added by the Deficit Reductim Act of of the FSCs timely filed U.S. income tax
1984, applicable for taxable years of forreturn (including extensions thereof) for
eign sales corporations beginning aftethe taxable yea. No untimely or
December 31, 1984 Temporary regula- amended returns will be allowed to elect
tions were published in ttf&ederal Reg- to group, to change a grouping basis, or to
ister (52 F.R. 6468) asa Treasury Deci- change from a grouping basis to a transac-
sion (T.D. 8126 [1987-1 C.B. 184]) ontion-by-transaction basis for such yen
March 3, 1987 Treasury and IRS believe Conforming changes and cross-refe
that immediate guidance in the form ofnces are reflected in §1.925(a)-1T(e)(4)
these temporary regulations is necessaand 81.925(b)-1T(b)(3).

] o for the reasons stated bela. The regulations apply to taxable years
Section 925.—Transfer Pricing _ N beginning after December 31, 1997.
Rules Explanation of Rovisions There is also a transition rule providing

These regulations set a deadline for afat the regulations also apply to taxable
transfer pricing rules for FSCs. election to group transactions for pu-Y&ars beginning before January 1, 1998.

poses of the foreign sales corporatioﬁor these taxable years, the transition rule
T.D. 8764 (FSC) administrative pricing methods an@!|OWS taxpayers to redetermine their

clarify that the foreign source limit for a9rouping of transactions with respect to
DEPARTMENT OF THE TREASURY FSCf’ys related sup%lier extends to alfuch years provided such redetermination

Internal Revenue Service is made no later than the due date of the

26 CFR 1.925(a)-Tt Temporaryregulations;

transactions giving rise to foreign tradin

26 CFR Part 1 gross receipts. SC's timely filed U.S. income tax return
) (including extensions thereof) for its first

Source and Grouping Rules for | Grouping Election Deadline. taxable year beginning after December

Foreign Sales Corporation _ 31, 1997.

Transfer Pricing A. Curent temporaryegulations.

Current 81.925(a)-1T(c)(8) andll. Scope of Related Supplier fléayn

AGENCY: Internal Revenue Service§1.925(b)-1T(b)(3) permit taxpayers an-  Souce Limit
(IRS), Treasury. nually to group transactions in applying .

, the administrative pricing (including the” Cument temporaryegulations and
ACTION : Temporary regulations. marginal costing) rules to determine FSC _TRA 97. _
SUMMARY: This document containsPenefits. Current §1.925(a)-1T(c)(8)(i), section £|)2_7(e)(1h) _prowde? that
temporary regulations that provide guid/€duires an election to group to be v [u]nc(jler rggudaFlons, tt © |2§(2)r;1e © atper-
ance to taxpayers who have made an eldiénced on the FSC income tax return fo'?o,? esErivec s;ecflon. i r(cj)_m a trans-
tion to be treated as a foreign sales corpd1€ taxable yea. Current §1.925(a)-2° |qntg|V|]cng g;?: ohprﬁ{gnt rat |r(1jg grfoss
ration (FSC). The regulations providel T(€)(4) authorizes taxpayers to file/eCelP's © ?'d thwdc -tlz ;ate ar.? Irlomt
rules that clarify the special sourcing rule@mended returns subsequently (within thEOUTCes OUISICS Te VATIed > &es Shat no

under section 927(e)(1) and provide tatute of limitations period) to redeter€Xceed the amount which would be
deadline for the election to group transa

(nine FSC benefits based on a tferent treated as foreign source income earned
tions. The text of the temporary reguH_grouping of transactions than that orig

. by such person if the pricing rule under

tions also serves as the text of the proposBg!lY elected. Pursuant to this provision3ection 994 which corresponds (o the rule
) . ) . i ndsed under section 925 with respect to

regulations on this subject in REG-t@xPayers may change their g_roupm@' ht i led t ht

102144-98, page 25 of this Bulletin,  Pasis, or change from a grouping to &!1°T HAnNSacton appied o Sen ransac:

’ transaction-by-transaction basis The IRSON.” Transactions giving rise to foreign

DATES: Effective date These regula- and the Treasury have become incread@ding gross receipts include qualifying
tions are dfective March 3, 1998. ingly aware of taxpayers who, through th€2/€s, leases, licenses and services. Cur-

Applicability: For dates of applicabil- use of sophisticated computer program&€nt 81.927(e)—T restates the section
ity, see §§1.925(a)—1T(c)(8)(i) andsubstantially revise their transactior?2/(€)(1) rule as ?ppllca}ble on ‘“the sale

