Section 863.—Special Rules for Applicability Date These regulations possession and sold in the United States.

Determining Source apply to taxable years beginning on ofrhese regulations also contain rules under
after November 13, 1998. section 936 to source income of a tax-
26 CFR 1.863-3Allocation and apportionment of payer from the sale in the United States of
income fom certain sales of inventgr FOR FIRTHER INFORMATION CON- property purchased from a corporation
TACT: Anne Shelburne, (202) 874-1305%hat has an election under section 936 in
T.D. 8786 (not a toll-free number). effect.
On October 10, 1997, proposed regula-
DEPARTMENT OF THE TREASURY :
~ . SU SUPPLEMENARY INFORMATION: tions [REG—-251985-96] were published
Internal Revenue Service : in the Federal Registe (62 F.R. 52953)
26 CER Parts 1 and 602 Paperwork ReductivAct g -R. .

Having considered the comments, the IRS
The collection of information con- and tre Treasury Department adopt the
Source of Income From Sales of  tained in this final regulation has been reproposed regulations without significant
Inventory Partly From Sources viewed and approved by the Office ofchange in thi Treasury decision.

Within a Possession of the Management and Budget in accordance
United States: Also, Source of with the requirements of the Paperworlexplanation of Rvisions
Income Derived From Certain Reduction Act of 1995 (44 U.S.C. | 000 Partly om Souces Wthin a
Purchases From a Corporatlon 3507(d)) under Contl’O_l I’Iumbe.r 1545— Possession
Electing Section 936 1556. Responses to this collection of in-
formation are mandatpr Section 863 authorizes the Secretary to
AGENCY: Internal Revenue Service Anagency may not conduct or sponsopromulgate regulations allocating or ap-
(IRS), Treasuy. and a person is not required to respond tgortioning, to sources within or without
a collection of information unless the colthe United States, all items of gross i
ACTION: Final regulations. lection of information displays a valid come, expenses, losses, and deductions
control numbe other than those items specified in sec-

SUMMARY: This document contains The estimated average annual burdegpns 861(a) and 862(a).

final regulations under section 863\80 per respondent is approximately 2.5 Guidance in these regulations to deter-
grning the source of jncome frgm sales Qfoyrs, mine the source of possession income
inventory produced in the United States  comments concerning the accuracy qiinder section 863 concerns two types of
and sold in a possession of the Uniteghis purden estimate and suggestions fefansactions: transactions described in
States or produced in a possession of thggycing this burden should be sent to thesction 863(b)(2) for property produced
United States and sold in the Uniteqnieral Revenue Service Attn: IRS i the United States and sold in a posses-
States; final regulations under Sectiofeports Clearance OfficeOP:FS:P,  sjon (or vice versa), and transactions de-
863 governing the source of income frO”VNashington, DC 20224, and th¥fice of  gcribed in section éGB(b)(3) for property
sales of inventory purchased in & pOSSegranagement and BudgetAttn: Desk purchased in a possession and sold in the
sion of the United States and sold in theytficer for the DepartmentfdTreasuy, United States (collectivel Section 863
United States; and final regulations undeggfice of Information and RegulapAf-  possession Sales)

section 936 governing the source of iNFairs, Washington, DC 20503. .

come of a taxpayer from the sale in the g5 or records relating to a collecd. Methods for allocating or

United States of property purchased from,, of information must be retained as apportioning gross income from

a cqrporation that has an election und%ng as their contents may become mater- Section 863 Possession Sales
section 936 inkect This document af- ;o i, the administration of any internal

fects persons who produce (in whole fevenue lav. General, tax returns and a. Property produced and sold

in part) inventory in the United Statestax return information are confidential, as ynder the final regulations, income

and sell in a possession, or produce (i ; 2 1 X .
whole or in part) inventory in a posses—naqu'rEd by 26 U.S.C. 6103. from sales of inventory produced in the

sion and sell in the United States, as weBlackgound United_States and sold in a pqssession of
as persons who purchase inventory in a the United States or produced in a posses-
possession and sell in the United States, This document contains final regula-sion and sold in the United States (collec-

and also persons who sell in the Unite§ons under section 863 of the Internalively, Possession Production Sales), is al-

