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then the startup day, and all interests 
are treated as issued on that day. 

[T.D. 8458, 57 FR 61309, Dec. 24, 1992; 58 FR 
8098, Feb. 11, 1993] 

§ 1.860G–3 Treatment of foreign per-
sons. 

(a) Transfer of a residual interest with 
tax avoidance potential—(1) In general. A 
transfer of a residual interest that has 
tax avoidance potential is disregarded 
for all Federal tax purposes if the 
transferee is a foreign person. Thus, if 
a residual interest with tax avoidance 
potential is transferred to a foreign 
holder at formation of the REMIC, the 
sponsor is liable for the tax on any ex-
cess inclusion that accrues with re-
spect to that residual interest. 

(2) Tax avoidance potential—(i) De-
fined. A residual interest has tax avoid-
ance potential for purposes of this sec-
tion unless, at the time of the transfer, 
the transferor reasonably expects that, 
for each excess inclusion, the REMIC 
will distribute to the transferee resid-
ual interest holder an amount that will 
equal at least 30 percent of the excess 
inclusion, and that each such amount 
will be distributed at or after the time 
at which the excess inclusion accrues 
and not later than the close of the cal-
endar year following the calendar year 
of accrual. 

(ii) Safe harbor. For purposes of para-
graph (a)(2)(i) of this section, a trans-
feror has a reasonable expectation if 
the 30-percent test would be satisfied 
were the REMIC’s qualified mortgages 
to prepay at each rate within a range 
of rates from 50 percent to 200 percent 
of the rate assumed under section 
1272(a)(6) with respect to the qualified 
mortgages (or the rate that would have 
been assumed had the mortgages been 
issued with original issue discount). 

(3) Effectively connected income. Para-
graph (a)(1) of this section will not 
apply if the transferee’s income from 
the residual interest is subject to tax 
under section 871(b) or section 882. 

(4) Transfer by a foreign holder. If a 
foreign person transfers a residual in-
terest to a United States person or a 
foreign holder in whose hands the in-
come from a residual interest would be 
effectively connected income, and if 
the transfer has the effect of allowing 
the transferor to avoid tax on accrued 

excess inclusions, then the transfer is 
disregarded and the transferor con-
tinues to be treated as the owner of the 
residual interest for purposes of section 
871(a), 881, 1441, or 1442. 

(b) [Reserved] 

[T.D. 8458, 57 FR 61313, Dec. 24, 1992] 

TAX BASED ON INCOME FROM 
SOURCES WITHIN OR WITHOUT 
THE UNITED STATES 

DETERMINATION OF SOURCES OF INCOME 

§ 1.861–1 Income from sources within 
the United States. 

(a) Categories of income. Part I (sec-
tion 861 and following), subchapter N, 
chapter 1 of the Code, and the regula-
tions thereunder determine the sources 
of income for purposes of the income 
tax. These sections explicitly allocate 
certain important sources of income to 
the United States or to areas outside 
the United States, as the case may be; 
and, with respect to the remaining in-
come (particularly that derived partly 
from sources within and partly from 
sources without the United States), au-
thorize the Secretary or his delegate to 
determine the income derived from 
sources within the United States, ei-
ther by rules of separate allocation or 
by processes or formulas of general ap-
portionment. The statute provides for 
the following three categories of in-
come: 

(1) Within the United States. The gross 
income from sources within the United 
States, consisting of the items of gross 
income specified in section 861(a) plus 
the items of gross income allocated or 
apportioned to such sources in accord-
ance with section 863(a). See §§ 1.861–2 
to 1.861–7, inclusive, and § 1.863–1. The 
taxable income from sources within the 
United States, in the case of such in-
come, shall be determined by deducting 
therefrom, in accordance with sections 
861(b) and 863(a), the expenses, losses, 
and other deductions properly appor-
tioned or allocated thereto and a rat-
able part of any other expenses, losses, 
or deductions which cannot definitely 
be allocated to some item or class of 
gross income. See §§ 1.861–8 and 1.863–1. 

(2) Without the United States. The 
gross income from sources without the 
United States, consisting of the items 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00132 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



123 

Internal Revenue Service, Treasury § 1.861–2 

of gross income specified in section 
862(a) plus the items of gross income 
allocated or apportioned to such 
sources in accordance with section 
863(a). See §§ 1.862–1 and 1.863–1. The 
taxable income from sources without 
the United States, in the case of such 
income, shall be determined by deduct-
ing therefrom, in accordance with sec-
tions 862(b) and 863(a), the expenses, 
losses, and other deductions properly 
apportioned or allocated thereto and a 
ratable part of any other expenses, 
losses, or deductions which cannot defi-
nitely be allocated to some item or 
class of gross income. See §§ 1.862–1 and 
1.863–1. 

(3) Partly within and partly without the 
United States. The gross income derived 
from sources partly within and partly 
without the United States, consisting 
of the items specified in section 863(b) 
(1), (2), and (3). The taxable income al-
located or apportioned to sources with-
in the United States, in the case of 
such income, shall be determined in ac-
cordance with section 863 (a) or (b). See 
§§ 1.863–2 to 1.863–5, inclusive. 

(4) Exceptions. An owner of certain 
aircraft or vessels first leased on or be-
fore December 28, 1980, may elect to 
treat income in respect of these air-
craft or vessels as income from sources 
within the United States for purposes 
of sections 861(a) and 862(a). See § 1.861– 
9. An owner of certain aircraft, vessels, 
or spacecraft first leased after Decem-
ber 28, 1980, must treat income in re-
spect of these craft as income from 
sources within the United States for 
purposes of sections 861(a) and 862(a). 
See § 1.861–9A. 

(b) Taxable income from sources within 
the United States. The taxable income 
from sources within the United States 
shall consist of the taxable income de-
scribed in paragraph (a)(1) of this sec-
tion plus the taxable income allocated 
or apportioned to such sources, as indi-
cated in paragraph (a)(3) of this sec-
tion. 

(c) Computation of income. If a tax-
payer has gross income from sources 
within or without the United States, 
together with gross income derived 
partly from sources within and partly 
from sources without the United 
States, the amounts thereof, together 
with the expenses and investment ap-

plicable thereto, shall be segregated; 
and the taxable income from sources 
within the United States shall be sepa-
rately computed therefrom. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7928, 48 FR 55845, Dec. 16, 
1983] 

§ 1.861–2 Interest. 

(a) In general. (1) Gross income con-
sisting of interest from the United 
States or any agency or instrumen-
tality thereof (other than a possession 
of the United States or an agency or 
instrumentality of a possession), a 
State or any political subdivision 
thereof, or the District of Columbia, 
and interest from a resident of the 
United States on a bond, note, or other 
interest-bearing obligation issued, as-
sumed or incurred by such person shall 
be treated as income from sources 
within the United States. Thus, for ex-
ample, income from sources within the 
United States includes interest re-
ceived on any refund of income tax im-
posed by the United States, a State or 
any political subdivision thereof, or 
the District of Columbia. Interest 
other than that described in this para-
graph is not to be treated as income 
from sources within the United States. 
See paragraph (a)(7) of this section for 
special rules concerning substitute in-
terest paid or accrued pursuant to a se-
curities lending transaction. 

(2) The term ‘‘resident of the United 
States’’, as used in this paragraph, in-
cludes (i) an individual who at the time 
of payment of the interest is a resident 
of the United States, (ii) a domestic 
corporation, (iii) a domestic partner-
ship which at any time during its tax-
able year is engaged in trade or busi-
ness in the United States, or (iv) a for-
eign corporation or a foreign partner-
ship, which at any time during its tax-
able year is engaged in trade or busi-
ness in the United States. 

(3) The method by which, or the place 
where, payment of the interest is made 
is immaterial in determining whether 
interest is derived from sources within 
the United States. 

(4) For purposes of this section, the 
term ‘‘interest’’ includes all amounts 
treated as interest under section 483, 
and the regulations thereunder. It also 
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includes original issue discount, as de-
fined in section 1232(b)(1), whether or 
not the underlying bond, debenture, 
note, certificate, or other evidence of 
indebtedness is a capital asset in the 
hands of the taxpayer within the mean-
ing of section 1221. 

(5) If interest is paid on an obligation 
of a resident of the United States by a 
nonresident of the United States acting 
in the nonresident’s capacity as a guar-
antor of the obligation of the resident, 
the interest will be treated as income 
from sources within the United States. 

(6) In the case of interest received by 
a nonresident alien individual or for-
eign corporation this paragraph (a) ap-
plies whether or not the interest is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by such 
individual or corporation. 

(7) A substitute interest payment is a 
payment, made to the transferor of a 
security in a securities lending trans-
action or a sale-repurchase trans-
action, of an amount equivalent to an 
interest payment which the owner of 
the transferred security is entitled to 
receive during the term of the trans-
action. A securities lending trans-
action is a transfer of one or more se-
curities that is described in section 
1058(a) or a substantially similar trans-
action. A sale-repurchase transaction 
is an agreement under which a person 
transfers a security in exchange for 
cash and simultaneously agrees to re-
ceive a substantially identical securi-
ties from the transferee in the future 
in exchange for cash. A substitute in-
terest payment shall be sourced in the 
same manner as the interest accruing 
on the transferred security for pur-
poses of this section and § 1.862–1. See 
also §§ 1.864–5(b)(2)(iii), 1.871–7(b)(2), 
1.881–2(b)(2) and for the character of 
such payments and § 1.894–1(c) for the 
application tax treaties to these trans-
actions. 

(b) Interest not derived from U.S. 
sources. Notwithstanding paragraph (a) 
of this section, interest shall be treated 
as income from sources without the 
United States to the extent provided 
by subparagraphs (A) through (H), of 
section 861(a)(1) and by the following 
subparagraphs of this paragraph. 

(1) Interest on bank deposits and on 
similar amounts. (i) Interest paid or 
credited before January 1, 1977, to a 
nonresident alien individual or foreign 
corporation on— 

(a) Deposits with persons, including 
citizens of the United States or alien 
individuals and foreign or domestic 
partnerships or corporations, carrying 
on the banking business in the United 
States, 

(b) Deposits or withdrawable ac-
counts with savings institutions char-
tered and supervised as savings and 
loan or similar associations under Fed-
eral or State law, or 

(c) Amounts held by an insurance 
company under an agreement to pay 
interest thereon, shall be treated as in-
come from sources without the United 
States if such interest is not effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by such non-
resident alien individual or foreign cor-
poration. If such interest is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by such nonresident 
alien individual or foreign corporation, 
it shall be treated as income from 
sources within the United States under 
paragraph (a) of this section unless it 
is treated as income from sources with-
out the United States under another 
subparagraph of this paragraph. For a 
special rule for determining whether 
such interest is effectively connected 
for the taxable year with the conduct 
of a trade or business in the United 
States, see paragraph (c)(1)(ii) or 
§ 1.864–4. 

(ii) Paragraph (b)(1)(i)(b) of this sec-
tion applies to interest on deposits or 
withdrawable accounts described there-
in only to the extent that the interest 
paid or credited by the savings institu-
tion described therein is deductible 
under section 591 in determining the 
taxable income of such institution; 
and, for this purpose, whether an 
amount is deductible under section 591 
shall be determined without regard to 
section 265, relating to deductions allo-
cable to tax-exempt income. Thus, for 
example, such subdivision does not 
apply to amounts paid by a savings and 
loan or similar association on or with 
respect to its nonwithdrawable capital 
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stock or on or with respect to funds 
held in restricted accounts which rep-
resent a proprietary interest in such 
association. Paragraph (b)(1)(i)(b) of 
this section also applies to so-called 
dividends paid or credited on deposits 
or withdrawable accounts if such divi-
dends are deductible under section 591 
without reference to section 265. 

(iii) For purposes of paragraph 
(b)(1)(i)(c) of this section, amounts held 
by an insurance company under an 
agreement to pay interest thereon in-
clude policyholder dividends left with 
the company to accumulate, prepaid 
insurance premiums, proceeds of poli-
cies left on deposit with the company, 
and overcharges of premiums. Such 
subdivision does not apply to (a) the 
so-called ‘‘interest element’’ in the 
case of annuity or installment pay-
ments under life insurance or endow-
ment contracts or (b) interest paid by 
an insurance company to its creditors 
on notes, bonds, or similar evidences of 
indebtedness, if the debtor-creditor re-
lationship does not arise by virtue of a 
contract of insurance with the insur-
ance company. 

(iv) For purposes of paragraph 
(b)(1)(i) of this section, interest re-
ceived by a partnership shall be treated 
as received by each partner of such 
partnership to the extent of his dis-
tributive share of such item. 

(2) Interest from a resident alien indi-
vidual or domestic corporation deriving 
substantial income from sources without 
the United States. Interest received from 
a resident alien individual or a domes-
tic corporation shall be treated as in-
come from sources without the United 
States when it is shown to the satisfac-
tion of the district director (or, if ap-
plicable, the Director of International 
Operations) that less than 20 percent of 
the gross income from all sources of 
such individual or corporation has been 
derived from sources within the United 
States, as determined under the provi-
sions of sections 861 to 863, inclusive, 
and the regulations thereunder, for the 
3-year period ending with the close of 
the taxable year of such individual or 
corporation preceding its taxable year 
in which such interest is paid or cred-
ited, or for such part of such period as 
may be applicable. If 20 percent or 
more of the gross income from all 

sources of such individual or corpora-
tion has been derived from sources 
within the United States, as so deter-
mined, for such 3-year period (or part 
thereof), the entire amount of the in-
terest from such individual or corpora-
tion shall be treated as income from 
sources within the United States. 

(3) Interest from a foreign corporation 
not deriving major portion of its income 
from a U.S. business. (i) Interest from a 
foreign corporation which, at any time 
during the taxable year, is engaged in 
trade or business in the United States 
shall be treated as income from sources 
without the United States when it is 
shown to the satisfaction of the dis-
trict director (or, if applicable, the Di-
rector of International Operations) 
that (a) less than 50 percent of the 
gross income from all sources of such 
foreign corporation for the 3-year pe-
riod ending with the close of its tax-
able year preceding its taxable year in 
which such interest is paid or credited 
(or for such part of such period as the 
corporation has been in existence) was 
effectively connected with the conduct 
by such corporation of a trade or busi-
ness in the United States, as deter-
mined under section 864(c) and § 1.864–3, 
or (b) such foreign corporation had 
gross income for such 3-year period (or 
part thereof) but none was effectively 
connected with the conduct of a trade 
or business in the United States. 

(ii) If 50 percent or more of the gross 
income from all sources of such foreign 
corporation for such 3-year period (or 
part thereof) was effectively connected 
with the conduct by such corporation 
of a trade or business in the United 
States, see section 861(a)(1)(D) and 
paragraph (c)(1) of this section for de-
termining the portion of interest from 
such corporation which is treated as 
income from sources within the United 
States. 

(iii) For purposes of this paragraph 
the gross income which is effectively 
connected with the conduct of a trade 
or business in the United States in-
cludes the gross income which, pursu-
ant to section 882 (d) or (e) and the reg-
ulations thereunder, is treated as in-
come which is effectively connected 
with the conduct of a trade or business 
in the United States. 
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(iv) This paragraph does not apply to 
interest paid or credited after Decem-
ber 31, 1969, by a branch in the United 
States of a foreign corporation if, at 
the time of payment or crediting, such 
branch is engaged in the commercial 
banking business in the United States; 
furthermore, such interest is treated 
under paragraph (a) of this section as 
income from sources within the United 
States unless it is treated as income 
from sources without the United States 
under paragraph (b) (1) or (4) of this 
section. 

(4) Bankers’ acceptances. Interest de-
rived by a foreign central bank of issue 
from bankers’ acceptances shall be 
treated as income from sources with-
out the United States. For this pur-
pose, a foreign central bank of issue is 
a bank which is by law or government 
sanction the principal authority, other 
than the government itself, issuing in-
struments intended to circulate as cur-
rency. Such a bank is generally the 
custodian of the banking reserves of 
the country under whose laws it is or-
ganized. 

(5) Foreign banking branch of a domes-
tic corporation or partnership. Interest 
paid or credited on deposits with a 
branch outside the United States (as 
defined in section 7701(a)(9)) of a do-
mestic corporation or of a domestic 
partnership shall be treated as income 
from sources without the United 
States, if, at the time of payment or 
crediting, such branch is engaged in 
the commercial banking business. For 
purposes of applying this paragraph, it 
is immaterial (i) whether the domestic 
corporation or domestic partnership is 
carrying on a banking business in the 
United States, (ii) whether the recipi-
ent of the interest is a citizen or resi-
dent of the United States, a foreign 
corporation, or a foreign partnership, 
(iii) whether the interest is effectively 
connected with the conduct of a trade 
or business in the United States by the 
recipient, or (iv) whether the deposits 
with the branch located outside the 
United States are payable in the cur-
rency of a foreign country. Notwith-
standing the provisions of § 1.863–6, in-
terest to which this paragraph applies 
shall be treated as income from sources 
within the foreign country, possession 

of the United States, or other territory 
in which the branch is located. 

(6) Section 4912(c) debt obligations— (i) 
In general. Under section 861(a)(1)(G), 
interest on a debt obligation shall not 
be treated as income from sources 
within the United States if— 

(a) The debt obligation was part of an 
issue of debt obligations with respect 
to which an election has been made 
under section 4912(c) (relating to the 
treatment of such debt obligations as 
debt obligations of a foreign obligor for 
purposes of the interest equalization 
tax), 

(b) The debt obligation had a matu-
rity not exceeding 15 years (within the 
meaning of paragraph (b)(6)(ii) of this 
section) on the date it is originally 
issued or on the date it is treated under 
section 4912(c)(2) as issued by reason of 
being assumed by a certain domestic 
corporation, 

(c) The debt obligation, when origi-
nally issued, was purchased by one or 
more underwriters (within the meaning 
of paragraph (b)(6)(iii) of this section) 
with a view to distribution through re-
sale (within the meaning of paragraph 
(b)(6)(iv) of this section), and 

(d) The interest on the debt obliga-
tion is attributable to periods after the 
effective date of an election under sec-
tion 4912(c) to treat such debt obliga-
tions as debt obligations of a foreign 
obligor for purposes of the interest 
equalization tax. 

(ii) Maturity not exceeding 15 years. 
The date the debt obligation is issued 
or treated as issued is not included in 
the 15 year computation, but the date 
of maturity of the debt, obligation is 
included in such computation. 

(iii) Purchased by one or more under-
writers. For purposes of this paragraph, 
the debt obligation when originally 
issued will not be treated as purchased 
by one or more underwriters unless the 
underwriter purchases the debt obliga-
tion for his own account and bears the 
risk of gain or loss on resale. Thus, for 
example, a debt obligation, when origi-
nally issued, will not be treated as pur-
chased by one or more underwriters if 
the underwriter acts only in the capac-
ity of an agent of the issuer. Neither 
will a debt obligation, when originally 
issued, be treated as purchased by one 
or more underwriters if the agreement 
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between the underwriter and issuer is 
merely for a ‘‘best efforts’’ under-
writing, for the purchase by the under-
writer of all or a portion of the debt ob-
ligations remaining unsold at the expi-
ration of a fixed period of time, or for 
any other arrangement under the 
terms of which the debt obligations are 
not purchased by the underwriter with 
a view to distribution through resale. 
The fact that an underwriter is related 
to the issuer will not prevent the un-
derwriter from meeting the require-
ments of this paragraph. In deter-
mining whether a related underwriter 
meets the requirements of this para-
graph consideration shall be given to 
whether the purchase by the under-
writer of the debt obligation from the 
issuer for resale was effected by a 
transaction subject to conditions simi-
lar to those which would have been im-
posed between independent persons. 

(iv) With a view to distribution through 
resale. (a) An underwriter who pur-
chased a debt obligation shall be 
deemed to have purchased it with a 
view to distribution through resale if 
the requirements of paragraph (b)(6)(iv) 
(b) or (c) of this section are met. 

(b) The requirements of this para-
graph (b) is that— 

(1) The debt obligation is registered, 
approved, or listed for trading on one 
or more foreign securities exchanges or 
foreign established securities markets 
within 4 months after the date on 
which the underwriter purchases the 
debt obligation, or by the date of the 
first interest payment on the debt obli-
gation, whichever is later, or 

(2) The debt obligation, or any sub-
stantial portion of the issue of which 
the debt obligation is a part, is actu-
ally traded on one or more foreign se-
curities markets on or within 15 cal-
endar days after the date on which the 
underwriter purchases the debt obliga-
tion. 
For purposes of this paragraph 
(b)(6)(iv), a foreign established securi-
ties market includes any foreign over- 
the-counter market as reflected by the 
existence of an inter-dealer quotation 
system for regularly disseminating to 
brokers and dealers quotations of obli-
gations by identified brokers or deal-
ers, other than quotations prepared 
and distributed by a broker or dealer in 

the regular course of his business and 
containing only quotations of such 
broker or dealer. 

(c) The requirements of this para-
graph (c) are that, except as provided 
in paragraph (b)(6)(iv)(d) of this sec-
tion, the underwriter is under no writ-
ten or implied restriction imposed by 
the issuer with respect to whom he 
may resell the debt obligation and ei-
ther— 

(1) Within 30 calendar days after he 
purchased the debt obligation the un-
derwriter or underwriters either (i) sold 
it or (ii) sold at least 95 percent of the 
face amount of the issue of which the 
debt obligation is a part, or 

(2)(i) The debt obligation is evidenced 
by an instrument which, under the 
laws of the jurisdiction in which it is 
issued, is either negotiable or transfer-
able by assignment (whether or not it 
is registered for trading), and (ii) it ap-
pears from all the relevant facts and 
circumstances, including any written 
statements or assurances made by the 
purchasing underwriter or under-
writers, that such debt obligation was 
purchased with a view to distribution 
through resale. 

(d) The requirements of paragraph 
(b)(6)(iv)(c) of this paragraph may be 
met whether or not the underwriter is 
restricted from reselling the debt obli-
gations— 

(1) To a United States person (as de-
fined in section 7701(a)(30)) or 

(2) To any particular person or per-
sons pursuant to a restriction imposed 
by, or required to be met in order to 
comply with, United States or foreign 
securities or other law. 

(v) Statement with return. Any tax-
payer who is required to file a tax re-
turn and who excludes from gross in-
come interest of the type specified in 
this subparagraph must comply with 
the requirements of paragraph (d) of 
this section. 

(vi) Effect of termination of IET. If the 
interest equalization tax expires, the 
provisions of section 861(a)(1)(G) and 
this subparagraph shall apply to inter-
est paid on debt obligations only with 
respect to which a section 4912(c) elec-
tion was made. 

(vii) Definition of term underwriter. 
For purposes of section 861(a)(1)(G) and 
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this paragraph, the term ‘‘under-
writer’’ shall mean any underwriter as 
defined in section 4919(c)(1). 

(c) Special rules—(1) Proration of inter-
est from a foreign corporation deriving 
major portion of its income from a U.S. 
business. If, after applying the first sen-
tence of paragraph (b)(3) of this section 
to interest to which that paragraph ap-
plies, it is determined that the interest 
may not be treated as income from 
sources without the United States, the 
amount of the interest from the foreign 
corporation which at some time during 
the taxable year is engaged in trade or 
business in the United States which is 
to be treated as income from sources 
within the United States shall be the 
amount that bears the same ratio to 
such interest as the gross income of 
such foreign corporation for the 3-year 
period ending with the close of its tax-
able year preceding its taxable year in 
which such interest is paid or credited 
(or for such part of such period as the 
corporation has been in existence) 
which was effectively connected with 
the conduct by such corporation of a 
trade or business in the United States 
bears to its gross income from all 
sources for such period. 

(2) Payors having no gross income for 
period preceding taxable year of payment. 
If the resident alien individual, domes-
tic corporation, or foreign corporation, 
as the case may be, paying interest has 
no gross income from any source for 
the 3-year period (or part thereof) spec-
ified in paragraph (b) (2) or (3) of this 
section, or paragraph (c)(1) of this sec-
tion, the 20-percent test or the 50-per-
cent test, or the apportionment for-
mula, as the case may be, described in 
such paragraph shall be applied solely 
with respect to the taxable year of the 
payor in which the interest is paid or 
credited. This paragraph applies wheth-
er the lack of gross income for the 3- 
year period (or part thereof) stems 
from the business inactivity of the 
payor, from the fact that the payor is 
a corporation which is newly created or 
organized, or from any other cause. 

(3) Transitional rule. For purposes of 
applying paragraph (b)(3) of this sec-
tion, and paragraph (c)(1) of this sec-
tion, the gross income of the foreign 
corporation for any period before the 
first taxable year beginning after De-

cember 31, 1966, which is from sources 
within the United States (determined 
as provided by sections 861 through 863, 
and the regulations thereunder, as in 
effect immediately before amendment 
by section 102 of the Foreign Investors 
Tax Act of 1966 (Pub. L. 89–809, 80 Stat. 
1541)) shall be treated as gross income 
for such period which is effectively 
connected with the conduct of a trade 
or business in the United States by 
such foreign corporation. 

(4) Gross income determinations. In 
making determinations under para-
graph (b) (2) or (3) of this section, or 
paragraph (c) (1) or (3) of this section— 

(i) The gross income of a domestic 
corporation or a resident alien indi-
vidual is to be determined by excluding 
any items specifically excluded from 
gross income under chapter 1 of the 
Code, and 

(ii) The gross income of a foreign cor-
poration which is effectively connected 
with the conduct of a trade or business 
in the United States is to be deter-
mined under section 882(b)(2) and by ex-
cluding any items specifically excluded 
from gross income under chapter 1 of 
the Code, and 

(iii) The gross income from all 
sources of a foreign corporation is to be 
determined without regard to section 
882(b) and without excluding any items 
otherwise specifically excluded from 
gross income under chapter 1 of the 
Code. 

(d) Statement with return. Any tax-
payer who is required to file a return 
and applies any provision of this sec-
tion to exclude an amount of interest 
from his gross income must file with 
his return a statement setting forth 
the amount so excluded, the date of its 
receipt, the name and address of the 
obligor of the interest, and, if known, 
the location of the records which sub-
stantiate the amount of the exclusion. 
A statement from the obligor setting 
forth such information and indicating 
the amount of interest to be treated as 
income from sources without the 
United States may be used for this pur-
pose. See §§ 1.6012–1(b)(1)(i) and 1.6012– 
2(g)(1)(i). 

(e) Effective dates. Except as other-
wise provided, this section applies with 
respect to taxable years beginning 
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after December 31, 1966. For cor-
responding rules applicable to taxable 
years beginning before January 1, 1967, 
(see 26 CFR part 1 revised April 1, 1971). 
Paragraph (a)(7) of this section is ap-
plicable to payments made after No-
vember 13, 1997. 

[T.D. 7378, 40 FR 45429, Oct. 2, 1975; 40 FR 
48508, Oct. 16, 1975, as amended by T.D. 8257, 
54 FR 31819, Aug. 2, 1989; T.D. 8735, 62 FR 
53500, Oct. 14, 1997] 

§ 1.861–3 Dividends. 
(a) General—(1) Dividends included in 

gross income. Gross income from 
sources within the United States in-
cludes a dividend described in subpara-
graph (2), (3), (4), or (5) of this para-
graph. For purposes of subparagraphs 
(2), (3), and (4) of this paragraph, the 
term ‘‘dividend’’ shall have the same 
meaning as set forth in section 316 and 
the regulations thereunder. See sub-
paragraph (5) of this paragraph for spe-
cial rules with respect to certain divi-
dends from a DISC or former DISC. See 
also paragraph (a)(6) of this section for 
special rules concerning substitute div-
idend payments received pursuant to a 
securities lending transaction. 

(a)(2) [Reserved] For further guid-
ance, see § 1.861–3T(a)(2). 

(3) Dividend from a foreign corpora-
tion—(i) In general.(A) A dividend de-
scribed in this subparagraph is a divi-
dend from a foreign corporation (other 
than a dividend to which subparagraph 
(4) of this paragraph applies) unless 
less than 50 percent of the gross income 
from all sources of such foreign cor-
poration for the 3-year period ending 
with the close of its taxable year pre-
ceding the taxable year in which occurs 
the declaration of such dividend (or for 
such part of such period as the corpora-
tion has been in existence) was effec-
tively connected with the conduct by 
such corporation of a trade or business 
in the United States, as determined 
under section 864(c) and § 1.864–3. Thus, 
no portion of a dividend from a foreign 
corporation shall be treated as income 
from sources within the United States 
under section 861(a)(2)(B) if less than 50 
percent of the gross income of such for-
eign corporation from all sources for 
such 3-year period (or part thereof) was 
effectively connected with the conduct 
by such corporation of a trade or busi-

ness in the United States or if such for-
eign corporation had gross income for 
such 3-year period (or part thereof) but 
none was effectively connected with 
the conduct by such corporation of a 
trade or business in the United States. 

(b) If 50 percent or more of the gross 
income from all sources of such foreign 
corporation for such 3-year period (or 
part thereof) was effectively connected 
with the conduct by such corporation 
of a trade or business in the United 
States, the amount of the dividend 
which is to be treated as income from 
sources within the United States under 
section 861(a)(2)(B) shall be the amount 
that bears the same ratio to such divi-
dend as the gross income of such for-
eign corporation for such 3-year period 
(or part thereof) which was effectively 
connected with the conduct by such 
corporation of a trade or business in 
the United States bears to its gross in-
come from all sources for such period. 

(c) For purposes of this subdivision 
(i), the gross income which is effec-
tively connected with the conduct of a 
trade or business in the United States 
includes the gross income which, pur-
suant to section 882 (d) or (e), is treated 
as income which is effectively con-
nected with the conduct of a trade or 
business in the United States. 

(ii) Rule applicable in applying limita-
tion on amount of foreign tax credit. For 
purposes of determining under section 
904 the limitation upon the amount of 
the foreign tax credit— 

(a) So much of a dividend from a for-
eign corporation as exceeds (and only 
to the extent it so exceeds) the amount 
which is 100/85ths of the amount of the 
deduction allowable under section 
245(a) in respect of such dividend, plus 

(b) An amount which bears the same 
proportion to any section 78 dividend 
to which the dividend from the foreign 
corporation gives rise as the amount of 
the excess determined under (a) of this 
subdivision bears to the total amount 
of the dividend from the foreign cor-
poration, shall, notwithstanding sub-
division (i) of this subparagraph, be 
treated as income from sources with-
out the United States. This subdivision 
applies to a dividend for which no divi-
dends-received deduction is allowed 
under section 245 or for which the 85 
percent dividends-received deduction is 
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allowed under section 245(a) but does 
not apply to a dividend for which a de-
duction is allowable under section 
245(b). All of a dividend for which the 
100 percent dividends-received deduc-
tion is allowed under section 245(b) 
shall be treated as income from sources 
within the United States for purposes 
of determining under section 904 the 
limitation upon the amount of the for-
eign tax credit. If the amount of a dis-
tribution of property other than money 
(constituting a dividend under section 
316) is determined by applying section 
301(b)(1)(C), such amount must be used 
as the dividend for purposes of applying 
(a) of this subdivision even though the 
amount used for purposes of section 
245(a) is determined by applying sec-
tion 301(b)(1)(D). In making determina-
tions under this subdivision, a dividend 
(other than a section 78 dividend re-
ferred to in (b) of this subdivision) shall 
be determined without regard to sec-
tion 78. 

(iii) Illustrations. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. D, a domestic corporation, owns 
80 percent of the outstanding stock of M, a 
foreign manufacturing corporation. M, which 
makes its returns on the basis of the cal-
endar year, has earnings and profits of 
$200,000 for 1971 and 60 percent of its gross in-
come for that year is effectively connected 
for 1971 with the conduct of a trade or busi-
ness in the United States. For an uninter-
rupted period of 36 months ending on Decem-
ber 31, 1970, M has been engaged in trade or 
business in the United States and has re-
ceived gross income effectively connected 
with the conduct of a trade or business in the 
United States amounting to 60 percent of its 
gross income from all sources for such pe-
riod. The only distribution by M to D for 1971 
is a cash dividend of $100,000; of this amount, 
$60,000 ($100,000×60%) is treated under sub-
division (i) of this subparagraph as income 
from sources within the United States, and 
$40,000 ($100,000¥$60,000) is treated under 
§ 1.862–1(a)(2) as income from sources without 
the United States. Accordingly, under sec-
tion 245(a), D is entitled to a dividends-re-
ceived deduction of $51,000 ($60,000×85%), and 
under subdivision (ii) of this subparagraph 
$40,000 ($100,000¥[$51,000×100/85]) is treated as 
income from sources without the United 
States for purposes of determining under sec-
tion 904(a) (1) or (2) the limitation upon the 
amount of the foreign tax credit. 

