
513

Internal Revenue Service, Treasury § 1.971–1

such corporation in which he acquires 
such stock, the amount of the con-
trolled foreign corporation’s invest-
ments in export trade assets which are 
facilities at the close of its preceding 
taxable year shall be considered, with 
respect to the stock so acquired, to be 
the amount of such corporation’s in-
vestments in export trade assets which 
are facilities at the close of the taxable 
year in which such stock is acquired. 

(c) If the United States shareholder’s 
successor in interest makes an election 
under paragraph (a)(3) of this section in 
order to determine an exclusion under 
section 970(a) for a taxable year of such 
corporation subsequent to the taxable 
year in which he acquired the stock, 
the amount of the controlled foreign 
corporation’s investments in export 
trade assets which are facilities at the 
close of its taxable year immediately 
preceding such subsequent taxable year 
shall, with respect to the stock so ac-
quired, be the amount of such corpora-
tion’s investments in such assets at the 
actual close of such preceding taxable 
year. 

(d) Illustrations. The principles con-
tained in this section are illustrated by 
the examples set forth in paragraph (d) 
of § 1.955.3. 

[T.D. 6755, 29 FR 12707, Sept. 9, 1964]

§ 1.970–3 Effective date of subpart G. 
Sections 970 through 972 and §§ 1.970–

1 through 1.972–1 shall apply with re-
spect to taxable years of foreign cor-
porations beginning after December 31, 
1962, and to taxable years of United 
States shareholders within which or 
with which such taxable years of such 
corporations end. 

[T.D. 6755, 29 FR 12709, Sept. 9, 1964]

§ 1.971–1 Definitions with respect to 
export trade corporations. 

(a) Export trade corporations—(1) In 
general. For purposes of sections 970 
through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export trade cor-
poration’’ means a controlled foreign 
corporation which for the period speci-
fied in subparagraph (2) of this para-
graph satisfies the conditions specified 

in subparagraph (3) of this paragraph. 
However, no controlled foreign cor-
poration may qualify as an export 
trade corporation for any taxable year 
beginning after October 31, 1971, unless 
it qualified as an export trade corpora-
tion for any taxable year beginning be-
fore such date. In addition, if a cor-
poration fails to qualify as an export 
trade corporation for a period of any 3 
consecutive taxable years beginning 
after October 31, 1971, then for any tax-
able year beginning after such 3-year 
period, such corporation shall not be 
included within the term ‘‘export trade 
corporation’’. 

(2) Three-year period. The period re-
ferred to in subparagraph (1) of this 
paragraph is the 3-year period ending 
with the close of the controlled foreign 
corporation’s current taxable year, or 
such part of such 3-year period as oc-
curs on and after the beginning of the 
corporation’s first taxable year begin-
ning after December 31, 1962, whichever 
period is shorter. 

(3) Gross income requirements. The con-
ditions referred to in subparagraph (1) 
of this paragraph are that the con-
trolled foreign corporation derives— 

(i) 90 percent or more of its gross in-
come from sources without the United 
States, and 

(ii)(a) 75 percent of more of its gross 
income from transactions, activities, 
or interest described in section 971(b) 
and paragraph (b) of this section, or 

(b) 50 percent or more of its gross in-
come from transactions, activities, or 
interest described in section 971(b) and 
paragraph (b) of this section in respect 
of agricultural products grown in the 
United States. 

(4) Determination of sources of gross in-
come. The sources of gross income of a 
controlled foreign corporation shall be 
determined for purposes of subpara-
graph (3)(i) of this paragraph in accord-
ance with the rules for determining 
sources of gross income set forth in 
sections 861 through 864 and the regula-
tions thereunder. 

(b) Export trade income—(1) General 
rule. For purposes of sections 970 
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through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export trade in-
come’’ means the gross export trade in-
come of a controlled foreign corpora-
tion derived from transactions, activi-
ties, or interest described in subdivi-
sions (i) through (vii) of this subpara-
graph, less deductions allowed under 
subdivision (viii) of this subparagraph. 