1.927(e)-1T(c). groupings just prior to the expiration ofof €xport property.” While the statute is

the statute of limitations and many yeargot limited to export sale transactions in
FOR FURTHER INFORM ATION CON- 4¢ter the original returns were fileg.that it applies to any transaction giving

TACT: Elizabeth Beck (202) 622-3880rhese revised groupings typically emplo;?ise to foreign trading gross receipts of a
(not a toll-free number). complex estimating techniques. The re=SC, the current regulation might be in-
cent rise in this practice is placing a sigt€TPreted to apply the special foreign

SUPPLEMENTARY INFORM ATION: . - i imi
nificant burden on the auditing proces§0urcing limit only to sales of export

Backgound and is creating a potential for abuse. ~ Property. _
Section 1171 of the Taxpayer Relief
This document contains amendments tB. Revised temporargegulations. Act of 1997 (TRA 97) amended section

the Income Tax Regulations (26 CFR part Under §1.925(a)-1T(c)(8)(i), the elec927(a)(2)(B) (without any inference n-
1) under sections 925 and 927 which werion to group must be made on Scheduleteénded regarding prior law) to provide
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that computer software licensed for reprobrafting Information 1997. For any taxable year beginning be-
duction abroad is included within the def- o fore January 1, 1998, for which a redeter-
inition of export property for purposes of 1he Principal author of these regula,ination is otherwise permissible under
the FSC provisions. The amendment aplons is Elizabeth Beck of the Office of 5 a4ranh (e)(4) of this section as in ef-
plies to gross receipts from computer soft€ Associate Chief Counsel (Intermage 4 o taxable years beginning before
ware licenses attributable to periods aftdfonal)- Other personnel from the IRS anq 41y 1, 1998, a redetermination of
December 31, 1997, in tax years endiné]reasury Department also participated "Brouping of transactions cannot be made

after such date. e development of these regulations. |10 than the due date of the FSC's timely

Iq light of TRA 97, it is important _to x % % % % filed U.S. income tax return (including
clarify the scope of the related supplier’s _ extensions thereof) for the FSC’s first tax-
foreign source limit under the regulationsAdoption of Amendments to the able year beginning after December 31,
This clarification needs to be imple-Regulations 1997. The language “or grouping of
mented immediately in order to provide Accordingly, 26 CFR part 1 is amendedransactions” is removed from the fourth
clear guidance to taxpayers, including ¢ . sentence of paragraph (e)(4) of this sec-
thOS.e UtlllZIng the TRA 97 amendment to tion, app|icab|e to taxable years begin-
section 927(a)(2)(B). PART 1—INCOME TAXES ning after December 31, 1997.

B. Revised temporary regulations. Paragraph 1. The authority citation for *ox o ox ok k

Under 81.927(e)-1T(a)(1), the relateghart 1 is amended by revising the entries

supplier’s foreign source limit applies tofor sections 1.925(a)-1T and 1.925(b)-1T
any transaction, including but not limitedig read as follows:

to any sale, lease, license or service, giv- Authority: 26 U.S.C. 7805 * * * trgn;a_ctmn; for pqrposeshofdapplymg the

ing rise to foreign trading gross receipts Section 1.925(a)-1T is also issued. mlr?lstratlv_e pfrlc;:hg methods, see para-

of a FSC. No inference is intended regnder 26 U.S.C. 925(b)(1) and (2) and 2" (©)(8)()) of this section.

garding the scope of application of th&27(d)(2)(B). * ok x * %

prior regulation. Section 1.925(b)-1T is also issued
Conforming changes are reflected innder 26 U.S.C.(Q%S(b)(l) and (2) an(2bPar.. 3 In §1.925(b)—1T, paragraph

§1.927(e)-1T(a)(2) and (3). Special ruleg27(d)(2)(B) * * * )(3)(7) is amended by adding at the end

are added in §1.927(e)-1T(a)(3)(ii) to par. 2. Section 1.925(a)-1T iSof the paragraph the following sentence:

clarify how the corresponding DISCgmended by: §1.925(b)-1T Temporary regulations;

transfer pricing rules are to be applied for 1. Removing the last sentence of Paranarginal costing rules.

purposes of the foreign source limitgraph (c)(8)(i) and adding five sentences

Three examples set forth in §1.927(e)in its place. e

1T(b) illustrate how the limit is applied 2. Paragraph (e)(4) is amended by:

under different transfer pricing methods a. Remo\/ing the |anguage “or group-

and for different types of transactions.  ing of transactions” from the fourth sen-

(e) * k%
(4) *** For the election to group

(b) * % %
(3) *** (i) *** For the election to

The regulations apply to taxable yeargence. group transa.ct?ons for purposes of apply-
beginning after December 31, 1997. b. Adding a sentence to the end of thé 9 the administrative pricing methods,
varagraph. See §1.925(a)-1T(c)(8)().