Example 2. (a) The facts are the same as in 
example (1) except that the distribution for 
1971 consists of property which has a fair 

market value of $100,000 and an adjusted 
basis of $30,000 in M’s hands immediately be-
fore the distribution. The amount of the div-
idend under section 316 is $58,000, determined 
by applying secton 301(b)(1)(C) as follows: 
Portion of adjusted basis of property attributable to 

gross income of M effectively connected for 
1971 with conduct of trade or business in United 
States ($30,000×60%) ......................................... $18,000 

Portion of fair market value of property attributable 
to gross income of M not effectively connected 
for 1971 with conduct of trade or business in 
United States ($100,000×40%) ............................ 40,000 

Total dividend ................................................ 58,000 

(b) Of the total dividend, $34,800 
($58,000×60% (percentage applicable to 3-year 
period)) is treated under subdivision (i) of 
this subparagraph as income from sources 
within the United States, and $23,200 
($58,000×40%) is treated under § 1.862–1(a)(2) as 
income from sources without the United 
States. However, by reason of section 245(c) 
the adjusted basis of the property ($30,000) is 
used under section 245(a) in determining the 
dividends-received deduction. Thus, under 
section 245(a), D is entitled to a dividends-re-
ceived deduction of $15,300 ($30,000×60%×85%). 

(c) Under subdivision (ii) of this subpara-
graph, the amount of the dividend for pur-
poses of applying (a) of that subdivision is 
the amount ($58,000) determined by applying 
section 301(b)(1)(C) rather than the amount 
($30,000) determined by applying section 
301(b)(1)(B). Accordingly, under subdivision 
(ii) of this subparagraph $40,000 
($58,000¥[$15,300×100/85]) is treated as income 
from sources without the United States for 
purposes of determining under section 904(a) 
(1) or (2) the limitation upon the amount of 
the foreign tax credit. 

Example 3. (a) D, a domestic corporation 
which makes its returns on the basis of the 
calendar year, owns 100 percent of the out-
standing stock of N, a foreign corporation 
which is not a less developed country cor-
poration under section 902(d). N, which 
makes its returns on the basis of the cal-
endar year, has total gross income for 1971 of 
$100,000, of which $80,000 (including $60,000 
from sources within foreign country X) is ef-
fectively connected for that year with the 
conduct of a trade or business in the United 
States. For 1971 N is assumed to have paid 
$27,000 of income taxes to country X and to 
have accumulated profits of $81,000 for pur-
poses of section 902(c)(1)(A). N’s accumulated 
profits in excess of foreign income taxes 
amount to $54,000. For 1971 D receives a cash 
dividend of $42,000 from N, which is D’s only 
income for that year. 

(b) For 1971 D chooses the benefits of the 
foreign tax credit under section 901, and as a 
result is required under section 78 to include 
in gross income an amount equal to the for-
eign income taxes of $21,000 ($27,000×$42,000/ 
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$54,000) it is deemed to have paid under sec-
tion 902(a)(1). Thus, assuming no other de-
ductions for the taxable year, D has gross in-
come of $63,000 ($42,000+$21,000) for 1971 less a 
dividends-received deduction under section 
245(a) of $28,560 ([$42,000×$80,000/ 
$100,000]×85%), or taxable income for 1971 of 
$34,440. 

(c) Under subdivision (ii) of this subpara-
graph, for purposes of determining under sec-
tion 904(a) (1) or (2) the limitation upon the 
amount of the foreign tax credit, $12,600 is 
treated as income from sources without the 
United States, determined as follows: 
Excess of dividend from N over amount which is 

100/85ths of amount of sec. 245(a) deduction 
($42,000¥[$28,560× 100/85]) ............................. $8,400 

Proportionate part of sec. 78 dividend 
($21,000×$8,400/$42,000) ................................... 4,200 

Taxable income from sources without 
the United States ............................ 12,600 

Example 4. A, an individual citizen of the 
United States who makes his return on the 
basis of the calendar year, receives in 1971 a 
cash dividend of $10,000 from M, a foreign 
corporation, which makes its return on the 
basis of the calendar year. For the 3-year pe-
riod ending with 1970 M has been engaged in 
trade or business in the United States and 
has received gross income effectively con-
nected with the conduct of a trade or busi-
ness in the United States amounting to 80 
percent of its gross income from all sources 
for such period. Of the total dividend, $8,000 
($10,000×80%) is treated under subdivision (i) 
of this subparagraph as income from sources 
within the United States and $2,000 
($10,000¥$8,000) is treated under § 1.862–1(a)(2) 
as income from sources without the United 
States. Since under section 245 no dividends 
received-deduction is allowable to an indi-
vidual, A is entitled under subdivision (ii) of 
this subparagraph to treat the entire divi-
dend of $10,000 ($10,000¥[$0×100/85]) as income 
from sources without the United States for 
purposes of determining under section 904(a) 
(1) or (2) the limitation upon the amount of 
the foreign tax credit. 

(4) Dividend from a foreign corporation 
succeeding to earnings of a domestic cor-
poration. A dividend described in this 
subparagraph is a dividend from a for-
eign corporation, if such dividend is re-
ceived by a corporation after December 
31, 1959, but only to the extent that 
such dividend is treated by such recipi-
ent corporation under the provisions of 
§ 1.243–3 as a dividend from a domestic 
corporation subject to taxation under 
chapter 1 of the Code. To the extent 
that this subparagraph applies to a div-
idend received from a foreign corpora-
tion, subparagraph (3) of this para-
graph shall not apply to such dividend. 

(5) Certain dividends from a DISC or 
former DISC—(i) General rule. A divi-
dend described in this subparagraph is 
a dividend from a corporation that is a 
DISC or former DISC (as defined in sec-
tion 992(a)) other than a dividend 
that— 

(a) Is deemed paid by a DISC, for tax-
able years beginning before January 1, 
1976, under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before 
January 1, 1976, and for taxable years 
beginning after December 31, 1975, 
under section 995(b)(1) (D), (E), and (F) 
to the extent provided in subdivision 
(iii) of this subparagraph or 

(b) Reduces under § 1.996–3(b)(3) accu-
mulated DISC income (as defined in 
subdivision (ii)(b) of this subparagraph) 
to the extend provided in subdivision 
(iv) of this subparagraph. 

Thus, a dividend deemed paid under 
section 995(b)(1) (A), (B), or (C) (relat-
ing to certain deemed distributions in 
qualified years) will be treated in full 
as gross income from sources within 
the United States. To the extent that a 
dividend from a DISC or former DISC is 
paid out of other earnings and profits 
(as defined in § 1.996–3(d)), subparagraph 
(2) of this paragraph shall apply. To the 
extent that a dividend from a DISC or 
former DISC is paid out of previously 
taxed income (as defined in § 1.996–3(c)), 
see section 996(a)(3) (relating to the ex-
clusion from gross income of amounts 
distributed out of previously taxed in-
come). In determining the source of in-
come of certain dividends from a DISC 
or former DISC, the source of income 
from any transaction which gives rise 
to gross receipts (as defined in § 1.993– 
6), in the hands of the DISC or former 
DISC, is immaterial. 

(ii) Definitions. For purposes of this 
subparagraph, the term— 

(a) ‘‘Dividend from’’ means any 
amount actually distributed which is a 
dividend within the meaning of section 
316 (including distributions to meet 
qualification requirements under sec-
tion 992(c)) and any amount treated as 
a distribution taxable as a dividend 
pursuant to section 995(b) (relating to 
deemed distributions in qualified years 
or upon disqualification) or included in 
gross income as a dividend pursuant to 
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section 995(c) (relating to gain on cer-
tain dispositions of stock in a DISC or 
former DISC), and 

(b) ‘‘Accumulated DISC income’’ 
means the amount of accumulated 
DISC income as of the close of the tax-
able year immediately preceding the 
taxable year in which the dividend was 
made increased by the amount of DISC 
income for the taxable year in which 
the dividend was made (as determined 
under § 1.996–3(b)(2)). 

(c) ‘‘Nonqualified export taxable in-
come’’ means the taxable income of a 
DISC from any transaction which gives 
rise to gross receipts (as defined in 
§ 1.993–6) which are not qualified export 
receipts (as defined in § 1.993–1) other 
than a transaction giving rise to gain 
described in section 995(b)(1) (B) or (C). 
For purposes of subdivisions (i)(b) and 
(iv) of this subparagraph, if by reason 
of section 995(c), gain is included in the 
shareholder’s gross income as a divi-
dend, accumulated DISC income shall 
be treated as if it were reduced under 
§ 1.996–3(b)(3). 

(iii) Determination of source of income 
for deemed distributions, for taxable years 
beginning before January 1, 1976, under 
section 995(b)(1)(D) as in effect for taxable 
years beginning before January 1, 1976, 
and for taxable years beginning after De-
cember 31, 1975, under section 995(b)(1) 
(D), (E), and (F). (a) If for its taxable 
year a DISC does not have any non-
qualified export taxable income, then 
for such year the entire amount treat-
ed, for taxable years beginning before 
January 1, 1976, under section 
995(b)(1)(D) as in effect for taxable 
years beginning before January 1, 1976, 
and for taxable years beginning after 
December 31, 1975, under section 
995(b)(1) (D), (E), and (F) as a deemed 
distribution taxable as a dividend will 
be treated as gross income from 
sources without the United States. 

(b) If for its taxable year a DISC has 
any nonqualified export taxable in-
come, then for such year the portion of 
the amount treated, for taxable years 
beginning before January 1, 1976, under 
section 995(b)(1)(D) as in effect for tax-
able years beginning before January 1, 
1976, and for taxable years beginning 
after December 31, 1975, under section 
995(b)(1) (D), (E), and (F) as a deemed 
distribution taxable as a dividend that 

will be treated as income from sources 
within the United States shall be equal 
to the amount of such nonqualified ex-
port taxable income multiplied by the 
following fraction. The numerator of 
the fraction is the sum of the amounts 
treated, for taxable years beginning be-
fore January 1, 1976, under section 
995(b)(1)(D) as in effect for taxable 
years beginning before January 1, 1976, 
and for taxable years beginning after 
December 31, 1975, under section 
995(b)(1) (D), (E), and (F) as deemed dis-
tributions taxable as dividends. The de-
nominator of the fraction is the tax-
able income of the DISC for the taxable 
year, reduced by the amounts treated 
under section 995(b)(1) (A), (B), and (C) 
as deemed distributions taxable as 
dividends. However, in no event shall 
the numerator exceed the denominator. 
The remainder of such dividend will be 
treated as gross income from sources 
without the United States. 

(iv) Determination of source of income 
for dividends that reduce accumulated 
DISC income. (A) If no portion of the ac-
cumulated DISC income of a DISC or 
former DISC is attributable to non-
qualified export taxable income from 
any transaction during a year for 
which it is (or is treated as) a DISC, 
then the entire amount of any dividend 
that reduces under § 1.996–3(b)(3) accu-
mulated DISC income will be treated 
as income from sources without the 
United States. 

(b) If any portion of the accumulated 
DISC income of a DISC or former DISC 
is attributable to nonqualified export 
taxable income from any transaction 
during a year for which it is (or is 
treated as) a DISC, then the portion of 
any dividend during its taxable year 
that reduces under § 1.996–3(b)(3) accu-
mulated DISC income that will be 
treated as income from sources within 
the United States shall be equal to the 
amount of such dividend multiplied by 
a fraction (determined as of the close 
of such year) the numerator of which is 
the amount of accumulated DISC in-
come attributable to nonqualified ex-
port taxable income, and the denomi-
nator of which is the total amount of 
accumulated DISC income. The re-
mainder of such dividend will be treat-
ed as gross income from sources with-
out the United States. 
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(v) Special rules. For purposes of sub-
divisions (iii) and (iv) of this subpara-
graph— 

(a) Taxable income shall be deter-
mined under § 1.992–3(b)(2)(i) (relating 
to the computation of deficiency dis-
tribution), and 

(b) The portion of any deemed dis-
tribution taxable as a dividend, for tax-
able years beginning before January 1, 
1976, under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before 
January 1, 1976, and for taxable years 
beginning after December 31, 1975, 
under section 995(b)(1)(D), (E), and (F) 
or amount under § 1.996–3(b)(3) (i) 
through (iv) that is treated as gross in-
come from sources within the United 
States during the taxable year shall be 
considered to reduce the amount of 
nonqualified export taxable income as 
of the close of such year. 

(vi) Illustrations. This subparagraph 
may be illustrated by the following ex-
amples: 

Example 1. (a) Y is a corporation which uses 
the calendar year as its taxable year and 
which elects to be treated as a DISC begin-
ning with 1972. X is its sole shareholder. In 
1973, Y has $18,000 of taxable income from 
qualified export receipts (none of which are 
interest and gains described in section 
995(b)(1)(A), (B), and (C)) and $1,000 of non-
qualified export taxable income. Under these 
facts, X is deemed to have received a dis-
tribution under section 995(b)(1)(D) as in ef-
fect for taxable years beginning before Janu-
ary 1, 1976, of $9,500, i.e., $19,000 X 1⁄2. X is 
treated under subdivision (iii)(b) of this sub-
paragraph as having $500, i.e., $1,000 X $9,500/ 
$19,000, from sources within the United 
States and $9,000 from sources without the 
United States. 

(b) For 1972, assume that Y did not have 
any nonqualified export taxable income. 
Pursuant to subdivision (v)(b) of this sub-
paragraph, at the beginning of 1974, $500 of 
Y’s accumulated DISC income is attrib-
utable to nonqualified export taxable income 
(iii)(a) of this subparagraph), i.e., $1,000— 
$500. 

Example 2. The facts are the same as in ex-
ample (1) except that in 1973, in addition to 
the taxable income described in such exam-
ple, Y has $450 of taxable income from gross 
interest from producer’s loans described in 
section 995(b)(1)(A). Under these facts, the 
deemed distribution of $450 under section 
995(b)(1)(A) is treated in full under subdivi-
sion (i) of this subparagraph as gross income 
from sources within the United States. The 
deemed distribution under section 
995(b)(1)(D) as in effect for taxable years be-

ginning before January 1, 1976, of $9,500 will 
be treated in the same manner as in example 
(1), i.e., $1,000 X $9,500/($19,450¥$450). 

Example 3. (a) The facts are the same as in 
example (1) except that in 1973, in addition to 
the distribution described in such example, Y 
makes a deemed distribution taxable as a 
dividend of $100 under section 995(b)(1)(G) (re-
lating to foreign investment attributable to 
producer’s loans) and actual distributions of 
all of its previously taxed income and of 
$2,000 taxable as a dividend which reduces ac-
cumulated DISC income (as defined in sub-
division (ii)(b) of this subparagraph). Under 
§ 1.996–3(b)(3), accumulated DISC income is 
first reduced by the deemed distribution of 
$100 and then by the actual distribution tax-
able as a dividend of $2,000. As indicated in 
example (1), for 1972 Y did not have any non-
qualified export taxable income. Assume 
that Y had accumulated DISC income of 
$12,000 at the end of 1973, $500 of which under 
example (1) is attributable to nonqualified 
export taxable income. 

(b) The distribution from previously taxed 
income is excluded from gross income pursu-
ant to section 996(a)(3). 

(c) Of the deemed distribution of $100, X is 
treated under subdivision (iv)(b) as having 
$4.17, i.e., $100×500/12,000, from sources within 
the United States and $95.83, i.e., $100—$4.17, 
from sources without the United States. 

(d) Of the actual distribution taxable as a 
dividend of $2,000, X is treated under subdivi-
sion (iv)(b) as having $83.33, i.e., $2,000×500/ 
12,000, from sources within the United States 
and $1,916.67, i.e., $2,000—$83.33, from sources 
without the United States. 

(e) The sum of the amounts deemed and ac-
tually distributed as dividends for 1973 that 
are treated as gross income from sources 
within the United States is as follows: 

Total divi-
dend 

Amount 
of divi-
dend 
from 

sources 
within the 

United 
States 

Deemed distribution under sec. 
995(b)(1)(D) as in effect for tax-
able years beginning before Janu-
ary 1, 1976 ..................................... $9,500 $500.00 

Deemed distribution under section 
995(b)(1)(G) ................................... 100 4.17 

Actual distribution that reduces accu-
mulated DISC income .................... 2,000 83.33 

Totals ........................... $11,600 $587.50 

Thus, pursuant to subdivision (v)(b) of this 
subparagraph, at the beginning of 1974 Y has 
$412.50, i.e., $1,000—$587.50, of nonqualified ex-
port taxable income. 

(f) The result would be the same if Y made 
an actual distribution taxable as a dividend 
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of $1,500 on March 30, 1973, and another dis-
tribution of $500 on December 31, 1973. 

Example 4. (a) Z is a corporation which uses 
the calendar year as its taxable year and 
which elects to be treated as a DISC begin-
ning with 1972. W is its sole shareholder. At 
the end of the 1976 Z has previously taxed in-
come of $12,000 and accumulated DISC in-
come of $4,000, $900 of which is attributable 
to nonqualified export taxable income. In 
1977, Z has $20,050 of taxable income from 
qualified export receipts, of which $550 is 
from gross income from producer’s loans de-
scribed in section 995(b)(1)(A); Z has $950 of 
taxable income giving rise to gross receipts 
which are not qualified export receipts, of 
which $450 is gain described in section 
995(b)(1)(B). Of its total taxable income of 
$21,000 (which is equal to its earnings and 
profits for 1977), $1,000 is attributable to sales 
of military property. Z has an international 
boycott factor (determined under section 999) 
of .10, and made an illegal bribe (within the 
meaning of section 162(c)) of $1,265. The pro-
portion which the amount of Z’s adjusted 
base period export receipts bears to Z’s ex-
port gross receipts for 1977 is .40 (see section 
995(e)(1)). Z makes a deemed distribution 
taxable as a dividend of $1,000 under section 
995(b)(1)(G) (relating to foreign investment 
attributable to producer’s loans) and actual 
distributions of $32,000. 

(b) The deemed distributions of $550 under 
section 995(b)(1)(A) and $450 under section 

995(b)(1)(B) are treated in full under subdivi-
sion (i) of this subparagraph as gross income 
from sources within the United States. 

(c) Under these facts, Z has also made the 
following deemed distributions taxable as 
dividends to W under the following subdivi-
sions of section 995(b)(1): 
(D) ............ $500, i.e., 1⁄2×$1,000. 
(E) ............ 7,800, i.e.,.40 × [$21,000 ¥ $(550 + 450 + 

500)]. 
(F)(i) ......... 5,850, i.e., 1⁄2 × [$21,000 ¥ $550 + 450 + 

p;500 + 7,800)]. 
(ii) ......... 585, i.e., $5,850×.10 
(iii) ........ 1,265 

Total .. 16,000 

(d) The portion of the total amount of 
these deemed distributions ($16,000 that is 
treated under the subdivision (iii)(b) as gross 
income from sources within the United 
States is computed as follows: 

(1) The amount of nonqualified export tax-
able income is $500, i.e., taxable income giv-
ing rise to gross receipts which are not quali-
fied export receipts ($950) minus gain de-
scribed in section 995(b)(1) (B) or (C) ($450). 

(2) $500×($16,000/$[21,000–(550+450)]) =$400. 

The remainder of these distributions, $15,600 
($16,000 minus $400), is treated under subdivi-
sion (iii)(b) of this subparagraph as gross in-
come from sources without the United 
States. 

(e) The earnings and profits accounts of Z 
at the end of 1977 are computed as follows: 

Total earn-
ings and 

profits 

Previously 
taxed in-

come 

Accumulated DISC in-
come attributable to 
taxable income from 

translations which give 
rise to gross receipts 

which— 

Are quali-
fied export 

receipts 

Are not 
qualified 

export re-
ceipts 

(1) Balance: January 1, 1977 ....................................................................... $16,000 $12,000 $3,100 $900 
(2) Earnings and profits for 1977, before actual and section 955(b)(1)(G) 

distributions ................................................................................................ 21,000 17,000 3,900 1 100 
(3) Balance: December 31, 1977 .................................................................. 37,000 29,000 7,000 1,000 
(4) Distribution under section 995(b)(1)(G) ................................................... .................. 1,000 (875 ) 2 (125 ) 
(5) Balance .................................................................................................... 37,000 30,000 6,125 875 
(6) Actual distribution .................................................................................... (32,000 ) (30,000 ) (1,750 ) 3 (250 ) 
(7) Balance: January 1, 1978 ....................................................................... 5,000 .................. 4,375 625 

1 The total of nonqualified export taxable income ($500) minus the portion of such income, under subdivision (iii)(b) of this sub-
paragraph, deemed distributed pursuant to section 995(b)(1)(D), (E), and (F) ($400), as computed under (d)(2) of this example. 

2 Under subdivision (iv)(b) of this subparagraph, $1,000/$8,000×$1,000. 
3 Under subdivision (iv)(b) of this subparagraph, $1,000/$8,000×$2,000 (amount of actual distribution that reduces accumulated 

DISC income). 

(6) Substitute dividend payments. A 
substitute dividend payment is a pay-
ment, made to the transferor of a secu-
rity in a securities lending transaction 
or a sale-repurchase transaction, of an 
amount equivalent to a dividend dis-
tribution which the owner of the trans-

ferred security is entitled to receive 
during the term of the transaction. A 
securities lending transaction is a 
transfer of one or more securities that 
is described in section 1058(a) or a sub-
stantially similar transaction. A sale- 
repurchase transaction is an agreement 
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under which a person transfers a secu-
rity in exchange for cash and simulta-
neously agrees to receive substantially 
identical securities from the transferee 
in the future in exchange for cash. A 
substitute dividend payment shall be 
sourced in the same manner as the dis-
tributions with respect to the trans-
ferred security for purposes of this sec-
tion and § 1.862–1. See also §§ 1.864– 
5(b)(2)(iii), 1.871–7(b)(2) and 1.881–2(b)(2) 
for the character of such payments and 
§ 1.894–1(c) for the application of tax 
treaties to these transactions. 

(b) Special rules—(1) Foreign corpora-
tion having no gross income for period 
preceding declaration of dividend. If the 
foreign corporation has no gross in-
come from any source for the 3-year pe-
riod (or part thereof) specified in para-
graph (a)(3)(i) of this section, the 50- 
percent test, or the apportionment for-
mula, as the case may be, described in 
such paragraph shall be applied solely 
with respect to the taxable year of 
such corporation in which the declara-
tion of the dividend occurs. This sub-
paragraph applies whether the lack of 
gross income for the 3-year period (or 
part thereof) stems from the business 
inactivity of the foreign corporation, 
from the fact that such corporation is 
newly created or organized, or from 
any other cause. 

(2) Transitional rule. For purposes of 
applying paragraph (a)(3)(i) of this sec-
tion, the gross income of the foreign 
corporation for any period before the 
first taxable year beginning after De-
cember 31, 1966, which is from sources 
within the United States (determined 
as provided by sections 861 through 863, 
and the regulations thereunder, as in 
effect immediately before amendment 
by section 102 of the Foreign Investors 
Tax Act of 1966 (Pub. L. 89–809, 80 Stat. 
1541)) shall be treated as gross income 
for such period which is effectively 
connected with the conduct of a trade 
or business within the United States by 
such foreign corporation. 

(3) Gross income determinations. In 
making determinations under subpara-
graph (2) or (3) of paragraph (a) of this 
section, or subparagraph (2) of this 
paragraph— 

(i) The gross income of a domestic 
corporation is to be determined by ex-
cluding any items specifically excluded 

from gross income under chapter 1 of 
the Code. 

(ii) The gross income of a foreign cor-
poration which is effectively connected 
with the conduct of a trade or business 
in the United States is to be deter-
mined under section 882(b)(2) and by ex-
cluding any items specifically excluded 
from gross income under chapter 1 of 
the Code, and 

(iii) The gross income from all 
sources of a foreign corporation is to be 
determined without regard to section 
882(b) and without excluding any items 
otherwise specifically excluded from 
gross income under chapter 1 of the 
Code. 

(c) Statement with return. Any tax-
payer who is required to file a return 
and applies any provision of this sec-
tion to exclude any dividend from his 
gross income must file with his return 
a statement setting forth the amount 
so excluded, the date of its receipt, the 
name and address of the corporation 
paying the dividend, and, if known, the 
location of the records which substan-
tiate the amount of the exclusion. A 
statement from the paying corporation 
setting forth such information and in-
dicating the amount of the dividend to 
be treated as income from sources 
within the United States may be used 
for this purpose. See §§ 1.6012–1(b)(1)(i) 
and 1.6012–2 (g)(1)(i). 

(d) Effective date. Except as otherwise 
provided in this paragraph this section 
applies with respect to dividends re-
ceived or accrued after December 31, 
1966. Paragraph (a)(5) of this section 
applies to certain dividends from a 
DISC or former DISC in taxable years 
ending after December 31, 1971. Para-
graph (a)(6) of this section is applicable 
to payments made after November 13, 
1997. For purposes of paragraph (a)(5) of 
this section, any reference to a dis-
tribution taxable as a dividend under 
section 995(b)(1)(F) (ii) and (iii) for tax-
able years beginning after December 31, 
1975, shall also constitute a reference 
to any distribution taxable as a divi-
dend under section 995(b)(1)(F) (ii) and 
(iii) for taxable years beginning after 
November 30, 1975, but before January 
1, 1976. For corresponding rules applica-
ble with respect to dividends received 
or accrued before January 1, 1967, see 26 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00145 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



136 

26 CFR Ch. I (4–1–06 Edition) § 1.861–3T 

CFR 1.861–3 (Revised as of January 1, 
1972). 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 6830, 30 FR 8046, June 23, 
1965; T.D. 7378, 40 FR 45432, Oct. 2, 1975; 40 FR 
48508, Oct. 16, 1975; T.D. 7472, 42 FR 12179, 
Mar. 3, 1977; T.D. 7591, 44 FR 5116, Jan. 25, 
1979; T.D. 7854, 47 FR 51738, Nov. 17, 1982; T.D. 
8735, 62 FR 53501, Oct. 14, 1997; T.D. 9194, 70 
FR 18928, Apr. 11, 2005] 

§ 1.861–3T Dividends (temporary). 

(a)(1) [Reserved] For further guid-
ance, see § 1.861–3(a)(1). 

(2) Dividend from a domestic corpora-
tion. A dividend described in this para-
graph (a)(2) is a dividend from a domes-
tic corporation other than a corpora-
tion which has an election in effect 
under section 936. See paragraph (a)(5) 
of this section for the treatment of cer-
tain dividends from a DISC or former 
DISC. 

(a)(3) through (c) [Reserved] For fur-
ther guidance, see § 1.861–3(a)(3) 
through (c). 

(d) Effective date. This section shall 
apply for taxable years ending after Oc-
tober 22, 2004. 

[T.D. 9194, 70 FR 18928, Apr. 11, 2005] 

§ 1.861–4 Compensation for labor or 
personal services. 

(a) Compensation for labor or personal 
services performed wholly within the 
United States. (1) Generally, compensa-
tion for labor or personal services, in-
cluding fees, commissions, fringe bene-
fits, and similar items, performed 
wholly within the United States is 
gross income from sources within the 
United States. 

(i) The labor or services are per-
formed by a nonresident alien indi-
vidual temporarily present in the 
United States for a period or periods 
not exceeding a total of 90 days during 
his taxable year, 

(ii) The compensation for such labor 
or services does not exceed in the ag-
gregate a gross amount of $3,000, and 

(iii) The compensation is for labor or 
services performed as an employee of, 
or under any form of contract with— 

(a) A nonresident alien individual, 
foreign partnership, or foreign corpora-
tion, not engaged in trade or business 
within the United States, or 

(b) An individual who is a citizen or 
resident of the United States, a domes-
tic partnership, or a domestic corpora-
tion, if such labor or services are per-
formed for an office or place of busi-
ness maintained in a foreign country or 
in a possession of the United States by 
such individual, partnership, or cor-
poration. 

(2) As a general rule, the term ‘‘day’’, 
as used in subparagraph (1)(i) of this 
paragraph, means a calendar day dur-
ing any portion of which the non-
resident alien individual is physically 
present in the United States. 

(3) Solely for purposes of applying 
this paragraph, the nonresident alien 
individual, foreign partnership, or for-
eign corporation for which the non-
resident alien individual is performing 
personal services in the United States 
shall not be considered to be engaged 
in trade or business in the United 
States by reason of the performance of 
such services by such individual. 

(4) In determining for purposes of 
subparagraph (1)(ii) of this paragraph 
whether compensation received by the 
nonresident alien individual exceeds in 
the aggregate a gross amount of $3,000, 
any amounts received by the individual 
from an employer as advances or reim-
bursements for travel expenses in-
curred on behalf of the employer shall 
be omitted from the compensation re-
ceived by the individual, to the extent 
of expenses incurred, where he was re-
quired to account and did account to 
his employer for such expenses and has 
met the tests for such accounting pro-
vided in § 1.162–17 and paragraph (e)(4) 
of § 1.274–5. If advances or reimburse-
ments exceed such expenses, the 
amount of the excess shall be included 
as compensation for personal services 
for purposes of such subparagraph. 
Pensions and retirement pay attrib-
utable to labor or personal services 
performed in the United States are not 
to be taken into account for purposes 
of subparagraph (1)(ii) of this para-
graph. (5) For definition of the term 
‘‘United States’’, when used in a geo-
graphical sense, see sections 638 and 
7701(a)(9). 

(b) Compensation for labor or personal 
services performed partly within and part-
ly without the United States—(1) Com-
pensation for labor or personal services 
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performed by persons other than individ-
uals—(i) In general. In the case of com-
pensation for labor or personal services 
performed partly within and partly 
without the United States by a person 
other than an individual, the part of 
that compensation that is attributable 
to the labor or personal services per-
formed within the United States, and 
that is therefore included in gross in-
come as income from sources within 
the United States, is determined on the 
basis that most correctly reflects the 
proper source of the income under the 
facts and circumstances of the par-
ticular case. In many cases, the facts 
and circumstances will be such that an 
apportionment on the time basis, as de-
fined in paragraph (b)(2)(ii)(E) of this 
section, will be acceptable. 

(ii) Example. The application of para-
graph (b)(1)(i) is illustrated by the fol-
lowing example. 

Example. Corp X, a domestic corporation, 
receives compensation of $150,000 under a 
contract for services to be performed concur-
rently in the United States and in several 
foreign countries by numerous Corp X em-
ployees. Each Corp X employee performing 
services under this contract performs his or 
her services exclusively in one jurisdiction. 
Although the number of employees (and 
hours spent by employees) performing serv-
ices under the contract within the United 
States equals the number of employees (and 
hours spent by employees) performing serv-
ices under the contract without the United 
States, the compensation paid to employees 
performing services under the contract with-
in the United States is higher because of the 
more sophisticated nature of the services 
performed by the employees within the 
United States. Accordingly, the payroll cost 
for employees performing services under the 
contract within the United States is $20,000 
out of a total contract payroll cost of $30,000. 
Under these facts and circumstances, a de-
termination based upon relative payroll 
costs would be the basis that most correctly 
reflects the proper source of the income re-
ceived under the contract. Thus, of the 
$150,000 of compensation included in Corp X’s 
gross income, $100,000 ($150,000 × $20,000/ 
$30,000) is attributable to the labor or per-
sonal services performed within the United 
States and $50,000 ($150,000 × $10,000/$30,000) is 
attributable to the labor or personal services 
performed without the United States. 

(2) Compensation for labor or personal 
services performed by an individual—(i) 
In general. Except as provided in para-
graph (b)(2)(ii) of this section, in the 

case of compensation for labor or per-
sonal services performed partly within 
and partly without the United States 
by an individual, the part of such com-
pensation that is attributable to the 
labor or personal services performed 
within the United States, and that is 
therefore included in gross income as 
income from sources within the United 
States, is determined on the basis that 
most correctly reflects the proper 
source of that income under the facts 
and circumstances of the particular 
case. In many cases, the facts and cir-
cumstances will be such that an appor-
tionment on a time basis, as defined in 
paragraph (b)(2)(ii)(E) of this section, 
will be acceptable. 