(i) Sale of export property. Gross ex-
port trade income of a controlled for-
eign corporation includes gross income 
it derives from the sale of export prop-
erty (as defined in paragraph (e) of this 
section) which it purchases, if the sale 
is made to an unrelated person for use, 
consumption, or disposition outside the 
United States. See section 971(b)(1). As 
a general rule, property will be pre-
sumed to have been sold for use, con-
sumption, or disposition in the country 
of destination of the sale. However, if 
at the time of the sale the controlled 
foreign corporation knows, or should 
have known from the facts and cir-
cumstances surrounding the sales 
transaction, that the property will 
probably be used, consumed, or dis-
posed of in the United States, such 
property will be presumed to have been 
sold for use, consumption, or disposi-
tion in the United States unless the 
controlled foreign corporation estab-
lishes that such property was used, 
consumed, or disposed of outside the 
United States. For purposes of this 
subdivision, export property must be 
sold by a controlled foreign corpora-
tion in essentially the same form in 
which such property is purchased. 
Whether export property sold is in es-
sentially the same form in which such 
property is purchased shall be deter-
mined on the basis of all the facts and 
circumstances in each case. Storage, 
handling, transportation, packaging, or 
servicing of property will be considered 
not to alter the form in which property 
is purchased. However, manufacture or 
production, within the meaning of 
paragraph (a)(4) of § 1.954–3, will be con-
sidered to alter the form in which prop-
erty is purchased and no part of the 
gross income from the sale of such 
property will be treated as export trade 
income. The application of this sub-
division may be illustrated by the fol-
lowing example:

Example. Controlled foreign corporation A, 
incorporated under the laws of foreign coun-
try Y, purchases articles manufactured in 
the United States from domestic corporation 
M and sells them in the form in which pur-
chased to foreign corporation B, unrelated to 
A Corporation, for use in foreign countries, 
X, Y, and Z. The gross income of A Corpora-
tion from the purchase and sale of the arti-
cles constitutes gross export trade income.

(ii) Commissions and other income de-
rived in connection with the sale of export 
property. Gross export trade income of 
a controlled foreign corporation in-
cludes gross commissions, fees, com-
pensation, or other income derived by 
such corporation from the performance 
for any person of commercial, indus-
trial, financial, technical, scientific, 
managerial, engineering, architectural, 
skilled, or other services in respect of a 
sale by such corporation in a trans-
action described in subdivision (i) of 
this subparagraph or in respect of the 
sale by any other person of export 
property to a person unrelated to the 
controlled foreign corporation for use, 
consumption, or disposition outside the 
United States. Such gross export trade 
income includes payments received for 
surveys made prior to, and in connec-
tion with, the sale of such export prop-
erty (whether or not such sales are ul-
timately consummated). See section 
971(b)(1). The term ‘‘any person’’ or 
‘‘any other person’’ as used in this sub-
division includes a related person as 
defined in section 954(d)(3) and para-
graph (e) of § 1.954–1. The application of 
this subdivision may be illustrated by 
the following examples:

Example 1. Controlled foreign corporation 
A, incorporated under the laws of foreign 
country X, receives from M Corporation a 
commission equal to 6 percent of the gross 
selling price of all personal property shipped 
by M Corporation as a result of services per-
formed by A Corporation in soliciting orders 
in foreign countries X, Y, and Z. In fulfill-
ment of such orders, M Corporation ships 
products manufactured by it in the United 
States. Corporation A does not assume title 
to the property sold. Gross commissions re-
ceived by A Corporation from M Corporation 
in connection with the sale of such property 
to persons unrelated to A Corporation for 
use, consumption, or disposition outside the 
United States constitute gross export trade 
income.