States property purchased from a corpdevenue Code (Code), providing rules ttocated or apportioned according to one

ration that has a section 936 election igource income from cross-border sales aff three methods.

effect. certain propest, where the property is Paragraph (f)(2)(i)(A) of the regula-
manufactured in a possession of thgons makes the 50/50 method the general

DATES: Effective Date These regula- United States and sold in the Unitedule to allocate gross income from Posses-

tions are #ective November 13, 1998. States, or vice versa, or purchased insion Production Sales between production
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activity and business sales activity, so thaent of business sales activity located in ehase Sales). The taxpayer may, how-
the income from each type of activity carpossession. ever, elect to apply, with consent of the
then be apportioned between U.S. and Under the final regulations, as oppose®istrict Director, the books and records
foreign sources. The taxpayer, howevetp the current regulations, business salesethod.
may elect to apply the independent facactivity is measured by the sum of certain The final regulations apportion the tax-
tory price (IFP) method (described inexpenses, including amounts paid fopayer’s income from Possession Purchase
paragraph (f)(2)(i)(B)), or, with the con-labor, materials, advertising, and marketSales on the basis of a business activity
sent of the District Director, the booksing (but excluding any expenses or othefraction. The portion of this income that
and records method (described in paramounts that are nondeductible under seis-possession source income is determined
graph (f)(2)(i)(C)). tion 263A, interest, and research and ddy multiplying the income by a fraction,
Under the possession 50/50 methodselopment), plus receipts for the sale afhe numerator being the business of the
the final regulations allocate half of thegoods. This formula is intended to reflectaxpayer in the possession, and the de-
taxpayer’s gross income from Possessidfetter the business sales activity productominator being the business of the tax-
Production Sales to production activitying the income by including more of thepayer within the possession and outside
and half to business sales activity. The ifactors responsible for producing that inthe possession. The remaining income is
come is then apportioned between U.gome. Also, cost of goods sold is now exsourced in the United States.
and possession sources based on a prgfiaded from the business sales activity The business activity fraction is similar
erty fraction and a business sales activifaction apportioning income from Pos-to the business sales activity fraction dis-
fraction. session Production Sales, because suctissed previously, used to apportion the
The final regulations apply the propertycosts generally reflect production activitytaxpayer’s income in Possession Produc-
fraction in §1.863-3(c) to apportion thepyoduction activity is already representetion Sales, except that the fraction applies
half of a taxpayer’s income allocated tqn the formula by the one-half of the tax-only to expenses, cost of goods sold, and
production activity. Thus, income is appayer’s income apportioned according tsales attributable to Possession Purchase
portioned to the United States or to & pOgpe |ocation of production assets. Sales. In addition, the business activity
session or to other foreign sources based e final regulations provide explicitfraction apportioning Possession Pur-
on the location of the taxpayer's producyigance for attributing business sales achase Sales includes amounts paid for
tion assets. Consistent with the changgg;ity hetween the United States and aost of goods sold. Such costs are attrib-
made to the regulations under 81.8635555ession. In attributing business saleged to the possession, however, only to
3(c), production assets are defined as @z ity petween the United States and the extent the property purchased is man-
gible and intangible assets owned directly o ssession, expenses are allocated anfactured, produced, grown, or extracted
by the taxpayer that are directly used by, tioned between the United Stateis the possession. Treasury and the Inter-
the taxpayer to produce inventory sold inq 5 hossession based on the rules mal Revenue Service anticipate that if a
Possessmn' PrOdUCt'_On Sales. _Pmduc“%@l.%l—s through 1.861-14T. Grostaxpayer acts in the reasonable belief that
asgets are mclude@ in the .fract|on ?t theérales are allocated to the United States tite products were manufactured in the
adjusted tax basis, consstent with thS possession based on the place of sale.possession, the taxpayer could act on that
changes made to the regulations underThe final regulations make the IFPbasis in preparing its tax return. The busi-
§11'_?]i3;fég)r' half of the taxpayer's gros method glective, and thus eI_iminate anpess activity fraction reflects the view of
. . Dias against taxpayers choosing to expoftreasury and the IRS that the purchase
Income, allopated to bus[ness sales .aCt'Yﬁrough independent distributors. Theule of section 863(b)(3) was intended to
ity, is apportioned according to a business . .
sales activity fraction. The portion of thiSregulatlons rely upon the regul_atlongpply only to purchase and resale transac-
income that is boSsession source inco under 81.863-3 for rules in applying thdions wherg the goods purchase(_j are cre-
: . P S : MEP method. ated or derived from the possession.
is determined by multiplying the income : . . . . .