(ii) Employee compensation—(A) In 
general. Except as provided in para-
graph (b)(2)(ii)(B) or (C) of this section, 
in the case of compensation for labor 
or personal services performed partly 
within and partly without the United 
States by an individual as an em-
ployee, the part of such compensation 
that is attributable to the labor or per-
sonal services performed within the 
United States, and that is therefore in-
cluded in gross income as income from 
sources within the United States, is de-
termined on a time basis, as defined in 
paragraph (b)(2)(ii)(E) of this section. 

(B) Certain fringe benefits sourced on a 
geographical basis. Except as provided 
in paragraph (b)(2)(ii)(C) of this sec-
tion, items of compensation of an indi-
vidual as an employee for labor or per-
sonal services performed partly within 
and partly without the United States 
that are described in paragraphs 
(b)(2)(ii)(D)(1) through (6) of this sec-
tion are sourced on a geographical 
basis in accordance with those para-
graphs. 

(C) Exceptions and special rules—(1) Al-
ternative basis—(i) Individual as an em-
ployee generally. An individual may de-
termine the source of his or her com-
pensation as an employee for labor or 
personal services performed partly 
within and partly without the United 
States under an alternative basis if the 
individual establishes to the satisfac-
tion of the Commissioner that, under 
the facts and circumstances of the par-
ticular case, the alternative basis more 
properly determines the source of the 
compensation than a basis described in 
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paragraph (b)(2)(ii)(A) or (B), whichever 
is applicable, of this section. An indi-
vidual that uses an alternative basis 
must retain in his or her records docu-
mentation setting forth why the alter-
native basis more properly determines 
the source of the compensation. In ad-
dition, the individual must provide the 
information related to the alternative 
basis required by applicable Federal 
tax forms and accompanying instruc-
tions. 

(ii) Determination by Commissioner. 
The Commissioner may, under the 
facts and circumstances of the par-
ticular case, determine the source of 
compensation that is received by an in-
dividual as an employee for labor or 
personal services performed partly 
within and partly without the United 
States under an alternative basis other 
than a basis described in paragraph 
(b)(2)(ii)(A) or (B) of this section if such 
compensation either is not for a spe-
cific time period or constitutes in sub-
stance a fringe benefit described in 
paragraph (b)(2)(ii)(D) of this section 
notwithstanding a failure to meet any 
requirement of paragraph (b)(2)(ii)(D) 
of this section. The Commissioner may 
make this determination only if such 
alternative basis determines the source 
of compensation in a more reasonable 
manner than the basis used by the indi-
vidual pursuant to paragraph 
(b)(2)(ii)(A) or (B) of this section. 

(2) Ruling or other administrative pro-
nouncement with respect to groups of tax-
payers. The Commissioner may, by rul-
ing or other administrative pronounce-
ment applying to similarly situated 
taxpayers generally, permit individuals 
to determine the source of their com-
pensation as an employee for labor or 
personal services performed partly 
within and partly without the United 
States under an alternative basis. Any 
such individual shall be treated as hav-
ing met the requirement to establish 
such alternative basis to the satisfac-
tion of the Commissioner under the 
facts and circumstances of the par-
ticular case, provided that the indi-
vidual meets the other requirements of 
paragraph (b)(2)(ii)(C)(1)(i) of this sec-
tion. The Commissioner also may, by 
ruling or other administrative pro-
nouncement, indicate the cir-
cumstances in which he will require in-

dividuals to determine the source of 
certain compensation as an employee 
for labor or personal services per-
formed partly within and partly with-
out the United States under an alter-
native basis pursuant to the authority 
under paragraph (b)(2)(ii)(C)(1)(ii) of 
this section. 

(3) Artists and athletes. [Reserved] 
(D) Fringe benefits sourced on a geo-

graphical basis. Except as provided in 
paragraph (b)(2)(ii)(C) of this section, 
compensation of an individual as an 
employee for labor or personal services 
performed partly within and partly 
without the United States in the form 
of the following fringe benefits is 
sourced on a geographical basis as indi-
cated in this paragraph (b)(2)(ii)(D). 
The amount of the compensation in the 
form of the fringe benefit must be rea-
sonable, and the individual must sub-
stantiate such amounts by adequate 
records or by sufficient evidence under 
rules similar to those set forth in 
§ 1.274–5T(c) or (h) or § 1.132–5. For pur-
poses of this paragraph (b)(2)(ii)(D), the 
term principal place of work has the 
same meaning that it has for purposes 
of section 217 and § 1.217–2(c)(3). 

(1) Housing fringe benefit. The source 
of compensation in the form of a hous-
ing fringe benefit is determined based 
on the location of the individual’s prin-
cipal place of work. For purposes of 
this paragraph (b)(2)(ii)(D)(1), a hous-
ing fringe benefit includes payments to 
or on behalf of an individual (and the 
individual’s family if the family resides 
with the individual) only for rent, util-
ities (other than telephone charges), 
real and personal property insurance, 
occupancy taxes not deductible under 
section 164 or 216(a), nonrefundable fees 
paid for securing a leasehold, rental of 
furniture and accessories, household 
repairs, residential parking, and the 
fair rental value of housing provided in 
kind by the individual’s employer. A 
housing fringe benefit does not include 
payments for expenses or items set 
forth in § 1.911–4(b)(2). 

(2) Education fringe benefit. The 
source of compensation in the form of 
an education fringe benefit for the edu-
cation expenses of the individual’s de-
pendents is determined based on the lo-
cation of the individual’s principal 
place of work. For purposes of this 
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paragraph (b)(2)(ii)(D)(2), an education 
fringe benefit includes payments only 
for qualified tuition and expenses of 
the type described in section 
530(b)(4)(A)(i) (regardless of whether in-
curred in connection with enrollment 
or attendance at a school) and expendi-
tures for room and board and uniforms 
as described in section 530(b)(4)(A)(ii) 
with respect to education at an ele-
mentary or secondary educational in-
stitution. 

(3) Local transportation fringe benefit. 
The source of compensation in the 
form of a local transportation fringe 
benefit is determined based on the lo-
cation of the individual’s principal 
place of work. For purposes of this 
paragraph (b)(2)(ii)(D)(3), an individ-
ual’s local transportation fringe ben-
efit is the amount that the individual 
receives as compensation for local 
transportation of the individual or the 
individual’s spouse or dependents at 
the location of the individual’s prin-
cipal place of work. The amount treat-
ed as a local transportation fringe ben-
efit is limited to the actual expenses 
incurred for local transportation and 
the fair rental value of any vehicle pro-
vided by the employer and used pre-
dominantly by the individual or the in-
dividual’s spouse or dependents for 
local transportation. For this purpose, 
actual expenses incurred for local 
transportation do not include the cost 
(including interest) of the purchase by 
the individual, or on behalf of the indi-
vidual, of an automobile or other vehi-
cle. 

(4) Tax reimbursement fringe benefit. 
The source of compensation in the 
form of a foreign tax reimbursement 
fringe benefit is determined based on 
the location of the jurisdiction that 
imposed the tax for which the indi-
vidual is reimbursed. 

(5) Hazardous or hardship duty pay 
fringe benefit. The source of compensa-
tion in the form of a hazardous or hard-
ship duty pay fringe benefit is deter-
mined based on the location of the haz-
ardous or hardship duty zone for which 
the hazardous or hardship duty pay 
fringe benefit is paid. For purposes of 
this paragraph (b)(2)(ii)(D)(5), a haz-
ardous or hardship duty zone is any 
place in a foreign country which is ei-
ther designated by the Secretary of 

State as a place where living condi-
tions are extraordinarily difficult, no-
tably unhealthy, or where excessive 
physical hardships exist, and for which 
a post differential of 15 percent or more 
would be provided under section 5925(b) 
of Title 5 of the U.S. Code to any offi-
cer or employee of the U.S. Govern-
ment present at that place, or where a 
civil insurrection, civil war, terrorism, 
or wartime conditions threatens phys-
ical harm or imminent danger to the 
health and well-being of the individual. 
Compensation provided an employee 
during the period that the employee 
performs labor or personal services in a 
hazardous or hardship duty zone may 
be treated as a hazardous or hardship 
duty pay fringe benefit only if the em-
ployer provides the hazardous or hard-
ship duty pay fringe benefit only to 
employees performing labor or per-
sonal services in a hazardous or hard-
ship duty zone. The amount of com-
pensation treated as a hazardous or 
hardship duty pay fringe benefit may 
not exceed the maximum amount that 
the U.S. government would allow its 
officers or employees present at that 
location. 

(6) Moving expense reimbursement 
fringe benefit. Except as otherwise pro-
vided in this paragraph (b)(2)(ii)(D)(6), 
the source of compensation in the form 
of a moving expense reimbursement is 
determined based on the location of the 
employee’s new principal place of 
work. The source of such compensation 
is determined based on the location of 
the employee’s former principal place 
of work, however, if the individual pro-
vides sufficient evidence that such de-
termination of source is more appro-
priate under the facts and cir-
cumstances of the particular case. For 
purposes of this paragraph 
(b)(2)(ii)(D)(6), sufficient evidence gen-
erally requires an agreement, between 
the employer and the employee, or a 
written statement of company policy, 
which is reduced to writing before the 
move and which is entered into or es-
tablished to induce the employee or 
employees to move to another country. 
Such written statement or agreement 
must state that the employer will re-
imburse the employee for moving ex-
penses that the employee incurs to re-
turn to the employee’s former principal 
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place of work regardless of whether he 
or she continues to work for the em-
ployer after returning to that location. 
The writing may contain certain condi-
tions upon which the right to reim-
bursement is determined as long as 
those conditions set forth standards 
that are definitely ascertainable and 
can only be fulfilled prior to, or 
through completion of, the employee’s 
return move to the employee’s former 
principal place of work. 

(E) Time basis. The amount of com-
pensation for labor or personal services 
performed within the United States de-
termined on a time basis is the amount 
that bears the same relation to the in-
dividual’s total compensation as the 
number of days of performance of the 
labor or personal services by the indi-
vidual within the United States bears 
to his or her total number of days of 
performance of labor or personal serv-
ices. A unit of time less than a day 
may be appropriate for purposes of this 
calculation. The time period for which 
the compensation for labor or personal 
services is made is presumed to be the 
calendar year in which the labor or 
personal services are performed, unless 
the taxpayer establishes to the satis-
faction of the Commissioner, or the 
Commissioner determines, that an-
other distinct, separate, and contin-
uous period of time is more appro-
priate. For example, a transfer during 
a year from a position in the United 
States to a foreign posting that lasted 
through the end of that year would 
generally establish two separate time 
periods within that taxable year. The 
first of these time periods would be the 
portion of the year preceding the start 
of the foreign posting, and the second 
of these time periods would be the por-
tion of the year following the start of 
the foreign posting. However, in the 
case of a foreign posting that requires 
short-term returns to the United 
States to perform services for the em-
ployer, such short-term returns would 
not be sufficient to establish distinct, 
separate, and continuous time periods 
within the foreign posting time period 
but would be relevant to the allocation 
of compensation relating to the overall 
time period. In each case, the source of 
the compensation on a time basis is 
based upon the number of days (or unit 

of time less than a day, if appropriate) 
in that separate time period. 

(F) Multi-year compensation arrange-
ments. The source of multi-year com-
pensation is determined generally on a 
time basis, as defined in paragraph 
(b)(2)(ii)(E) of this section, over the pe-
riod to which such compensation is at-
tributable. For purposes of this para-
graph (b)(2)(ii)(F), multi-year compensa-
tion means compensation that is in-
cluded in the income of an individual 
in one taxable year but that is attrib-
utable to a period that includes two or 
more taxable years. The determination 
of the period to which such compensa-
tion is attributable, for purposes of de-
termining its source, is based upon the 
facts and circumstances of the par-
ticular case. For example, an amount 
of compensation that specifically re-
lates to a period of time that includes 
several calendar years is attributable 
to the entirety of that multi-year pe-
riod. The amount of such compensation 
that is treated as from sources within 
the United States is the amount that 
bears the same relationship to the 
total multi-year compensation as the 
number of days (or unit of time less 
than a day, if appropriate) that labor 
or personal services were performed 
within the United States in connection 
with the project bears to the total 
number of days (or unit of time less 
than a day, if appropriate) that labor 
or personal services were performed in 
connection with the project. In the 
case of stock options, the facts and cir-
cumstances generally will be such that 
the applicable period to which the com-
pensation is attributable is the period 
between the grant of an option and the 
date on which all employment-related 
conditions for its exercise have been 
satisfied (the vesting of the option). 

(G) Examples. The following examples 
illustrate the application of this para-
graph (b)(2)(ii): 

Example 1. B, a nonresident alien indi-
vidual, was employed by Corp M, a domestic 
corporation, from March 1 to December 25 of 
the taxable year, a total of 300 days, for 
which B received compensation in the 
amount of $80,000. Under B’s employment 
contract with Corp M, B was subject to call 
at all times by Corp M and was in a payment 
status on a 7-day week basis. Pursuant to 
that contract, B performed services (or was 
available to perform services) within the 
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United States for 180 days and performed 
services (or was available to perform serv-
ices) without the United States for 120 days. 
None of B’s $80,000 compensation was for 
fringe benefits as identified in paragraph 
(b)(2)(ii)(D) of this section. B determined the 
amount of compensation that is attributable 
to his labor or personal services performed 
within the United States on a time basis 
under paragraph (b)(2)(ii)(A) and (E) of this 
section. B did not assert, pursuant to para-
graph (b)(2)(ii)(C)(1)(i) of this section, that, 
under the particular facts and cir-
cumstances, an alternative basis more prop-
erly determines the source of that compensa-
tion than the time basis. Therefore, B must 
include in income from sources within the 
United States $48,000 ($80,000 × 180/300) of his 
compensation from Corporation M. 

Example 2. (i) Same facts as in Example 1 
except that Corp M had a company-wide ar-
rangement with its employees, including B, 
that they would receive an education fringe 
benefit, as described in paragraph 
(b)(2)(ii)(D)(2) of this section, while working 
in the United States. During the taxable 
year, B incurred education expenses for his 
dependent daughter that qualified for the 
education fringe benefit in the amount of 
$10,000, for which B received a reimburse-
ment from Corp M. B did not maintain ade-
quate records or sufficient evidence of this 
fringe benefit as required by paragraph 
(b)(2)(ii)(D) of this section. When B filed his 
Federal income tax return for the taxable 
year, B did not apply paragraphs (b)(2)(ii)(B) 
and (D)(2) of this section to treat the com-
pensation in the form of the education fringe 
benefit as income from sources within the 
United States, the location of his principal 
place of work during the 300-day period. 
Rather, B combined the $10,000 reimburse-
ment with his base compensation of $80,000 
and applied the time basis of paragraph 
(b)(2)(ii)(A) of this section to determine the 
source of his gross income. 

(ii) On audit, B argues that because he 
failed to substantiate the education fringe 
benefit in accordance with paragraph 
(b)(2)(ii)(D) of this section, his entire em-
ployment compensation from Corp M is 
sourced on a time basis pursuant to para-
graph (b)(2)(ii)(A) of this section. The Com-
missioner, after reviewing Corp M’s fringe 
benefit arrangement, determines, pursuant 
to paragraph (b)(2)(ii)(C)(1)(ii) of this section, 
that the $10,000 educational expense reim-
bursement constitutes in substance a fringe 
benefit described in paragraph (b)(2)(ii)(D)(2) 
of this section, notwithstanding a failure to 
meet all of the requirements of paragraph 
(b)(2)(ii)(D) of this section, and that an alter-
native geographic source basis, under the 
facts and circumstances of this particular 
case, is a more reasonable manner to deter-
mine the source of the compensation than 
the time basis used by B. 

Example 3. (i) A, a United States citizen, is 
employed by Corp N, a domestic corporation. 
A’s principal place of work is in the United 
States. A earns an annual salary of $100,000. 
During the first quarter of the calendar year 
(which is also A’s taxable year), A performed 
services entirely within the United States. 
At the beginning of the second quarter of the 
calendar year, A was transferred to Country 
X for the remainder of the year and received, 
in addition to her annual salary, $30,000 in 
fringe benefits that are attributable to her 
new principal place of work in Country X. 
Corp N paid these fringe benefits separately 
from A’s annual salary. Corp N supplied A 
with a statement detailing that $25,000 of the 
fringe benefit was paid for housing, as de-
fined in paragraph (b)(2)(ii)(D)(1) of this sec-
tion, and $5,000 of the fringe benefit was paid 
for local transportation, as defined in para-
graph (b)(2)(ii)(D)(3) of this section. None of 
the local transportation fringe benefit is ex-
cluded from the employee’s gross income as 
a qualified transportation fringe benefit 
under section 132(a)(5). Under A’s employ-
ment contract, A was required to work on a 
5-day week basis, Monday through Friday. 
During the last three quarters of the year, A 
performed services 30 days in the United 
States and 150 days in Country X and other 
foreign countries. 

(ii) A determined the source of all of her 
compensation from Corp N pursuant to para-
graphs (b)(2)(ii)(A), (B), and (D)(1) and (3) of 
this section. A did not assert, pursuant to 
paragraph (b)(2)(ii)(C)(1)(i) of this section, 
that, under the particular facts and cir-
cumstances, an alternative basis more prop-
erly determines the source of that compensa-
tion than the bases set forth in paragraphs 
(b)(2)(ii)(A), (B), and (D)(1) and (3) of this sec-
tion. However, in applying the time basis set 
forth in paragraph (b)(2)(ii)(E) of this sec-
tion, A establishes to the satisfaction of the 
Commissioner that the first quarter of the 
calendar year and the last three quarters of 
the calendar year are two separate, distinct, 
and continuous periods of time. Accordingly, 
$25,000 of A’s annual salary is attributable to 
the first quarter of the year (25 percent of 
$100,000). This amount is entirely compensa-
tion that was attributable to the labor or 
personal services performed within the 
United States and is, therefore, included in 
gross income as income from sources within 
the United States. The balance of A’s com-
pensation as an employee of Corp N, $105,000 
(which includes the $30,000 in fringe benefits 
that are attributable to the location of A’s 
principal place of work in Country X), is 
compensation attributable to the final three 
quarters of her taxable year. During those 
three quarters, A’s periodic performance of 
services in the United States does not result 
in distinct, separate, and continuous periods 
of time. Of the $75,000 paid for annual salary, 
$12,500 (30/180 × $75,000) is compensation that 
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was attributable to the labor or personal 
services performed within the United States 
and $62,500 (150/180 × $75,000) is compensation 
that was attributable to the labor or per-
sonal services performed outside the United 
States. Pursuant to paragraphs (b)(2)(ii)(B) 
and (D)(1) and (3) of this section, A sourced 
the $25,000 received for the housing fringe 
benefit and the $5,000 received for the local 
transportation fringe benefit based on the lo-
cation of her principal place of work, Coun-
try X. Accordingly, A included the $30,000 in 
fringe benefits in her gross income as income 
from sources without the United States. 

Example 4. Same facts as in Example 3. Of 
the 150 days during which A performed serv-
ices in Country X and in other foreign coun-
tries (during the final three quarters of A’s 
taxable year), she performed 30 days of those 
services in Country Y. Country Y is a coun-
try designated by the Secretary of State as 
a place where living conditions are ex-
tremely difficult, notably unhealthy, or 
where excessive physical hardships exist and 
for which a post differential of 15 percent or 
more would be provided under section 5925(b) 
of Title 5 of the U.S. Code to any officer or 
employee of the U.S. government present at 
that place. Corp N has a policy of paying its 
employees a $65 premium per day for each 
day worked in countries so designated. The 
$65 premium per day does not exceed the 
maximum amount that the U. S. government 
would pay its officers or employees stationed 
in Country Y. Because A performed services 
in Country Y for 30 days, she earned addi-
tional compensation of $1,950. The $1,950 is 
considered a hazardous duty or hardship pay 
fringe benefit and is sourced under para-
graphs (b)(2)(ii)(B) and (D)(5) of this section 
based on the location of the hazardous or 
hardship duty zone, Country Y. Accordingly, 
A included the amount of the hazardous duty 
or hardship pay fringe benefit ($1,950) in her 
gross income as income from sources with-
out the United States. 

Example 5. (i) During 2006 and 2007, Corp P, 
a domestic corporation, employed four 
United States citizens, E, F, G, and H to 
work in its manufacturing plant in Country 
V. As part of his or her compensation pack-
age, each employee arranged for local trans-
portation unrelated to Corp P’s business 
needs. None of the local transportation 
fringe benefit is excluded from the employ-
ee’s gross income as a qualified transpor-
tation fringe benefit under section 132(a)(5) 
and (f). 

(ii) Under the terms of the compensation 
package that E negotiated with Corp P, Corp 
P permitted E to use an automobile owned 
by Corp P. In addition, Corp P agreed to re-
imburse E for all expenses incurred by E in 
maintaining and operating the automobile, 
including gas and parking. Provided that the 
local transportation fringe benefit meets the 
requirements of paragraph (b)(2)(ii)(D)(3) of 

this section, E’s compensation with respect 
to the fair rental value of the automobile 
and reimbursement for the expenses E in-
curred is sourced under paragraphs 
(b)(2)(ii)(B) and (D)(3) of this section based 
on E’s principal place of work in Country V. 
Thus, the local transportation fringe benefit 
will be included in E’s gross income as in-
come from sources without the United 
States. 

(iii) Under the terms of the compensation 
package that F negotiated with Corp P, Corp 
P let F use an automobile owned by Corp P. 
However, Corp P did not agree to reimburse 
F for any expenses incurred by F in main-
taining and operating the automobile. Pro-
vided that the local transportation fringe 
benefit meets the requirements of paragraph 
(b)(2)(ii)(D)(3) of this section, F’s compensa-
tion with respect to the fair rental value of 
the automobile is sourced under paragraphs 
(b)(2)(ii)(B) and (D)(3) of this section based 
on F’s principal place of work in Country V. 
Thus, the local transportation fringe benefit 
will be included in F’s gross income as in-
come from sources without the United 
States. 

(iv) Under the terms of the compensation 
package that G negotiated with Corp P, Corp 
P agreed to reimburse G for the purchase 
price of an automobile that G purchased in 
Country V. Corp P did not agree to reim-
burse G for any expenses incurred by G in 
maintaining and operating the automobile. 
Because the cost to purchase an automobile 
is not a local transportation fringe benefit as 
defined in paragraph (b)(2)(ii)(D)(3) of this 
section, the source of the compensation to G 
will be determined pursuant to paragraph 
(b)(2)(ii)(A) or (C) of this section. 

(v) Under the terms of the compensation 
package that H negotiated with Corp P, Corp 
P agreed to reimburse H for the expenses 
that H incurred in maintaining and oper-
ating an automobile, including gas and park-
ing, which H purchased in Country V. Pro-
vided that the local transportation fringe 
benefit meets the requirements of paragraph 
(b)(2)(ii)(D)(3) of this section, H’s compensa-
tion with respect to the reimbursement for 
the expenses H incurred is sourced under 
paragraphs (b)(2)(ii)(B) and (D)(3) of this sec-
tion based on H’s principal place of work in 
Country V. Thus, the local transportation 
fringe benefit will be included in H’s gross 
income as income from sources without the 
United States. 

Example 6. (i) On January 1, 2006, Company 
Q compensates employee J with a grant of 
options to which section 421 does not apply 
that do not have a readily ascertainable fair 
market value when granted. The stock op-
tions permit J to purchase 100 shares of Com-
pany Q stock for $5 per share. The stock op-
tions do not become exercisable unless and 
until J performs services for Company Q (or 
a related company) for 5 years. J works for 
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Company Q for the 5 years required by the 
stock option grant. In years 2006–08, J per-
forms all of his services for Company Q with-
in the United States. In 2009, J performs 1⁄2 of 
his services for Company Q within the 
United States and 1⁄2 of his services for Com-
pany Q without the United States. In year 
2010, J performs his services entirely without 
the United States. On December 31, 2012, J 
exercises the options when the stock is 
worth $10 per share. J recognizes $500 in tax-
able compensation (($10¥$5) × 100) in 2012. 

(ii) Under the facts and circumstances, the 
applicable period is the 5-year period be-
tween the date of grant (January 1, 2006) and 
the date the stock options become exer-
cisable (December 31, 2010). On the date the 
stock options become exercisable, J performs 
all services necessary to obtain the com-
pensation from Company Q. Accordingly, the 
services performed after the date the stock 
options become exercisable are not taken 
into account in sourcing the compensation 
from the stock options. Therefore, pursuant 
to paragraph (b)(2)(ii)(A), since J performs 
31⁄2 years of services for Company Q within 
the United States and 11⁄2 years of services 
for Company Q without the United States 
during the 5-year period, 7/10 of the $500 of 
compensation (or $350) recognized in 2012 is 
income from sources within the United 
States and the remaining 3/10 of the com-
pensation (or $150) is income from sources 
without the United States. 

(c) Coastwise travel. Except as to in-
come excluded by paragraph (a) of this 
section, wages received for services 
rendered inside the territorial limits of 
the United States and wages of an alien 
seaman earned on a coastwise vessel 
are to be regarded as from sources 
within the United States. 

(d) Effective date. This section applies 
with respect to taxable years beginning 
after December 31, 1966. For cor-
responding rules applicable to taxable 
years beginning before January 1, 1967, 
see 26 CFR 1.861–4 (Revised as of Janu-
ary 1, 1972). Paragraph (b) and the first 
sentence of paragraph (a)(1) of this sec-
tion apply to taxable years beginning 
on or after July 14, 2005. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7378, 
40 FR 45433, Oct. 2, 1975; 40 FR 48508, Oct. 16, 
1975; T.D. 9212, 70 FR 40665, July 14, 2005] 

§ 1.861–5 Rentals and royalties. 
Gross income from sources within 

the United States includes rentals or 
royalties from property located in the 
United States or from any interest in 
such property, including rentals or roy-

alties for the use of, or for the privilege 
of using, in the United States, patents, 
copyrights, secret processes and for-
mulas, good will, trademarks, trade 
brands, franchises, and other like prop-
erty. The income arising from the rent-
al of property, whether tangible or in-
tangible, located within the United 
States, or from the use of property, 
whether tangible or intangible, within 
the United States, is from sources 
within the United States. For taxable 
years beginning after December 31, 
1966, gains described in section 
871(a)(1)(D) and section 881(a)(4) from 
the sale or exchange after October 4, 
1966, of patents, copyrights, and other 
like property shall be treated, as pro-
vided in section 871(e)(2), as rentals or 
royalties for the use of, or privilege of 
using, property or an interest in prop-
erty. See paragraph (e) of § 1.871–11. 

[T.D. 7378, 40 FR 45434, Oct. 2, 1975] 

§ 1.861–6 Sale of real property. 
Gross income from sources within 

the United States includes gain, com-
puted under the provisions of section 
1001 and the regulations thereunder, 
derived from the sale or other disposi-
tion of real property located in the 
United States. For the treatment of 
capital gains and losses, see subchapter 
P (section 1201 and following), chapter 
1 of the Code, and the regulations 
thereunder. 

§ 1.861–7 Sale of personal property. 
(a) General. Gains, profits, and in-

come derived from the purchase and 
sale of personal property shall be treat-
ed as derived entirely from the country 
in which the property is sold. Thus, 
gross income from sources within the 
United States includes gains, profits, 
and income derived from the purchase 
of personal property without the 
United States and its sale within the 
United States. 

(b) Purchase within a possession. Not-
withstanding paragraph (a) of this sec-
tion, income derived from the purchase 
of personal property within a posses-
sion of the United States and its sale 
within the United States shall be treat-
ed as derived partly from sources with-
in and partly from sources without the 
United States. See section 863(b)(3) and 
§ 1.863–2. 
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(c) Country in which sold. For the pur-
poses of part I (section 861 and fol-
lowing), subchapter N, chapter 1 of the 
Code, and the regulations thereunder, a 
sale of personal property is con-
summated at the time when, and the 
place where, the rights, title, and in-
terest of the seller in the property are 
transferred to the buyer. Where bare 
legal title is retained by the seller, the 
sale shall be deemed to have occurred 
at the time and place of passage to the 
buyer of beneficial ownership and the 
risk of loss. However, in any case in 
which the sales transaction is arranged 
in a particular manner for the primary 
purpose of tax avoidance, the foregoing 
rules will not be applied. In such cases, 
all factors of the transaction, such as 
negotiations, the execution of the 
agreement, the location of the prop-
erty, and the place of payment, will be 
considered, and the sale will be treated 
as having been consummated at the 
place where the substance of the sale 
occurred. 

(d) Production and sale. For provisions 
respecting the source of income derived 
from the sale of personal property pro-
duced by the taxpayer, see section 
863(b)(2) and paragraphs (b) of §§ 1.863–1 
and 1.863–2. 

(e) Section 306 stock. For determining 
the source of gain on the disposition of 
section 306 stock, see section 306(f) and 
the regulations thereunder. 

§ 1.861–8 Computation of taxable in-
come from sources within the 
United States and from other 
sources and activities. 

(a) In general—(1) Scope. Sections 
861(b) and 863(a) state in general terms 
how to determine taxable income of a 
taxpayer from sources within the 
United States after gross income from 
sources within the United States has 
been determined. Sections 862(b) and 
863(a) state in general terms how to de-
termine taxable income of a taxpayer 
from sources without the United States 
after gross income from sources with-
out the United States has been deter-
mined. This section provides specific 
guidance for applying the cited Code 
sections by prescribing rules for the al-
location and apportionment of ex-
penses, losses, and other deductions 
(referred to collectively in this section 

as ‘‘deductions’’) of the taxpayer. The 
rules contained in this section apply in 
determining taxable income of the tax-
payer from specific sources and activi-
ties under other sections of the Code, 
referred to in this section as operative 
sections. See paragraph (f)(1) of this 
section for a list and description of op-
erative sections. The operative sections 
include, among others, sections 871(b) 
and 882 (relating to taxable income of a 
nonresident alien individual or a for-
eign corporation which is effectively 
connected with the conduct of a trade 
or business in the United States), sec-
tion 904(a)(1) (as in effect before enact-
ment of the Tax Reform Act of 1976, re-
lating to taxable income from sources 
within specific foreign countries), and 
section 904(a)(2) (as in effect before en-
actment of the Tax Reform Act of 1976, 
or section 904(a) after such enactment, 
relating to taxable income from all 
sources without the United States). 

(2) Allocation and apportionment of de-
ductions in general. A taxpayer to which 
this section applies is required to allo-
cate deductions to a class of gross in-
come and, then, if necessary to make 
the determination required by the op-
erative section of the Code, to appor-
tion deductions within the class of 
gross income between the statutory 
grouping of gross income (or among the 
statutory groupings) and the residual 
grouping of gross income. Except for 
deductions, if any, which are not defi-
nitely related to gross income (see 
paragraphs (c)(3) and (e)(9) of this sec-
tion) and which, therefore, are ratably 
apportioned to all gross income, all de-
ductions of the taxpayer (except the 
deductions for personal exemptions 
enumerated in paragraph (e)(11) of this 
section) must be so allocated and ap-
portioned. As further detailed below, 
allocations and apportionments are 
made on the basis of the factual rela-
tionship of deductions to gross income. 

(3) Class of gross income. For purposes 
of this section, the gross income to 
which a specific deduction is definitely 
related is referred to as a ‘‘class of 
gross income’’ and may consist of one 
or more items (or subdivisions of these 
items) of gross income enumerated in 
section 61, namely: 
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(i) Compensation for services, includ-
ing fees, commissions, and similar 
items; 

(ii) Gross income derived from busi-
ness; 

(iii) Gains derived from dealings in 
property; 

(iv) Interest; 
(v) Rents; 
(vi) Royalties; 
(vii) Dividends; 
(viii) Alimony and separate mainte-

nance payments; 
(ix) Annuities; 
(x) Income from life insurance and 

endowment contracts; 
(xi) Pensions; 
(xii) Income from discharge of in-

debtedness; 
(xiii) Distributive share of partner-

ship gross income; 
(xiv) Income in respect of a decedent; 
(xv) Income from an interest in an es-

tate or trust. 
(4) Statutory grouping of gross income 

and residual grouping of gross income. 
For purposes of this section, the term 
‘‘statutory grouping of gross income’’ 
or ‘‘statutory grouping’’ means the 
gross income from a specific source or 
activity which must first be deter-
mined in order to arrive at ‘‘taxable in-
come’’ from which specific source or 
activity under an operative section. 
(See paragraph (f)(1) of this section.) 
Gross income from other sources or ac-
tivities is referred to as the ‘‘residual 
grouping of gross income’’ or ‘‘residual 
grouping.’’ For example, for purposes 
of determining taxable income from 
sources within specific foreign coun-
tries and possessions of the United 
States, in order to apply the per-coun-
try limitation to the foreign tax credit 
(as in effect before enactment of the 
Tax Reform Act of 1976), the statutory 
groupings are the separate gross in-
comes from sources within each coun-
try and possession. Moreover, if the 
taxpayer has income subject to section 
904(d) (as in effect after enactment of 
the Tax Reform Act of 1976), such in-
come constitutes one or more separate 
statutory groupings. In the case of the 
per-country limitation, the residual 
grouping is the aggregate of gross in-
come from sources within the United 
States. In some instances, where the 
operative section so requires, the stat-

utory grouping or the residual group-
ing may include, or consist entirely of, 
excluded income. See paragraph (d)(2) 
of this section with respect to the allo-
cation and apportionment of deduc-
tions to excluded income. 