Example 2. Foreign corporation B, incor-
porated under the laws of foreign country X, 
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is a wholly owned subsidiary of domestic cor-
poration N. Corporation N, is engaged in the 
business of manufacturing heavy duty elec-
trical equipment in the United States. By 
contract, N Corporation engages B Corpora-
tion for the purpose of conducting engineer-
ing, technical, and financial studies required 
by N Corporation in the preparation of bids 
to supply foreign country Y with electrical 
equipment for a construction project to be 
undertaken by such country. Corporation N 
pays B Corporation a fee for the services, all 
of which are performed in country Y, which 
is based upon the number of hours of work 
performed without regard to whether a sale 
is ultimately consummated. Corporation N 
does not receive a contract from country Y 
on its bid to supply equipment. Income de-
rived by B Corporation from performance of 
the service contract constitutes gross export 
trade income.

(iii) Commissions and other income de-
rived in connection with the installation 
or maintenance of export property. Gross 
export trade income of a controlled for-
eign corporation includes gross com-
missions, fees, compensation, or other 
income derived by such corporation 
from the performance for any person of 
commercial, industrial, financial, tech-
nical, scientific, managerial, engineer-
ing, architectural, skilled, or other 
services in respect of the installation 
or maintenance of export property 
which has been sold by such corpora-
tion in a transaction described in sub-
division (i) of this subparagraph or by 
any other person to a person unrelated 
to the controlled foreign corporation 
for use, consumption, or disposition 
outside the United States. See section 
971(b)(1). The term ‘‘any person’’ or 
‘‘any other person’’ as used in this sub-
division includes a related person as 
defined in section 954(d)(3) and para-
graph (e) of § 1.954–1. 

(iv) Commissions and other income de-
rived in connection with the use of pat-
ents, copyrights, and other like property. 
Gross export trade income of a con-
trolled foreign corporation includes 
gross commissions, fees, compensation, 
or other income derived by such cor-
poration from the performance for any 
person of commercial, industrial, fi-
nancial, technical, scientific, manage-
rial, engineering, architectural, 
skilled, or other services in connection 
with the use outside of the United 
States by an unrelated person of pat-
ents, copyrights, secret processes and 

formulas, goodwill, trademarks, trade 
brands, franchises, and other like prop-
erty, including gross income derived 
from obtaining licensees for patents, 
but only if the patent, copyright, or 
other like property is acquired, or de-
veloped, and owned by the manufac-
turer, producer, grower, or extractor of 
any export property, in respect of 
which the controlled foreign corpora-
tion also derives gross export trade in-
come within the meaning of subdivi-
sion (i), (ii), or (iii) of this subpara-
graph. See section 971(b)(2). The appli-
cation of this subdivision may be illus-
trated by the following example:

Example. Foreign corporation A incor-
porated under the laws of foreign country X, 
is a wholly owned subsidiary of domestic cor-
poration M. Corporation M, the owner of a 
patent registered in foreign country X, 
grants B Corporation, a corporation unre-
lated to A Corporation, the right to use such 
patent in foreign country Y in exchange for 
payment of a royalty. By a separate contract 
with B Corporation, A Corporation agrees for 
a gross fee of $100,000 to furnish, by main-
taining a staff of technical representatives 
at the offices of B Corporation, technical 
services to B Corporation in connection with 
B Corporation’s use of the patent. Corpora-
tion A also derives export trade income from 
the sale of export property which it pur-
chases from M Corporation, the manufac-
turer of such property, and sells to C Cor-
poration, an unrelated person, for use in 
country Y by C Corporation. The gross fee of 
$100,000 received by A Corporation for the 
furnishing of technical services in connec-
tion with B Corporation’s use of M Corpora-
tion’s patent constitutes gross export trade 
income since the service for which the fee is 
paid is performed in connection with the use 
outside the United States by an unrelated 
person (B Corporation) of a patent owned by 
a manufacturer (M Corporation) of export 
property in respect of which the controlled 
foreign corporation (A Corporation) derives 
gross export trade income from the sale to 
an unrelated person (C Corporation) for use 
outside the United States of export property 
purchased by it from the manufacturer (M 
Corporation).

