reflect changes made by the Small Bus

ness Job ProtecticAct of 1996 The text

of these temporary regulations also serve
Mid- as the text of the proposed regulations s
onth forth in the notice of proposed rulemaking
on this subject in REG25446-97, page
23.

DATES. These regulations ardfective
@ September 18, 1998.
\rm Applicability: These regulat_|ons apply
1998, to taxable years of a possessions corpor
tion beginning afteAugust 19, 1998.

FOR FLRTHER INFORMATION CON-
TACT: Patrica A. Bray or Elizabeth
Beck, (202) 622-3880, or Jacob Feldmar
(202) 622-3830 (not toll-free numbers).

SUPPLEMENARY INFORMATION:

orth Backgound

Section 1601(a) of the Small Busines:
Job Protectin Act of 1996, Public Law

104-188110 Stat. 1755 (1996), amendec

the Internal Revenue Code by adding se

tion 936(j). Section 936(j) generally re-

nid- peals the Puerto Rico and possession ft:

onth credit for taxable years beginning aftel
December 31, 1995. Howayéhe sec-

tion provides grandfather rules unde

which a corporation that is an existing

credit claimant would be eligible to claim
credits for a transition periodrhe Puerto

Rico and possession tax credit will phas

~T.D. 8778 out for these existing credit claimants
IO':' ending with the last taxable year begi

'BEPARTMENT OF THE TREASURY ning before January 1, 2006.

Internal Revenue Service For taxable years beginning after De

26 CFR Part 1 cember 31, 1995 and before January

2006, the Puerto Rico and possession tz

Termination of Puerto Rico and Creoll_ift_ applies °”'_yt_t° a C%r_tpolr‘?“on :Qa‘

; it qualifies as an existing credit claimant (a:
Eﬁzsfzi'gzgﬁzsirﬁfgﬁiE'ifgj defined in section 936(j)(9)(A))The de-

nid- termination of whether a corporation is ar
P"RGENCY: Internal Revenue Service€Xisting credit claimant is made sep
(IRS), Treasuy. rately for each possessioA possessions

' corporation that adds a substantial ney

ACTION: Temporary regulations. line of business (other than in a qualifyinc

acquisition of all the assets of a trade ¢

SUMMARY: This document contains business of an existing credit claimant
temporary regulations that provide dui after October 13, 1995, ceases to be ¢
mance regarding the addition of a substamxisting credit claimant as of the begi