(5) Effective date—(i) Taxable years be-
ginning after December 31, 1976. The pro-
visions of this section apply to taxable 
years beginning after December 31, 
1976. 

(ii) Taxable years beginning before Jan-
uary 1, 1977. For taxable years begin-
ning before January 1, 1977, § 1.861–8 ap-
plies as in effect on October 23, 1957 
(T.D. 6258), as amended on August 22, 
1966 (T.D. 6892) and on September 29, 
1975 (T.D. 7378). The specific rules for 
allocation and apportionment of deduc-
tions set forth in this section may, at 
the option of the taxpayer, apply to 
those taxable years on a deduction-by- 
deduction basis if the rules are applied 
consistently to all taxable years with 
respect to which action by the Internal 
Revenue Service is not barred by any 
statute of limitations. Thus, for exam-
ple, a calendar year taxpayer may 
choose to have the rules of paragraph 
(e)(2) of this section apply for the allo-
cation and apportionment of all inter-
est expenses for the two taxable years 
ending December 31, 1975 and 1976, 
which are open years under examina-
tion, and may justify the allocation 
and apportionment of all research and 
development expenses for those years 
on a basis supportable under § 1.861–8 as 
in effect for 1975 and 1976 without re-
gard to the rules of paragraph (e)(3) of 
this section. 

(b) Allocation—(1) In general. For pur-
poses of this section, the gross income 
to which a specific deduction is defi-
nitely related is referred to as a ‘‘class 
of gross income’’ and may consist of 
one or more items of gross income. The 
rules emphasize the factual relation-
ship between the deduction and a class 
of gross income. See paragraph (d)(1) of 
this section which provides that in a 
taxable year there may be no item of 
gross income in a class or less gross in-
come than deductions allocated to the 
class, and paragraph (d)(2) of this sec-
tion which provides that a class of 
gross income may include excluded in-
come. Allocation is accomplished by 
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determining, with respect to each de-
duction, the class of gross income to 
which the deduction is definitely re-
lated and then allocating the deduction 
to such class of gross income (without 
regard to the taxpayable year in which 
such gross income is received or ac-
crued or is expected to be received or 
accrued). The classes of gross income 
are not predetermined but must be de-
termined on the basis of the deductions 
to be allocated. Although most deduc-
tions will be definitely related to some 
class of a taxpayer’s total gross in-
come, some deductions are related to 
all gross income. In addition, some de-
ductions are treated as not definitely 
related to any gross income and are 
ratably apportioned to all gross in-
come. (See paragraph (e)(9) of this sec-
tion.) In allocating deductions it is not 
necessary to differentiate between de-
ductions related to one item of gross 
income and deductions related to an-
other item of gross income where both 
items of gross income are exclusively 
within the same statutory grouping or 
exclusively within the residual group-
ing. 

(2) Relationship to activity or property. 
A deduction shall be considered defi-
nitely related to a class of gross in-
come and therefore allocable to such 
class if it is incurred as a result of, or 
incident to, an activity or in connec-
tion with property from which such 
class of gross income is derived. Where 
a deduction is incurred as a result of, 
or incident to, an activity or in connec-
tion with property, which activity or 
property generates, has generated, or 
could reasonably have been expected to 
generate gross income, such deduction 
shall be considered definitely related 
to such gross income as a class whether 
or not there is any item of gross in-
come in such class which is received or 
accrued during the taxable year and 
whether or not the amount of deduc-
tions exceeds the amount of the gross 
income in such class. See paragraph 
(d)(1) of this section and example 17 of 
paragraph (g) of this section with re-
spect to cases in which there is an ex-
cess of deductions. In some cases, it 
will be found that this subparagraph 
can most readily be applied by deter-
mining, with respect to a deduction, 
the categories of gross income to which 

it is not related and concluding that it 
is definitely related to a class con-
sisting of all other gross income. 

(3) Supportive functions. [Reserved] 
For guidance, see § 1.861–8T(b)(3). 

(4) Deductions related to a class of gross 
income. See paragraph (e) of this sec-
tion for rules relating to the allocation 
and apportionment of certain specific 
deductions definitely related to a class 
of gross income. See paragraph (c)(1) of 
this section for rules relating to the 
apportionment of deductions. 

(5) Deductions related to all gross in-
come. If a deduction does not bear a 
definite relationship to a class of gross 
income constituting less than all of 
gross income, it shall ordinarily be 
treated as definitely related and allo-
cable to all of the taxpayer’s gross in-
come except where provided to the con-
trary under paragraph (e) of this sec-
tion. Paragraph (e)(9) of this section 
lists various deductions which gen-
erally are not definitely related to any 
gross income and are ratably appor-
tioned to all gross income. 

(c) Apportionment of deductions—(1) 
Deductions definitely related to a class of 
gross income. [Reserved] For guidance, 
see § 1.861–8T(c)(1). 

(2) Apportionment based on assets. [Re-
served] For guidance, see § 1.861– 
8T(c)(2). 

(3) Deductions not definitely related to 
any gross income. If a deduction is not 
definitely related to any gross income 
(see paragraph (e)(9) of this section), 
the deduction must be apportioned rat-
ably between the statutory grouping 
(or among the statutory groupings) of 
gross income and the residual group-
ing. Thus, the amount apportioned to 
each statutory grouping shall be equal 
to the same proportion of the deduc-
tion which the amount of gross income 
in the statutory grouping bears to the 
total amount of gross income. The 
amount apportioned to the residual 
grouping shall be equal to the same 
proportion of the deduction which the 
amount of the gross income in the re-
sidual grouping bears to the total 
amount of gross income. 

(d) Excess of deductions and excluded 
and eliminated income—(1) Excess of de-
ductions. Each deduction which bears a 
definite relationship to a class of gross 
income shall be allocated to that class 
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in accordance with paragraph (b)(1) of 
this section even though, for the tax-
able year, no gross income in such 
class is received or accrued or the 
amount of the deduction exceeds the 
amount of such class of gross income. 
In apportioning deductions, it may be 
that, for the taxable year, there is no 
gross income in the statutory grouping 
(or residual grouping), or that deduc-
tions exceed the amount of gross in-
come in the statutory grouping (or re-
sidual grouping). If there is no gross in-
come in a statutory grouping or the 
amount of deductions allocated and ap-
portioned to a statutory grouping ex-
ceeds the amount of gross income in 
the statutory grouping, the effects are 
determined under the operative sec-
tion. If the taxpayer is a member of a 
group filing a consolidated return, such 
excess of deductions allocated or ap-
portioned to a statutory grouping of 
income of such member is taken into 
account in determining the consoli-
dated taxable income from such statu-
tory grouping, and such excess of de-
ductions allocated or apportioned to 
the residual grouping of income is 
taken into account in determining the 
consolidated taxable income from the 
residual grouping. See § 1.1502–4(d)(1) 
and the last sentence of § 1.1502–12. For 
an illustration of the principles of this 
paragraph (d)(1), see example 17 of 
paragraph (g) of this section. 

(2) Allocation and apportionment to ex-
empt, excluded, or eliminated income. [Re-
served] For guidance, see § 1.861– 
8T(d)(2). 

(e) Allocation and apportionment of cer-
tain deductions—(1) In general. Para-
graphs (e)(2) and (e)(3) of this section 
contain rules with respect to the allo-
cation and apportionment of interest 
expense and research and development 
expenditures, respectively. Paragraphs 
(e)(4) through (e)(8) of this section con-
tain rules with respect to the alloca-
tion of certain other deductions. Para-
graph (e)(9) of this section lists those 
deductions which are ordinarily consid-
ered as not being definitely related to 
any class of gross income. Paragraph 
(e)(10) of this section lists special de-
ductions of corporations which must be 
allocated and apportioned. Paragraph 
(e)(11) of this section lists personal ex-
emptions which are neither allocated 

nor apportioned. Paragraph (e)(12) of 
this section contains rules with respect 
to the allocation and apportionment of 
deductions for charitable contribu-
tions. Examples of allocation and ap-
portionment are contained in para-
graph (g) of this section. 

(2) Interest. [Reserved] For guidance, 
see § 1.861–8T(e)(2). 

(3) Research and experimental expendi-
tures. For rules regarding the alloca-
tion and apportionment of research and 
experimental expenditures, see § 1.861– 
17. 

(4) Stewardship expenses attributable to 
dividends received. If a corporation ren-
ders services for the benefit of a re-
lated corporation and the corporation 
charges the related corporation for 
such services (see section 482 and the 
regulations thereunder which provide 
for an allocation where the charge is 
not on an arm’s length basis as deter-
mined therein), the deductions for ex-
penses of the corporation attributable 
to the rendering of such services are 
considered definitely related to the 
amounts so charged and are to be allo-
cated to such amounts. However, the 
regulations under section 482 (§ 1.482– 
2(b)(2)(ii) recognize a type of activity 
which is not considered to be for the 
benefit of a related corporation but is 
considered to constitute ‘‘stewardship’’ 
or ‘‘overseeing’’ functions undertaken 
for the corporation’s own benefit as an 
investor in the related corporation, and 
therefore, a charge to the related cor-
poration for such stewardship or over-
seeing functions is not provided for. 
Services undertaken by a corporation 
of a stewardship or overseeing char-
acter generally represent a duplication 
of services which the related corpora-
tion has independently performed for 
itself. For example, assume that a re-
lated corporation, which has a quali-
fied financial staff, makes an analysis 
to determine the amount and source of 
its borrowing needs and submits a re-
port of its findings and a plan of bor-
rowing to the parent corporation, and 
the parent corporation’s financial staff 
reviews the findings and plans to deter-
mine whether to advise the related cor-
poration to reconsider its plan. The 
services of review performed by the 
parent corporation for its own benefit 
are of a stewardship or overseeing 
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character. The deductions resulting 
from stewardship or overseeing func-
tions are incurred as a result of, or in-
cident to, the ownership of the related 
corporation and, thus, shall be consid-
ered definitely related and allocable to 
dividends received or to be received 
from the related corporation. If a cor-
poration has a foreign or international 
department which exercises steward-
ship or overseeing functions with re-
spect to related foreign corporations 
and, in addition, the department has 
other functions which are attributable 
to other foreign-source income (such as 
fees for services rendered outside of the 
United States for the benefit of foreign 
related corporations, foreign royalties, 
and gross income of foreign branches) 
to which its deductions are also to be 
allocated, some part of the deductions 
with respect to that department are 
considered definitely related to the 
other foreign-source income. In some 
instances, the operations of a foreign 
or international department will also 
be attributable to United States source 
income (such as fees for services per-
formed in the United States) to which 
its deductions are to be allocated. 
Methods of apportionment which could 
possibly be utilized with respect to 
stewardship expenses include compari-
sons of time spent by employees 
weighted to take into account dif-
ferences in compensation, or compari-
sons of each related corporation’s gross 
receipts, gross income, or unit sales 
volume, assuming that stewardship ac-
tivities are not substantially dis-
proportionate to such factors. See 
paragraph (f)(5) of this section for the 
type of verification that may be re-
quired in this respect. See examples 17 
and (18) of paragraph (g) of this section 
for the allocation and apportionment 
of stewardship expenses. See paragraph 
(b)(3) of this section for the allocation 
and apportionment of deductions at-
tributable to supportive functions 
other than stewardship activities. 

(5) Legal and accounting fees and ex-
penses. Fees and other expenses for 
legal and accounting services are ordi-
narily definitely related and allocable 
to specific classes of gross income or to 
all the taxpayer’s gross income, de-
pending on the nature of the services 
rendered (and are apportioned as pro-

vided in paragraph (c)(1) of this sec-
tion). For example, accounting fees for 
the preparation of a study of the costs 
involved in manufacturing a specific 
product will ordinarily be definitely re-
lated to the class of gross income de-
rived from (or which could reasonably 
have been expected to be derived from) 
that specific product. The taxpayer is 
not relieved from his responsibility to 
make a proper allocation and appor-
tionment of fees on the grounds that 
the statement of services rendered does 
not identify the services performed be-
yond a generalized designation such as 
‘‘professional,’’ or does not provide any 
type of allocation, or does not properly 
allocate the fees involved. 

(6) Income taxes—(i) In general. The 
deduction for state, local, and foreign 
income, war profits and excess profits 
taxes (‘‘state income taxes’’) allowed 
by section 164 shall be considered defi-
nitely related and allocable to the 
gross income with respect to which 
such state income taxes are imposed. 
For example, if a domestic corporation 
is subject to state income taxation and 
the state income tax is imposed in part 
on an amount of foreign source income, 
then that part of the taxpayer’s deduc-
tion for state income tax that is attrib-
utable to foreign source income is defi-
nitely related and allocable to foreign 
source income. In allocating and appor-
tioning the deduction for state income 
tax for purposes including (but not lim-
ited to) the computation of the foreign 
tax credit limitation under section 904 
of the Code and the consolidated for-
eign tax credit under § 1.1502–4 of the 
regulations, the income upon which the 
state income tax is imposed is deter-
mined by reference to the law of the ju-
risdiction imposing the tax. Thus, if a 
state attributes taxable income to a 
corporate taxpayer by applying an ap-
portionment formula that takes into 
consideration the income and factors of 
one or more corporations related by 
ownership to the corporate taxpayer 
and engaging in activities related to 
the business of the corporate taxpayer, 
then the income so attributed is the in-
come upon which the state income tax 
is imposed. If the income so attributed 
to the corporate taxpayer includes for-
eign source income, then, in computing 
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the taxpayer’s foreign tax credit limi-
tation under section 904, for example, 
the taxpayer’s deduction for state in-
come tax will be considered definitely 
related and allocable to a class of gross 
income that includes the statutory 
grouping of foreign source income. 
When the law of the state includes divi-
dends that are treated under section 
862(a)(2) as income from sources with-
out the United States in taxable in-
come apportionable to the state, but 
does not include factors of the corpora-
tion paying such dividends in the ap-
portionment formula used to determine 
state taxable income, an appropriate 
portion of the deduction for state in-
come tax will be considered definitely 
related and allocable to a class of gross 
income consisting solely of foreign 
source dividend income. A deduction 
for state income tax will not be consid-
ered definitely related to a hypo-
thetical amount of income calculated 
under federal tax principles when the 
jurisdiction imposing the tax computes 
taxable income under different prin-
ciples. A corporate taxpayer’s deduc-
tion for a state franchise tax that is 
computed on the basis of income at-
tributable to business activities con-
ducted within the state must be allo-
cated and apportioned in the same 
manner as the deduction for state in-
come taxes. In determining, for exam-
ple, both the foreign tax credit under 
section 904 of the Code and the consoli-
dated foreign tax credit limitation 
under § 1.1502–4 of the regulations, the 
deduction for state income tax may be 
allocable and apportionable to foreign 
source income in a statutory grouping 
described in section 904(d) in a taxable 
year in which the taxpayer has no for-
eign source income in such statutory 
grouping. Alternatively, such an allo-
cation or apportionment may be appro-
priate if a taxpayer corporation has no 
foreign source income in a statutory 
grouping, but its deduction is attrib-
utable to foreign source income in such 
grouping that is attributed to the tax-
payer corporation under the law of a 
state which attributes taxable income 
to a corporation by applying an appor-
tionment formula that takes into con-
sideration the income and factors of 
one or more corporations related by 
ownership to the taxpayer corporation 

and engaging in activities related to 
the business of the taxpayer corpora-
tion. Example 30 of paragraph (g) of 
this section illustrates the application 
of this last rule. 

(ii) Methods of allocation and appor-
tionment—(A) In general. A taxpayer’s 
deduction for a state income tax is to 
be allocated (and then apportioned, if 
necessary, subject to the rules of 
§ 1.861–8(d)) by reference to the taxable 
income that the law of the taxing juris-
diction attributes to the taxpayer 
(‘‘state taxable income’’). 

(B) Effect of subsequent recomputations 
of state income tax. [Reserved] 

(C) Illustrations—(1) In general. Exam-
ples 25 through 32 of paragraph (g) of 
§ 1.861–8 illustrate, in the given factual 
situations, the application of this para-
graph (e)(6) and the general rule of 
paragraph (b)(1) of this section that a 
deduction must be allocated to the 
class of gross income to which the de-
duction is factually related. In general, 
these examples employ a presumption 
that state income taxes are allocable 
to a class of gross income that includes 
the statutory grouping of income from 
sources without the United States 
when the total amount of taxable in-
come determined under state law ex-
ceeds the amount of taxable income de-
termined under the Code (without tak-
ing into account the deduction for 
state income taxes) in the residual 
grouping of income from sources with-
in the United States. A taxpayer that 
allocates and apportions the deduction 
for state income tax in accordance 
with the methodology of Example 25 of 
paragraph (g) of this section must also 
apply the modifications illustrated in 
Examples 26 and 27 of paragraph (g) of 
this section, when applicable. The 
modification illustrated in Example 26 
is applicable when the deduction for 
state income tax is attributable in part 
to taxes imposed by a state which fac-
tually excludes foreign source income 
(as determined for federal income tax 
purposes) from state taxable income. 
The modification illustrated in Exam-
ple 27 is applicable when the taxpayer 
has income-producing activities in a 
state which does not impose a cor-
porate income tax. The specific alloca-
tion of state income tax illustrated in 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00159 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



150 

26 CFR Ch. I (4–1–06 Edition) § 1.861–8 

Example 28 follows the rule in para-
graph (e)(6)(i) of this section, and must 
be applied whenever a taxpayer’s state 
taxable income includes dividends ap-
portioned to the state under a formula 
that does not take into account the 
factors of the corporations paying 
those dividends, regardless of whether 
the taxpayer uses the methodology of 
Example 25 with respect to the remain-
der of the deduction for state income 
taxes. 

(2) Modifications. Before applying a 
method of allocation and apportion-
ment illustrated in the examples, the 
computation of state taxable income 
under state law may be modified, sub-
ject to the approval of the District Di-
rector, to reflect more accurately the 
income with respect to which the state 
income tax is imposed. Any modifica-
tion to the state law computation of 
state taxable income must yield an al-
location and apportionment of the de-
duction for state income taxes that is 
consistent with the rules contained in 
this paragraph (e)(6), and that accu-
rately reflects the factual relationship 
between the state income tax and the 
income on which that tax is imposed. 
For example, a modification to the 
computation of taxable income under 
state law might be appropriate to com-
pensate for differences between the 
state law definition of taxable income 
and the federal definition of taxable in-
come, due to a difference in the rate of 
allowable depreciation or the amount 
of another deduction that is allowable 
under both systems. This rule is illus-
trated in Example 31 of paragraph (g) 
of this section. However, a modifica-
tion to the computation of taxable in-
come under state law will not be appro-
priate, and will not more accurately re-
flect the factual relationship between 
the state tax and the income on which 
the tax is imposed, to the extent such 
modification reflects the fact that the 
state does not follow federal tax prin-
ciples in attributing income to the tax-
payer’s activities in the state. This 
rule is illustrated in Example 32 of 
paragraph (g) of this section. A tax-
payer may not modify the methods il-
lustrated in the examples, or use an al-
ternative method of allocation and ap-
portionment of the deduction for state 
income taxes, if the modification or al-

ternative method would be incon-
sistent with the rules of paragraph 
(e)(6)(i) of this section. A taxpayer that 
uses a method of allocation and appor-
tionment other than one illustrated in 
Example 25 (as modified by Examples 
26 and 27), or 29 with respect to a fac-
tual situation similar to those of the 
examples, must describe the alter-
native method on an attachment to its 
federal income tax return and establish 
to the satisfaction of the District Di-
rector, upon examination, that the re-
sult of the alternative method more ac-
curately reflects the factual relation-
ship between the state income tax and 
the income on which the tax is im-
posed. 

(D) Elective safe harbor methods—(1) In 
general. In lieu of applying the rules set 
forth in paragraphs (e)(6)(ii) (A) 
through (C) of this section, a taxpayer 
may elect to allocate and apportion the 
deduction for state income tax in ac-
cordance with one of the two safe har-
bor methods described in paragraph 
(e)(6)(ii)(D) (2) and (3) of this section. A 
taxpayer shall make this election for a 
taxable year by filing a timely tax re-
turn for that year that reflects an allo-
cation and apportionment of the deduc-
tion for state income tax under one of 
the safe harbor methods and attaching 
to such return a statement that the 
taxpayer has elected to use the safe 
harbor method provided in either para-
graph (e)(6)(ii)(D) (2) or (3) of this sec-
tion, as appropriate. Once made, this 
election is effective for the taxable 
year for which made and all subsequent 
taxable years, and may be revoked only 
with the consent of the Commissioner. 
Example 33 of paragraph (g) of this sec-
tion illustrates the application of these 
safe harbor methods. 

(2) Method One—(i) Step One—Specific 
allocation to foreign source portfolio divi-
dends and other income. If any portion 
of the deduction for state income tax is 
attributable to tax imposed by a state 
which includes in a corporate tax-
payer’s taxable income apportionable 
to the state, portfolio dividends (as de-
fined in paragraph (i) of Example 28 of 
paragraph (g) of this section) that are 
treated under section 862(a)(2) as in-
come from sources without the United 
States, but does not include factors of 
the corporations paying the portfolio 
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dividends in the apportionment for-
mula used to determine state taxable 
income, the taxpayer shall allocate an 
appropriate portion of the deduction to 
a class of gross income consisting sole-
ly of foreign source portfolio dividends. 
The portion of the deduction so allo-
cated, and the amount of foreign 
source portfolio dividends included in 
such class, shall be determined in ac-
cordance with the methodology illus-
trated in paragraph (ii) of Example 28 
of paragraph (g). If a state income tax 
is determined based upon formulary ap-
portionment of the total taxable in-
come attributable to the taxpayer’s 
unitary business, the taxpayer must 
also apply the methodology illustrated 
in paragraph (ii) (C) through (G) of Ex-
ample 29 of paragraph (g) of this sec-
tion to make specific allocations of ap-
propriate portions of the deduction for 
state income tax on the basis of income 
that, under separate accounting, would 
have been attributed to other members 
of the unitary group. The taxpayer 
shall reduce its aggregate state taxable 
income by the amount of foreign 
source portfolio dividends and other in-
come to which a specific allocation is 
made (the reduced amount being re-
ferred to hereinafter as ‘‘adjusted state 
taxable income’’). 

(ii) Step Two—Adjustment of U.S. 
source federal taxable income. If the tax-
payer has significant income-producing 
activities in a state which does not im-
pose a corporate income tax or other 
state tax measured by income derived 
from business activities in the state, 
the taxpayer shall reduce its U.S. 
source federal taxable income (solely 
for purposes of this safe harbor meth-
od) by the amount of federal taxable 
income attributable to its activities in 
such state. This amount shall be deter-
mined in accordance with the method-
ology illustrated in paragraph (ii) of 
Example 27 of paragraph (g) of this sec-
tion, provided that the taxpayer shall 
be required to use the rules of the Uni-
form Division of Income for Tax Pur-
poses Act to attribute income to the 
relevant state. The taxpayer’s U.S. 
source federal taxable income, as so re-
duced, is referred to hereinafter as 
‘‘adjusted U.S. source federal taxable 
income.’’ 

(iii) Step Three—Allocation. The tax-
payer shall allocate the remainder of 
the deduction for state income tax 
(after reduction by the portion allo-
cated to foreign source portfolio divi-
dends and other income under Step 
One) in accordance with the method-
ology illustrated in paragraph (ii) of 
Example 25 of paragraph (g) of this sec-
tion. However, the taxpayer shall sub-
stitute for the comparison of aggregate 
state taxable income to U.S. source 
federal taxable income, illustrated in 
paragraph (ii) of Example 25 of para-
graph (g) of this section, a comparison 
of its adjusted state taxable income to 
an amount equal to 110% of its ad-
justed U.S. source federal taxable in-
come. 

(iv) Step Four—Apportionment. In the 
event that apportionment of the re-
mainder of the deduction for state in-
come tax is required, the taxpayer 
shall apportion that remaining deduc-
tion to U.S. source income in accord-
ance with the methodology illustrated 
in paragraph (iii) of Example 25 of 
paragraph (g) of this section, sub-
stituting for domestic source income in 
that paragraph an amount equal to 
110% of the taxpayer’s adjusted U.S. 
source federal taxable income. The re-
maining portion of the deduction shall 
be apportioned to the statutory 
groupings of foreign source income de-
scribed in section 904(d) of the Code in 
accordance with the proportion of the 
income in each statutory grouping of 
foreign source income described in sec-
tion 904(d) to the taxpayer’s total for-
eign source federal taxable income 
(after reduction by the amount of for-
eign source portfolio dividends to 
which tax has been specifically allo-
cated under Step One, above). 

(3) Method Two—(i) Step One—Specific 
allocation to foreign source portfolio divi-
dends and other income. Step One of this 
method is the same as Step One of 
Method One (as described in paragraph 
(e)(6)(ii)(D)(2)(i) of this section). 

(ii) Step Two—Adjustment of U.S. 
source federal taxable income. Step Two 
of this method is the same as Step Two 
of Method One (as described in para-
graph (e)(6)(ii)(D)(2)(ii) of this section). 

(iii) Step Three—Allocation. The tax-
payer shall allocate the remainder of 
the deduction for state income tax 
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(after reduction by the portion allo-
cated to foreign source portfolio divi-
dends and other income under Step 
One) in accordance with the method-
ology illustrated in paragraph (ii) of 
Example 25 of paragraph (g) of this sec-
tion. However, the taxpayer shall sub-
stitute for the comparison of aggregate 
state taxable income to U.S. source 
federal taxable income, illustrated in 
paragraph (ii) of Example 25 of para-
graph (g) of this section, a comparison 
of its adjusted state taxable income to 
its adjusted U.S. source federal taxable 
income. 

(iv) Step Four—Apportionment. In the 
event that apportionment of the deduc-
tion is required, the taxpayer shall ap-
portion to U.S. source income that por-
tion of the deduction that is attrib-
utable to state income taxes imposed 
upon an amount of state taxable in-
come equal to adjusted U.S. source fed-
eral taxable income. The taxpayer 
shall apportion the remaining amount 
of the deduction to U.S. and foreign 
source income in the same proportions 
that the taxpayer’s adjusted U.S. 
source federal taxable income and for-
eign source federal taxable income 
(after reduction by the amount of for-
eign source portfolio dividends to 
which tax has been specifically allo-
cated under Step One, above) bear to 
its total federal taxable income (taking 
into account the adjustment of U.S. 
source federal taxable income under 
Step Two and after reduction by the 
amount of foreign source portfolio divi-
dends to which tax has been specifi-
cally allocated under Step One). The 
portion of the deduction apportioned to 
foreign source income shall be appor-
tioned among the statutory groupings 
described in section 904(d) of the Code 
in accordance with the proportions of 
the taxpayer’s total foreign source fed-
eral taxable income (after reduction by 
the amount of foreign source portfolio 
dividends to which tax has been specifi-
cally allocated under Step One, above) 
in each grouping. 

(iii) Effective dates. The rules of 
§ 1.861–8(e)(6)(i) and the language pre-
ceding the examples in § 1.861–8(g) are 
effective for taxable years beginning 
after December 31, 1976. The rules of 
§ 1.861–8(e)(6)(ii) (other than § 1.861– 
8(e)(6)(ii)(D)) and Examples 25 through 

32 of § 1.861–8(g) are effective for taxable 
years beginning on or after January 1, 
1988. The rules of § 1.861–8(e)(6)(ii)(D) 
and Example 33 of § 1.861–8(g) are effec-
tive for taxable years ending after 
March 12, 1991. At the option of the tax-
payer, however, the rules of § 1.861– 
8(e)(6)(ii) (other than § 1.861– 
8(e)(6)(ii)(D)) and Examples 25 through 
32 of § 1.861–8(g) may be applied with re-
spect to deductions for state taxes in-
curred in taxable years beginning be-
fore January 1, 1988. 

(7) Losses on the sale, exchange, or 
other disposition of property—(i) Alloca-
tion. The deduction allowed for loss 
recognized on the sale, exchange, or 
other disposition of a capital asset or 
property described in section 1231(b) 
shall be considered a deduction which 
is definitely related and allocable to 
the class of gross income to which such 
asset or property ordinarily gives rise 
in the hands of the taxpayer. Where the 
nature of gross income generated from 
the asset or property has varied signifi-
cantly over several taxable years of the 
taxpayer, such class of gross income 
shall generally be determined by ref-
erence to gross income generated from 
the asset or property during the tax-
able year or years immediately pre-
ceding the sale, exchange, or other 
dispostion of such asset or property. 
Thus, for example, where an asset gen-
erates primarily sales income from do-
mestic sources in the early years of its 
operation and then is leased by the tax-
payer to a foreign subsidiary in later 
years, the class of gross income to 
which the asset gives rise will be con-
sidered to be the rental income derived 
from the lease and will not include 
sales income from domestic sources. 

(ii) Apportionment of losses. Where in 
the unusual circumstances that an ap-
portionment of a deduction for losses 
on the sale, exchange, or other disposi-
tion of a capital asset or property de-
scribed in section 1231(b) is necessary, 
the amount of such deduction shall be 
apportioned between the statutory 
grouping (or among the statutory 
groupings) of gross income (within the 
class of gross income) and the residual 
grouping (within the class of gross in-
come) in the same proportion that the 
amount of gross income within such 
statutory grouping (or statutory 
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groupings) and such residual grouping 
bear, respectively, to the total amount 
of gross income within the class of 
gross income. Apportionment will be 
necessary where, for example, the class 
of gross income to which the deduction 
is allocated consists of gross income 
(such as royalties) attributable to an 
intangible asset used both within and 
without the United States, or gross in-
come (such as from sales or services) 
attributable to a tangible asset used 
both within and without the United 
States. 

(iii) Allocation of loss recognized in tax-
able years after 1986. See §§ 1.865–1 and 
1.865–2 for rules regarding the alloca-
tion of certain loss recognized in tax-
able years beginning after December 31, 
1986. 

(8) Net operating loss deduction. A net 
operating loss deduction allowed under 
section 172 shall be allocated and ap-
portioned in the same manner as the 
deductions giving rise to the net oper-
ating loss deduction. 

(9) Deductions which are not definitely 
related. Deductions which shall gen-
erally be considered as not definitely 
related to any gross income, and there-
fore are ratably apportioned as pro-
vided in paragraph (c)(3) of this sec-
tion, are— 

(i) The deduction allowed by section 
163 for interest described in subpara-
graph (2)(iii) of this paragraph (e); 

(ii) The deduction allowed by section 
164 for real estate taxes on a personal 
residence or for sales tax on the pur-
chase of items for personal use; 

(iii) The deduction for medical ex-
penses allowed by section 213; and 

(iv) The deduction for alimony pay-
ments allowed by section 215. 

(10) Special deductions. The special de-
ductions allowed in the case of a cor-
poration by section 241 (relating to the 
deductions for partially tax exempt in-
terest, dividends received, etc.), section 
922 (relating to Western Hemisphere 
trade corporations), and section 941 (re-
lating to China Trade Act corpora-
tions) shall be allocated and appor-
tioned consistent with the principles of 
this section. 

(11) Personal exemptions. The deduc-
tions for the personal exemptions al-
lowed by section 151, 642(b), or 873(b)(3) 
shall not be taken into account for pur-

pose of allocation and apportionment 
under this section. 

(12) Deductions for certain charitable 
contributions—(i) In general. The deduc-
tion for charitable contributions that 
is allowed under sections 170, 873(b)(2), 
and 882(c)(1)(B) is definitely related and 
allocable to all of the taxpayer’s gross 
income. The deduction allocated under 
this paragraph (e)(12)(i) shall be appor-
tioned between the statutory grouping 
(or among the statutory groupings) of 
gross income and the residual grouping 
on the basis of the relative amounts of 
gross income from sources in the 
United States in each grouping. 