(v) Income attributable to use of export 
property by an unrelated person. Gross 
export trade income of a controlled for-
eign corporation includes gross com-
missions, fees, rents, compensation, or 
other income which is received by such 
corporation from an unrelated person 
and is attributable to the use of export 
property by such unrelated person. See 
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section 971(b)(3). The application of 
this subdivision may be illustrated by 
the following example:

Example. Foreign corporation A, incor-
porated under the laws of foreign country X, 
is a wholly owned subsidiary of domestic cor-
poration M. Corporation A acquires by pur-
chase bottling machines manufactured in the 
United States and leases the machines to B 
Corporation, a corporation unrelated to A 
Corporation, for use by B Corporation in for-
eign country Y. Gross rental income of A 
Corporation from the lease of the machines 
to B Corporation constitutes gross export 
trade income.

(vi) Income attributable to the use of ex-
port property in the rendition of tech-
nical, scientific, or engineering services—
(a) General. Gross export trade income 
of a controlled foreign corporation in-
cludes gross commissions, fees, com-
pensation, or other income which is re-
ceived by such corporation from an un-
related person and is attributable to 
the use of export property in the per-
formance of technical, scientific, or en-
gineering services to such unrelated 
person. See section 971(b)(3). 

(b) Rule of apportionment. If a com-
mission, fee, or other income received 
by a controlled foreign corporation 
from an unrelated person under a con-
tract or arrangement for the perform-
ance of technical, scientific, or engi-
neering services is not solely attrib-
utable to the use of export property in 
the performance of such services and 
the amount of the gross income attrib-
utable to such use of export property 
cannot be established by reference to 
transactions between other unrelated 
persons, such gross income shall be an 
amount which bears the same ratio to 
total gross income from the contract 
or arrangement as the cost of the ex-
port property consumed in the per-
formance of such services, including a 
reasonable allowance for depreciation 
with respect to the export property so 
used, bears to the total costs and ex-
penses attributable to the production 
of income under the contract or ar-
rangement. 

(c) Illustration. The application of this 
subdivision may be illustrated by the 
following example:

Example. Foreign corporation A, incor-
porated under the laws of foreign country X, 
is a wholly owned subsidiary of domestic cor-

poration M. Corporation A is engaged in the 
seismograph service business in foreign 
country X. In an effort to establish the prob-
able existence of oil in a concession area it 
owns in foreign country Y, B Corporation 
which is unrelated to A Corporation enters 
into a contract with A Corporation whereby 
A Corporation is required to make seis-
mographic tests of the area in country Y for 
a fixed fee of $100,000. In performance of the 
contract, A Corporation hires a skilled crew 
to carry out the contract and utilizes equip-
ment and supplies (for example, trucks, seis-
mographic equipment, etc.) which constitute 
export property. Corporation A cannot estab-
lish by reference to transactions between 
other unrelated persons, the income attrib-
utable to the use of the export property in 
the performance of the contract. Corporation 
A’s total costs and expenses (for example, 
salaries of the crew, administrative ex-
penses, all supplies, total depreciation on 
property used in performance of the con-
tract, etc.) incurred in performance of the 
contract are $80,000. The cost of export prop-
erty consumed in performance of the con-
tract (for example, dynamite, motor oil, and 
other supplies which were produced in the 
United States, reasonable depreciation on 
trucks and seismographic equipment manu-
factured in the United States and used in 
performance of the contract, etc.) is $30,000. 
Corporation A’s gross export trade income 
from the contract is $37,500, that is, the 
amount which bears the same ratio to total 
gross income from the contract ($100,000) as 
the cost of the export property consumed in 
the rendition of the services ($30,000) bears to 
total costs and expenses attributable to the 
contract ($80,000).

(vii) Interest from export trade assets. 
Gross export trade income of a con-
trolled foreign corporation includes in-
terest derived by it from export trade 
assets described in section 971(c)(4) and 
paragraph (c)(5) of this section. See 
section 971(b)(4). 