nggal new line of business by a possessiongng of the taxable year during which

corporation that is an existing creditsuch new line of business is added

claimant These temporary regulationsTherefore, a possessions corporation th
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ceases to be an existing credit claimant estandard Industrial Classification CodeThird, an activity will be closely related
ther because it has added a substanti@IC code). to a pre- existing business if the pre-exist
new line of business, or because a new Factor (H) is whether the United Stategng business is making a component prod
line of business becomes substantial, duBureau of the Census assigns the activityct or end-product form, as defined in
ing a taxable year may not claim thehe same six-digit NAICS code (or four-81.936-5(a)(1), Q & Al, and the new ac-
Puerto Rico and possessions tax credit faligit SIC code) as the pre-existing busitivity is making an integrated product (or
that taxable year or any subsequent taxess. In the case of a pre-existing businesad-product form with fewer excluded
able year. or activity that is listed under a NAICScomponents), that is not within the same
code of 99999, Unclassified establishsix-digit NAICS code (or four-digit SIC
ments, or under a miscellaneous categoopde) as the pre-existing business solel
This document provides temporary reg(rr_1ost NAICS codes er_1ding in a 9" are_because the component product and th
ulations that interpret section 936(j)-Miscellaneous categories), the similarityntegrated product (or the two end-prod-
(9)(B). In particular, temporary regula-in NAICS codes is ignored as a factor inuct forms) have different end-uses.
tion §1.936-11T adopts principles similad€termining whether the activity is closely Paragraph (b)(3) provides that a busi;
to those in §1.7704-2(c) and (d) (transit¢lated to the pre-existing business. Theess activity of a possessions corporatiol
tion rules for existing publicly traded dissimilarity of the NAICS codes is con-is considered to be a pre-existing busines
partnerships) for determining whether &idered in determining whether the activif the possessions corporation was ac
corporation has added a substantial nelfy is closely related to the pre-existingtively engaged in the activity within the
line of business. business. For purposes of this sectiopossession on or before October 13, 199!
Paragraph (a) of §1.936-11T states tHdAICS codes must be set forth in theand the possessions corporation electe
general rule that, if a possessions corpor®lorth American Industry Classificationthe benefits of the Puerto Rico and pos
tion that is an existing credit claimant, asystem Manual, United States, that is isession tax credit pursuant to an electiol
defined in section 936(j)(9)(A), adds aeffect for the taxable year during which avhich was in effect for the taxable year
substantial new line of business during eW line of business is added. that included October 13, 1995.
taxable year, it will cease to be an existing Similarly, in the case of a pre-existing Paragraph (b)(3)(ii) explains how the
credit claimant as of the close of the taxpusiness or activity that is listed under acquisition of all of the assets or the stoc}
able year ending before the date of suchlC code of 9999, Nonclassifiable Estabef an existing credit claimant can affect
addition. The paragraph also generallfshments, or under a miscellaneous catéhe determination of whether an activity is
describes the subjects discussed in tig®ry (most SIC codes ending in a “9" area pre-existing business. It is intended tha
other paragraphs in §1.936—11T. miscellaneous categories), the similarityn activity that is a pre-existing business
Paragraph (b) addresses the meaning i6f SIC codes is ignored as a factor in desf an existing credit claimant and that
the termnew line of businessThe tempo- termining whether the activity is closelycontinues to be carried on in the posses
rary regulation generally follows the apxelated to the pre-existing business. Ths&ion by any affiliated or non-affiliated ex-
proach of §1.7704—2(d)(1), providing thedissimilarity of the SIC codes is considdisting credit claimant should continue to
general rule derived from §1.7704-¢ered as a factor in determining whethelbe characterized as a pre-existing activity
2(d)(2) that explains when a business a¢he activity is closely related to the presince all the assets and activity remain ir
tivity is a pre-existing businessnd from existing business. The SIC codes are stte possession and no new activity is in
§1.7704-2(d)(3) that defines when thaforth in the Executive Office of the Presi-troduced there. A non-affiliated acquiring
activity isclosely relatedo a pre-existing dent, Office of Management and Budgetzorporation will not be bound by any sec-
business. Paragraph (b)(1) provides thatStandard Industrial Classification Man-ion 936(h) election made by the prede-
new line of business is any activity of theJal, that is in effect for the taxable yeacessor existing credit claimant with re-
possessions corporation that is not closefuring which a new line of business isspect to that business activity.
related to a pre-existing business of thadded. Where all of the assets related to a pre
possessions corporation. Paragraph (b)(2)(ii) provides safe harexisting activity of an existing credit
Paragraph (b)(2) explains that, excegiors for determining whether an activityclaimant are acquired by a corporatior
as provided in paragraph (b)(2)(ii), all thés closely related to a pre-existing busithat is not an existing credit claimant, but
facts and circumstances (including factorsess in three cases. First, an activity withat continues the activity in the posses
A through H in paragraph (b)(2)(i)) mustbe closely related to a pre-existing busision, the regulation provides that if the ac-
be considered to determine whether a nemess if the activity is within the same six-quiring corporation makes an election
activity is closely related to a pre-existingdigit NAICS code or four-digit SIC code under section 936(e) for the taxable yea
business of the possessions corporatioas the pre-existing business. Second, @ the acquisition, the acquired activity
Paragraph (b)(2)(i) applies the same eiglatctivity will be closely related to a pre-ex-will be treated as a pre-existing activity of
factors considered in 81.7704-2(d)(3)isting business if the activity is within thethe acquiring corporation, and the acquir-
except that the temporary regulation prasame five-digit NAICS code or three-digiting corporation will be treated as an exist-
vides that in applying factor H, the posSIC code as the pre-existing business aiilg credit claimant. The acquiring corpo-
sessions corporation may use either thbe facts related to the new activity satisfyation will be deemed to satisfy the rules
new North American Industry Classifica-at least three of the factors in paragraphs section 936(a)(2) for the year of acqui-
tion System Code (NAICS code) or thgb)(2)(i)(A) through (G) of this section. sition.