(ii) Treaty provisions. If a deduction 
for charitable contributions not other-
wise permitted by sections 170, 
873(b)(2), and 882(c)(1)(B) is allowed 
under a U.S. income tax treaty, and 
such treaty limits the amount of the 
deduction based on a percentage of in-
come arising from sources within the 
treaty partner, the deduction is defi-
nitely related and allocable to all of 
the taxpayer’s gross income. The de-
duction allocated under this paragraph 
(e)(12)(ii) shall be apportioned between 
the statutory grouping (or among the 
statutory groupings) of gross income 
and the residual grouping on the basis 
of the relative amounts of gross income 
from sources within the treaty partner 
within each grouping. 

(iii) Coordination with §§ 1.861–14 and 
1.861–14T. A deduction for a charitable 
contribution by a member of an affili-
ated group shall be allocated and ap-
portioned under the rules of this sec-
tion, § 1.861–14(e)(6), and § 1.861– 
14T(c)(1). 

(iv) Effective date. (A) The rules of 
paragraphs (e)(12)(i) and (iii) of this 
section shall apply to charitable con-
tributions made on or after July 28, 
2004. Taxpayers may apply the provi-
sions of paragraphs (e)(12)(i) and (iii) of 
this section to charitable contributions 
made before July 28, 2004, but during 
the taxable year ending on or after 
July 28, 2004. 

(B) The rules of paragraphs (e)(12)(ii) 
of this section shall apply to charitable 
contributions made on or after July 14, 
2005. Taxpayers may apply the provi-
sions of paragraph (e)(12)(ii) of this sec-
tion to charitable contributions made 
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before July 14, 2005, but during the tax-
able year ending on or after July 14, 
2005. 

(f) Miscellaneous matters—(1) Operative 
sections. The operative sections of the 
Code which require the determination 
of taxable income of the taxpayer from 
specific sources or activities and which 
give rise to statutory groupings to 
which this section is applicable include 
the sections described below. 

(i) Overall limitation to the foreign tax 
credit. Under the overall limitation to 
the foreign tax credit, as provided in 
section 904(a)(2) (as in effect before en-
actment of the Tax Reform Act of 1976, 
or section 904(a) after such enactment) 
the amount of the foreign tax credit 
may not exceed the tentative U.S. tax 
(i.e., the U.S. tax before application of 
the foreign tax credit) multiplied by a 
fraction, the numerator of which is the 
taxable income from sources without 
the United States and the denominator 
of which is the entire taxable income. 
Accordingly, in this case, the statutory 
grouping is foreign source income (in-
cluding, for example, interest received 
from a domestic corporation which 
meets the tests of section 861(a)(1)(B), 
dividends received from a domestic cor-
poration which has an election in effect 
under section 936, and other types of 
income specified in section 862). Pursu-
ant to sections 862(b) and 863(a) and 
§§ 1.862–1 and 1.863–1, this section pro-
vides rules for identifying the deduc-
tions to be taken into account in deter-
mining taxable income from sources 
without the United States. See section 
904(d) (as in effect after enactment of 
the Tax Reform Act of 1976) and the 
regulations thereunder which require 
separate treatment of certain types of 
income. See example 3 of paragraph (g) 
of this section for one example of the 
application of this section to the over-
all limitation. 

(ii) [Reserved] 
(iii) DISC and FSC taxable income. 

Sections 925 and 994 provide rules for 
determining the taxable income of a 
FSC and DISC, respectively, with re-
spect to qualified sales and leases of 
export property and qualified services. 
The combined taxable income method 
available for determining a DISC’s tax-
able income provides, without consid-
eration of export promotion expenses, 

that the taxable income of the DISC 
shall be 50 percent of the combined tax-
able income of the DISC and the re-
lated supplier derived from sales and 
leases of export property and from 
services. In the FSC context, the tax-
able income of the FSC equals 23 per-
cent of the combined taxable income of 
the FSC and the related supplier. Pur-
suant to regulations under section 925 
and 994, this section provides rules for 
determining the deductions to be taken 
into account in determining combined 
taxable income, except to the extent 
modified by the marginal costing rules 
set forth in the regulations under sec-
tions 925(b)(2) and 994(b)(2) if used by 
the taxpayer. See Examples (22) and (23) 
of paragraph (g) of this section. In ad-
dition, the computation of combined 
taxable income is necessary to deter-
mine the applicability of the section 
925(d) limitation and the ‘‘no loss’’ 
rules of the regulations under sections 
925 and 994. 

(iv) Effectively connected taxable in-
come. Nonresident alien individuals and 
foreign corporations engaged in trade 
or business within the United States, 
under sections 871(b)(1) and 882(a)(1), on 
taxable income which is effectively 
connected with the conduct of a trade 
or business within the United States. 
Such taxable income is determined in 
most instances by initially deter-
mining, under section 864(c), the 
amount of gross income which is effec-
tively connected with the conduct of a 
trade or business within the United 
States. Pursuant to sections 873 and 
882(c), this section is applicable for 
purposes of determining the deductions 
from such gross income (other than the 
deduction for interest expense allowed 
to foreign corporations (see § 1.882–5)) 
which are to be taken into account in 
determining taxable income. See exam-
ple 21 of paragraph (g) of this section. 

(v) Foreign base company income. Sec-
tion 954 defines the term ‘‘foreign base 
company income’’ with respect to con-
trolled foreign corporations. Section 
954(b)(5) provides that in determining 
foreign base company income the gross 
income shall be reduced by the deduc-
tions of the controlled foreign corpora-
tion ‘‘properly allocable to such in-
come’’. This section provides rules for 
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identifying which deductions are prop-
erly allocable to foreign base company 
income. 

(vi) Other operative sections. The rules 
provided in this section also apply in 
determining— 

(A) The amount of foreign source 
items of tax preference under section 
58(g) determined for purposes of the 
minimum tax; 

(B) The amount of foreign mineral in-
come under section 901(e); 

(C) [Reserved] 
(D) The amount of foreign oil and gas 

extraction income and the amount of 
foreign oil related income under sec-
tion 907; 

(E) [Reserved] 
(F) [Reserved] 
(G) The limitation under section 934 

on the maximum reduction in income 
tax liability incurred to the Virgin Is-
lands; 

(H) [Reserved] 
(I) The special deduction granted to 

China Trade Act corporations under 
section 941; 

(J) The amount of certain U.S. source 
income excluded from the subpart F in-
come of a controlled foreign corpora-
tion under section 952(b); 

(K) The amount of income from the 
insurance of U.S. risks under section 
953(b)(5); 

(L) The international boycott factor 
and the specifically attributable taxes 
and income under section 999; and 

(M) The taxable income attributable 
to the operation of an agreement vessel 
under section 607 of the Merchant Ma-
rine Act of 1936, as amended, and the 
Capital Construction Fund Regulations 
thereunder (26 CFR, part 3). See 26 CFR 
3.2(b)(3). 

(2) Application to more than one opera-
tive section. (i) Where more than one op-
erative section applies, it may be nec-
essary for the taxpayer to apply this 
section separately for each applicable 
operative section. In such a case, the 
taxpayer is required to use the same 
method of allocation and the same 
principles of apportionment for all op-
erative sections. 

(ii) When expenses, losses, and other 
deductions that have been properly al-
located and apportioned between com-
bined gross income of a related sup-
plier and a DISC or former DISC and 

residual gross income, regardless of 
which of the administrative pricing 
methods of section 994 has been ap-
plied, such deductions are not also allo-
cated and apportioned to gross income 
consisting of distributions from the 
DISC or former DISC attributable to 
income of the DISC or former DISC as 
determined under the administrative 
pricing methods with respect to DISC 
or former DISC taxable years begin-
ning after December 31, 1986. Accord-
ingly, Example (22) of paragraph (g) of 
this section does not apply to distribu-
tions from a DISC or former DISC with 
respect to DISC or former DISC taxable 
years beginning after December 31, 
1986. This rule does not apply to the ex-
tent that the taxable income of the 
DISC or former DISC is determined 
under the section 994(a)(3) transfer 
pricing method. In addition, for taxable 
years beginning after December 31, 
1986, in the case of expenses, losses, and 
other deductions that have been prop-
erly allocated and apportioned between 
combined gross income of a related 
supplier and a FSC and residual gross 
income, regardless of which of the ad-
ministrative pricing methods of sec-
tion 925 has been applied, such deduc-
tions are not also allocated and appor-
tioned to gross income consisting of 
distributions from the FSC or former 
FSC which are attributable to the for-
eign trade income of the FSC or former 
FSC as determined under the adminis-
trative pricing methods. This rule does 
not apply to the extent that the for-
eign trade income of the FSC or former 
FSC is determined under the section 
925(a)(3) transfer pricing method. See 
Example (23) of paragraph (g) of this 
section. 

(3) Special rules of section 863(b)—(i) In 
general. Special rules under section 
863(b) provide for the application of 
rules of general apportionment pro-
vided in §§ 1.863–3 to 1.863–5, to world-
wide taxable income in order to at-
tribute part of such worldwide taxable 
income to U.S. sources and the remain-
der of such worldwide taxable income 
to foreign sources. The activities speci-
fied in section 863(b) are— 

(A) Transportation or other services 
rendered partly within and partly with-
out the United States, 
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(B) Sales of personal property pro-
duced by the taxpayer within and sold 
without the United States, or produced 
by the taxpayer without and sold with-
in the United States, and 

(C) Sales within the United States of 
personal property purchased within a 
possession of the United States. 
In the instances provided in §§ 1.863–3 
and 1.863–4 with respect to the activi-
ties described in (A), (B), and (C) of this 
subdivision, this section is applicable 
only in determining worldwide taxable 
income attributable to these activities. 

(ii) Relationship of sections 861, 862, 
863(a), and 863(b). Sections 861, 862, 
863(a), and 863(b) are the four provi-
sions applicable in determining taxable 
income from specific sources. Each of 
these four provisions applies independ-
ently. Where a deduction has been allo-
cated and apportioned to income under 
one of these four provisions, the deduc-
tion shall not again be allocated and 
apportioned to gross income under any 
of the other three provisions. However, 
two or more of these provisions may 
have to be applied at the same time to 
determine the proper allocation and 
apportionment of a deduction. The spe-
cial rules under section 863(b) take 
precedence over the general rules of 
Code sections 861, 862 and 863(a). For 
example, where a deduction is allocable 
in whole or in part to gross income to 
which section 863(b) applies, such de-
duction or part thereof shall not other-
wise be allocated under section 861, 862, 
or 863(a). However, where the gross in-
come to which the deduction is allo-
cable includes both gross income to 
which section 863(b) applies and gross 
income to which section 861, 862, or 
863(a) applies, more than one section 
must be applied at the same time in 
order to determine the proper alloca-
tion and apportionment of the deduc-
tion. 

(4) Adjustments made under other provi-
sions of the Code—(i) In general. If an 
adjustment which affects the taxpayer 
is made under section 482 or any other 
provision of the Code, it may be nec-
essary to recompute the allocations 
and apportionments required by this 
section in order to reflect changes re-
sulting from the adjustment. The re-
computation made by the District Di-
rector shall be made using the same 

method of allocation and apportion-
ment as was originally used by the tax-
payer, provided such method as origi-
nally used conformed with paragraph 
(a)(5) of this section and, in light of the 
adjustment, such method does not re-
sult in a material distortion. In addi-
tion to adjustments which would be 
made aside from this section, adjust-
ments to the taxpayer’s income and de-
ductions which would not otherwise be 
made may be required before applying 
this section in order to prevent a dis-
tortion in determining taxable income 
from a particular source of activity. 
For example, if an item included as a 
part of the cost of goods sold has been 
improperly attributed to specific sales, 
and, as a result, gross income under 
one of the operative sections referred 
to in paragraph (f)(1) of this section is 
improperly determined, it may be nec-
essary for the District Director to 
make an adjustment to the cost of 
goods sold, consistent with the prin-
ciples of this section, before applying 
this section. Similarly, if a domestic 
corporation transfers the stock in its 
foreign subsidiaries to a domestic sub-
sidiary and the parent continues to 
incur expenses in connection with the 
supervision of the foreign subsidiaries 
(see paragraph (e)(4) of this section), it 
may be necessary for the District Di-
rector to make an allocation under sec-
tion 482 with respect to such expenses 
before making allocations and appor-
tionments required by this section, 
even though the section 482 allocation 
might not otherwise be made. 

(ii) Example. X, a domestic corpora-
tion, purchases and sells consumer 
items in the United States and foreign 
markets. Its sales in foreign markets 
are made to related foreign subsidi-
aries. X reported $1,500,000 as sales dur-
ing the taxable year of which $1,000,000 
was domestic sales and $500,000 was for-
eign sales. X took a deduction for ex-
penses incurred by its marketing de-
partment during the taxable year in 
the amount of $150,000. These expenses 
were determined to be allocable to 
both domestic and foreign sales and are 
apportionable between such sales. 
Thus, X allocated and apportioned the 
marketing department deduction as 
follows: 
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To gross income from domestic sales: 
$150,000×($1,000,000/$1,500,000) ................... $100,000 

To gross income from foreign sales: 
$150,000×($500,000/$1,500,000) ...................... 50,000 

Total ............................................................ 150,000 

On audit of X’s return for the taxable year, 
the District Director adjusted, under section 
482, X’s sales to related foreign subsidiaries 
by increasing the sales price by a total of 
$100,000, thereby increasing X’s foreign sales 
and total sales by the same amount. As a re-
sult of the section 482 adjustment, the appor-
tionment of the deduction for the marketing 
department expenses is redetermined as fol-
lows: 
To gross income from domestic sales: 

$150,000×($1,000,000/$1,600,000) ..................... $93,750 
To gross income from foreign sales: 

$150,000×($600,000/$1,600,000) 56,250 

Total .............................................................. 150,000 

(5) Verification of allocations and ap-
portionments. Since, under this section, 
allocations and apportionments are 
made on the basis of the factual rela-
tionship between deductions and gross 
income, the taxpayer is required to fur-
nish, at the request of the District Di-
rector, information from which such 
factual relationships can be deter-
mined. In reviewing the overall limita-
tion to the foreign tax credit of a do-
mestic corporation, for example, the 
District Director should consider infor-
mation which would enable him to de-
termine the extent to which deductions 
attributable to functions performed in 
the United States are related to earn-
ing foreign source income, United 
States source income, or income from 
both sources. In addition to functions 
with a specific international purpose, 
consideration should be given to the 
functions of management, the direc-
tion and results of an acquisition pro-
gram, the functions of operating units 
and personnel located at the head of-
fice, the functions of support units (in-
cluding but not limited to engineering, 
legal, budget, accounting, and indus-
trial relations), the functions of selling 
and advertising units and personnel, 
the direction and uses of research and 
development and the direction and uses 
of services furnished by independent 
contractors. Thus, for example when 
requested by the District Director, the 
taxpayer shall make available any of 
its organization charts, manuals, and 
other writings which relate to the 
manner in which its gross income 

arises and to the functions of organiza-
tional units, employees, and assets of 
the taxpayer and arrange for the inter-
view of such of its employees as the 
District Director deems desirable in 
order to determine the gross income to 
which deductions relate. See section 
7602 and the regulations thereunder 
which generally provide for the exam-
ination of books and witnesses. See 
also section 905(b) and the regulations 
thereunder which require proof of for-
eign tax credits to the satisfaction of 
the Secretary or his delegate. 

(g) General examples. The following 
examples illustrate the principles of 
this section. In each example, unless 
otherwise specified, the operative sec-
tion which is applied and gives rise to 
the statutory grouping of gross income 
is the overall limitation to the foreign 
tax credit under section 904(a). In addi-
tion, in each example, where a method 
of allocation or apportionment is illus-
trated as an acceptable method, it is 
assumed that such method is used by 
the taxpayer on a consistent basis from 
year to year (except in the case of the 
optional method for apportioning re-
search and development expense under 
paragraph (e)(3)(iii) of § 1.861–8). Fur-
ther, it is assumed that each party 
named in each example operates on a 
calendar year accounting basis and, 
where the party is a U.S. taxpayer, 
files returns on a calendar year basis. 

Examples 1–16 [Reserved] 
Example 17— Stewardship Expenses (Consoli-

dation))—(i) Facts. X, a domestic corporation, 
wholly owns M, N, and O, also domestic cor-
porations. X, M, N, and O file a consolidated 
income tax return. All the income of X and 
O is from sources within the United States, 
all of M’s income is from sources within 
South America, and all of N’s income is from 
sources within Africa. X receives no divi-
dends from M, N, or O. During the taxable 
year, the consolidated group of corporations 
earned consolidated gross income of $550,000 
and incurred total deductions of $370,000 as 
follows: 

Gross income Deductions 

Corporations: 
X ......................................... $100,000 $50,000 
M ........................................ 250,000 100,000 
N ........................................ 150,000 200,000 
O ........................................ 50,000 20,000 

Total ............................... 550,000 370,000 
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Of the $50,000 of deductions incurred by X, 
$15,000 relates to X’s ownership of M; $10,000 
relates to X’s ownership of N; $5,000 relates 
to X’s ownership of O; and the entire $30,000 
constitute stewardship expenses. The re-
mainder of X’s deductions ($20,000) relates to 
production of income from its plant in the 
United States. 

(ii) Allocation. In accordance with § 1.1502–4, 
each corporation must first compute its sep-
arate taxable income for purposes of com-
puting the limitation on the foreign tax 
credit. X’s deductions of $50,000 are definitely 
related and thus allocable to the types of 
gross income to which they give rise, namely 
$25,000 wholly to income from sources out-
side the United States ($15,000 for steward-
ship of M and $10,000 for stewardship of N) 
and the remainder ($25,000) wholly to gross 
income from sources within the United 
States. Expenses incurred by M and N are en-
tirely related and thus wholly allocable to 
income earned from sources without the 
United States and expenses incurred by O are 
entirely related and thus wholly allocable to 
income earned within the United States. 
Hence, no apportionment of expenses of X, 
M, N, or O is necessary. For purposes of ap-
plying the overall limitation, the statutory 
grouping is gross income from sources with-
out the United States and the residual 
grouping is gross income from sources within 
the United States. As a result of the alloca-
tion of deductions, X, M, and N have sepa-
rate taxable income (losses) from sources 
without the United States in the amounts of 
($25,000), $150,000, and ($50,000), respectively, 
computed as follows: 

X M N 

Foreign gross income .... .............. $250,000 $150,000 
Less: Deductions allo-

cable to foreign gross 
income ....................... $25,000 100,000 200,000 

Total, taxable in-
come (loss) ............. (25,000) 150,000 (50,000) 

Thus, in the combined computation of the 
overall limitation, the numerator of the lim-
iting fraction (taxable income from sources 
outside the United States) is $75,000 ($150,000 
of separate taxable income of M less $50,000 
of losses of N and less $25,000 of losses of X). 

Example 18— Stewardship and Supportive Ex-
penses—(i)(A) Facts. X, a domestic corpora-
tion, manufactures and sells pharma-
ceuticals in the United States. X’s domestic 
subsidiary S, and X’s foreign subsidiaries T, 
U, and V perform similar functions in the 
United States and foreign countries T, U, 
and V, respectively. Each corporation de-
rives substantial net income during the tax-
able year. X’s gross income for the taxable 
year consists of: 
Domestic sales income ...................................... $32,000,000 

Dividends from S (before dividends received 
deduction) ....................................................... 3,000,000 

Dividends from T ............................................... 2,000,000 
Dividends from U ............................................... 1,000,000 
Dividends from V ............................................... 0 
Royalties from T and U ..................................... 1,000,000 
Fees from U for services performed in the 

United States .................................................. 1,000,000 

Total gross income ................................. 40,000,000 

(B) In addition, X incurs expenses of its su-
pervision department of $1,600,000. 

(C)X’s Supervision Department (the De-
partment) is responsible for the supervision 
of its four subsidiaries and for rendering cer-
tain services to the subsidiaries, and this De-
partment provides all the supportive func-
tions necessary for X’s foreign activities. 
The Department performs three principal 
types of activities. The first type consists of 
services for the direct benefit of U for which 
a fee is paid by U to X. The cost of the serv-
ices for U is $1,000,000. The second type con-
sists of stewardship activities which are in 
the nature of a management review and gen-
erally duplicate functions performed by the 
subsidiaries’ own employees (and are, there-
fore, of a type described in § 1.482–2(b)(2)(ii) 
which would not be subject to an allocation 
under section 482). For example, a team of 
auditors from X’s accounting department pe-
riodically audits the subsidiaries’ books and 
prepares internal reports for use by X’s man-
agement. Similarly, X’s treasurer periodi-
cally reviews for the board of directors of X 
the subsidiaries’ financial policies. The cost 
of the duplicative services and related sup-
portive expenses is $540,000. The third type of 
activity consists of providing services which 
are ancillary to the license agreements 
which X maintains with subsidiaries T and 
U. The cost of the ancillary services is 
$60,000. 

(ii) Allocation. The Department’s outlay of 
$1,000,000 is the basis for the charge to U for 
services rendered, and therefore $1,000,000 is 
allocated to the fees paid by U. The remain-
ing $600,000 in the Department’s deductions 
are definitely related to the types of gross 
income to which they give rise, namely divi-
dends from subsidiaries S, T, U and V and 
royalties from t and U. However, $60,000 of 
the $600,000 in deductions are found to be at-
tributable to the ancillary serivces and are 
definitely related (and therefore allocable) 
solely to royalties received from T and U, 
while the remaining $540,000 in deductions 
are definitely related (and therefore allo-
cable) to dividends received from all the sub-
sidiaries. 

(iii) Apportionment. For purposes of apply-
ing the overall limitation, the statutory 
grouping is gross income from sources out-
side the United States and the residual 
grouping is gross income from sources within 
the United States. X’s deduction of $540,000 
for the Supervision Department expenses and 
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related supportive expenses which is allo-
cable to dividends received from the subsidi-
aries must be apportioned between the statu-
tory and residual groupings before the over-
all limitation may be applied. In deter-
mining an appropriate method for appor-
tioning the $540,000, a basis other than X’s 
gross income must be used since the dividend 
payment policies of the subsidiaries bear no 
relationship either to the activities of the 
Department or to the amount of income 
earned by each subsidiary. This is evidenced 
by the fact that V paid no dividends during 
the year, whereas S, T, and U paid dividends 
of $1 million or more each. In the absence of 
facts that would indicate a material distor-
tion resulting from the use of such method, 
the stewardship expenses ($540,000) may be 
apportioned on the basis of the gross receipts 
of each subsidiary. 
The gross receipts of the subsidiaries were as 

follows: 
S ................................................................. $4,000,000 
T .................................................................. 3,000,000 
U ................................................................. 500,000 
V ................................................................. 1,500,000 

Total ........................................................ 9,000,000 

Thus, the expenses of the Department are 
apportioned for purposes of the overall limi-
tation as follows: 
Apportionment of stewardship expenses to the 

statutory grouping of gross income: 
540,000×[($3,000,000+$500,000+ 
$1,500,000)/ $9,000,000] ................................. $300,000 

Apportionment of supervisory expenses to the 
residual grouping of gross income: 
$540,000×$4,000,000/9,000,000 ..................... 240,000 

Total: Apportioned stewardship expense $540,000 

Example 19— Supportive Expense—(i) Facts. 
X, a domestic corporation, purchases and 
sells products both in the United States and 
in foreign countries. X has no foreign sub-
sidiary and no international department. 
During the taxable year, X incurs the fol-
lowing expenses with respect to its world-
wide activities: 
Personnel department expenses ......................... $50,000 
Training department expenses ............................ 35,000 
General and administrative expenses ................. 55,000 
President’s salary ................................................ 40,000 
Sales manager’s salary ....................................... 20,000 

Total .......................................................... 200,000 

X has domestic gross receipts from sales of 
$750,000 and foreign gross receipts from sales 
of $500,000 and has gross income from such 
sales in the same ratio, namely $300,000 from 
domestic sources and $200,000 from foreign 
sources. 

(ii) Allocation. The above expenses are defi-
nitely related and allocable to all of X’s 
gross income derived from both domestic and 
foreign markets. 

(iii) Apportionment. For purposes of apply-
ing the overall limitation, the statutory 

grouping is gross income from sources out-
side the United States and the residual 
grouping is gross income from sources within 
the United States. X’s deductions for its 
worldwide sales activities must be appor-
tioned between these groupings. Company X 
in this example (unlike Company X in exam-
ple 18) does not have a separate international 
division which performs essentially all of the 
functions required to manage and oversee its 
foreign activities. The president and sales 
manager do not maintain time records. The 
division of their time between domestic and 
foreign activities varies from day to day and 
cannot be estimated on an annual basis with 
any reasonable degree of accuracy. Simi-
larly, there are no facts which would justify 
a method of apportionment of their salaries 
or of one of the other listed deductions based 
on more specific factors than gross receipts 
or gross income. An acceptable method of ap-
portionment would be on the basis of gross 
receipts. The apportionment of the $200,000 
deduction is as follows: 
Apportionment of the $200,000 expense to the 

statutory grouping of gross income: 
$200,000×[$500,000/($500,000+$750,000)] .... $80,000 

Apportionment of the $200,000 expense to the 
residual grouping of gross income: 
$200,000×[$750,000/($500,000+$750,000)] .... 120,000 

Total apportioned supportive expense ......... 200,000 

Example 20— Supportive Expense—(i) Facts. 
Assume the same facts as above except that 
X’s president devotes only 5 percent of his 
time to the foreign operations and 95 percent 
of his time to the domestic operations and 
that X’s sales manager devotes approxi-
mately 10 percent of his time to foreign sales 
and 90 percent of his time to domestic sales. 

(ii) Allocation. The expenses incurred by X 
with respect to its worldwide activities are 
definitely related, and therefore allocable to 
X’s gross income from both its foreign and 
domestic markets. 

(iii) Apportionment. On the basis of the ad-
ditional facts it is not acceptable to appor-
tion the salaries of the president and the 
sales manager on the basis of gross receipts. 
It is acceptable to apportion such salaries 
between the statutory grouping (gross in-
come from sources without the United 
States) and residual grouping (gross income 
from sources within the United States) on 
the basis of time devoted to each sales activ-
ity. Remaining expenses may still be appor-
tioned on the basis of gross receipts. The ap-
portionment is as follows: 
Apportionment of the $200,000 expense to the 

statutory grouping of gross income: 
President’s salary: $40,000×5 pct ................ $2,000 
Sales manager’s salary: $20,000×10 pct ..... 2,000 
Remaining expenses: $140,000×[$500,000/ 

($500,000+$750,000)] ............................... 56,000 

Subtotal: Apportionment of expense to 
statutory grouping .............................. 60,000 
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Apportionment of the $200,000 expense to the 
residual grouping of gross income: 

President’s salary: $40,000×95 pct .............. 38,000 
Sales manager’s salary: $20,000×90 pct ..... 18,000 
Remaining expenses: $140,000×[$750,000/ 

($500,000+$750,000)] ............................... 84,000 

Subtotal: Apportionment of expense to 
residual grouping ............................... 140,000 

Total: Apportioned general and admin-
istrative expense ................................ 200,000 

Example 21— Supportive Expense—(i) Facts. 
X, a foreign corporation doing business in 
the United States, is a manufacturer of 
metal stamping machines. X has no United 
States subsidiaries and no separate division 
to manage and oversee its business in the 
United States. X manufactures and sells 
these machines in the United States and in 
foreign countries A and B and has a separate 
manufacturing facility in each country. 
Sales of these machines are X’s only source 
of income. In 1977, X incurs general and ad-
ministrative expenses related to both its 
U.S. and foreign operations of $100,000. It has 
machine sales of $500,000, $1,000,000 and 
$1,000,000 on which it earns gross income of 
$200,000, $400,000 and $400,000 in the United 
States, country A, and country B, respec-
tively. The income from the manufacture 
and sale of the machines in countries A and 
B is not effectively connected with X’s busi-
ness in the United States. 

(ii) Allocation. The $100,000 of general and 
administrative expense is definitely related 
to the income to which it gives rise, namely 
a part of the gross income from sales of ma-
chines in the United States, in country A, 
and in country B. The expenses are allocable 
to this class of income, even though X’s 
gross income from sources outside the 
United States is excluded income since it is 
not effectively connected with a U.S. trade 
or business. 

(iii) Apportionment Since X is a foreign cor-
poration, the statutory grouping is gross in-
come effectively connected with X’s trade of 
business in the United States, namely gross 
income from sources within the United 
States, and the residual grouping is gross in-
come not effectively connected with a trade 
or business in the United States, namely 
gross income from countries A and B. Since 
there are no facts which would require a 
method of apportionment other than on the 
basis of sales or gross income, the amount 
may be apportioned between the two 
groupings on the basis of amounts of gross 
income as follows: 
Apportionment of general and administrative ex-

pense to the statutory grouping, gross income 
from sources within the United States: 
$100,000×[$200,000/($200,000 + $400,000 + 
$400,000)] ........................................................ $20,000 

Apportionment of general and administrative ex-
pense to the residual grouping, gross income 
from sources without the United States: 
$100,000×[($400,000 + $400,000)/($200,000 
+ $400,000 + $400,000)] ................................. 80,000 

Total apportioned general and adminis-
trative expense .................................. 100,000 

Example 22— Domestic International Sales 
Corporations—(i) Facts. X, a domestic cor-
poration, manufactures a line of kitchenware 
and sells it to retailers in the United States, 
France, and the United Kingdom. After the 
Domestic International Sales Corporation 
(DISC) legislation was passed in 1971, X es-
tablished, as of January 1, 1972, a DISC and 
thereafter did all of its foreign marketing 
through sales by the DISC. In 1977 the DISC 
has total sales of $7,700,000 for which X’s cost 
of goods sold is $6,000,000. Thus, the gross in-
come attributable to exports through the 
DISC is $1,700,000 ($7,700,000¥$6,000,000). 
Moreover, X has U.S. domestic sales of 
kitchenware of $12,000,000 on which it earned 
gross income of $900,000, and X receives roy-
alty income from the foreign license of its 
kitchenware technology in the amount of 
$800,000. The DISC’s expenses attributable to 
the resale of export property are $400,000 of 
which $300,000 qualify as export promotion 
expenses. X also incurs $125,000 of general 
and administrative expenses in connection 
with its domestic and foreign sales activi-
ties, and its foreign licensing activities. X 
and the DISC determine transfer prices 
charged on the basis of a single product 
grouping and the ‘‘50–50’’ combined taxable 
income method (without marginal costing) 
which permits the DISC to have a taxable in-
come equal to 50 percent of the combined 
taxable income attributable to the produc-
tion and sales of the export property, plus 10 
percent of the DISC’s export promotion ex-
penses. 

(ii) Allocation. For purposes of determining 
combined taxable income of X and the DISC 
from export sales, general and administra-
tive expenses of $125,000 must be allocated to 
and apportioned between gross income re-
sulting from the production and sale of 
kitchenware for export, and from the produc-
tion and sale of kitchenware for the domes-
tic market. The deduction of $400,000 for ex-
penses attributable to the resale of export 
property is allocated solely to gross income 
from the production and sale of kitchenware 
in foreign markets. 