. . The final regulations permit taxpayers The final regulations permit taxpayers
by a fraction, the numerator being thefo request permission from the Districto request permission from the District
business sales activity of the taxpayer iB. q P ;  eq P ;

. ; irector to use their books and records tBirector to use their books and records to
the possession, and the denominato . - . -
being the business sales activity of thgetermlne the source of their income. Thdetermlne the source of their income. The
taxpayer within the possession and ou inal r_egulatlons refer to §1.863-3(_b)(3) mpropos_ed regu_latlons refer to §1.863—
side the possession. The remaining irga_pplymg the method to Possession Pr&(b)(3) in applying the method to Posses-

come is sourced in the United States. Afuction Sales. sion Purchase Sales.
though some of the business sales property purchased and sold 2. Determination of source of gross
activity factors not incurred in a posses- income

sion may be incurred in a foreign country, Paragraph (f)(3)(i)(A) makes the busi-

Treasury and the IRS believe that theess activity method the general rule to Under the final regulations, once gross
business sales activity fraction is only inapportion income between the Unitedncome attributable to production activity,
tended to source the business sales activtates and a possession, from sales bfisiness activity, or sales activity has
ity portion of Possession Productiormproperty purchased in a possession arxken determined under one of the pre-
Sales outside the United States to the egeld in the United States (Possession Pweribed methods, the source of the gross
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income is determined separately for eac§1.861-17) remains available to such taxand foreign sources, in a statement at-

type of income. The source of gross inpayers. tached to its tax return.

come attributable to production activity ] ] ) ]

(when applying the possession 50/5§: Treatment_ of gross income derived 1Il. Income Derived From Certa_m
method) is determined under paragraph from cerftaln purchases from_a . Purchases From.a Corporation That
(c)(1), based on the location of production corporation that has an election in Has an Election in Effect Under

assets. The source of gross income attrib- effect under section 936 Section 936

utable to sales activity (when applying the 1y fina| regulations clarify that sec- These regulations clarify that, where a
IFP meth_od or th? books and recordﬁon 863 does not apply to determine théaxpayer purchases a product from a cor-
method) is determined under parqgrap%‘burce of a taxpayer’s gross income dggoration that has an election in effect
(c)(2), based generally on the 'F’Ca“"” %ived from a purchase of inventory from aunder section 936, the source of the tax-
th_e sale. The source of gross income a(E'orporation that has an election in effegbayer’s gross income derived from sales
trlbutz_ible to busmess_ sales activity (Whe_[]nder section 936, if the taxpayer’s inof that product (in whatever form sold) in

applylng the possession 50/50 method) ome from sales of that inventory is taketthe United States is U.S. source, if the tax-
determined under paragraph (f)(z)(")(B)into account to determine benefits undgpayer’s income from sales of that product
based on expenses and gross §a|es attré%’ction 936(h)(5)(C) for the section 936s taken into account to determine benefits
utable to Possession Production Sale