Explanation of Provisions
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In the case of an acquisition of all the Paragraph (c)(3) provides rules for apnesses for taxable years beginning before
assets of a non-affiliated existing crediplying the annual assets test. For pudanuary 1, 1996.
claimant, the acquiring corporation willposes of the assets test, paragraph (c)(3) .
not be bound by its predecessor’s ele@rovides that the denominator is the ad>Pecial Analyses
tions under sections 936(a)(4) and (h) rgusted tax bases of the total assets of the; has been determined that this tempo-
garding that business activity. possessions corporation for the currer}gry regulation is not a significant regula-
A mere change in the ownership of daxable year, while the numerator is th‘?ory action as defined in Executive Order
possessions corporation will not affect it@djusted tax bases of the total assets uii2866. Therefore, a regulatory assess-
status as an existing credit claimant folized in the new line of business for the .t is not required. It also has been de-
purposes of determining whether an activeurrent taxable year. Total assets mCIUdt%rmined that section 553(b) of the Ad-
ity is closely related to a pre-existingintangibles, cash and receivables. Ipninistrative Procedure Act (5 U.S.C.
business. order to provide for administrative Conve'chapter 5) does not apply to these regula-
Paragraph (b)(4) provides that the testience for both the taxpayer and the IR§Ons and because the regulation does not
for a new line of business is only appliedind for greater certainty in the result, th?mpo,se a collection of information on
at the time the new activity is added (atest uses the adjusted tax bases of the as?ﬁall entities, the Regulatory Flexibility
opposed to the test of whether a new linglicable assets since these amounts are Gt (5 U.S.C ' chapter 6) does not apply.
of business is substantial, which is apready reflected in the books and recorc% T ]

lied I q h f thisf th . i oreover, the rules contained in this
plied annually under paragraph (c) of thisf the possessions corporation. Treasury decision provide taxpayers with

section). Paragraph (c)(3)(ii) permits an excep; . ediate guidance necessary to comply

Paragraph (c)(1) provides the generdion to the assets test. A new line of bus\?vith section 936())(9)(B), which was ef-
rule for determining when a new line ofness of a possessions corporation will n Lctive for taxable years, beginning after
business becomes substantial. The paiae treated as substantial as a result of t%fecember 31 1995. In the absence of
graph explains that, for purposes of se@ssets test if an event that is not reaso{gmporary regijlation.s the only guidance
tion 936 and section 30A, a new line ofbly anticipated causes the adjusted tar>é arding what is aew,line of business
business of a possessions corporation limses of the assets used in the new line Ofrgeference in the leqislative historv to the
treated as substantial in the first taxablbusiness to exceed 15 percent of the agfinci les of &1 7702_2@ of the Ele Ula-
year in which it satisfies either of the fol-justed tax basis of the possessions corpp- pTh | ' id di 9 hat
lowing two tests: (1) the possessions coration’s total assets. An event that is nato>: € only guidance regarding wha

; . o : IS substantialis a reference to §1.7704—
poration derives more than 15 percent akasonably anticipated would include th (©) in the Joint Committee Explanation
its gross income for the taxable year frondestruction of plant and equipment of th Blue Book) of Public Law 104-188. Al-
that line of business (the gross incompre-existing business due to a hurricane %[uough a possessions corporation. might
test); or (2) the possessions corporatioother natural disaster or other similar cir—be able to construct a tax return position
directly uses in that line of business moreumstances beyond the control of the po%_ased on this information. the effect of
than 15 percent of its total assets (the asessions corporation. The expiration of & .. L . o
sets test). This position generally reflectpatent is not such an event and thus Wiﬂpsmterpretat!or_] IS se\égrel—_msquahﬂ_cs-
the rules of §1.7704-2(c)(1). not trigger this exception. '3? batlasn:fri]tse?cljtg}?hgrrethg guak;rsr}[:mi,a\IN:e\-N