(iii) Apportionment. Apportionment of ex-
pense takes place in two stages. In the first 
stage, for computing conbined taxable in-
come from the production and sale of export 
property, the general and administrative ex-
pense should be apportioned between the 
statutory grouping of gross income from the 
export of kitchenware and the residual 
grouping of gross income from domestic 
sales and foreign licenses. In the second 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00170 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



161 

Internal Revenue Service, Treasury § 1.861–8 

stage, since the limitation on the foreign tax 
credit requires the use of a separate limita-
tion with respect to dividends from a DISC 
(section 904(d)), the general and administra-
tive expense should be apportioned between 
two statutory groupings, DISC dividends and 
foreign royalty income (for which the overall 
limitation is used), and the residual grouping 
of gross income from sales within the United 
States. In the first stage, in the absence of 
more specific or contrary information, the 
general and administrative expense may be 
apportioned on the basis of gross income in 
the respective groupings, as follows: 
Apportionment of general and administrative ex-

pense to the statutory grouping, gross income 
from exports of kitchenware: 
$125,000×[$1,700,000/($1,700,000 + 
$900,000 + $800,000)] ..................................... $62,500 

Apportionment of general and administrative ex-
pense to the residual grouping, gross income 
from domestic sales of kitchenware and for-
eign royalty income from licensing kitchen-
ware technology: $125,000×[($900,000 + 
$800,000)/($1,700,000 + $900,000 + 
$800,000)] ........................................................ 62,500 

Total apportionment of general and admin-
istrative expense ....................................... 125,000 

On the basis of this apportionment, the com-
bined taxable income, and the DISC portion 
of taxable income may be calculated as fol-
lows: 
Gross income from exports ..... $1,700,000 
Less: 

DISC expense for resale of 
export property ................. 400,000 

Apportioned general and ad-
ministrative expense ......... 62,500 

$462,500 

Combined taxable income from production 
and export of kitchenware ............................ 1,237,500 

DISC income: 
50 pct of combined taxable income ............. 618,750 
10 pct of export promotion expense of 

$300,000 ................................................... 30,000 

Total DISC income ................................... 648,750 
DISC income as a percentage of combined 

taxable income ............................................. 52.4 

In the second stage, in the absence of more 
specific or contrary information, the general 
and administrative expense may also be ap-
portioned on the basis of gross income in the 
respective groupings. Since DISC taxable in-
come is 52.4 percent of combined taxable in-
come, DISC gross income is treated as 52.4 
percent of the gross income from exports 
$1,700,000. The apportionment follows: 
Apportionment of general and administrative ex-

pense to the statutory grouping, DISC divi-
dends: $125,000×[(0.524×$1,700,000)/ 
($1,700,000 + $900,000 + $800,000)] ............. $32,750 

Apportionment of general and administrative ex-
pense to the statutory grouping, foreign roy-
alty income: $125,000×[$800,000/($1,700,000 
+ 900,000 + $800,000)] ................................... 29,412 

Apportionment of general and administrative ex-
pense to the residual grouping, gross income 
from sources within the United States: 
$125,000×[($900,000 + (0.476 ×$1,700,000))/ 
($1,700,000 + $900,000 + $800,000)] ............. 62,838 

Total apportioned general and adminis-
trative expense .................................. 125,000 

(iv) This Example 22 applies only to DISC 
taxable years ending before January 1, 1987, 
and to distributions from a DISC or former 
DISC with respect to DISC or former DISC 
taxable years ending before January 1, 1987. 

Example 23— [Reserved] 
Example 24— [Reserved] For guidance, see 

§ 1.861–8T(g) Example 24. 
Example 25— Income Taxes—(i) Facts. X, a 

domestic corporation, is a manufacturer and 
distributor of electronic equipment with op-
erations in states A, B, and C. X also has a 
branch in country Y which manufactures and 
distributes the same type of electronic 
equipment. In 1988, X has taxable income 
from these activities, as described under the 
Code (without taking into account the de-
duction for state income taxes), of $1,000,000, 
of which $200,000 is foreign source general 
limitation income subject to a separate limi-
tation under section 904(d)(1)(I) (‘‘general 
limitation income’’) and $800,000 is domestic 
source income. States A, B, and C each de-
termine X’s income subject to tax within 
their state by making adjustments to X’s 
taxable income as determined under the 
Code, and then apportioning the adjusted 
taxable income on the basis of the relative 
amounts of X’s payroll, property, and sales 
within each state as compared to X’s world-
wide payroll, property, and sales. The adjust-
ments made by states A, B, and C all involve 
adding and subtracting enumerated items 
from taxable income as determined under 
the Code. However, in making these adjust-
ments to taxable income, none of the states 
specifically exempts foreign source income 
as determined under the Code. On this basis, 
it is determined that X has taxable income 
of $550,000, $200,000, and $200,000 in states A, 
B, and C, respectively. The corporate tax 
rates in states A, B, and C are 10 percent, 5 
percent, and 2 percent, respectively, and X 
has total state income tax liabilities of 
$69,000 ($55,000 + $10,000 + $4,000), which it de-
ducts as an expense for federal income tax 
purposes. 

(ii) Allocation. X’s deduction of $69,000 for 
state income taxes is definitely related and 
thus allocable to the gross income with re-
spect to which the taxes are imposed. Since 
the statutes of states A, B, and C do not spe-
cifically exempt foreign source income (as 
determined under the Code) from taxation 
and since, in the aggregate, states A, B, and 
C tax $950,000 of X’s income while only 
$800,000 is domestic source income under the 
Code, it is presumed that state income taxes 
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are imposed on $150,000 of foreign source in-
come. The deduction for state income taxes 
is therefore related and allocable to both X’s 
foreign source and domestic source income. 

(iii) Apportionment. For purposes of com-
puting the foreign tax credit limitation, X’s 
income is comprised of one statutory group-
ing, foreign source general limitation gross 
income, and one residual grouping, gross in-
come from sources within the United States. 
The state income tax deduction of $69,000 
must be apportioned between these two 
groupings. Corporation X calculates the ap-
portionment on the basis of the relative 
amounts of foreign source general limitation 
taxable income and U.S. source taxable in-
come subject to state taxation. In this case, 
state income taxes are presumed to be im-
posed on $800,000 of domestic source income 
and $150,000 of foreign source general limita-
tion income. 
State income tax deduction appor-

tioned to foreign source general 
limitation income (statutory 
grouping): $69,000×($150,000/$950,000) $10,895 

State income tax deduction appor-
tioned to income from sources 
within the United States (residual 
grouping): $69,000×($800,000/$950,000) 58,105 

Total apportioned state 
income tax deduction $69,000 

Example 26— Income Taxes—(i) Facts. As-
sume the same facts as in Example 25 except 
that the language of state A’s statute and 
the statute’s operation exempt from tax-
ation all foreign source income, as deter-
mined under the Code, so that foreign source 
income is not included in adjusted taxable 
income subject to apportionment in state A 
(and factors relating to X’s country Y branch 
are not taken into account in computing the 
state A apportionment fraction). 

(ii) Allocation. X’s deduction of $69,000 for 
state income taxes is definitely related and 
thus allocable to the gross income with re-
spect to which the taxes are imposed. Since 
state A exempts all foreign source income by 
statute, state A is presumed to impose tax 
on $550,000 of X’s $800,000 of domestic source 
income. X’s state A tax of $55,000 is allo-
cable, therefore, solely to domestic source 
income. Since the statutes of states B and C 
do not specifically exclude all foreign source 
income as determined under the Code, and 
since states B and C impose tax on $400,000 
($200,000 + $200,000) of X’s income of which 
only $250,000 ($800,000 ¥ $550,000) is presumed 
to be domestic source, the deduction for the 
$14,000 of income taxes imposed by states B 
and C is related and allocable to both foreign 
source and domestic source income. 

(iii) Apportionment. (A) For purposes of 
computing the foreign tax credit limitation, 
X’s income is comprised of one statutory 
grouping, foreign source general limitation 

gross income, and one residual grouping, 
gross income from sources within the United 
States. The deduction of $14,000 for income 
taxes of states B and C must be apportioned 
between these two groupings. 

(B) Corporation X calculates the appor-
tionment on the basis of the relative 
amounts of foreign source general limitation 
income and U.S. source income subject to 
state taxation. 
States B and C income tax deduc-

tion apportioned to foreign source 
general limitation income (statu-
tory grouping): $14,000×($150,000/ 
$400,000) ......................................... $5,250 

States B and C income tax deduc-
tion apportioned to income from 
sources within the United States 
(residual grouping): 
$14,000×($250,000/$400,000) ................ 8,750 

Total apportioned state 
income tax deduction $14,000 

(C) Of X’s total income taxes of $69,000, the 
amount allocated and apportioned to foreign 
source general limitation income equals 
$5,250. The total amount of state income 
taxes allocated and apportioned to U.S. 
source income equals $63,750 ($55,000 + $8,750). 

Example 27— Income Tax—(i) Facts. Assume 
the same facts as in Example 25 except that 
state A, in which X has significant income- 
producing activities, does not impose a cor-
porate income tax or other state tax com-
puted on the basis of income derived from 
business activities conducted in state A. X 
therefore has a total state income tax liabil-
ity in 1988 of $14,000 ($10,000 paid to state B 
plus $4,000 paid to state C), all of which is 
subject to allocation and apportionment 
under paragraph (b) of this section. 

(ii) Allocation. (A) X’s deduction of $14,000 
for state income taxes is definitely related 
and allocable to the gross income with re-
spect to which the taxes are imposed. How-
ever, in these facts, an adjustment is nec-
essary before the aggregate state taxable in-
comes can be compared with U.S. source in-
come on the federal income tax return in the 
manner described in Examples 25 and 26. Un-
like the facts in Examples 25 and 26, state A 
imposes no income tax and does not define 
taxable income attributable to activities in 
state A. The total amount of X’s income sub-
ject to state taxation is, therefore, $400,000 
($200,000 in state B and $200,000 in state C). 
This total presumptively does not include 
any income attributable to activities per-
formed in state A and therefore can not 
properly be compared to total U.S. source 
taxable income reported by X for federal in-
come tax purposes, which does include in-
come attributable to state A activities. 

(B)(1) Accordingly, before applying the 
method used in Examples 25 and 26 to the 
facts of this example, it is necessary first to 
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estimate the amount of taxable income that 
state A could reasonably attribute to X’s ac-
tivities in state A, and then to reduce federal 
taxable income by that amount. 

(2) Any reasonable method may be used to 
attribute taxable income to X’s activities in 
state A. For example, the rules of the Uni-
form Division of Income for Tax Purposes 
Act (‘‘UDITPA’’) attribute income to a state 
on the basis of the average of three ratios 
that are based upon the taxpayer’s facts— 
property within the state over total prop-
erty, payroll within the state over total pay-
roll, and sales within the state over total 
sales—and, with adjustments, provide a rea-
sonable method for this purpose. When ap-
plying the rules of UDITPA to estimate U.S. 
source income derived from state A activi-
ties, the taxpayer’s UDITPA factors must be 
adjusted to eliminate both taxable income 
and factors attributable to a foreign branch. 
Therefore, in this example all taxable in-
come as well as UDITPA apportionment fac-
tors (property, payroll, and sales) attrib-
utable to X’s country Y branch must be 
eliminated. 

(C)(1) Since it is presumed that, if state A 
had had an income tax, state A would not at-
tempt to tax the income derived by X’s coun-
try Y branch, any reasonable estimate of the 
income that would be taxed by state A must 
exclude any foreign source income. 

(2) When using the rules of UDITPA to es-
timate the income that would have been tax-
able by state A in these facts, foreign source 
income is excluded by starting with federally 
defined taxable income (before deduction for 
state income taxes) and subtracting any in-
come derived by X’s country Y branch. The 
hypothetical state A taxable income is then 
determined by multiplying the resulting dif-
ference by the average of X’s state A prop-
erty, payroll, and sales ratios, determined 
using the principles of UDITPA (after adjust-
ment by eliminating the country Y branch 
factors). The resulting product is presumed 
to be exclusively U.S. source income, and the 
allocation and apportionment method de-
scribed in Example 26 must then be applied. 

(3) If, for example, state A taxable income 
were determined to equal $550,000, then 
$550,000 of U.S. source income for federal in-
come tax purposes would be presumed to 
constitute state A taxable income. Under Ex-
ample 26, the remaining $250,000 ($800,000 ¥ 

$550,000) of U.S. source income for federal in-
come tax purposes would be presumed to be 
subject to tax in states B and C. Since states 
B and C impose tax on $400,000, the applica-
tion of Example 25 would result in a pre-
sumption that $150,000 is foreign source in-
come and $250,000 is domestic source income. 
The deduction for the $14,000 of income taxes 
of states B and C would therefore be related 
and allocable to both foreign source and do-
mestic source income and would be subject 
to apportionment. 

(iii) Apportionment. The deduction of $14,000 
for income taxes of states B and C is appor-
tioned in the same manner as in Example 26. 
As a result, $5,250 of the $14,000 of state B and 
state C income taxes is apportioned to for-
eign source general limitation income 
($14,000×$150,000/$400,000), and $8,750 
($14,000×$250,000/$400,000) of the $14,000 of 
state B and state C income taxes is appor-
tioned to U.S. source income. 

Example 28— Income Tax—(i) Facts. (A) As-
sume the same facts as in Example 25 (X has 
$1,000,000 of taxable income for federal in-
come tax purposes, $800,000 of which is U.S. 
source income and $200,000 of which is for-
eign source general limitation income), ex-
cept that $100,000 of X’s $200,000 of foreign 
source general limitation income consists of 
dividends from first-tier controlled foreign 
corporations (‘‘CFCs’’) (as defined in section 
957(a) of the Code) which derive exclusively 
foreign source general limitation income. X 
owns stock representing 10 to 50 percent of 
the vote and value in such CFCs. 

(B) State A taxable income is computed by 
first making adjustments to X’s federal tax-
able income. These adjustments result in X 
having a total of $1,100,000 of apportionable 
taxable income for state A tax purposes. 
None of the $100,000 of adjustments made by 
state A relate to the dividends paid by the 
CFCs. As in Example 25, the amount of 
apportionable taxable income attributable to 
business activities conducted in state A is 
determined by multiplying apportionable 
taxable income by a fraction (the ‘‘state ap-
portionment fraction’’) that compares the 
relative amounts of X’s payroll, property, 
and sales within state A with X’s worldwide 
payroll, property and sales. An analysis of 
state A law indicates that state A law in-
cludes in its definition of the taxable busi-
ness income of X which is apportionable to 
X’s state A activities, dividends paid to X by 
its subsidiaries that are in the same business 
as X, but are less than 50 percent owned by 
X (‘‘portfolio dividends’’). The dividends re-
ceived by X from the 10 to 50 percent owned 
first-tier CFCs, therefore, are considered to 
be portfolio dividends includable in 
apportionable business income for state A 
tax purposes. However, the factors of these 
CFCs are not included in the state A appor-
tionment fraction for purposes of appor-
tioning income to X’s activities in the state. 
The comparison of X’s state A factors with 
X’s worldwide factors results in a state ap-
portionment fraction of 50 percent. Applying 
this fraction to apportionable taxable in-
come of $1,100,000, as determined under state 
law, results in attributing 50 percent of 
apportionable taxable income to state A, and 
produces total state A taxable income of 
$550,000. State A imposes an income tax at a 
rate of 10 percent on the amount of income 
that is attributed to state A, which results 
in $55,000 of tax imposed by state A. 
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(ii) Allocation. (A) States A, B, and C im-
pose income taxes of $69,000 which must be 
allocated to the classes of gross income upon 
which the taxes are imposed. A portion of 
X’s federal income tax dedution of $55,000 for 
state A income tax is definitely related and 
thus allocable to the class of gross income 
consisting of foreign source portfolio divi-
dends. A definite relationship exists between 
a deduction for state income tax and port-
folio dividends when a state includes port-
folio dividends in state taxable income 
apportionable to the state, but determines 
state taxable income by applying an appor-
tionment fraction that excludes the factors 
of the corporations paying those dividends. 
By applying a state apportionment fraction 
that excludes factors of the corporations 
paying portfolio dividends to apportionable 
taxable income that includes the $100,000 of 
foreign source portfolio dividends, $50,000 (50 
percent of the $100,000) of the portfolio divi-
dends is attributed to X’s activities in state 
A and subjected to state A income tax. Ap-
plying the state A income tax rate of 10 per-
cent to the $50,000 of foreign source portfolio 
dividends subjected to state A income tax, 
$5,000 of X’s $55,000 total state A income tax 
liability is definitely related and allocable to 
a class of gross income consisting of the for-
eign source portfolio dividends. Since under 
the look-through rules of section 904(d)(3) 
the foreign source portfolio dividends from 
the first-tier CFCs are included within the 
general limitation described in section 
904(d)(1)(I), the $5,000 of state A tax on for-
eign source portfolio dividends is allocated 
entirely to foreign source general limitation 
income and, therefore, is not apportioned. (If 
the total amount of state A tax imposed on 
foreign source portfolio dividends were to ex-
ceed the actual amount of X’s state A in-
come tax liability (for example, due to net 
operating losses), the actual amount of state 
A tax would be allocated entirely to those 
foreign source portfolio dividends.) After al-
location of a portion of the state A tax to 
portfolio dividends, $50,000 ($55,000¥$5,000) of 
state A tax remains to be allocated. 

(B) A total of $64,000 (the aggregate of the 
$50,000 remaining state A tax, and the $10,000 
and $4,000 of taxes imposed by states B and C, 
respectively) is to be allocated (as provided 
in Example 25) by comparing U.S. source tax-
able income (as determined under the Code) 
with the aggregate of the state taxable in-
comes determined by states A, B, and C 
(after reducing state apportionable taxable 
incomes by the amount of any portfolio divi-
dends included in apportionable taxable in-
come to which tax has been specifically allo-
cated). X’s state A taxable income, after re-
duction by the $50,000 of portfolio dividends 
taxed by state A, equals $500,000. X also has 
taxable income of $200,000 and $200,000 in 
states B and C, respectively. In the aggre-
gate, therefore, states A, B, and C tax 

$900,000 of X’s income, after excluding state 
taxable income attributable to portfolio 
dividends. Since X has only $800,000 of U.S. 
source taxable income for federal income tax 
purposes, it is presumed that state income 
taxes are imposed on $100,000 of foreign 
source income. The remaining deduction of 
$64,000 for state income taxes is therefore re-
lated and allocable to both foreign source 
and domestic source income and is subject to 
apportionment. 

(iii) Apportionment. For purposes of com-
puting the foreign tax credit limitation, X’s 
income is comprised of one statutory group-
ing, foreign source general limitation in-
come, and one residual grouping, gross in-
come from sources within the United States. 
The remaining state income tax deduction of 
$64,000 must be apportioned between these 
two groupings on the basis of relative 
amounts of foreign source general limitation 
taxable income and U.S. source taxable in-
come subject to state taxation. In this case, 
the $64,000 of state income taxes is consid-
ered to be imposed on $800,000 of domestic 
source income and $100,000 of foreign source 
general limitation income and is apportioned 
as follows: 
State income tax deduction ap-

portioned to foreign source 
general limitation income 
(statutory grouping): 
$64,000×($100,000/$900,000) ........... $7,111 

State income tax deduction ap-
portioned to income from 
sources within the United 
States (residual grouping): 
$64,000×($800,000/$900,000) ........... 56,889 

Total apportioned 
state income tax de-
duction ................... $64,000 

Of the total state income taxes of $69,000, 
the amount allocated and apportioned to for-
eign source general limitation income equals 
$12,111 ($5,000 + $7,111). The total amount of 
state income taxes allocated and appor-
tioned to U.S. source income equals $56,889. 

Example 29— Income Taxes—(i) Facts. (A) P, 
a domestic corporation, is a manufacturer 
and distributor of electronic equipment with 
operations in states F, G, and H. P also has 
a branch in country Y which manufactures 
and distributes the same type of electronic 
equipment. In addition, P has three wholly 
owned subsidiaries, US1, US2, and FS, the 
latter a controlled foreign corporation 
(‘‘CFC’’) as defined in section 957(a) of the 
Code. P also owns stock representing 10 to 50 
percent of the vote and value of various 
other first-tier CFCs that derive exclusively 
foreign source general limitation income. 

(B) In 1988, P derives $1,000,000 of federal 
taxable income (without taking into account 
the deduction for state income taxes), which 
consists of $250,000 of foreign source general 
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limitation income and $750,000 of U.S. source 
income. The foreign source general limita-
tion income consists of a $25,000 subpart F 
inclusion with respect to FS, $150,000 of divi-
dends from the other first-tier CFCs deriving 
exclusively foreign source general limitation 
income, in which P owns stock representing 
10 to 50 percent of the vote and value, and 
$75,000 of manufacturing and sales income 
derived by P’s U.S. operations and country Y 
branch. The $750,000 of U.S. source income 
consists of manufacturing and sales income 
derived by P’s U.S. operations. 

(C) For federal income tax purposes, US1 
derives $75,000 of taxable income, before de-
duction for state income taxes, which con-
sists entirely of U.S. source income. US2, a 
so-called ‘‘80/20’’ corporation described in 
section 861(c)(1), derives $250,000 of federal 
taxable income before deduction for state or 
foreign income taxes, all of which is derived 
from foreign operations and consists entirely 
of foreign source general limitation income. 
FS is not engaged in a U.S. trade or business 
and derives $550,000 of foreign source general 
limitation income before deduction for for-
eign income taxes. 

(D) State F imposes a corporate income 
tax of 10 percent of P’s state F taxable in-
come, which is determined by formulary ap-
portionment of the total taxable income at-
tributable to P’s worldwide unitary business. 
State F determines P’s taxable income for 
state F tax purposes by first making adjust-
ments to the taxable income, as determined 
for federal income tax purposes, of the mem-
bers of the unitary business group to deter-
mine the total taxable income of the group. 
State F then computes P’s state taxable in-
come by attributing a portion of that uni-
tary business taxable income to activities of 
P that are conducted in state F. State F does 
this by multiplying the unitary business tax-
able income (federal taxable income with 
state adjustments) by a fraction (the ‘‘state 
apportionment fraction’’) that compares the 
relative amounts of the unitary business 
group’s payroll, property, and sales (the 
‘‘factors’’) in state F with the payroll, prop-
erty, and sales of the unitary business group. 
P is the only member of its unitary business 
group that has state F factors and that is 
thereby subject to state F income tax and 
filing requirements. State F defines the uni-
tary business group to include any corpora-
tion more than 50 percent of which is di-
rectly or indirectly owned by a state F tax-
payer and is engaged in the same unitary 
business. P’s unitary business group, there-
fore, includes P, US1, US2, and FS, but does 
not include the 10 to 50 percent owned CFCs. 
The income of the unitary business group ex-
cludes intercompany dividends between 
members of the unitary business group and 
subpart F inclusions with respect to a mem-
ber of the unitary business group. Dividends 
paid from nonmembers of the unitary group 

(the 10 to 50 percent owned CFCs) for state F 
tax purposes are referred to as ‘‘portfolio 
dividends’’ and are included in taxable in-
come of the unitary business. None of the 
factors (in state F or worldwide) of the cor-
porations paying portfolio dividends are in-
cluded in the state F apportionment fraction 
for purposes of apportioning total taxable in-
come of the unitary business to P’s state F 
activities. 

(E) After state adjustments to the taxable 
income of the unitary business group, as de-
termined under federal tax principles, the 
total taxable income of P’s unitary business 
group equals $2,000,000, consisting of 
$1,050,000 of P’s income ($100,000 of foreign 
source manufacturing and sales income, 
$150,000 of foreign source portfolio dividends, 
and $800,000 of U.S. source manufacturing 
and sales income, but excluding the $25,000 
subpart F inclusion attributable to FS since 
FS is a member of the unitary business 
group), $100,000 of US1’s income (from sales 
made in the United States), $275,000 of US2’s 
income (from an active business outside the 
United States), and $575,000 of FS’s income. 
The differences between taxable income 
under federal tax principles and state F 
apportionable taxable income for P, US1, 
US2, and FS represent adjustments to tax-
able income under federal tax principles that 
are made pursuant to the tax laws of state F. 

(F) The taxable income for each member of 
the unitary business group under federal tax 
principles and state law principles is summa-
rized in the following table. (The items of in-
come listed in the ‘‘Federal’’ column of the 
table refer to taxable income before deduc-
tion for state income tax.) 

Federal State F 

P 
U.S. source income ....................... $750,000 $800,000 
Foreign source general limitation 

income: 
Portfolio dividends ........... 150,000 150,000 
Subpart F income ........... 25,000 0 
Manufacturing and sales 

income ......................... 75,000 100,000 

Total taxable income 1,000,000 1,050,000 

US1 
U.S. source income ....................... 75,000 100,000 

US2 
Foreign source general limitation 

income ....................................... 250,000 275,000 

FS 
Foreign source general limitation 

income ....................................... 550,000 575,000 

Taxable income of the unitary 
business group .......................... .................. 2,000,000 

(G) State F deems P to have state F tax-
able income of $500,000, which is determined 
by multiplying the total taxable income of 
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the unitary business group ($2,000,000) by the 
group’s state F apportionment fraction, 
which is assumed to be 25 percent in these 
facts. P’s state F taxable income is then 
multiplied by the state F tax rate of 10 per-
cent, resulting in a state F tax liability of 
$50,000. State G and state H, unlike state F, 
do not tax portfolio dividends. Although 
state G and state H apportion taxable in-
come, respectively, on the basis of an appor-
tionment fraction that compares state fac-
tors to total factors, state G and state H, un-
like state F, do not apply a unitary business 
theory and consider only P’s taxable income 
and factors in computing P’s taxable income. 
P’s taxable income under state G law equals 
$300,000, which is subject to a 5 percent tax 
rate resulting in a state G tax liability of 
$15,000. P’s taxable income under state H law 
is $300,000, which is subject to a tax rate of 2 
percent resulting in a state H tax liability of 
$6,000. P has a total federal income tax de-
duction for state income taxes of $71,000 
($50,000 + 15,000 + 6,000). 

(ii) Allocation. (A) P’s deduction of $71,000 
for state income taxes is definitely related 
and allocable to the gross income with re-
spect to which the taxes are imposed. Ad-
justments may be necessary, however, before 
aggregate state taxable incomes can be com-
pared with U.S. source taxable income on the 
federal income tax return in the manner de-
scribed in Examples 25 and 26. In allocating 
P’s deduction for state income taxes, it is 
necessary first to determine the portion, if 
any, of the deduction that is definitely re-
lated and allocable to a particular class of 
gross income. A definite relationship exists 
between a deduction for state income tax 
and dividend income when a state includes 
portfolio dividends in state taxable income 
apportionable to the taxpayer’s activities in 
the state, but determines state taxable in-
come by applying an apportionment formula 
that excludes the factors of the corporations 
paying portfolio dividends. 

(B) In this case, $150,000 of foreign source 
portfolio dividends are subject to a state F 
apportionment fraction of 25 percent, which 
results in a total of $37,500 of state F taxable 
income attributable to such dividends. As il-
lustrated in Example 28, $3,750 ($150,000×25 
percent state F apportionment percentage × 
10 percent state F tax rate) of P’s state F in-
come tax is definitely related and allocable 
to a class of gross income consisting entirely 
of the foreign source portfolio dividends. 
Since under the look-through rules of sec-
tion 904(d)(3) the foreign source portfolio 
dividends paid by first-tier CFCs are in-
cluded within the general limitation de-
scribed in section 904(d)(1)(I), the $3,750 of 
state F tax on foreign source portfolio divi-
dends is allocated entirely to foreign source 
general limitation income and, therefore, is 
not apportioned. 

(C) After reducing state F taxable income 
of the unitary business group by the taxable 
income attributable to portfolio dividends, 
P’s remaining state F taxable income equals 
$462,500 ($500,000 ¥ $37,500), the portion of the 
taxable income of the unitary business that 
state F attributes to P’s activities in state 
F. Accordingly, in order to allocate and ap-
portion the remaining $46,250 of state F tax 
($50,000 of state F tax minus the $3,750 of 
state F tax allocated to foreign source port-
folio dividends), it is necessary first to deter-
mine if state F is taxing only P’s non-uni-
tary taxable income (as defined below) or is 
imposing its tax partly on other unitary 
business income that is attributed under 
state F law to P’s activities in state F. P’s 
state F non-unitary taxable income is com-
puted by applying the state F apportionment 
formula, solely on the basis of P’s income 
(excluding portfolio dividends) and state F 
apportionment factors. If the state F taxable 
income (after reduction by the portfolio divi-
dends attributed to state F) attributed to P 
under state F law exceeds P’s non-unitary 
taxable income, a portion of the state F tax 
must be allocated and apportioned on the 
basis of the other unitary business income 
that is attributed to and taxable to P under 
state F law. If P’s non-unitary taxable in-
come equals or exceeds the $462,500 of re-
maining state F taxable income, it is pre-
sumed that state F is only taxing P’s non- 
unitary taxable income, so that the entire 
amount of the remaining state F tax should 
be allocated and apportioned in the manner 
described in Example 25. 

(D) If P’s non-unitary taxable income is 
less than the $462,500 of remaining state F 
taxable income (after reduction for the 
$37,500 of state F taxable income attributable 
to portfolio dividends), it is presumed that 
state F is attributing to P, and taxing P 
upon, other unitary business income. In such 
a case, it is necessary to determine if state 
F is attributing to P, and imposing its in-
come tax on, a part of the foreign source in-
come that would be generally presumed 
under separate accounting to be the income 
of foreign affiliates and 80/20 companies in-
cluded in the unitary group, or whether state 
F is limiting the income it attributes to P, 
and its taxation of P, to the U.S. source in-
come that would be generally presumed 
under separate accounting to be the income 
of domestic members of the unitary group. 

(E) Assume for purposes of this example 
that the non-unitary taxable income attrib-
utable to P equals $396,000, computed by mul-
tiplying P’s state F taxable income of 
$900,000 (P’s state F taxable income (before 
state F apportionment) of $1,050,000 less the 
$150,000 of foreign source portfolio dividends) 
by P’s non-unitary state F apportionment 
fraction, which is assumed to be 44 percent. 
Because P’s non-unitary taxable income of 
$396,000 is less than the $462,500 of remaining 
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state F taxable income, state F is presumed 
to be attributing to P and taxing the income 
that would have been generally attributed 
under separate accounting to P’s affiliates in 
the unitary group. To determine if state F 
tax is being imposed on members of the uni-
tary group (other that P) that produce for-
eign source income, it is necessary to com-
pute a hypothetical state F taxable income 
for all companies in the unitary group with 
significant U.S. operations. (For this pur-
pose, the hypothetical group of companies 
with significant domestic operations is re-
ferred to as the ‘‘water’s edge group.’’) State 
F is presumed to be attributing to P and tax-
ing income that would have been generally 
attributable under separate accounting to 
foreign corporations and 80/20 companies to 
the extent that the remaining state F tax-
able income ($462,500) of P exceeds the hypo-
thetical state F taxable income that would 
have been attributed under state F law to P 
if state F had defined the unitary group to be 
the water’s edge group. 

(F) The members of the water’s edge group 
would have been P and US1. The unitary 
business income of this water’s edge group is 
$1,000,000, the sum of $900,000 (P’s state F tax-
able income (before state F apportionment) 
of $1,050,000 less the $150,000 of foreign source 
portfolio dividends) and $100,000 (US1’s state 
F taxable income). For purposes of this ex-
ample, the state F apportionment fraction 
determined on a unitary basis for this wa-
ter’s edge group is assumed to equal 40 per-
cent, the average of P and US1’s state F pay-
roll, property, and sales factor ratios (the 
water’s edge group’s state F factors over its 
worldwide factors). Applying this apportion-
ment fraction to the $1,000,000 of unitary 
business income of the water’s edge group 
yields state F water’s edge taxable income of 
$400,000. The excess of the remaining $462,500 
of P’s state F taxable income over the 
$400,000 of P’s state F water’s edge taxable 
income equals $62,500, and is attributable to 
the inclusion of US2 and FS in the unitary 
group. The state F tax attributable to the 
$62,500 of taxable income attributed to P 
under state F law, and that would have gen-
erally been attributed to US2 and FS under 
non-unitary accounting, equals $6,250 and is 
allocated entirely to a class of gross income 
consisting of foreign source general limita-
tion income, because the income of FS and 
US2 consists entirely of such income. After 
the $6,250 of state F tax attributable to US2 
and FS is subtracted from the remaining 
$46,250 of net state F tax, P has $40,000 of 
state F tax remaining to be allocated and ap-
portioned. 

(G) To the extent that the remainder of P’s 
state F taxable income ($400,000) exceeds P’s 
non-unitary state F taxable income 
($396,000), it is presumed that state F is at-
tributing to and imposing on P a tax on U.S. 
source income that would have been attrib-

uted under separate accounting to members 
of the water’s edge group other than P. In 
these facts, the $4,000 difference in P’s state 
F taxable income results from the inclusion 
of US1 in the unitary group. The $400 of P’s 
state F tax attributable to this $4,000 is allo-
cated entirely to P’s U.S. source income. P’s 
remaining $39,600 of state F tax ($40,000 of P’s 
state F tax resulting from the attribution of 
P of income that would have been attributed 
under non-unitary accounting to other mem-
bers of the water’s edge group, minus $400 of 
state F tax attributable to US1 and allocated 
to P’s U.S. source income) is the state F tax 
attributable to P’s non-unitary state F tax-
able income that is to be allocated and ap-
portioned together with P’s state G tax of 
$15,000 and state H tax of $6,000 as illustrated 
in Example 25. 