Th f X tributable 1 orporation. under section 936(h)(5)(C)(i) for the sec-
€ source ot gross income atlributable to tion 936 corporation. The taxpayer’s in-

business activity (when applying the busi5. Treatment of partners and partnershipsyme is U.S. source without regard to
ness activity method) is determined under whether a possession product is a compo-

cost of goods sold, and gross sales attrif? §1.863-3(g) for determining the approl’€nt, end-product form, or integrated

utable to Possession Purchase Sales. Priate treatment in transactions involvingProduct. No inference should be drawn
partnerships. Under those rules, the agoncerning the treatment of transactions

3. Determination of source of taxable  gregate approach applies to a partnefavolving sales of property purchased
income ship’s production and sales activity forfrom a section 936 corporation entered

i to before the regulations are applicable.
Once the source of gross income is dé\—No purposes only. First, the aggregaté!

. approach applies in determining the char ;
termined under paragraph (N(2) or (3)afgfer of a [:F))aprtner’s distributiv&-gJ share ofSpeCIaI Analyses
:Z;Zt?éeirr?c:)?sg dstri;g:'nzrg]ﬁas?]uzg?‘l)%artnership income. Second, the aggre- It has been determined that this Trea-
taxpavers mus.t allocatep an?j ap ortioﬁate approach applies in sourcing incomsury decision is not a significant regula-
undpery§§1 861-8 throuah 1 861-£)f4T thiom sales of inventory property that istory action as defined in EO 12866.
. gn = (fre}nsferred in-kind from or to a partner-Therefore, a regulatory assessment is not

amounts of expenses, losses and other de- . . .
. P . . required. It is hereby certified that these
ductions to gross income determine ) . .
regulations will not have a significant

nder each of the prescribed methods. i i o h
'?he case of amourF:ts of Iexpenses Ioss@s Election and reporting rules economic impact on a substantial number
and other deductions allocated and appor- Under paragraph (f)(6)(i) of the final of small entities. This certification is
tioned to gross income determined undéggulations, a taxpayer must use the so/8sed on the fact that the rules of this sec-
the IFP method or the books and record®ethod to determine the source of incomBon Principally impact large multination-

method, the taxpayer must apply the rulg§om Possession Production Sales unleéés WhO pay f_orelgn taxes on substantial
of §§1.861-8 through 1.861-14T to allothe taxpayer elects to use the IFP metholPreign operations and therefore the rules
cate and apportion these amounts betweeéh elects the books and records metho/!ll impact very few small entities.
gross income from sources within théFor Possession Purchase Sales, ataxpa(?@‘?reover' in those few instances where
United States and within a possessiomnust use the business activity metho Jhe rules of this s_egtlon impact small e_n_t|-
However, for expenses, losses and othenless the taxpayer elects the books afifS: the economic impact on such entities
deductions allocated and apportioned teecords method. The taxpayer makes an "°t likely to be significant. Accord-
gross income determined under the poslection by using the method on its timely"9!Y; @ regulatory flexibility analysis is
sessions 50/50 method or gross inconfded original tax return. That method"Ot required. Pursuant to section 7805(f)
from Possession Purchase Sales detanust be used in later taxable years unleS§ the Intemnal Revenue Code, the notice
mined under the business activity methodhne Commissioner or his delegate cor2f proposed rulemaking preceding these
taxpayers must apportion expenses argnts to a change. Permission to changgdulations was submitted to the Chief
other deductions pro rata based on the rehethods in later years will be granted uneOUnsel for Advocacy of the Small Busi-
ative amounts of U.S. and possessioless the change would result in a substaf€SS Administration for comment on its
source gross income. Nevertheless, thgl distortion of the source of income. ~ImPact on small business.