For purposes of the gross income test, Paragraph (d) contains five exampleg

paragraph (c)(2) provides that the denonthat illustrate the rules of this temporaryIne of business or the pre-existing _bu3|—
ness. Taxpayers must have unambiguous

inator is the amount that is the gross inregulation. ) . ) .
come of the possessions corporation for Paragraph (e) provides that a possegy'df”mce on Wh'Ch th_ey can |m_med|ately
the current taxable year, while the numeisions corporation that adds a significanrtely n stru_cturmg th.e.'r. possession corpo-
ator is the gross income of the new line afiew line of business during a taxable yee{f"‘tlon b_usmess activities. F_or t_hese rea-
business for the current taxable year. Thmay not claim the Puerto Rico and pos§OnS this tempo“’?‘ry regulatl_on IS needed
gross income test must be applied at thsession tax credit on its return for the tax0 ensure the efficient adm|n|§trat|on of
end of each taxable year. The income &ble year in which the substantial neV\tIhe tax laws. Pursuant to sectlop 7805(f)
not to be annualized when a new activitfine of business is added or a new line ocff the Interngl Reyenue Code', this tempo-
begins late in the taxable year. Testingusiness becomes substantial. rary regulation will be submitted to the
should occur on a company-by-company Paragraph (f) provides that the tempocMef Counsel for Advocacy of the Small
basis, if a consolidated group election wasary regulation will apply to taxable years_EJLISIness Adm|n|strat|pn for comment on
made pursuant to section 936(i)(5). In thef the possessions corporation beginnin'éS effect on small business.

case of a new line of business acquiredfter August 19, 1998. However, ta_XPayDrafting Information

through the purchase of all of the assets efs may elect to apply all of the provisions

an existing credit claimant, the gross inef the regulation for any open taxable The principal author of these regula-
come test for the acquiring corporatioryears beginning after December 31, 199%ions is Patricia A. Bray of the Office of
for the year of the acquisition includesOnce an election is made, the regulatiothe Associate Chief Counsel (Interna-
only the income from the date of acquisiwill apply for all subsequent taxabletional), within the office of Chief Coun-
tion through the end of the taxable yeayears. The temporary regulations will nosel, IRS. However, other personnel from
that includes the date of acquisition. apply to the activities of pre-existing busithe IRS and the Department of the Trea-
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sury participated in the development ohew activity is closely related to a pre-exand electronic versions from the National
these regulations. isting business of the possessions corpdechnical Information Service (NTIS) at
ration, and thus is not a new line of busi1-800-553-6847 or at the NTIS NAICS
ness. web site at <http://www.ntis.gov/naics>.

(i) Factors. The following factors will In the case of a pre-existing business o
help to establish that a new activity isactivity that is listed under a SIC code of

* % % *x %

Adoption of Amendments to the

Regulations closely related to a pre-existing busines3999, Nonclassifiable Establishments, ol
Accordingly, 26 CFR part 1 is amendedictivity of the possessions corporation—under a miscellaneous category (most Sl
as follows: (A) The activity provides products orcodes ending in “9” are miscellaneous
services very similar to the products ocategories), the similarity in SIC codes is