(H) In allocating the $60,600 of state tax li-
abilities ($39,600 state F tax attributable to 
P’s non-unitary state F income + $15,000 
state G tax + $6,000 state H tax) under Exam-
ple 25, P’s state taxable income in state G 
and state H ($300,000 + $300,000) must be 
added to P’s non-unitary state F taxable in-
come ($396,000). The resulting $996,000 of com-
bined state taxable incomes is compared 
with $750,000 of U.S. source income on P’s 
federal income tax return. Because P’s com-
bined state taxable incomes exceeds P’s fed-
eral U.S. source taxable income, it is pre-
sumed that the remaining $60,600 of P’s total 
state income taxes is imposed in part on for-
eign source income. Accordingly, P’s remain-
ing deduction of $60,600 ($39,600 + $15,000 + 
$6,000) for state income taxes is related and 
allocable to both P’s foreign source and do-
mestic source income and is subject to ap-
portionment. 

(iii) Apportionment. The $60,600 of state 
taxes (the remaining $39,600 of state F tax + 
$15,000 of state G tax + $6,000 of state H tax) 
must be apportioned between foreign source 
general limitation income and U.S. source 
income for federal income tax purposes. This 
apportionment is based upon the relative 
amounts of foreign source general limitation 
taxable income and U.S. source taxable in-
come comprising the $996,000 of income sub-
ject to tax by the states, after reducing the 
total amount of income subject to tax by the 
portfolio dividends and the income attrib-
uted to P under state F law that would have 
been attributed under arm’s length prin-
ciples to other members of P’s state F uni-
tary business group. The deduction for the 
$60,600 of state income taxes is apportioned 
as follows: 
State income tax deduction apportioned to foreign 

source general limitation income (statutory 
grouping): $60,600×($246,000/$996,000) ............ $14,967 

State income tax deduction apportioned to income 
from sources within the United States (residual 
grouping): $60,600×($750,000/$996,000) ............ 45,633 
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Total apportioned state income tax deduc-
tion ......................................................... 60,600 

Of the total state income taxes of $71,000, the 
amount allocated and apportioned to foreign 
source general limitation income is $24,967— 
the sum of $14,967 of state F, state G, and 
state H taxes apportioned to foreign source 
general limitation income, $3,750 of state F 
tax allocated to foreign source apportionable 
dividend income, and the $6,250 of state F tax 
allocated to foreign source general limita-
tion income as the result of state F’s world-
wide unitary business theory of taxation. 
The total amount of state income taxes allo-
cated and apportioned to U.S. source income 
equals $46,033—the sum of the $400 of state F 
tax attributable to the inclusion of US1 in 
the state F unitary business group and 
$45,633 of combined state F, G, and H tax ap-
portioned under the method provided in Ex-
ample 25. 

Example 30— Income Taxes—(i) Facts. (A) As 
in Example 17 of § 1.861–8(g), X is a domestic 
corporation that wholly owns M, N, and O, 
also domestic corporations. X, M, N, and O 
file a consolidated income tax return. All the 
income of X and O is from sources within the 
United States, all of M’s income is from 
sources within South America, and all of N’s 
income is from sources within Africa. X re-
ceives no dividends from M, N, or O. During 
the taxable year, the consolidated group of 
corporations earned consolidated gross in-
come of $550,000 and incurred total deduc-
tions of $370,000. X has gross income of 
$100,000 and deductions of $50,000, without re-
gard to its deduction for state income tax. Of 
the $50,000 of deductions incurred by X, 
$15,000 relates to X’s ownership of M; $10,000 
relates to X’s ownership of N; $5,000 relates 
to X’s ownership of O; and the entire $30,000 
constitutes stewardship expenses. The re-
mainder of X’s $20,000 of deductions (which is 
assumed not to include state income tax) re-
lates to production of income from its plant 
in the United States. M has gross income of 
$250,000 and deductions of $100,000, which 
yield foreign source taxable income of 
$150,000. N has gross income of $150,000 and 
deductions of $200,000, which yield a foreign 
source loss of $50,000. O has gross income of 
$50,000 and deductions of $20,000, which yield 
U.S. source taxable income of $30,000. 

(B) Unlike Example 17 of § 1.861–8(g), how-
ever, X also has a deduction of $1,800 for 
state A income taxes. X’s state A taxable in-
come is computed by first making adjust-
ments to the federal taxable income of X to 
derive apportionable taxable income for 
state A tax purposes. An analysis of state A 
law indicates that state A law also includes 
in its definition of the taxable business in-
come of X which is apportionable to X’s 
state A activities, the taxable income of M, 
N, and O, which is related to X’s business. As 

in Example 25, the amount of apportionable 
taxable income attributable to business ac-
tivities conducted in state A is determined 
by multiplying apportionable taxable income 
by a fraction (the ‘‘state apportionment frac-
tion’’) that compares the relative amounts of 
payroll, property, and sales within state A 
with worldwide payroll, property and sales. 
Assuming that X’s apportionable taxable in-
come equals $180,000, $100,000 of which is from 
sources without the United States, and 
$80,000 is from sources within the United 
States, and that the state apportionment 
fraction is equal to 10 percent, X has state A 
taxable income of $18,000. The state A in-
come tax of $1,800 is then derived by applying 
the state A income tax rate of 10 percent to 
the $18,000 of state A taxable income. 

(ii) Allocation and apportionment. In accord-
ance with § 1.1502–4, each corporation must 
first compute its separate taxable income for 
purposes of computing the consolidated limi-
tation on the foreign tax credit. Assume that 
under Example 29, it is determined that X’s 
deduction for state A income tax is defi-
nitely related to a class of gross income con-
sisting of income from sources both within 
and without the United States, and that the 
state A tax is apportioned $1,000 to sources 
without the United States, and $800 to 
sources within the United States. Under Ex-
ample 17, without regard to the deduction for 
X’s state A income tax, X has a separate loss 
of ($25,000) from sources without the United 
States. After taking into account the deduc-
tion for state A income tax, X’s separate loss 
from sources without the United States is in-
creased by the $1,000 state A tax apportioned 
to sources without the United States, and 
equals a loss of ($26,000), for purposes of com-
puting the numerator of the consolidated 
foreign tax credit limitation. 

Example 31— Income Taxes—(i) Facts. As-
sume that the facts are the same as in Exam-
ple 29, except that state G requires P to ad-
just its federal taxable income by depre-
ciating an asset at a different rate than is al-
lowed P under the Internal Revenue Code for 
the same asset. Before using the method-
ology of Example 25 to determine whether a 
portion of its deduction for state income 
taxes is allocable to a class of gross income 
that includes foreign source income, P re-
computes its taxable income under state G 
law by using the rate of depreciation that it 
is entitled to use under the Code, and uses 
this recomputed amount in applying the 
methodology of Example 25. 

(ii) Allocation. P’s modification of its state 
G taxable income is permissible. Under the 
methdology of Example 25, this modification 
of state G taxable income will produce a rea-
sonable determination of the portion (if any) 
of P’s state income taxes that is allocable to 
a class of gross income that includes foreign 
sources income. 
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Example 32— Income Taxes—(i) Facts. As-
sume the facts are the same as Example 29, 
except that P’s state F taxable income dif-
fers from the amount of its U.S. source in-
come under federal income tax principles 
solely because state F determines P’s state 
taxable income under a worldwide unitary 
business theory instead of the arm’s length 
principles applied in the Code. Before using 
the methodology of Example 25 to determine 
whether a portion of its deduction for state 
income taxes is allocable to a class of gross 
income that includes foreign source income, 
P recomputes state F taxable income under 
the arm’s length principles applied in the 
Code. P substitutes that recomputed amount 
for the amount of taxable income actually 
determined under state F law in applying the 
methodology of Example 25. 

(ii) Allocation. P’s modification of state F 
taxable income does not accurately reflect 
the factual relationship between the deduc-
tion for state F income tax and the income 
on which the tax is imposed, because there is 
no factual relationship between the state F 
income tax and the state F taxable income 
as recomputed under Code principles. State 
F does not impose its income tax upon P’s 
income as it might have been defined under 
the Internal Revenue Code. Consequently, 
P’s modification of state F taxable income is 
impermissible because it will not produce a 
reasonable determination of the portion (if 
any) of P’s state income taxes that is allo-
cable to a class of gross income that includes 
foreign source income. 

Example 33— Income Taxes—(i) Facts. As-
sume the same facts as in Example 29, except 
that state G does not impose an income tax 
on corporations, and P’s non-unitary state F 
taxable income equals $462,500. Thus only 
$56,000 of state income taxes ($50,000 of state 
F income tax and $6,000 of state H income 
tax) are deductible and required to be allo-
cated and (if necessary) apportioned. As in 
Example 29, P has $800,000 of aggregate state 
taxable income ($500,000 of state F taxable 
income and $300,000 of state H taxable in-
come). 

(ii) Method One. Assume that P has elected 
to allocate and apportion its deduction for 
state income tax under the safe harbor meth-
od provided in § 1.861–8 (e)(6)(ii)(D)(2) 
(‘‘Method One’’). 

(A) Step One—Specific allocation to foreign 
source portfolio dividends. P applies the meth-
odology of paragraph (ii) of Example 28 to de-
termine the portion of the deduction that 
must be allocated to a class of gross income 
consisting solely of foreign source portfolio 
dividends. As illustrated in paragraphs (ii) 
(A) and (B) of Example 29, $3,750 of the deduc-
tion for state F income tax is attributable to 
the $37,500 of foreign source portfolio divi-
dends attributed under state F law to P’s ac-
tivities in state F. Thus $3,750 of P’s deduc-
tion for state income tax must be specifi-

cally allocated to a class of gross income 
consisting solely of $37,500 of foreign source 
portfolio dividends. No apportionment of the 
$3,750 is necessary. P’s adjusted state taxable 
income is $762,500 (aggregate state taxable 
income of $800,000 reduced by $37,500 of for-
eign source portfolio dividends). Because the 
remaining amount of state F taxable income 
($462,500) equals P’s non-unitary state F tax-
able income, no further specific allocation of 
state tax is required. 

(B) Step Two—Adjustment of U.S. source fed-
eral taxable income. P applies the method-
ology illustrated in paragraph (ii) of Exam-
ple 27 (including the rules of UDITPA de-
scribed therein) to determine the amount of 
its federal taxable income attributable to its 
activities in state G. Assume that P deter-
mines under this methodology that $300,000 
of its federal taxable income is attributable 
to activities in state G. P’s adjusted U.S. 
source federal taxable income equals $450,000 
($750,000 minus the $300,000 attributed to P’s 
activities in state G). 

(C) Step Three—Allocation. The portion of 
P’s deduction for state income tax remaining 
to be allocated equals $52,250 ($56,000 minus 
the $3,750 specifically allocated to foreign 
source portfolio dividends). P allocates this 
portion by applying the methodology illus-
trated in paragraph (ii) of Example 25, as 
modified by paragraph (e)(6)(ii)(D)(2)(iii) of 
this section. Thus, P compares its adjusted 
state taxable inocme (as determined under 
Step One in paragraph (A) above) with an 
amount equal to 110% of its adjusted U.S. 
source federal taxable income (as determined 
under Step Two in paragraph (B) above). Be-
cause P’s adjusted state taxable income 
($762,500) exceeds 110% of P’s adjusted U.S. 
source federal taxable income ($495,000, or 
110% of $450,000), the remaining portion of 
P’s deduction for state income tax ($52,500) 
must be allocated to a class of gross income 
that includes both U.S. and foreign source 
income. 

(D) Step Four—Apportionment. P must ap-
portion to U.S. source income the portion of 
the deduction that is attributable to state 
income tax imposed upon state taxable in-
come in an amount equal to 110% of P’s ad-
justed U.S. source federal taxable income. 
The remainder of the deduction must be ap-
portioned to foreign source general limita-
tion income. 
Amount of deduction to be apportioned .......... $52,250.00 
Less portion of deduction to be apportioned to 

income from sources within the United 
States (residual grouping): 
($52,250×($495,000/$762,500) .................... $33,919.67 

Equals Portion of deduction to be apportioned 
to foreign source general limitation income 
(statutory grouping): ..................................... $18,330.33 

(iii) Method Two. Assume that P has elect-
ed to allocate and apportion its deduction for 
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state income tax under the safe harbor meth-
od provided in § 1.861–8(e)(6)(ii)(D)(3) (‘‘Meth-
od Two’’). 

(A) Step One—Specific allocation. Step One 
of Method Two is the same as Step One of 
Method One. Therefore, as described in para-
graph (A) of paragraph (ii) above, $3,750 of 
P’s deduction for state income tax must be 
specifically allocated to a class of gross in-
come consisting solely of $37,500 of foreign 
source portfolio dividends. No apportion-
ment of the $3,750 is necessary. P’s adjusted 
state taxable income is $762,500 (aggregate 
state taxable income of $800,000 reduced by 
$37,500 of foreign source portfolio dividends). 

(B) Step Two—Adjustment of U.S. source fed-
eral taxable income. Step Two of Method Two 
is the same as Step Two of Method One. 
Therefore, as described in paragraph (B) of 
paragraph (ii) above, assume that P deter-
mines that $300,000 of its federal taxable in-
come is attributable to activities in state G. 
P’s adjusted U.S. source federal taxable in-
come equals $450,000 ($750,000 minus the 
$300,000 attributed to P’s activities in state 
G). 

(C) Step Three—Allocation. The portion of 
P’s deduction for state income tax remaining 
to be allocated equals $52,250 ($56,000 minus 
the $3,750 of state F income tax specifically 
allocated to foreign source portfolio divi-
dends). P allocates this portion by applying 
the methodology illustrated in paragraph (ii) 
of Example 25, as modified by paragraph 
(e)(6)(ii)(D)(3)(iii) of this section. Thus, P 
compares its adjusted state taxable income 
(as determined under Step One in paragraph 
(A) above) with its adjusted U.S. source fed-
eral taxable income (as determined under 
Step Two in paragraph (B) above). Because 
P’s adjusted state taxable income ($762,500) 
exceeds P’s adjusted U.S. source federal tax-
able income ($450,000), the remaining portion 
of P’s deduction for state income tax ($52,500) 
must be allocated to a class of gross income 
that includes both U.S. and foreign source 
income. 

(D) Step Four—Apportionment. P must ap-
portion to U.S. source income the portion of 
the deduction that is attributable to state 
income tax imposed upon state taxable in-
come in an amount equal to P’s adjusted 
U.S. source federal taxable income. 
Amount of deduction to be apportioned .......... $52,250.00 
Less portion of deduction initially apportioned 

to income from sources within the United 
States (residual grouping): 
$52,250×($450,000/$762,500) ..................... 30,836.07 

Remainder requiring further apportionment: 
$52,250×($312,500/$762,500) ..................... 21,413.93 

The remainder of $21,413.93 must be further 
apportioned between foreign source general 
limitation income and U.S. source federal 
taxable income in the same proportions that 
P’s adjusted U.S. source federal taxable in-
come and foreign source general limitation 

income bear to P’s total federal taxable in-
come (taking into account the adjustment of 
U.S. source federal taxable income and re-
duced by the amount of foreign source port-
folio dividends to which the tax has been spe-
cifically allocated). 
Portion of remainder apportioned to foreign 

source general limitation income (statutory 
grouping): $21,413.93 X ($212,500/ 
$662,500) ..................................................... $6,868.62 

Remaining state income tax deduction to be 
apportioned to income from sources within 
the United States (residual grouping): 
$21,413.93 X ($450,000/$662,500) ............. $14,545.31 

Of P’s total deduction of $56,000 for state 
income tax, the portion allocated and appor-
tioned to foreign source general limitation 
income equals $10,618.62—the sum of $6,868.62 
apportioned under Step Four and the 
$3,750.00 specifically allocated to foreign 
source portfolio dividend income under Step 
One. The portion of the deduction allocated 
and apportioned to U.S. source income 
equals $45,381.38—the sum of the $30,836.07 
and the $14,545.31 apportioned under Step 
Four. 

[T.D. 7456, 42 FR 1195, Jan. 6, 1977, as amend-
ed by T.D. 7749, 46 FR 1683, Jan. 7, 1981; T.D. 
7939, 49 FR 4207, Feb. 3, 1984; T.D. 8228, 53 FR 
35474, Sept. 14, 1988; T.D. 8286, 55 FR 3052, 
Jan. 30, 1990; T.D. 8337, 56 FR 10369, Mar. 12, 
1991; 56 FR 22760, May 16, 1991; 56 FR 24001, 
May 28, 1991; T.D. 8228, 60 FR 36669, July 18, 
1995; T.D. 8646, 60 FR 66503, Dec. 22, 1995; T.D. 
8805, 64 FR 1509, Jan 11, 1999; T.D. 8973, 66 FR 
67083, Dec. 28, 2001; T.D. 9143, 69 FR 44931, 
July 28, 2004; T.D. 9194, 70 FR 18928, Apr. 11, 
2005; T.D. 9211, 70 FR 40662, July 14, 2005] 

§ 1.861–8T Computation of taxable in-
come from sources within the 
United States and from other 
sources and activities (temporary). 

(a) In general. (1) [Reserved] 
(2) Allocation and apportionment of de-

ductions in general. If an affiliated 
group of corporations joins in filing a 
consolidated return under section 1501, 
the provisions of this section are to be 
applied separately to each member in 
that affiliated group for purposes of de-
termining such member’s taxable in-
come, except to the extent that ex-
penses, losses, and other deductions are 
allocated and apportioned as if all do-
mestic members of an affiliated group 
were a single corporation under section 
864(e) and the regulations thereunder. 
See § 1.861–9T through § 1.861–11T for 
rules regarding the affiliated group al-
location and apportionment of interest 
expense, and § 1.861–14T for rules re-
garding the affiliated group allocation 
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and apportionment of expenses other 
than interest. 

(3)–(5) [Reserved] 
(b) Allocation. (1)–(2) [Reserved] 
(3) Supportive functions. Deductions 

which are supportive in nature (such as 
overhead, general and administrative, 
and supervisory expenses) may relate 
to other deductions which can more 
readily be allocated to gross income. In 
such instance, such supportive deduc-
tions may be allocated and apportioned 
along with the deductions to which 
they relate. On the other hand, it 
would be equally acceptable to at-
tribute supportive deductions on some 
reasonable basis directly to activities 
or property which generate, have gen-
erated, or could be reasonably expected 
to generate gross income. This would 
ordinarily be accomplished by allo-
cating the supportive expenses to all 
gross income or to another broad class 
of gross income and apportioning the 
expenses in accordance with paragraph 
(c)(1) of this section. For this purpose, 
reasonable departmental overhead 
rates may be utilized. For examples of 
the application of the principles of this 
paragraph (b)(3) other than to expenses 
attributable to stewardship activities, 
see examples 19 through 21 of para-
graph (g) of this section. See paragraph 
(e)(4) of this section for the allocation 
and apportionment of deductions at-
tributable to stewardship activities. 
However, supportive deductions that 
are described in § 1.861–14T(e)(3) shall be 
allocated and apportioned in accord-
ance with the rules of § 1.1861–14T and 
shall not be allocated and apportioned 
by reference only to the gross income 
of a single member of an affiliated 
group of corporations as defined in 
§ 1.861–14T(d). 

(4)–(5) [Reserved] 
(c) Apportionment of deductions—(1) 

Deductions definitely related to a class of 
gross income. Where a deduction has 
been allocated in accordance with 
paragraph (b) of this section to a class 
of gross income which is included in 
one statutory grouping and the resid-
ual grouping, the deduction must be 
apportioned between the statutory 
grouping and the residual grouping. 
Where a deduction has been allocated 
to a class of gross income which is in-
cluded in more than one statutory 

grouping, such deduction must be ap-
portioned among the statutory 
groupings and, where necessary, the re-
sidual grouping. Thus, in determining 
the separate limitations on the foreign 
tax credit imposed by section 904(d)(1) 
or by section 907, the income within a 
separate limitation category con-
stitutes a statutory grouping of income 
and all other income not within that 
separate limitation category (whether 
domestic or within a different separate 
limitation category) constitutes the re-
sidual grouping. In this regard, the 
same method of apportionment must 
be used in apportioning a deduction to 
each separate limitation category. 
Also, see paragraph (f)(1)(iii) of this 
section with respect to the apportion-
ment of deductions among the statu-
tory groupings designated in section 
904(d)(1). If the class of gross income to 
which a deduction has been allocated 
consists entirely of a single statutory 
grouping or the residual grouping, 
there is no need to apportion that de-
duction. If a deduction is not definitely 
related to any gross income, it must be 
apportioned ratably as provided in 
paragraph (c)(3) of this section. A de-
duction is apportioned by attributing 
the deduction to gross income (within 
the class to which the deduction has 
been allocated) which is in one or more 
statutory groupings and to gross in-
come (within the class) which is in the 
residual grouping. Such attribution 
must be accomplished in a manner 
which reflects to a reasonably close ex-
tent the factual relationship between 
the deduction and the grouping of gross 
income. In apportioning deductions, it 
may be that for the taxable year there 
is no gross income in the statutory 
grouping or that deductions will exceed 
the amount of gross income in the stat-
utory grouping. See paragraph (d)(1) of 
this section with respect to cases in 
which deductions exceed gross income. 
In determining the method of appor-
tionment for a specific deduction, ex-
amples of bases and factors which 
should be considered include, but are 
not limited to— 

(i) Comparison of units sold, 
(ii) Comparison of the amount of 

gross sales or receipts, 
(iii) Comparison of costs of goods 

sold, 
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(iv) Comparison of profit contribu-
tion, 

(v) Comparison of expenses incurred, 
assets used, salaries paid, space uti-
lized, and time spent which are attrib-
utable to the activities or properties 
giving rise to the class of gross income, 
and 

(iv) Comparison of the amount of 
gross income. 
Paragraph (e) (2) through (8) of this 
section provides the applicable rules 
for allocation and apportionment of de-
ductions for interest, research and de-
velopment expenses, and certain other 
deductions. The effects on tax liability 
of the apportionment of deductions and 
the burden of maintaining records not 
otherwise maintained and making 
computations not otherwise made shall 
be taken into consideration in deter-
mining whether a method of apportion-
ment and its application are suffi-
ciently precise. A method of apportion-
ment described in this paragraph (c)(1) 
may not be used when it does not re-
flect, to a reasonably close extent, the 
factual relationship between the deduc-
tion and the groupings of income. Fur-
thermore, certain methods of appor-
tionment described in this paragraph 
(c)(1) may not be used in connection 
with any deduction for which another 
method is prescribed. The principles 
set forth above are applicable in appor-
tioning both deductions definitely re-
lated to a class which constitutes less 
than all of the taxpayer’s gross income 
and to deductions related to all of the 
taxpayer’s gross income. If a deduction 
is not related to any class of gross in-
come, it must be apportioned ratably 
as provided in paragraph (c)(3) of this 
section. 

(2) Apportionment based on assets. Cer-
tain taxpayers are required by para-
graph (e)(2) of this section and § 1.861– 
9T to apportion interest expense on the 
basis of assets. A taxpayer may appor-
tion other deductions based on the 
comparative value of assets that gen-
erate income within each grouping, 
provided that such method reflects the 
factual relationship between the deduc-
tion and the groupings of income and is 
applied in accordance with the rules of 
§ 1.861–9T(g). In general, such appor-
tionments must be made either on the 
basis of the tax book value of those as-

sets or on their fair market value. 
However, once the taxpayer uses fair 
market value, the taxpayer and all re-
lated persons must continue to use 
such method unless expressly author-
ized by the Commissioner to change 
methods. For purposes of this para-
graph (c)(2) the term related persons 
means two or more persons in a rela-
tionship described in section 267(b). In 
determining whether two or more cor-
porations are members of same con-
trolled group under section 267(b)(3), a 
person is considered to own stock 
owned directly by such person, stock 
owned with the application of section 
1563(e)(1), and stock owned by the ap-
plication of section 267(c). In deter-
mining whether a corporation is re-
lated to a partnership under section 
267(b)(10), a person is considered to own 
the partnership interest owned directly 
by such person and the partnership in-
terest owned with the application of 
section 267(e)(3). In the case of any cor-
porate taxpayer that— 

(i) Uses tax book value, and 
(ii) Owns directly or indirectly (with-

in the meaning of § 1.861–11T(b)(2)(ii)) 10 
percent or more of the total combined 
voting power of all classes of stock en-
titled to vote in any other corporation 
(domestic or foreign) that is not a 
member of the affiliated group (as de-
fined in section 864(e)(5)), such tax-
payer shall adjust its basis in that 
stock in the manner described in 
§ 1.861–11T(b). 

(3) [Reserved] 
(d) Excess of deductions and excluded 

and eliminated items of income. (1) [Re-
served] 

(2) Allocation and apportionment to ex-
empt, excluded or eliminated income—(i) 
In general. In the case of taxable years 
beginning after December 31, 1986, ex-
cept to the extent otherwise permitted 
by § 1.861–13T, the following rules shall 
apply to take account of income that is 
exempt or excluded, or assets gener-
ating such income, with respect to al-
location and apportionment of deduc-
tions. 

(A) Allocation of deductions. In allo-
cating deductions that are definitely 
related to one or more classes of gross 
income, exempt income (as defined in 
paragraph (d)(2)(ii) of this section) 
shall be taken into account. 
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(B) Apportionment of deductions. In ap-
portioning deductions that are defi-
nitely related either to a class of gross 
income consisting of multiple 
groupings of income (whether statu-
tory or residual) or to all gross income, 
exempt income and exempt assets (as 
defined in paragraph (d)(2)(ii) of this 
section) shall not be taken into ac-
count. 

For purposes of apportioning deduc-
tions which are not taken into account 
under § 1.1502–13 in determining gain or 
loss from intercompany transactions, 
as defined in § 1.1502–13, income from 
such transactions shall be taken into 
account in the year such income is ul-
timately included in gross income. 

(ii) Exempt income and exempt asset de-
fined—(A) In general. For purposes of 
this section, the term exempt income 
means any income that is, in whole or 
in part, exempt, excluded, or elimi-
nated for federal income tax purposes. 
The term exempt asset means any asset 
the income from which is, in whole or 
in part, exempt, excluded, or elimi-
nated for federal tax purposes. 

(B) Certain stock and dividends. The 
term ‘‘exempt income’’ includes the 
portion of the dividends that are de-
ductible under— 

(1) Section 243(a) (1) or (2) (relating to 
the dividends received deduction), 

(2) Section 245(a) (relating to the 
dividends received deduction for divi-
dends from certain foreign corpora-
tions). 
Thus, for purposes of apportioning de-
ductions using a gross income method, 
gross income would not include a divi-
dend to the extent that it gives rise to 
a dividend received deduction under ei-
ther section 243(a)(1), section 243(a)(2), 
or section 245(a). In the case of a life 
insurance company taxable under sec-
tion 801, the amount of such stock that 
is treated as tax exempt shall not be 
reduced because a portion of the divi-
dends received deduction is disallowed 
as attributable to the policyholder’s 
share of such dividends. See § 1.861– 
14T(h) for a special rule concerning the 
allocation of reserve expenses of a life 
insurance company. In addition, for 
purposes of apportioning deductions 
using an asset method, assets would 
not include that portion of stock equal 
to the portion of dividends paid there-

on that would be deductible under ei-
ther section 243(a)(1), section 243(a)(2), 
or section 245(a). In the case of stock 
which generates, has generated, or can 
reasonably be expected to generate 
qualifying dividends deductible under 
section 243(a)(3), such stock shall not 
constitute a tax exempt asset. Such 
stock and the dividends thereon will, 
however, be eliminated from consider-
ation in the apportionment of interest 
expense under the consolidation rule 
set forth in § 1.861–10T(c), and in the ap-
portionment of other expenses under 
the consolidation rules set forth in 
§ 1.861–14T. 

(iii) Income that is not considered tax 
exempt. The following items are not 
considered to be exempt, eliminated, or 
excluded income and, thus, may have 
expenses, losses, or other deductions 
allocated and apportioned to them: 

(A) In the case of a foreign taxpayer 
(including a foreign sales corporation 
(FSC)) computing its effectively con-
nected income, gross income (whether 
domestic or foreign source) which is 
not effectively connected to the con-
duct of a United States trade or busi-
ness; 

(B) In computing the combined tax-
able income of a DISC or FSC and its 
related supplier, the gross income of a 
DISC or a FSC; 

(C) For all purposes under subchapter 
N of the Code, including the computa-
tion of combined taxable income of a 
possessions corporation and its affili-
ates under section 936(h), the gross in-
come of a possessions corporation for 
which a credit is allowed under section 
936(a); and 

(D) Foreign earned income as defined 
in section 911 and the regulations 
thereunder (however, the rules of 
§ 1.911–6 do not require the allocation 
and apportionment of certain deduc-
tions, including home mortgage inter-
est, to foreign earned income for pur-
poses of determining the deductions 
disallowed under section 911(d)(6)). 

(iv) Prior years. For expense alloca-
tion and apportionment rules applica-
ble to taxable years beginning before 
January 1, 1987, and for later years to 
the extent permitted by § 1.861–13T, see 
§ 1.861–8(d)(2) (Revised as of April 1, 
1986). 
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(e) Allocation and apportionment of cer-
tain deductions. (1) [Reserved]. For fur-
ther guidance, see § 1.861–8(e)(1). 

(2) Interest. The rules concerning the 
allocation and apportionment of inter-
est expense and certain interest 
equivalents are set forth in § § 1.861–9T 
through § 1.861–13T. 

(3)–(11) [Reserved]. For further guid-
ance, see § 1.861–8(e)(3) through (e)(11). 

(f) Miscellaneous matters—(1) Operative 
sections. (i) [Reserved] 

(ii) Separate limitations to the foreign 
tax credit. Section 904(d)(1) requires 
that the foreign tax credit limitation 
be determined separately in the case of 
the types of income specified therein. 
Accordingly, the income within each 
separate limitation category con-
stitutes a statutory grouping of income 
and all other income not within that 
separate limitation category (whether 
domestic or within a different separate 
limitation category) constitutes the re-
sidual groups. 

(iii) [Reserved] 
(2)–(5) [Reserved] 
(g) [Reserved] 

Examples (1)–(23). [Reserved] 
Example (24)– Exempt, excluded, or eliminated 

income—(i) Income method—(A) Facts. X, a do-
mestic corporation organized on January 1, 
1987, is engaged in a number of businesses 
worldwide. X owns a 25-percent voting inter-
est in each of five corporations engaged in 
the business A, two of which are domestic 
and three of which are foreign. X incurs 
stewardship expenses in connection with 
these five stock investments in the amount 
of $100. X apportions its stewardship ex-
penses using a gross income method. Each of 
the five companies pays a dividend in the 
amount of $100. X is entitled to claim the 80- 
percent dividends received deduction on divi-
dends paid by the two domestic companies. 
Because tax exempt income is considered in 
the allocation of deductions, X’s $100 stew-
ardship expense is allocated to the class of 
income consisting of dividends from business 
A companies. However, because tax exempt 
income is not considered in the apportion-
ment of deductions within a class of gross in-
come, the gross income of the two domestic 

companies must be reduced to reflect the 
availability of the dividends received deduc-
tion. Thus, for purposes of apportionment, 
the gross income paid by the three foreign 
companies is considered to be $100 each, 
while the gross income paid by the domestic 
companies is considered to be $20 each. Ac-
cordingly, X has total gross income from 
business A companies, for purposes of appor-
tionment, of $340. As a result, $29.41 of X’s 
stewardship expense is apportioned to each 
of the foreign companies and $5.88 of X’s 
stewardship expense is apportioned to each 
of the domestic companies. 

(ii) Asset method—(A) Facts. X, a domestic 
corporation organized on January 1, 1987, 
carries on a trade or business in the United 
States. X has deductible interest expense in-
curred in 1987 of $60,000. X owns all the stock 
of Y, a foreign corporation. X also owns 49 
percent of the voting stock of Z, a domestic 
corporation. Neither Y nor Z has retained 
earnings and profits at the end of 1987. X ap-
portions its interest expense on the basis of 
the fair market value of its assets. X has as-
sets worth $1,500,000 that generate domestic 
source income, among which are tax exempt 
municipal bonds worth $100,000, and the 
stock of Z, which has a value of $500,000. The 
Y stock owned by X has a fair market value 
of $2,000,000 and generates solely foreign 
source general limitation income. 