(viii) Deductions to be taken into ac-
count. Export trade income of a con-
trolled foreign corporation for any tax-
able year shall be the amount deter-
mined by deducting from the items or 
categories of gross income described in 
subdivisions (i) through (vii) of this 
subparagraph the entire amount of 
those expenses, taxes, and other deduc-
tions properly allocable to such items 
or categories of income. For purposes 
of this section, expenses, taxes, and 
other deductions shall first be allo-
cated to items or categories of gross in-
come to which they directly relate; 
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then, expenses, taxes, and other deduc-
tions which cannot definitely be allo-
cated to some item or category of gross 
income shall be ratably apportioned 
among all items or categories of gross 
income, except that no expense, tax, or 
other deduction shall be allocated to 
an item or category of income to which 
it clearly does not apply and no deduc-
tion allowable to such controlled for-
eign corporation under section 882(c) 
and the regulations thereunder shall be 
taken into account. 

(2) Cross reference. For rules gov-
erning the determination of gross in-
come and taxable income of a foreign 
corporation, see § 1.952–2. 

(c) Export trade assets—(1) In general. 
For purposes of sections 970 through 972 
and §§ 1.970–1 to 1.972–1, inclusive, the 
term ‘‘export trade assets’’ means— 

(i) Working capital reasonably nec-
essary for the production of export 
trade income, 

(ii) Inventory of export property held 
for use, consumption, or disposition 
outside the United States, 

(iii) Facilities located outside the 
United States for the storage, han-
dling, transportation, packaging, serv-
icing, sale, or distribution of export 
property, and 

(iv) Evidences of indebtedness exe-
cuted by unrelated persons in connec-
tion with payment for purchases of ex-
port property for use, consumption, or 
disposition outside the United States, 
or in connection with the payment for 
services described in section 971(b)(2) or 
(3) and paragraph (b)(1)(iv), (v), or (vi) 
of this section. 

(2) Working capital. For purposes of 
subparagraph (1)(i) of this paragraph, 
working capital of a controlled foreign 
corporation is the excess of its current 
assets over its current liabilities. Li-
abilities maturing in one year or less 
shall be considered current liabilities. 
A determination of the amount of 
working capital of a controlled foreign 
corporation which is reasonably nec-
essary for the production of export 
trade income will depend upon the na-
ture and volume of the activities of the 
controlled foreign corporation which 
produce export trade income as they 
exist on the applicable determination 
date. In determining working capital 
which is reasonably necessary for the 

production of export trade income, the 
anticipated future needs of the busi-
ness will be taken into account to the 
extent that such needs relate to the 
year of the controlled foreign corpora-
tion following the applicable deter-
mination date; anticipated future 
needs relating to a later period will not 
be taken into account unless it is 
clearly established that such needs are 
reasonably related to the production of 
export trade income as of the applica-
ble determination date. 

(3) Inventory of export property. For 
purposes of subparagraph (1)(ii) of this 
paragraph, the inclusion of items in in-
ventory shall be determined in accord-
ance with rules applicable to domestic 
corporations. See §§ 1.471–1 through 
1.471–9. Inventory of export property of 
a controlled foreign corporation in-
cludes export property held for use, 
consumption, or disposition outside the 
United States regardless of where it is 
located on the applicable determina-
tion date. Thus, such property may be 
physically located in the United States 
on such date. However, for property 
physically located in the United States 
to constitute export property, it must 
have been acquired by the controlled 
foreign corporation with a clear intent 
that it would dispose of the property 
for use, consumption, or disposition 
outside the United States. As a general 
rule, if during the year following the 
applicable determination date export 
property which was physically located 
in the United States on such date is ac-
tually exported for use, consumption, 
or disposition outside the United 
States, such property will be deemed 
held for such purpose on the applicable 
determination date. On the other hand, 
the indefinite warehousing of export 
property in the United States by the 
controlled foreign corporation, or the 
subsequent sale of export property by 
such corporation for use, consumption, 
or disposition in the United States, 
will evidence a lack of intent by such 
corporation on the applicable deter-
mination date to hold such property 
for use, consumption, or disposition 
outside the United States. 