research an(_j experimental (R&E) ex- A taxpayer must .fuIIy explain 'the Drafting Information

pense allocation rules in §1.861-17 applijnethodology used in applying either

to taxpayers using the 50/50 method, sparagraph (f)(2) or (3), and the amount of The principal author of these regula-
that the R&E set aside (described inncome allocated or apportioned to U.Stions is Anne Shelburne, Office of Associ-
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ate Chief Counsel (International). How-payer in a possession and sold within thered income attributable to production ac-
ever, other personnel from the IRS antlnited States (Possession Productiotivity and the source of that income will
Treasury Department participated in theiBales). It also applies to determine thbe determined under the rules of para-
development. source of income derived from the purgraph (f)(2)(ii)(A) of this section. The re-
chase of personal property within a posmaining one-half of such gross income
session of the United States and its saleill be considered income attributable to
within the United States (Possession Pubusiness sales activity and the source of
chase Sales). A taxpayer subject to thihat income will be determined under the

* * % *x %

Adoption of Amendments to the

Regulations paragraph (f) must divide gross incomeules of paragraph (f)(2)(ii)(B) of this sec-
Accordingly, 26 CFR parts 1 and 60%rom Section 863 Possession Sales usitign.
are amended as follows: one of the methods described in either (B) IFP method.In lieu of the posses-
paragraph (f)(2)(i) of this section (in thesion 50/50 method, a taxpayer may elect
PART 1—INCOME TAXES case of Possession Production Sales) tite independent factory price (IFP)

Paragraph 1. The authority citation fOIparagraph (f)(3)(i) of this section (in themethod. Under the_IFP methoq, gross in.-
part 1 is amended by revising the entry fogase of Possession Purchase Sales). Oroene from Possessu_)n Prod_u_ct|on Sales is
“Section 1.863-3", removing the entry for® taxpayer has elected a method, the taal-lo.cz?\ted t(_) production activity or sales
“Sections 1.936—4 through 1.936-7" andaver musF separately apply that _methoalct_lvny_usmg the IFP methoq, as c_ie—
adding entries in numerical order to rea the applicable category of Section 863cribed in paragraph (b)(2) of this section,

ossession Sales in the United States aifican IFP is fairly established under the

as follows: . . . .
Authority: 26 U.S.C. 7805 * * * to those in a possession. The source ailes of paragraph (b)(2) of this section.

Section 1.863-3 also issued under 28/0SS income from eagh type of act?vitySge parfigraphs (H(2)(ii)(A) an.d'(C) of
U.S.C. 863(a) and (b), and 26 U.S. r_nust then be dgtermlne.q undgr eithethis section for ru_les for deter.mmmg the
936(h). =+ paragraph (f)(2)_(||) or (3)(ii) of this sec—source_of gross income attrlb_ut_able to
Section 1.936-4 also issued under 2%on, as approprlate._The source of taxqbtm'oductlon activity and sales activity.
U.S.C. 936(h). income from Section 863 Possession (C) Books and records method tax-
Section 1.936-5 also issued under 2 ales is determined under paragrappayer may elect to allocate gross income
U.S.C. 936(h). )(4) of this section. The t_axpayer musthil_wg th.e books and records method_ de-
Section 1.936-6 also issued under 2%pply the rules for computing gross andcribed in paragraph (b)(3) of this section,
U.S.C. 863(a) and (b), and 26 U.S_Ctaxable income by aggregatinlg all Sectioif. it has receiyeq in gdvance th'e perm!s-
936(h). _863 _Posse§5|on S{:\Ies to which a methaibn of t.he.z.Dlstrlct _Dlrector having audit
Section 1.936—7 also issued under 28 this section applies after separately apesponsibility over its return. See para-
U.S.C. 936(h).*** plying that method to Section 863 Possegpraph (f)(2)(ii) of this section for rules for
Par. 2 Section 1.863-3 is amended %on Sales in the United States and to Sedetermining the source of gross income.
tion 863 Possession Sales in a possession(ii) Determination of source of gross
This section does not apply to determinsacome from production, business sales,
2. Paragraph (h) is amended by addin?e 'source of a taxpayer_’s gross incomer_1d sales activity-(A) _Gross i_n(j,ome at-
a sentence at the end of the paragraph. erived from a sale of inventory pur-tributable to production activity.The
The revision and addition read as fol_(:hased from a corporation that has asource of gross income from production
election in effect under section 936, if thactivity is determined under the rules of
taxpayer’s income from sales of that inparagraph (c)(1) of this section, except
§1.863—3 Allocation and apportionment ventory is taken into account to determinéhat the term possession is substituted for
of income from certain sales of inventorybenefits under section 936 for the sectioforeign country wherever it appears.
936 corporation. For rules to be applied (B) Gross income attributable to busi-
to determine the source of such incomeayess sales activity(1) Source of gross
(f) Income partly from sources within asee §1.936—6(a)(5) Q&A 7a and 1.936income. Gross income from the tax-
possession of the United Stated) In 6(b)(1) Q&A 13. payer’s business sales activity is sourced
general. This paragraph (f) relates to (2) Allocation or apportionment for in the possession in the same proportion
gains, profits, and income, which aréPossession Production Sale¢) Meth- that the amount of the taxpayer’s business
treated as derived partly from sourcesds for determining the source of grossales activity for the taxable year within
within the United States and partly fromincome for Possession Productiorthe possession bears to the amount of the
sources within a possession of the UniteBales—(A) Possession 50/50 methodtaxpayer’s business sales activity for the
States (Section 863 Possession Saleg§)nder the possession 50/50 method, grotaxable year both within the possession
This paragraph (f) applies to determinéncome from Possession Production Salemd outside the possession, with respect
the source of income derived from thes allocated between production activityfo Possession Production Sales. The re-
sale of inventory produced (in whole or irand business sales activity as described imaining income is sourced in the United
part) by the taxpayer within the Unitedthis paragraph (f)(2)(i)(A). Under theStates.
States and sold within a possession, @ossession 50/50 method, one-half of the (2) Business sales activityFor pur-
produced (in whole or in part) by a taxtaxpayer’s gross income will be considposes of this paragraph (f)(2)(ii))(B), the