Special Analyses The additions read as follows: ok x % x

s been determined hat this Trea, op5(a)-1T Temporary Regulations;  Par. 4. Section 1.927(e)-1T is revised
y e ) S19 g A o nsfer pricing rules for FSCs. to read as follows:
tory action as defined in Executive Order

12866. Therefore, a regulatory assess- ok ok k% 81.927(e)-1T Temporary regulations;
ment is not required. It has also been de- special sourcing rule.

termined that section 553(b) of the Ad- (c) ***

ministrative Procedure Act (5 U.S.C. (8) *** (i) *** The election to (&) Source rules for related persens
chapter 5) does not apply to these regularoup transactions shall be evidenced di) In general. The income of a person
tions, and because the regulation does nBthedule P of the FSC’s timely filed U.Sdescribed in section 482 from a transac-
impose a collection of information onincome tax return (including extensiongion giving rise to foreign trading gross
small entities, the Regulatory Flexibility thereof) for the taxable year. No untimelyeceipts of a FSC which is treated as from
Act (5 U.S.C. chapter 6) does not applyor amended returns will be allowed tgsources outside the United States shall not
Pursuant to section 7805(f) of the Internatlect to group, to change a grouping basiexceed the amount which would be
Revenue Code, these temporary regular to change from a grouping basis to teated as foreign source income earned
tions will be submitted to the Chief Coun+transaction-by-transaction basis. Théy such person if the pricing rule under
sel for Advocacy of the Small Businessules of the previous two sentences of thisection 994 which corresponds to the rule
Administration for comment on their im- paragraph (c)(8)(i) are applicable to taxused under section 925 with respect to
pact on small business. able years beginning after December 3kuch transaction applied to such transac-
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tion. This section applies to any transac- (b) Examples The provisions of this pricing rule of section 925(a)(1). In addition, for the
tion, including but not limited to any sale,section may be illustrated by the follow-{@xable year foreign trading gross receipts derived
lease, license or service, giving rise to foring examples: from the sale of the export property are $2,000.

ian tradi ints of a FSCThi (i) Under section 925(a)(1), 1.83 percent of the
€ign trading gross receipts ot a IS Example 1 (i) R and F are calendar year taxpay-$2'000 foreign trading gross receipts, that is $36.60,

special sourcing rule also applies if the R, a domestic manufacturing compay) owns allis allocated to F and the $63.40 remaining combined
FSC is acting as a commission agent fQke stock ofF, which is a FSC acting as a commistaxable income ($100 - $36.60) is allocated to R.
the related supplier with respect to theion agent for R. For the taxable yea R and F usedi\bsent the special sourcing rule, under section
transaction described above which give§e combined taxable income pricing rule of sectio863(0) Eih;jf?goumscome a”0catféds:glR7\g(;U|d be
; ; ; ; 25(a)(2). For the taxable the combined tax-source . .. source an . oreign
rise to foreign .tr‘fid'”g gross rece_lpts ar]able(ir)1((:())me of R and F is ${gg from the sale of exsource. Under the special sourcing rule, the amount
the transfer pricing rules of section gziort property, as defined in section 927(a), manufaef foreign source income earned by a related g
are used to determine the commissiofared by R using production assets located in thelier of a FSC shall not exceed the amount that
payable to the FSC. No limitation resultdJnited States Title to the export property passedvould result if the corresponding DISC pricing rule
under this section with respect to a tranuitside of the United States. applied. The DISC gross receipts pricing rule of

. . : P i) Under section 925(a)(2), 23 percent of thesection 994(a)(1) corresponds to the gross receipts
action to Whlch the section 482. pncmg$1(()0) combined taxable in(cczr(m)e of Rpanﬁ, that is pricing rule(o)f(s)ection 525(21)(1). Ur?der sectiog
rule under section 925(a)(3) applies. g3 s allocated to F and the remaining $77 is all@94(a)(1), $80 ($2,000 x .04) would be allocated to