PART 1—INCOME TAXES services provided by the pre-existinggnored as a factor in determining
business; whether the activity is closely related to

paﬁaiaig']sraarr):eﬁ d;—(;]i)ilgggirrg g;agﬁ?r;oirn (B) The activity markets products andhe pre-existing business. The dissimilar

numerical order to read as follows: services to the same cIass_of customers iag of t_he SIC codes is cons_ide_red in de-
Authority: 26 U.S.C. 7805 * * * ' that of the pre_—gms_tlng business; _ termining whether th_e _actlwty_|s closely
Section 1 9.36—11.T -aléo <sued under 26 (C) The act|V|ty_ is of a type that_|s nor-related to the pre-eX|st|ng business. 'I_'h(
Us.c 9360) ok ma!ly conducted in 'Fhe' same'busmess I(SIQ codes are set forth in the Executive
.P;ar. 5 Se.ction 1.936-11T is added tgatlon as the p_re_-eX|st|ng_ business; Office of the President, Office of Man-.
o i ' (D) The activity requires the use ofagement and Budget, Standard Industrie

read as follows: similar operating assets as those used @lassification Manual, that is in effect for

§1.936-11T New lines of business the pre-existing business; the taxable year during which a new line

prohibited (temporary). (E) The activity’s economic success deef business is added. A printed version o
pends on the success of the pre-existirtge official SIC Manual is available from

(a) In general. A possessions corpora-pusiness; the National Technical Information Ser-