follows:
1. Paragraph (f) is revised.

lows:

* * *x * %
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taxpayer’s business sales activity is equéh Possession Purchase Sales. The re<ii) To determine the source of U.S. Co.’s gross
to the sum of— maining income is sourced in the Unitedcome, the $100 gross income is allocated entirely
(i) The amounts for the taxable periocBtates. to U.S. Co.'s business activity. Five dollars of U.S.
. . . .. Co.s gross income Is sourced in the possession.
paid for wages, salaries, and other com- _(B) Business activity.For purposes of [Possession expenses ($10) plus possession pur-
pensation of employees, and other esthis paragraph (f)(3)(ii), the taxpayer’schases ($0) plus possession sales ($0), divided by
penses attributable to Possession Produadsiness activity is equal to the sum of—total expenses ($10) plus total purchases ($80) plus
tion Sales (other than amounts that are (1) The amounts for the taxable periodeta! sales ($100).] The $80 purchase is notincluded
nondeductible under section 263A, interpaid for wages, salaries, and other conj? thé numerator used to determine U.S. Co.'s busi-
. ness activity in the possession, since product X was
est, and research and development); andpoensation o.f employees, and ot_her ©Xiot manufactured in the possession. The remaining
(i) Possession Production Sales for theenses attributable to Possession PUfgs is sourced in the United States.
taxable period. chase Sales (other than amounts that are
(3) Location of business sales activitynondeductible under section 263A, inter- (4) Determination of source of taxable
For purposes of determining the locatiomst, and research and development);  income. Once the source of gross income
of the taxpayer’s business activity within (2) Cost of goods sold attributable tdhas been determined under paragraph
a possession, the following rules apply: Possession Purchase Sales during the t4&{(2) or (3) of this section, the taxpayer
(i) Sales. Receipts from gross salesable period; and must properly allocate and apportion sep-
will be attributed to a possession under (3) Possession Purchase Sales for tfafately under §81.861-8 through 1.861—
the provisions of paragraph (c)(2) of thigaxable period. 14T the amounts of its expenses, losses,
section. (C) Location of business activityfror and other deductions to its respective
(i) ExpensesExpenses will be attrib- purposes of determining the location oAmounts of gross income from Section
uted to a possession under the rules #1€ taxpayer’s business activity within #863 Possession Sales determined sepa-
§81.861-8 through 1.861-14T. possession, the following rules apply:  rately under each method described in
(C) Gross income attributable to sales (1) Sales. Receipts from gross salesparagraph (f)(2) or (3) of this section. In
activity. The source of the taxpayer’s in-Will be attributed to a possession undeaddition, if the taxpayer deducts expenses
come that is attributable to sales activityf,he provisions of paragraph (c)(2) of thidor research and development under sec-
as determined under the IFP method dection. tion 174 that may be attributed to its Sec-
the books and records method, will be de- (2) Cost of goods soldPayments for tion 863 Possession Sales under §1.861—
termined under the provisions of paracost of goods sold will be properly attrib-17, the taxpayer must separately allocate
graph (c)(2) of this section. utable to gross receipts from sourceer apportion expenses, losses, and other
