc.,

Berryville, AR
Best Southwest Business Center,

Duncanville, TX
Bethel Foundation, Des Moines, IA
Bethlehem Ministries Inc., Paterson, NJ
Better Business Bureau of the Golden

Spread Educational Foundation,
Amarillo, TX

Better Community Relations Inc.,
Toledo, OH

Better Homes for North Carolina Inc.,
Raleigh, NC

Better Life Inc., Birmingham, MI
Better Way of Life, Chicago, IL
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