(4) Facilities located outside the United 
States—(i) In general. For purposes of 
subparagraph (1)(iii) of this paragraph, 
a facility, as defined in subdivision 
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(ii)(a) of this subparagraph, will be con-
sidered an export trade asset only— 

(a) If such facility is located outside 
the United States, and 

(b) To the extent that such facility is 
used, within the meaning of subdivi-
sion (ii)(c) of this subparagraph, by the 
controlled foreign corporation for the 
storage, handling, transportation, 
packaging, servicing, sale, or distribu-
tion of export property in essentially 
the same form in which such property 
is acquired by such corporation. 
Thus, a facility in which property is 
manufactured or produced, even 
though export property is used or con-
sumed in the production or becomes a 
component part of the manufactured 
article, will not qualify as an export 
trade asset. 

(ii) Special rules—(a) Facility defined. 
For purposes of subdivision (i) of this 
subparagraph, the term ‘‘facility’’ in-
cludes any asset or group of assets used 
for the storage, handling, transpor-
tation, packaging, servicing, sale, or 
distribution of export property. Thus, 
such term includes warehouse, storage, 
or sales facilities (for example, sales of-
fice equipment), transportation equip-
ment (for example, motor trucks, ves-
sels, etc.), and machinery and equip-
ment (for example, packaging equip-
ment, servicing equipment, cranes, 
forklift trucks used in warehouses, 
etc.). 

(b) Determination of location of trans-
portation facilities. A transportation fa-
cility shall be considered to be located 
outside the United States for purposes 
of subdivision (i)(a) of this subpara-
graph if such property is predomi-
nantly located outside the United 
States. As a general rule, on an appli-
cable determination date a transpor-
tation facility will be considered to be 
predominantly located outside the 
United States if 70 percent or more of 
the miles traversed (during the 12-
month period immediately preceding 
such determination date or for such 
part of such period as such facility is 
owned by the controlled foreign cor-
poration) in the use of such facility are 
traversed outside the United States or 
if such facility is located outside the 
United States at least 70 percent of the 
time during such period or such part 
thereof. 

(c) Determination of use. For purposes 
of subdivision (i)(b) of this subpara-
graph, the extent to which a facility is 
used in carrying on the activities de-
scribed in such subdivision depends on 
the use made of the facility for the 12-
month period immediately preceding 
the applicable determination date or 
for such part of such period as such fa-
cility is owned by the controlled for-
eign corporation. The method of meas-
uring such use will depend upon the 
facts and circumstances in each case. 
However, such determinations of use 
will generally be made for a facility as 
a whole and not on the basis of indi-
vidual items used in the operation of a 
facility. Thus, a determination as to 
the use of a warehouse facility will 
generally be made with respect to the 
entire facility and not separately for 
the items used in such warehouse, such 
as forklift trucks, storage bins, etc. 

(5) Evidences of indebtedness. For pur-
poses of subparagraph (1)(iv) of this 
paragraph, the term ‘‘evidence of in-
debtedness’’ shall mean a note, install-
ment sales contract, a time bill of ex-
change evidencing a sale on credit, or 
similar written instrument executed by 
an unrelated person which evidences 
the obligation of an unrelated person 
to pay for export property which an un-
related person purchases for use, con-
sumption, or disposition outside the 
United States or to pay for services de-
scribed in section 971(b)(2) or (3) and 
paragraph (b)(1)(iv), (v), or (vi) of this 
section which are performed for an un-
related person. Receivables which arise 
out of the delivery of export property, 
or the performance of services, which 
are evidenced by invoices, bills of lad-
ing, bills of exchange which do not evi-
dence a sale on credit, sales slips, and 
similar documents created by the uni-
lateral act of a creditor shall not be 
considered evidences of indebtedness 
for purposes of section 971(c)(4). 