tion that is an existing credit claimant, as (F) The activity is of a type that wouldvice (NTIS) at 1-800-553-6847.
defined in section 936(j)(9)(A), and thathormally be treated as a unit with the pre- (ii) Safe harbors An activity is closely
adds a substantial new line of businessxisting business in the business’ accountelated to a pre-existing business and thu
during a taxable year, or that has a newg records; is not a new line of business in the follow-
line of business that becomes substantial (G) If the activity and the pre-existinging three cases—
during the taxable year, will cease to bgusiness are regulated or licensed, they (A) If the activity is within the same
an existing credit claimant as of the closare regulated or licensed by the same six-digit NAICS code (or four-digit SIC
of the taxable year ending before eithegimilar governmental authority; and code);
such taxable year. The temew line of  (H) The United States Bureau of the (B) If both the pre-existing business
businesss defined in paragraph (b) ofCensus assigns the activity the same sigctivity and the new activity are within
this section. The terrsubstantialis de- digit North American Industry Classifica-the same five-digit NAICS code (or three-
fined in paragraph (c) of this sectiontion System (NAICS) code or four-digitdigit SIC code) and the facts relating to
Paragraph (d) of this section provides exndustry Number Standard Identificationthe new activity satisfy at least three of
amples illustrating paragraphs (a) througbode (SIC code) as the pre-existing busthe factors listed in paragraph (b)(2)(i)(A)
(c) of this section. Paragraph (e) of thigess. In the case of a pre-existing busihrough (G) of this section; or
section instructs a possessions corporaess or activity that is listed under a (C) If the pre-existing business is mak-
tion not to claim the Puerto Rico and posNAICS code of 99999, Unclassified Esing a component product or end-produc
session tax credit on its return if it hasablishments, or under a miscellaneou®rm, as defined in §1.936-5(a)(1),Q &
added a substantial new line of businessategory (most NAICS codes that end in A1, and the new business activity is mak-
during the taxable year. Paragraph (f) 6f9” are miscellaneous categories), théng an integrated product, or an end-prod
this section is the effective date provisionsimilarity in NAICS codes is ignored as auct form with fewer excluded compo-
(b) New line of business(1) In gen- factor in determining whether the activitynents, that is not within the same six-digit
eral. A new line of business is any busi-is closely related to the pre-existing busiNAICS code (or four-digit SIC code) as
ness activity of the possessions corporaess. The dissimilarity of the NAICSthe pre-existing business solely becaus
tion that is not closely related to acode is considered in determininghe component product and the integrate
pre-existing business of the possessionghether the activity is closely related tgproduct (or two end-product forms) have
corporation. The terrclosely relateds the pre-existing business. For purposes different end-uses.
defined in paragraph (b)(2) of this secthis section, NAICS codes must be set (3) Pre-existing business(i) In gen-
tion. The ternpre-existing busineds de- forth in the North American Industry eral. Except as provided in paragraph
fined in paragraph (b)(3) of this section. Classification System (United States)b)(3)(ii) and (4) of this section, a busi-
(2) Closely related. All the facts and Manual that is in effect for the taxableness activity is a pre-existing business o
circumstances must be considered, infear during which a new line of businesshe existing credit claimant if—
cluding paragraphs(b)(2)(i)(A) throughis added. The official NAICS-United (A) The existing credit claimant was
(H) of this section, to determine whether &tates Manual is available in both printedctively engaged in the activity within the
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possession on or before October 13, 199percent of its gross income from that newredit claimant unless otherwise indicated:
and line of business (gross income test); or
(B) The existing credit claiman_t has (ii)' The taxable year _in which the. POSion which manufactured bulk chemicals (@ compo-
elected the benefits of the Puerto Rico argkssions corporation directly uses in thafent product). In March 1997, X Corp. began to
possession tax credit pursuant to an elepew line of business more that 15 perceniso manufacture pills (e.g., finished dosages or an
tion which is in effect for the taxable yearof its assets (assets test). integrated product). The new activity provides
that includes October 13, 1995. (2) Gross income testThe denomina- FOTue ¥ StVe! 19 e Potuct FEtes B
. P H H H € pre-existing business. e new actvity Is or a
(ii) Ach|S|t!or_1 of all cf thc assets ortor In the gross income test is the amo.w{ﬁ e that is normally conducted in the same business
stock of an existing credit claimaifp) If ~ thatis th_e gross income of the possessiofizion as the pre-existing business. The activity's
all the assets of a pre-existing business obrporation for the current taxable yeargconomic success depends on the success of the pre
an existing credit claimant are acquiredvhile the numerator is the amount that isxisting business. The manufacture of bulk chemi-
by an affiliated or non-affiliated existingthe gross income of the new line of busicals is in NAICS code 325411, Medicinal and
credit claimant which carries on the business for the current taxable year. Th%{;tamca_l Manufacturlng, while the manufacture_ of
.. L. . . . the pills is in NAICS code 325412, Pharmaceutical
ness activity of the predecessor existingross income test is applied at the end Bleparation Manufacturing. Although the products
credit claimant, the acquired business a@ach taxable year. For purposes of thigye a different end-use, may be marketed to a dif-
tivity will be treated as a pre-existingtest, if a new line of business is added laterent class of customers, and may not use similar
business of the acquiring corporation. An the taxable year, the income is not to beperating assets, they are within the same five-digit
non-affiliated acquiring corporation will annualized in that year. In the case of %{A'is ngg ?“i theCaC“V';y ;'Sofsa:?f'es para-
not be bound by any section 936(h) eleciew line of business acquired through th%raepmzr(]ugc)tszé gf’ t(he)biﬁg by( x) é’orpt_ e secton.
tion made by the predecessor existingurchase of assets, the gross income g?jered closely related to the manufacture of the
credit claimant with respect to that busisuch new line of business for the taxablgulk chemicals. Therefore, X Corp. did not add a
ness activity. year of the acquiring corporation that infew line of business because it falls within the safe
(B) Where all of the assets of a pre-excludes the date of acquisition is deterbarbor rule of paragraph (b)(2)(ii)(B) of this section.
isting business of an existing credimined from the date of acquisition EXample 2.X Corp. currently manufactures
. . . printed circuit boards in a possession. As a result of
claimant are acquired by a corporatiothrough the end of_the taxable year. '”_th§techno|ogica| breakthrough, X Corp. could pro-
that is not an existing credit claimant, iftase of a consolidated group electiofuce the printed circuit boards more efficiently if it
the acquiring corporation makes a sectiomade pursuant to section 936(i)(5), theodified its existing production methods. Because
936(e) election for the taxable year irfest applies on a company by compangemand was high, X Corp. expanded its facilities to
which the assets are acquired— basis and not on a consolidated basis. SuPPort the production of its current products when
L. . . . . it modified its production methods. After these
(1) The acquiring corporf’:\tlonlwnl be (3) A_ssets t-es{—(l) Cqmputatlon. Thc modifications to the facilities and production meth-
treated as an existing credit claimant fodenominator is the adjusted tax basis Qs the products produced through the new technol-
the year of acquisition; the total assets of the possessions corpoay were in the same six-digit NAICS code as prod-
(2) The activity will be considered ation for the current taxable year. The nuucts produced previously by X Corp. See paragraph
pre-existing business of the acquiring comerator is the adjusted tax basis of th@(2)(i)(A) of this section. Therefore, X Corp. will
poration; total assets utilized in the new line of'® Pe considered to have added a new line of busi-
. . . . ness for purposes of paragraph (b) of this section.
(3) The acquiring corporation will be business for the current taxable year. The gxample 3.X Corp. has manufactured Device A
deemed to satisfy the rules of sectiomssets test is computed annually using &Ml puerto Rico for a number of years and began to
936(a)(2) for the year of acquisition; and assets including cash and receivables. manufacture Device B in Puerto Rico in 1997. De-
(4) After making an election under sec- (ii) Exception.A new line of business Vvice Aand Device B are both used to conduct elec-
tion 936(e), a non-affiliated acquiring cor-of a possessions corporation will not /¢3! current to the heart and are both sold to cardi-
. . . . oJogists. There is no significant change in the type
poration w_|II not be bound by electlonsf[reated as substantl_al as a result of_me%ﬁ-activity conducted in Puerto Rico after the trans-
under sections 936(a)(4) and (h) made bpg the assets test if an event that is N@!; of the manufacturing of Device B to Puerto Rico.
the predecessor existing credit claimant. reasonably anticipated causes assets usgdilar manufacturing equipment, manufacturing
(C) A mere change in the stock ownerin the new line of business of the possegrocesses and skills are used in the manufacture of
ship of a possessions corporation will nosions corporation to exceed 15 percent pth devices. Both are regulated and licensed by the