(2) Grouping of transactions If, for cated to R Absent the special sourcing rule, undethe DISC and the $20 remaining combined taxable
purposes of determining the FSG profitssection 863(b) the $77 income allocated to R woulthcome would be allocated to the related supplie
under the administrative pricing rules ope sourced $38.50 U.S. source and $38.50 foreigmder section 863(b), the $20 income allocated to
sections 925(a)(1) and (2), grouping ofource. Under the special sourcing rule, the amoufife DISC's related supplier would be sourced $10
transactions under §1 925(a)—1T(C)(8§|f' forelgn source income earned by a related puU.S. source and $10 foreign sourceAccordingly,

. : ier of a FSC shall not exceed the amount thainder the special sourcing rule, the foreign source

was elected, the same grouping shall uld result if the corresponding DISC pricing ruleincome of R shall not exceed $10.
used for making the determinations und?]pp:flg-o::;?éﬁ%gm;?g;i% rtflexsat;lﬁ (;gctgr:]hi 'Zﬂin (c) Effective Date The rules of this
this SpeCIaI sourcmg_rule. .. bi?wed taxable income pricing Fr)ule of sectionSectlon are appllcable to taxable years be-

(3) Qorrespondlng DISC pricing 925(a)(2). Under section 994(a)(2), $50 of the con@inning after December 31, 1997.
rules—(i) In general For purposes of pined taxable income ($100 x .50) would be al

this section— cated to the DISC and the remaining $50 would be Michael P. Dolan,
(A) The DISC gross receipts pricingallocated to the related supplie. Under section Deputy Commissioner of
rule of section 994(a)(1) corresponds t§83(b). the $50 income allocated to the DISE re- Internal Revenue.

Ifted supplier would be sourced $25 U.S. source and
25 foreign source Accordingly, under the special
925(3)(1); ) ) sourcing rule, the foreign source income of R shaﬂApproved February 20, 1998.

(B) The DISC combined taxable in-not exceed $25. .

. : : ) Donald C. Lubick,
come pricing rule of section 994(a)(2) Example 2 (i) Assume the same facts astix Acting Assistan Sedet ¢
corresponds {0 the combined taxablens 2TPIY excen il he combined mabie ncome G e eTenery.
come pricing rule of section 925(a)(z);computer software for use outside of the United .
and ) o States and that R developed the computer softwa(€iled by the Office of the Federal Register on

(C) The DISC section 482 pricing rulein the United States. March 2, 1998, 8:45 a.m., and published in the issue
of section 994(3)(3) COI’reSpondS to the (i) Under section 925(a)(2), 23 percent of theof the Federal Register for March 3, 1998, 68.R.

. o . i i is 10305
section 482 pricing rule of Sectlon515100.comb|ned taxable income of 'R' ané, thgt is )
925 3 $23, is allocated to F and the remaining $77 is allo-

(a)( )- . . cated to R Absent the special sourcing rule, under
(i) Special rules For purposes of this section 862(a)(4) the $77 income allocated to R
section— would be sourced $77 foreign source in its entirgt

(A) The DISC pricing rules of section Under the special sourcing rule, the amount of for-
994(a)(1) and (2) shall be determine@ign source income earned by a related supplier of a

. . SC shall not exceed the amount that would result if
without regard to export promotion X the corresponding DISC pricing rule applied The

penses; DISC combined taxable income pricing rule of sec-
(B) Qualified export receipts undertion 994(a)(2) corresponds to the combined taxable

section 994(a)(1) and (2) shall be deemdgrome pricing rule of section 925(a)(2). Under sec-

. ion 994(a)(2), $50 of the combined taxable income
to be an amount equal to the foreign tra%loo x .50) would be allocated to the DISC and the

INg gross receipts arising from the transr'emaining $50 would be allocated to the related sup-
action; and plier. Under section 862(a)(4), the $50 income allo
(C) Combined taxable income for pur-cated to the DISCs related supplier would be
poses of section 994(a)(2) shall be deeméHL:“’Ed §50 tfr‘]’mign S_Oll"ce in its e”:ir@’tthACfcord_‘
. _ingly, under the special sourcing rule, the foreign
to be an_ amount equal to the Comb"_]esaogu?/ce income oflgshall not excged $50. ’
taxable income for purposes of section Example 3 (i) Assume the same facts asix-

925(a)(2) arising from the transaction.  amplel except that R and F used the gross receipts

the gross receipts pricing rule of sectio
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