(3) Allocation or apportionment for within the possession only to the extentieductions to its respective amounts of
Possession Purchase Sale) Methods that the property purchased was manufagross income from each relevant product
for determining the source of gross infured, produced, grown, or extracted icategory that the taxpayer uses in apply-
come for Possession Purchase Salesthe possession (within the meaning oihg the rules of §1.861-17. Thus, in the
(A) Business activity methodGross in- Section 954(d)(1)(A)). case of gross income from Section 863
come from Possession Purchase Sales is(3) ExpensesExpenses will be attrib- Possession Sales determined under the
allocated in its entirety to the taxpayer'dlted to a possession under the rules gfP method or books and records method,
business activity, and is then apportione881.861-8 through 1.861-14T. a taxpayer must apply the rules of
between U.S. and possession sources(ii) Examples. The following exam- §§1.861-8 through 1.861-14T to properly
under paragraph (f)(3)(ii) of this section. Pl€s illustrate the rules of paragraphjiocate or apportion amounts of ex-
(B) Books and records method tax-  ()(3)(ii) of this section relating to the de-penses, losses and other deductions, allo-
payer may elect to allocate gross incomi€"mination of source of gross incom&ated and apportioned to such gross in-
using the books and records method d&0m business activity: come, between gross income from
scribed in paragraph (b)(3) of this section, gxample 1. (i) U.S. Co. purchases in a possesSOUICES within and without the United
subject to the conditions set forth in parasion product X for $80 from A. Amanufactures X inStates. However, in the case of gross in-
graph (b)(3) of this section. See parathe possession. Without further production, U.Scome from Possession Production Sales
graph (f)(2)(ii) of this section for rules forSos- 5(8:”5 ﬁ in th? U”itneg SC}‘:E_‘;S_ ftc;rt$100. AsnsumEflnetermined under the possessions 50/50
determining the source of gross income. bOSZéS;znszfeglg. administrative expenses flathod or gross income from Possession
(i) Determination of source of gross (i To determine the source of U.S. Co.'s gross”Urchase Sales computed under the busi-
income from business activity(A) income, the $100 gross income from sales of X is aRess activity method, the amounts of ex-
Source of gross incomeGross income located entirely to U.S. Co.’s bUSiﬂESS' aCtiVit){penseS' |OSS€S, and other deductions allo-
from the taxpayer’s business activity id °-seven dollars of U.S. Co’s gross income igatedq and apportioned to such gross
. . . sourced in the possession. [Possession expenses .
sourced in the possession in the same Pr@yg) pius possession purchases (i.e., cost of goollcOMe Must be apportioned between
portion that the amount of the taxpayer'sold) ($80) plus possessions sales ($0), divided yources within and without the United
business activity for the taxable yeartotal expenses ($10) plus total purchases ($80) plBtates pro rata based on the relative
within the possession bears to the amouf#al sales ($100).] The remaining $53 is sourced igmounts of gross income from sources
of the taxpayer’s business activity for théheEun'ted States. ___within and without the United States de-
L . xample 2. (i) Assume the same facts as in Ex- .
taxable year both within the possessiofmpie 1, except that A manufactures X outside thfermined under those methods, except
and outside the possession, with respegsssession. that the rules regarding the allocation and