(6) Duplication of treatment and pri-
ority of application. No asset which con-
stitutes an export trade asset shall be 
taken into account more than once in 
determining the investments in export 
trade assets of a controlled foreign cor-
poration. Assets which constitute 
working capital and also constitute in-
ventory to which section 971(c)(2) ap-
plies or evidences of indebtedness to 
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which section 971(c)(4) applies shall be 
taken into account in determining 
whether the amount of working capital 
of the controlled foreign corporation is 
reasonably necessary for the produc-
tion of export trade income. However, 
to the extent that the amount of inven-
tory to which section 971(c)(2) applies 
or evidences of indebtedness to which 
section 971(c)(4) applies is not included 
in working capital to which section 
971(c)(1) applies on the ground that 
such amount is not reasonably nec-
essary for the production of export 
trade income, the amount shall be in-
cluded under section 971(c)(2) or 
971(c)(4), as the case may be, in a con-
trolled foreign corporation’s invest-
ments in export trade assets. 

(d) Export promotion expenses—(1) In 
general. For purposes of sections 970 
through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export promotion 
expenses’’ means, subject to the provi-
sions of subparagraph (2) of this para-
graph, all the ordinary and necessary 
expenses paid or incurred during the 
taxable year by the controlled foreign 
corporation which are reasonably allo-
cable to the receipt or production of 
export trade income including— 

(i) A reasonable allowance for sala-
ries or other compensation for personal 
services actually rendered for such pur-
pose, 

(ii) Rentals or other payments for the 
use of property actually used for such 
purpose, and 

(iii) A reasonable allowance for the 
exhaustion, wear and tear, or obsoles-
cence of property actually used for 
such purpose. 
In determining for purposes of this sub-
paragraph whether expenses are rea-
sonably allocable to the receipt or pro-
duction of export trade income, consid-
eration shall be given to the facts and 
circumstances of each case. As a gen-
eral rule, if export trade income results 
from the sale of export property, ex-
port promotion expenses allocable to 
such income shall include warehousing, 
advertising, selling, billing, collection, 
other administrative, and similar costs 
properly allocable to the marketing ac-
tivity, but shall not include cost of 
goods sold, income or similar tax, any 
expense which does not advance the 
distribution or sale of export property 

for use, consumption, or disposition 
outside the United States, or any ex-
pense for which the controlled foreign 
corporation is reimbursed. If export 
trade income results from the rental of 
export property, export promotion ex-
penses allocable to such income shall 
include a reasonable allowance for de-
preciation and servicing of such prop-
erty, and the administrative and simi-
lar costs properly allocable to the rent-
al activity. If export trade income re-
sults from the performance of services, 
export promotion expenses shall in-
clude a reasonable allowance for com-
pensation of the persons performing 
services for the controlled foreign cor-
poration in the execution of the service 
contract or arrangement and adminis-
trative expenses reasonably allocable 
to the service activity. In no case shall 
income taxes be included in export pro-
motion expenses. 

(2) Expenses incurred within the United 
States. No expense incurred within the 
United States shall be treated as an ex-
port promotion expense for purposes of 
section 971(d) and subparagraph (1) of 
this paragraph unless at least— 

(i) 90 percent of all salaries and other 
personal service compensation incurred 
in the receipt or the production of ex-
port trade income, 

(ii) 90 percent of rents and other pay-
ments for the use of property used in 
the receipt or the production of export 
trade income, 

(iii) 90 percent of the allowances for 
the exhaustion, wear and tear, or obso-
lescence of property used in the receipt 
or the production of export trade in-
come, and 

(iv) 90 percent of all other ordinary 
and necessary expenses reasonably al-
locable to the receipt or the production 
of export trade income, 
is incurred outside the United States. 
For this purpose, personal service com-
pensation will be considered incurred 
at the place where the service is per-
formed (for example, salaries will be 
considered incurred at the place where 
the employee works; payments for art 
work will be considered incurred at the 
place where the art work is prepared, 
etc.); rent, depreciation, and other ex-
penses related to real or personal prop-
erty will be considered incurred at the 
place where the property is located; 
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and expenses for media advertising will 
be considered incurred at the place 
where the advertising is consumed. For 
such purpose, newspaper or periodical 
advertising will be considered con-
sumed where the newspaper or peri-
odical is principally distributed, and 
television and radio advertising will be 
considered consumed at the place 
where the audience is primarily lo-
cated. Technicalities of contract or 
payment, for example, the place where 
a contract is executed or the location 
of a bank account from which payment 
is made, shall not be determinative of 
the place where an expense is incurred. 