: rat . . : F Drug Administration. Th ic suc-
affect its status as an existing credithe adjusted tax basis of the possessigRo® and Drug Administration. The economic suc

. . h e cess of Device B is dependent upon the success of
claimant for purposes of this section.  corporation’s total assets. For examplgeyice A only to the extent that the liability and
(4) Timing rule. The tests for a new an event that is not reasonably anticipat@fanufacturing prowess with respect to one reflects
line of business in this paragraphwould include the destruction of plant andavorably on the other. Depending upon the heart
(whether the new activity is closely re-equipment of the pre-existing businesgbnormality, the cardiologist may choose to use De-
lated to a pre-existing business) are apiue to a hurricane or other natural disaé"—rcee \G{h'i)ne;’r']ceesirg;z%t;:ensi‘SF":;irr‘téf?hogie‘gciis
plie.d only_at the end of t.h.e tgxable yeater, or other similar circumstances beycnausmess. The manufacture of Device Ais in tﬁeiix_
during which the new activity is added. the control of the possessions corporatioRigit NAICS code 339112, Surgical and Medical In-
(c) Substantial—(1) In general.For The expiration of a patent is not such astrument Manufacturing. The manufacture of De-
purposes of section 936 and section 30A&vent and will not trigger this exception. Vice B is in the six-digit NAICS code 334510,
a new line of business is considered to be (d) Examples.The following examples Eléctromedical and electro- therapeutic Apparatus
. . . . . Manufacturing. (The manufacture of Device Ais in
supstanual as of the ea_rller o_f— illustrate the rules de_scrlbe_d in paragraphﬁe four-digit SIC code 3845, Electromedical and
(i) The taxable year in which the pos<{a), (b), and (c) of this section. In the folgectrotheraputic Apparatus. The manufacture of

sessions corporation derives more that 16wing examples, X Corp. is an existingbevice B is in the four-digit SIC code 3841, Surgi-
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cal and Medical Instruments and Apparatus.) Thef paragraph (c) of this section, and the new activi
safe harbor of paragraph (b)(2)(ii)(B) of this sectiorwill not cause X Corp. to lose its status as an exi:
applies because the two activities are within théng credit claimant during 1997. In 1998, howeve
same three-digit SIC code and Corp. X satisfiethe gross income of X Corp. grew to $750 millio
paragraphs (b)(2)()(A), (B), (C), (D), (F), and (G)while the gross income of the new line of busine
of this section. grew to $150 million, or 20% of the X Corp. 199