November 2, 1998 8 1998-44 |.R.B.



apportionment of research and experi- (h) Effective dates.* * * However, taxable years beginning on or after No-
mental expenditures in §1.861-17 shathe rules of paragraph (f) of this sectiovember 13, 1998.
apply to such expenditures of taxpayerapply to taxable years beginning on or
using the 50/50 method. after November 13, 1998.

(5) Special rules for partnershipsin Par. 3. In 81.936-6, paragraph (a)(5pART 602—0OMB CONTROL
applying the rules of this paragraph (f) t@Q&A 7a is added to read as follows: NUMBERS UNDER THE

* kX kx * %

transactions involving partners and part- ) _

nerships, the rules of paragraph (g) of thig1-936—6 Intangible property income PAPERWORK REDUCTION ACT

section apply. when an election out is made: Cost Par. 4. The authority citation for part
(6) Election and reporting rules-(i) ~Sharing and profit split options; covered 02 continues to read as follows:

Elections under paragraph (f)(2) or (3) ofintangibles. Authority: 26 U.S.C. 7805.

this section. If a taxpayer does not elect r % * % * Par. 5. In §602.101, paragraph (c) is

one of the methods specified in paragraph amended in the table by revising the entry

(f)(2) or (3) of this section, the taxpayer (a) *** for 1.863-3 to read as follows:

must apply the possession 50/50 method (5) * * *
in the case of Possession Production SalesQ.7a: What is the source of the tax—§602'101 OMB Control numbers.
or the business activity method in the caseayer’s gross income derived from a sale * x ok x *

of Possession Purchase Sales. The tar-the United States of a possession prod- (C) * * *

payer may elect to apply a method specitct purchased by the taxpayer (or an affil-
fied in either paragraph (f)(2) or (3) ofiate) from a corporation that has an ele@FR part or section Current OMB
this section by using the method on &on in effect under section 936, if thewhere identified and control No.
timely filed original return (including ex- income from such sale is taken into acdescribed

tensions). Once a method has been use@bunt to determine benefits under cost

that method must be used in later taxabl¢haring for the section 936 corporation? % % K &

years unless the Commissioner consenf$the result different if the taxpayer (or arl.863-3 . ................ 1545-1476

to a change. Permission to change metjffiliate) derives gross income from a sale 1545-1556

ods from one year to another year will b§, the United States of an integrated prod- * ox % %k

granted unless the change would result if.t incorporating a possession product

a substantial distortion of the source ofyrchased by the taxpayer (or an affiliate) Michael P. Dolan,

the taxpayer’s income. from the section 936 corporation, if the Deputy Commissioner of
(if) Disclosure on tax returnAtax-  taypayer (or an affiliate) processes the Internal Revenue.

payer who uses one of the methods dejssession product or an excluded com-
scribed in paragraph (f)(2) or (3) of thls.Ponent in the United States? Approved September 18, 1998.
n

section must fully explain in a stateme A7a: ; ; ;
.7a: Under either scenario, the in- ;
' Donald C. Lubick,
attached to the tax return the methodologé/Orne is U.S. source, without regard to Assistant Secretary of the

used, the circumstances justifying use %h ; ;
ether the possession product is a com- ;
that methodology, the extent that sales aée P P Treasury for Tax Policy.

. onent, end-product, or integrated prod-
aﬁgrega(;ed’ and the amount of income uoct. Section 863 does not apply in detefFiled by the Office of the Federal Register on
allocated.

A ,.October 13, 1998, at 8:45 a.m., and published in the
mining the source of the taxpayer Sssue of the Federal Register for October 14, 1998,

ok okox income. This Q&A 7a is applicable fore3 F.R. 55020)