(e) Export property. For purposes of 
sections 970 through 972 and §§ 1.970–1 to 
1.972–1, inclusive, the term ‘‘export 
property’’ means property, or any in-
terest in property, which is manufac-
tured, produced, grown, or extracted in 
the United States. Whether property 
will be considered manufactured or 
produced in the United States will de-
pend on the facts and circumstances of 
each case. As a general rule, if— 

(1) The property sold, serviced, used, 
or rented by the controlled foreign cor-
poration is substantially transformed 
in the United States prior to its export 
from the United States, or 

(2) The operations conducted in the 
United States with respect to the prop-
erty sold, serviced, used, or rented by 
the controlled foreign corporation, 
whether performed in the United 
States by one person or a series of per-
sons in a chain of distribution, are sub-
stantial in nature and are generally 
considered to constitute the manufac-
ture or production of property, 
then the property sold, serviced, used, 
or rented will be considered to have 
been manufactured or produced in the 
United States. The rules under para-
graph (a)(4)(ii) of § 1.954–3, relating to 
the substantial transformation of prop-
erty, and paragraph (a)(4)(iii) of such 
section, dealing with a substantive test 
for determining whether property will 
be treated as having been manufac-
tured or produced, shall apply for pur-
poses of making determinations under 
this paragraph. 

(f) Unrelated person. For purposes of 
sections 970 through 972 and §§ 1.970–1 to 
1.972–1, inclusive, the term ‘‘unrelated 
person’’ means a person other than a 

related person as defined in section 
954(d)(3) and paragraph (e) of § 1.954–1. 

[T.D. 6755, 29 FR 12710, Sept. 9, 1964, as 
amended by T.D. 7293, 38 FR 32802, Nov. 28, 
1973; T.D. 7533, 43 FR 6603, Feb. 15, 1978]

§ 1.972–1 Consolidation of group of ex-
port trade corporations. 

(a) Election to consolidate—(1) In gen-
eral. One or more United States share-
holders (as defined in section 951(b)) 
owning (within the meaning of section 
958(a)) or who are considered as owning 
by applying the rules of ownership of 
section 958(b) more than 50 percent of 
the total combined voting power of all 
classes of stock entitled to vote of an 
export trade corporation, which is the 
top-tier corporation in a chain (within 
the meaning of subparagraph (2) of this 
paragraph) of export trade corpora-
tions, may, subject to the provisions of 
this section, elect to consolidate such 
chain for purposes of determining— 

(i) The limitations, described in sec-
tion 970(a) and paragraph (b)(2) of 
§ 1.970–1, on the amount by which sub-
part F income of an export trade cor-
poration in such chain shall be reduced 
as provided in section 970(a) and para-
graph (b)(1) of § 1.970–1, and 

(ii) The amount includible in gross 
income of such shareholders under sec-
tion 951(a)(1)(A)(ii) with respect to such 
a corporation’s decrease in investments 
in export trade assets to which section 
970(b) applies as described in paragraph 
(c) of § 1.970–1. 

(2) ‘‘Chain’’ defined. A chain of export 
trade corporations shall include— 

(i) The top-tier export trade corpora-
tion referred to in subparagraph (1) of 
this paragraph which is the first export 
trade corporation in a chain of owner-
ship described in section 958(a); 

(ii) All export trade corporations 80 
percent or more of the total combined 
voting power of all classes of stock en-
titled to vote of which is owned di-
rectly by such top-tier export trade 
corporation on the last day of its tax-
able year; and 

(iii) All export trade corporations 80 
percent or more of the total combined 
voting power of all classes of stock en-
titled to vote of which is owned di-
rectly by the export trade corporations 
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