Example 4 X Corp. has been manufacturinggross income. Thus, in 1998, the new line of bu:
house slippers in Puerto Rico since 1990. Y Corp. igess is substantial within the meaning of paragra
a U.S. corporation that is not affiliated with X Corp.(c) of this section, and X Corp. loses its status as

and is not an existing credit claimant. Y Corp. hagyisting credit claimant as of December 31, 1997.
been manufacturing snack food in the United States.

In 1997, X Corp. purchased the assets of Y Corp. and (e) Loss of status as existing cred
began to manufacture snack food in Puerto Rico.

House slipper manufacturing is in the six-digitc/aimant. An eXlS.tlng creght Clalman.t that
NAICS code 316212  (Four-digit SIC code 3142@dds a substantial new line of business
House Slippers). The manufacture of snack foodg taxable year, or that has a new line

falls under the six-digit NAICS code 311919, Otherbusiness that becomes substantial in a t
Snack Food Manufacturing (four-digit SIC code

2052, Cookies and Crackers (pretzels)). Becau?eble_year’ loses its status as an existi
these activities are not within the same five or si€redit claimant as of the close of the ta

digit NAICS code (or the same three or four-digitable year ending before either such ta
SIC code), and because snack food is not an intgj|e year. In such case, the possess

grated product that contains house slippers, the saé . .
harbor of paragraph (b)(2)(ii) of this section canno %rporaﬂon must not claim the Puert

apply. Considering all the facts and circumstance$ICO and possession ta)f credit onitsr
including the eight factors of paragraph (b)(2)(i) ofturn for the taxable year in which the sul

this section, the snack food manufacturing activity igtantial new line of business is added ol
not closely related to the manufacture of house sliphew line of business becomes substanti

pers, and is a new line of business, within the mean- .
ing of paragraph (b) of this section. (f) Effective date—(1) General rule.

Example 5.X Corp. is an existing credit claimant This section applies to taxable years of
that has elected the profit-split method for computpossessions corporation beginning aft
ing taxable income. P Corp. was not an existing\ugust 19, 1998.
credit claimant and manufactured a product in a dif- . . L
ferent five-digit NAICS code than the product man- (2) Election for retroactive application.
ufactured by X Corp. In 1997, X Corp. acquired thel @Xpayers may elect to apply retroa
stock of P Corp. and liquidated P Corp. in a tax-freéively all the provisions of this section fo

liguidation under section 332, but continued th%ny open taxable year beginning after D

business activity of P Corp. as a new business se@amber 31. 1995. Such election will b

ment. Assume that this new business segment is ?f . .
new line of business within the meaning of parasa ective for the year of the election an

graph (c) of this section. In 1997, X Corp. has grosdll subsequent taxable years. This sect
income from the active conduct of a trade or busiwill not apply to activities of pre-existing

ness in a possession computed under Sec“‘lﬂjsinesses for taxable years beginning I
936(a)(2) of $500 million and the adjusted tax basi
ore January 1, 1996.

of its assets is $200 million. The new business se!
ment had gross income of $60 million, or 12 percent

of the X Corp. gross income, and the adjusted basis Michael P. Dolan,
of the new segment’s assets was $20 million, or 10 Deputy Commissioner of
percent of the X Corp. total assets. In 1997, X Corp. Internal Revenue.
does not derive more than 15 percent of its gross in-

come, or directly use more.that 15 percent of its total Donald C. Lubick,
assets, from the new business segment. Thus, the .

new line of business acquired from P Corp. is not a Assistant Secretary of

substantiainew line of business within the meaning the Treasury.