(B) Allocation. No portion of X’s interest 
expense is directly allocable solely to identi-
fied property within the meaning of § 1.861– 
1OT. Thus, X’s deduction for interest is defi-
nitely related to all its gross income as a 
class. 

(C) Apportionment. For purposes of appor-
tioning expenses, assets that generate ex-
empt, eliminated, or excluded income are 
not taken into account. Because X’s munic-
ipal bonds are tax exempt, they are not 
taken into account in apportioning interest 
expense. Since X is entitled to claim under 
section 243 to 80-percent dividends received 
deduction with respect to the dividend it re-
ceived from Z, 80 percent of the value of that 
stock is not taken into account as an asset 
for purposes of apportionment under the 
asset method. X apportions its interest de-
duction between the statutory grouping of 
foreign source general limitation income and 
the residual grouping of domestic source in-
come as follows: 

To foreign source general limitation in-
come: 
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(h) Effective dates. In general, the 
rules of this section, as well as the 
rules of §§ 1.861–9T, 1.861–10T, 1.861–11T, 
1.861–12T, and 1.861–14T shall apply for 
taxable years beginning after Decem-
ber 31, 1986. However, see §§ 1.861– 
8(e)(12)(iv) and 1.861–14(e)(6) for rules 
concerning the allocation and appor-
tionment of deductions for charitable 
contributions. In the case of corporate 
taxpayers, transition rules set forth in 
§ 1.861–13T provide for the gradual 
phase-in of certain the provisions of 
this and the foregoing sections. How-
ever, the following rules are effective 
for taxable years commencing after De-
cember 31, 1988: 

(1) Section 1.861–9T(b)(2) (concerning 
the treatment of certain foreign cur-
rency borrowings), 

(2) Section 1.861–9T(d)(2) (concerning 
the treatment of interest incurred by 
nonresident aliens), 

(3) Section 1.861–10T(b)(3)(ii) (pro-
viding an operating costs test for pur-
poses of the nonrecourse indebtedness 
exception), and 

(4) Section 1.861–10T(b)(6) (concerning 
excess collaterilization of nonrecourse 
borrowings). 
In addition, § 1.861–10T(e) (concerning 
the treatment of related controlled for-

eign corporation indebtedness) is effec-
tive for taxable years commencing 
after December 31, 1987. For rules for 
taxable years beginning before January 
1, 1987, and for later years to the extent 
permitted by § 1.861–13T, see § 1.861–8 
(Revised as of April 1, 1986). 

[T.D. 8228, 53 FR 35474, Sept. 14, 1988, as 
amended by T.D. 8286, 55 FR 3054, Jan. 30, 
1990; T.D. 8337, 56 FR 10369, Mar. 12, 1991; 
T.D.8597, 60 FR 36679, July 18, 1995; T.D. 8805, 
64 FR 1509, Jan. 11, 1999; T.D. 8973, 66 FR 
67083, Dec. 28, 2001; T.D. 9143, 69 FR 44932, 
July 28, 2004; T.D. 9211, 70 FR 40663, July 14, 
2005] 

§ 1.861–9 Allocation and apportion-
ment of interest expense. 

(a) through (g)(1)(i) [Reserved]. For 
further guidance, see § 1.861–9T(a) 
through (g)(1)(i). 

(g)(1)(ii) [Reserved]. For further guid-
ance, see the second sentence in § 1.861– 
9T(g)(1)(ii). 

(g)(1)(iii) through (h)(4) [Reserved]. 
For further guidance, see § 1.861– 
9T(g)(1)(iii) through (h)(4). 

(h)(5) Characterizing stock in related 
persons—(i) General rule. Stock in a re-
lated person held by the taxpayer or by 
another related person shall be charac-
terized on the basis of the fair market 
value of the taxpayer’s pro rata share 
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of assets held by the related person at-
tributed to each statutory grouping 
and the residual grouping under the 
stock characterization rules of § 1.861– 
12T(c)(3)(ii), except that the portion of 
the value of intangible assets of the 
taxpayer and related persons that is 
apportioned to the related person 
under § 1.861–9T(h)(2) shall be charac-
terized on the basis of the net income 
before interest expense of the related 
person within each statutory grouping 
or residual grouping (excluding income 
that is passive under § 1.904–4(b)). 

(ii) Special rule for section 936 corpora-
tions regarding alternative minimum tax. 
For purposes of characterizing stock in 
a related section 936 corporation in de-
termining foreign source alternative 
minimum taxable income within each 
separate category and the alternative 
minimum tax foreign tax credit pursu-
ant to section 59(a), the rules of § 1.861– 
9T(g)(3) shall apply and § 1.861–9(h)(5)(i) 
shall not apply. Thus, for taxable years 
beginning after December 31, 1989, and 
before January 1, 1994, stock in a re-
lated section 936 corporation is charac-
terized for alternative minimum tax 
purposes as a foreign source passive 
asset because the stock produces for-
eign source passive dividend income 
under sections 861(a)(2)(A), 862(a)(2), 
and 904(d)(2)(A) and the regulations 
under those sections. For taxable years 
beginning after December 31, 1993, 
stock in a related section 936 corpora-
tion would be characterized for alter-
native minimum tax purposes as an 
asset subject to the separate limitation 
for section 936 corporation dividends 
because the stock produces foreign 
source dividend income that, for alter-
native minimum tax purposes, is sub-
ject to a separate foreign tax credit 
limitation under section 
56(g)(4)(C)(iii)(IV). However, stock in a 
section 936 corporation is characterized 
as a U.S. source asset to the extent re-
quired by section 904(g). For the defini-
tion of the term section 936 corporation, 
see § 1.861–11(d)(2)(ii). 

(iii) Effective date. This paragraph 
(h)(5) applies to taxable years begin-
ning after December 31, 1989. 

(6) [Reserved] For further guidance, 
see § 1.861–9T(h)(6). 

(i) Alternative tax book value method— 
(1) Alternative value for certain tangible 

property. A taxpayer may elect to de-
termine the tax book value of its tan-
gible property that is depreciated 
under section 168 (section 168 property) 
using the rules provided in this para-
graph (i)(1) (the alternative tax book 
value method). The alternative tax 
book value method applies solely for 
purposes of apportioning expenses (in-
cluding the calculation of the alter-
native minimum tax foreign tax credit 
pursuant to section 59(a)) under the 
asset method described in paragraph 
(g) of this section. 

(i) The tax book value of section 168 
property placed in service during or 
after the first taxable year to which 
the election to use the alternative tax 
book value method applies shall be de-
termined as though such property were 
subject to the alternative depreciation 
system set forth in section 168(g) (or a 
successor provision) for the entire pe-
riod that such property has been in 
service. 

(ii) In the case of section 168 property 
placed in service prior to the first tax-
able year to which the election to use 
the alternative tax book value method 
applies, the tax book value of such 
property shall be determined under the 
depreciation method, convention, and 
recovery period provided for under sec-
tion 168(g) for the first taxable year to 
which the election applies. 

(iii) If a taxpayer revokes an election 
to use the alternative tax book value 
method (the prior election) and later 
makes another election to use the al-
ternative tax book value method (the 
subsequent election) that is effective 
for a taxable year that begins within 3 
years of the end of the last taxable 
year to which the prior election ap-
plied, the taxpayer shall determine the 
tax book value of its section 168 prop-
erty as though the prior election has 
remained in effect. 

(iv) The tax book value of section 168 
property shall be determined without 
regard to the election to expense cer-
tain depreciable assets under section 
179. 

(v) Examples. The provisions of this 
paragraph (i)(1) are illustrated in the 
following examples: 

Example 1. In 2000, a taxpayer purchases 
and places in service section 168 property 
used solely in the United States. In 2005, the 
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taxpayer elects to use the alternative tax 
book value method, effective for the current 
taxable year. For purposes of determining 
the tax book value of its section 168 prop-
erty, the taxpayer’s depreciation deduction 
is determined by applying the method, con-
vention, and recovery period rules of the al-
ternative depreciation system under section 
168(g)(2) as in effect in 2005 to the taxpayer’s 
original cost basis in such property. In 2006, 
the taxpayer acquires and places in service 
in the United States new section 168 prop-
erty. The tax book value of this section 168 
property is determined under the rules of 
section 168(g)(2) applicable to property 
placed in service in 2006. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the taxpayer revokes the 
alternative tax book value method election 
effective for taxable year 2010. Additionally, 
in 2011, the taxpayer acquires new section 168 
property and places it in service in the 
United States. If the taxpayer elects to use 
the alternative tax book value method effec-
tive for taxable year 2012, the taxpayer must 
determine the tax book value of its section 
168 property as though the prior election 
still applied. Thus, the tax book value of 
property placed in service prior to 2005 would 
be determined by applying the method, con-
vention, and recovery period rules of the al-
ternative depreciation system under section 
168(g)(2) applicable to property placed in 
service in 2005. The tax book value of section 
168 property placed in service during any 
taxable year after 2004 would be determined 
by applying the method, convention, and re-
covery period rules of the alternative depre-
ciation system under section 168(g)(2) appli-
cable to property placed in service in such 
taxable year. 

(2) Timing and scope of election. (i) Ex-
cept as provided in this paragraph 
(i)(2), a taxpayer may elect to use the 
alternative tax book value method 
with respect to any taxable year begin-
ning on or after March 26, 2004. How-
ever, pursuant to § 1.861–8T(c)(2), a tax-
payer that has elected the fair market 
value method must obtain the consent 
of the Commissioner prior to electing 
the alternative tax book value method. 
Any election made pursuant to this 
paragraph (i)(2) shall apply to all mem-
bers of an affiliated group of corpora-
tions as defined in §§ 1.861–11(d) and 
1.861–11T(d). Any election made pursu-
ant to this paragraph (i)(2) shall apply 
to all subsequent taxable years of the 
taxpayer unless revoked by the tax-
payer. Revocation of such an election, 
other than in conjunction with an elec-
tion to use the fair market value meth-

od, for a taxable year prior to the sixth 
taxable year for which the election ap-
plies requires the consent of the Com-
missioner. 

(ii) Example. The provisions of this 
paragraph (i)(2) are illustrated in the 
following example: 

Example. Corporation X, a calendar year 
taxpayer, elects on its original, timely filed 
tax return for the taxable year ending De-
cember 31, 2007, to use the alternative tax 
book value method for its 2007 year. The al-
ternative tax book value method applies to 
Corporation X’s 2007 year and all subsequent 
taxable years. Corporation X may not, with-
out the consent of the Commissioner, revoke 
its election and determine tax book value 
using a method other than the alternative 
tax book value method with respect to any 
taxable year beginning before January 1, 
2012. However, Corporation X may automati-
cally elect to change from the alternative 
tax book value method to the fair market 
value method for any open year. 

(3) Certain other adjustments. [Re-
served] 

(4) Effective date. This paragraph (i) 
applies to taxable years beginning on 
or after March 26, 2004. 

(j) [Reserved] For further guidance, 
see § 1.861–9T(j). 

[T.D. 8916, 66 FR 272, Jan. 3, 2001, as amended 
by T.D. 9120, 69 FR 15675, Mar. 26, 2004; T.D. 
9247, 71 FR 4814, Jan. 30, 2006] 

§ 1.861–9T Allocation and apportion-
ment of interest expense (tem-
porary). 

(a) In general. Any expense that is de-
ductible under section 163 (including 
original issue discount) constitutes in-
terest expense for purposes of this sec-
tion, as well as for purposes of §§ 1.861– 
10T, 1.861–11T, 1.861–12T, and 1.861–13T. 
The term interest refers to the gross 
amount of interest expense incurred by 
a taxpayer in a given tax year. The 
method of allocation and apportion-
ment for interest set forth in this sec-
tion is based on the approach that, in 
general, money is fungible and that in-
terest expense is attributable to all ac-
tivities and property regardless of any 
specific purpose for incurring an obli-
gation on which interest is paid. Excep-
tions to the fungibility rule are set 
forth in § 1.861–10T. The fungibility ap-
proach recognizes that all activities 
and property require funds and that 
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management has a great deal of flexi-
bility as to the source and use of funds. 
When borrowing will generally free 
other funds for other purposes, and it is 
reasonable under this approach to at-
tribute part of the cost of borrowing to 
such other purposes. Consistent with 
the principles of fungibility, except as 
otherwise provided, the aggregate of 
deductions for interest in all cases 
shall be considered related to all in-
come producing activities and assets of 
the taxpayer and, thus, allocable to all 
the gross income which the assets of 
the taxpayer generate, have generated, 
or could reasonably have been expected 
to generate. In the case of the interest 
expense of members of an affiliated 
group, interest expense shall be consid-
ered to be allocable to all gross income 
of the members of the group under 
§ 1.861–11T. That section requires the 
members of an affiliated group to allo-
cate and apportion the interest expense 
of each member of the group as if all 
members of such group were a single 
corporation. For the method of deter-
mining the interest deduction allowed 
to foreign corporations under section 
882(c), see § 1.882–5. 

(b) Interest equivalents—(1) Certain ex-
penses and losses—(i) General rule. Any 
expense or loss (to the extent deduct-
ible) incurred in a transaction or series 
of integrated or related transactions in 
which the taxpayer secures the use of 
funds for a period of time shall be sub-
ject to allocation and apportionment 
under the rules of this section if such 
expense or loss is substantially in-
curred in consideration of the time 
value of money. However, the alloca-
tion and apportionment of a loss under 
this paragraph (b) shall not affect the 
characterization of such loss as capital 
or ordinary for other purposes of the 
Code and the regulations thereunder. 

(ii) Examples. The rule of this para-
graph (b)(1) may be illustrated by the 
following examples. 

Example 1. W, a domestic corporation, bor-
rows from X two ounces of gold at a time 
when the spot price for gold is $500 per 
ounce. W agrees to return the two ounces of 
gold in six months. W sells the two ounces of 
gold to Y for $1000. W then enters into a con-
tract with Z to purchase two ounces of gold 
six months in the future for $1,050. In ex-
change for the use of $1,000 in cash, W has 
sustained a loss of $50 on related trans-

actions. This loss is subject to allocation and 
apportionment under the rules of this sec-
tion in the same manner as interest expense. 

Example 2. X, a domestic corporation with 
a dollar functional currency, borrows 100 
pounds on January 1, 1987 for a three-year 
term at an interest rate greater than the ap-
plicable federal rate for dollar loans. At this 
time, the interest rate on the pound was ap-
proximately equal to the interest rate on 
dollar borrowings and the forward price on 
the pound, vis-a-vis the dollar, was approxi-
mately equal to the spot price. On January 1, 
1987, X converted 100 pounds into dollars and 
entered into a currency swap that substan-
tially hedged X’s foreign currency exposure 
on the pound borrowing, both with respect to 
interest and principal. The borrowing, cou-
pled with the swap, represents a series of re-
lated transactions in which the taxpayer se-
cures the use of funds in its functional cur-
rency. Any net foreign currency loss on this 
series of transactions constitutes a loss in-
curred substantially in consideration of the 
time value of money and shall be appor-
tioned in the same manner as interest ex-
pense. Thus, if the pound depreciates against 
the dollar, such that when the first payment 
on the pound borrowing is due the taxpayer 
has a currency loss on the swap payment 
hedging its first interest payment, such loss 
shall, even if the transaction is not inte-
grated under section 988(d), be allocated and 
apportioned in the same manner as interest 
expense under the authority of this para-
graph (b)(1). 

Example 3. On January 1, 1987, X, a domes-
tic corporation with a dollar functional cur-
rency, enters into a dollar interest rate swap 
contract with Y, a domestic counterparty. 
Under the terms of this agreement, X agrees 
to pay Y floating rate interest with respect 
to a notional principal amount of $100 for 
five years. In return, Y agrees to pay X fixed 
rate interest at 10 percent with respect to a 
notional principal amount of $100 for five 
years. On the same day, Y prepays the fixed 
leg of the swap by making a lump sum pay-
ment of $37 to X. This lump sum payment 
represents the present value of five $10 swap 
payments. Because X secures the use of $37 
in this transaction, any net swap expense 
arising from the transaction represents an 
expense incurred substantially in consider-
ation of the time value of money. Assuming 
this lump sum payment is not otherwise 
characterized as a loan from Y to X, and that 
X must amortize the $37 lump sum payment 
under the principles of Notice 89–21, any net 
swap expense incurred by X with respect to 
this transaction (i.e., the excess, if any, of 
X’s annual swap payment to Y over the an-
nual amortization of the $37 lump sum pay-
ment that is taken into income by X) rep-
resents an expense equivalent to interest ex-
pense. The result would be the same if X sold 
the fixed leg to a third party for $37. While 
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this example presents the case of a lump sum 
payment, the rules of paragraph (b)(1) would 
also apply to any transaction in which the 
swap payments are not substantially con-
temporaneous if the pricing of the trans-
action is materially affected by the time 
value of money. Thus, expenses and losses 
will be subject to apportionment under the 
rules of this section to the extent that such 
expenses or losses were incurred in consider-
ation of the time value of money. 

(2) Certain foreign currency bor-
rowings—(i) Rule. If a taxpayer borrows 
in a nonfunctional currency at a rate 
of interest that is less than the appli-
cable federal rate (or its equivalent in 
functional currency if the functional 
currency is not the dollar), any swap, 
forward, future, option, or similar fi-
nancial arrangement (or any combina-
tion thereof) entered into by the tax-
payer or by a related person (as defined 
in § 1.861–8T(c)(2)) that exists during 
the term of the borrowing and that 
substantially diminishes currency risk 
with respect to the borrowing or inter-
est expense thereon will be presumed 
to constitute a hedge of such bor-
rowing, unless the taxpayer can dem-
onstrate on the basis of facts and cir-
cumstances that the two transactions 
are in fact unrelated. Under this pre-
sumption, the currency loss incurred 
on the borrowing during taxable years 
beginning after December 31, 1988, in 
connection with hedged nonfunctional 
currency borrowings, reduced or in-
creased by the gain or loss on the 
hedge, will be apportioned in the same 
manner as interest expense. This pre-
sumption can be rebutted by a showing 
that the financial arrangement was en-
tered into in connection with hedging 
currency exposure arising in the ordi-
nary course of a trade or business 
(other than with respect to the bor-
rowing). 

(ii) Examples. The principles of this 
paragraph (b)(2) may be illustrated by 
the following examples. 

Example 1. Taxpayer has a dollar functional 
currency and does not have any qualified 
business units with a functional currency 
other than the dollar. On January 1, 1989, 
when the unit of foreign currency is worth 
$1, taxpayer borrows 100 units of foreign cur-
rency for a three-year period bearing inter-
est at the annual rate of 3 percent and imme-
diately converts the proceeds of the bor-
rowing into dollars for use in its business. In 
the ordinary course of its business, taxpayer 

has no foreign currency exposure in this cur-
rency. In March 1989, taxpayer enters into a 
three-year swap agreement that covers most, 
but not all, of the payment of interest and 
principal. Because the swap substantially di-
minishes currency risk with respect to the 
borrowing, it is presumed to hedge the loan. 
Since taxpayer cannot demonstrate that it 
was hedging currency exposure arising in the 
ordinary course of its business (other than 
currency exposure with respect to the bor-
rowing), the net currency loss on the bor-
rowing adjusted for any gain or loss on the 
swap must be apportioned in the same man-
ner as interest expense. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the taxpayer borrows in 
two separate foreign currencies on terms de-
scribed in Example 1 and enters into a swap 
agreement in a single currency that substan-
tially diminishes the taxpayer’s aggregate 
foreign currency risk. The net currency loss 
on the borrowings adjusted for any gain or 
loss on the swap must be apportioned in the 
same manner as interest expense. 

(3) Losses on sale of certain receiv-
ables—(1) General rule. Any loss on the 
sale of a trade receivable (as defined in 
§ 1.954–2(h)) shall be allocated and ap-
portioned, solely for purposes of this 
section and §§ 1.861–10T, 1.861–11T, 1.861– 
12T, and 1.861–13T, in the same manner 
as interest expense, unless at the time 
of sale of the receivable, it bears inter-
est at a rate which is at least 120 per-
cent of the short term applicable fed-
eral rate (as determined under section 
1274(d) of the Code), or its equivalent in 
foreign currency in the case of receiv-
ables denominated in foreign currency, 
determined at the time the receivable 
arises. This treatment shall not affect 
the characterization of such expense as 
interest for other purposes of the Inter-
nal Revenue Code. 

(ii) Exceptions. To the extent that a 
loss on the sale of a trade receivable 
exceeds the discount on the receivable 
that would be computed applying to 
the amount received on the sale of the 
receivable 120 percent of the applicable 
federal rate (or its equivalent in for-
eign currency in the case of receivables 
denominated in foreign currency) for 
the period commencing with the date 
on which the receivable is sold and end-
ing with the earlier of the date on 
which the receivable begins to bear in-
terest at such rate or the anticipated 
payment date of the receivable, such 
excess shall not be allocated and appor-
tioned in the same manner as interest 
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expense but rather shall be allocated 
and apportioned to the gross income 
generated by the receivable. In cases of 
transfers of receivables to a domestic 
international sales corporation de-
scribed § 1.994–1(c)(6)(v), the rule of this 
paragraph (b)(3) shall not apply for pur-
poses of computing combined taxable 
income. In computing the combined 
taxable income of a foreign sales cor-
poration and its related supplier, loss 
on the sale of receivables to a third 
party incurred either by the foreign 
sales corporation or its related supplier 
shall offset combined taxable income, 
notwithstanding the provisions of this 
paragraph (b)(3). See § 1.924(a)–1T(g)(7). 

Example. On October 1, X sells a widget to 
Y for $100 payable in 30 days, after which the 
receivable will bear stated interest at 13 per-
cent. On October 4, X sells Y’s obligation to 
Z for $98. Assume that the applicable federal 
rate for the month of October is 10 percent. 
Applying 120 percent of the applicable fed-
eral rate to the $98 received on the sale of 
the receivable, the obligation is discounted 
at a 12 percent rate for a period of 27 days. At 
this discount rate, the obligation would have 
sold for $99.22. Thus, 88 cents of the $2 loss on 
the sale is apportioned in the same manner 
as interest expense, and $1.22 of the $2 loss on 
the sale is directly allocated to the income 
generated on the widget sale. 

(4) Rent in certain leasing transactions. 
[Reserved] 

(5) Treatment of bond premium—(i) 
Treatment by the issuer. If a bond or 
other debt obligation is issued at a pre-
mium, an amount of interest expense 
incurred by the issuer on that bond or 
other debt obligation equal to the am-
ortized portion of that premium that is 
included in gross income for the year 
shall be allocated and apportioned sole-
ly to the amortized portion of premium 
derived by the issuer for the year. 

(ii) Treatment by the holder. If a bond 
or debt obligation is purchased at a 
premium, the portion of that premium 
amortized during the year by the hold-
er under section 171 and the regula-
tions thereunder shall be allocated and 
apportioned solely to interest income 
derived from the bond by the holder for 
the year. 

(6) Financial products that alter effec-
tive cost of borrowing—(i) In general. 
Various derivative financial products 
can be part of transactions or series of 
transactions described in paragraph 

(b)(1) of this section. Such derivative 
financial products, including interest 
rate swaps, options, forwards, caps, and 
collars, potentially alter a taxpayer’s 
effective cost of borrowing with respect 
to an actual liability of the taxpayer. 
For example, a taxpayer that is obli-
gated to pay interest at a fixed rate 
may, in effect, pay interest at a float-
ing rate by entering into an interest 
rate swap. Similarly, a taxpayer that is 
obligated to pay interest at a floating 
rate may, in effect, limit its exposure 
to rising interest rates by purchasing a 
cap. Such a taxpayer may have gains 
or losses associated with such deriva-
tive financial products. This paragraph 
(b)(6) provides rules for the treatment 
of gains and losses from such deriva-
tive financial products (‘‘financial 
products’’) that are part of trans-
actions described in paragraph (b)(1) of 
this section and that are used by the 
taxpayer to alter its effective cost of 
borrowing with respect to an actual li-
ability. This paragraph (b)(6) shall only 
apply where the hedge and the bor-
rowing are in the same currency and 
shall not apply to the extent otherwise 
provided in section 988 and the regula-
tions thereunder. The allocation and 
apportionment of a loss under this 
paragraph (b) shall not affect the char-
acterization of such loss as capital or 
ordinary for other purposes of the Code 
and the regulations thereunder. 

(ii) Definition of gain and loss. For 
purposes of this paragraph (b)(6), the 
term ‘‘gain’’ refers to the excess of the 
amounts properly taken into income 
under a financial product that alters 
the effective cost of borrowing over the 
amounts properly allowed as a deduc-
tion thereunder within a given taxable 
year. See. e.g., Notice 89–21. The term 
‘‘loss’’ refers to the excess of the 
amounts properly allowed as a deduc-
tion under such a financial product 
over the amounts properly taken into 
income thereunder within a given tax-
able year. 

(iii) Treatment of gain or loss on the 
disposition of a financial product. [Re-
served] 

(iv) Entities that are not financial serv-
ices entities. An entity that does not 
constitute a financial services entity 
within the meaning of § 1.904–4(e)(3) 
shall treat gains and losses on financial 
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products described in paragraph 
(b)(6)(i) of this section as follows. 

(A) Losses. Losses on any financial 
product described in paragraph (b)(6)(i) 
of this section shall be apportioned in 
the same manner as interest expense 
whether or not such financial product 
is identified by the taxpayer under 
paragraph (b)(6)(iv)(C) of this section 
as a liability hedge. 

(B) Gains. Gains on any financial 
product described in paragraph (b)(6)(i) 
of this section shall reduce the tax-
payer’s total interest expense that is 
subject to apportionment, but only if 
such financial product is identified by 
the taxpayer under paragraph 
(b)(6)(iv)(C) of this section as a liability 
hedge. Such reduction is accomplished 
by directly allocating interest expense 
to the income derived from such a fi-
nancial product. 

(C) Identification of financial products. 
A taxpayer can identify a financial 
product described in paragraph (b)(6)(i) 
of this section as hedging a particular 
interest-bearing liability (or any group 
of such liabilities) by clearly identi-
fying on its books and records on the 
same day that it becomes a party to 
such arrangement that such arrange-
ment hedges a given liability (or group 
of liabilities). In the case of a partial 
hedge, such identification shall apply 
to only that part of the liability that is 
hedged. If the taxpayer clearly identi-
fies on its books and records a financial 
product as a hedge of an interest-bear-
ing asset (or any group of such assets), 
it will create a rebuttable presumption 
that such financial product is not de-
scribed in paragraph (b)(6)(i) of this 
section. A taxpayer may identify a 
hedge as relating to an anticipated li-
ability, provided that such liability is 
in fact incurred within 120 days fol-
lowing the date of such identification. 
Gains and losses on such an antici-
patory arrangement accruing prior to 
the time at which the liability is in-
curred shall constitute an adjustment 
to interest expense. 

(v) Financial services entities. [Re-
served] 

(vi) Dealers. The rule of paragraph 
(b)(6)(iv) of this section shall not apply 
to a person acting in its capacity as a 
regular dealer in the financial products 
described in paragraph (b)(6)(i) of this 

section. Instead, losses sustained by a 
regular dealer in connection with such 
financial products shall be allocated to 
the class of gross income from such ar-
rangements. Gains of a regular dealer 
in notional principal contracts are gov-
erned by the rules of § 1.863–7T(b). 
Amounts received or accrued by any 
person from any financial product that 
is integrated as specified in Notice 89– 
90 with an asset shall not be treated as 
amounts received or accrued by a per-
son acting in its capacity as a regular 
dealer in financial products. 

(vii) Examples. The principles of this 
paragraph (b)(6) may be illustrated by 
the following examples. 

Example 1. X is not a financial services en-
tity or regular dealer in the financial prod-
ucts described in paragraph (b)(6)(i) of this 
section and has a dollar functional currency. 
In 1990, X incurred a total of $200 of interest 
expense. On January 1, 1990, X entered into 
an interest rate swap agreement with Y, in 
order to hedge its interest rate exposure 
with respect to a pre-existing floating rate 
liability. On the same day, X properly identi-
fied the agreement as a hedge of such liabil-
ity. Under the agreement, X is required to 
pay Y an amount equal to a fixed rate of 10 
percent on a notional principal amount of 
$1,000. Y is required to pay X an amount 
equal to a floating rate of interest on the 
same notional principal amount. Under the 
agreement, X received from Y during 1990 a 
net payment of $25. Because X identified the 
swap agreement as a liability hedge under 
the rules of paragraph (b)(6)(iv)(C), X may ef-
fectively reduce its total allocable interest 
expense for 1990 to $175 by directly allocating 
$25 of interest expense to the swap income. 
Had X not properly identified the swap as a 
liability hedge, this swap payment would 
have been treated as domestic source income 
in accordance with the rule of § 1.863–7T(b). 

Example 2. Assume the same facts as Exam-
ple (1), except that X did not properly iden-
tify the agreement as a liability hedge on 
January 1, 1990. In 1990, X made a net pay-
ment of $25 to Y under the swap agreement. 
This swap payment is allocated and appor-
tioned in the same manner as interest ex-
pense under the rules of paragraph 
(b)(6)(iv)(A). 

(viii) Effective dates—(A) Losses. The 
rules of this paragraph (b)(6) shall 
apply to losses on any transaction de-
scribed in paragraph (b)(6)(i) of this 
section that was entered into after 
September 14, 1988. 

(B) Gains. Except as provided in para-
graph (b)(6)(viii)(C) of this section, the 
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rules of this paragraph (b)(6) shall 
apply to any gain that was realized on 
any transaction described in paragraph 
(b)(6)(i) of this section that was entered 
into after August 14, 1989. 

(C) Exception for interim gains. Tax-
payers shall be permitted to apply the 
rules of this paragraph (b)(6) to any 
gain that was realized on any trans-
action described in paragraph (b)(6)(i) 
of this section that was entered into 
after September 14, 1988 and on or be-
fore August 14, 1989, if the taxpayer can 
demonstrate to the satisfaction of the 
Commissioner that substantially all of 
the arrangements described in para-
graph (b)(6)(i) of this section to which 
the taxpayer became a party during 
that interim period were identified on 
the taxpayer’s books and records with 
the liabilities of the taxpayer in a sub-
stantially contemporaneous manner 
and that all losses and expenses that 
are subject to the rules of this para-
graph (b)(6) were treated in the same 
manner as interest expense. For this 
purpose, arrangements that were iden-
tified in a substantially contempora-
neous manner with the taxpayer’s as-
sets shall be ignored. 

(7) Foreign currency gain or loss. In ad-
dition to the rules of paragraph (b)(1), 
(b)(2), and (b)(6) of this section, any for-
eign currency loss that is treated as an 
adjustment to interest expense under 
regulations issued under section 988 
shall be allocated and apportioned in 
the same manner as interest expense. 
Any foreign currency gain that is 
treated as an adjustment to interest 
expense under regulations issued under 
section 988 shall offset apportionable 
interest expense. 

(c) Allowable deductions. In order for 
an interest expense to be allocated and 
apportioned, it must first be deter-
mined that the interest expense is cur-
rently deductible. A number of provi-
sions in the Code disallow or suspend 
deductions of interest expense or re-
quire the capitalization thereof. 

(1) Disallowed deductions. A taxpayer 
does not allocate and apportion inter-
est expense under this section that is 
permanently disallowed as a deduction 
by operation of section 163(h), section 
265, or any other provision or rule that 
permanently disallows the deduction of 
interest expense. 

(2) Section 263A. Section 263A requires 
the capitalization of interest expense 
that is allocable to designated types of 
property. Any interest expense that is 
capitalized under section 263A does not 
constitute deductible interest expense 
for purposes of this section. Further-
more, interest expense capitalized in 
inventory or depreciable property is 
not separately allocated and appor-
tioned when the inventory is sold or 
depreciation is allowed. Capitalized in-
terest expense is effectively allocated 
and apportioned as part of, and in the 
same manner as, the cost of goods sold, 
amortization, or depreciation deduc-
tion. 

(3) Section 163(d). Section 163(d) sus-
pends the deduction for interest ex-
pense to the extent that it exceeds net 
investment income. In the year that 
suspended investment interest expense 
becomes allowable under the rules of 
section 163(d), that interest expense is 
apportioned under rules set forth in 
paragraph (d)(1) of this section as 
though it were incurred in the taxable 
year in which the expense is deducted. 

(4) Section 469—(i) General rule. Sec-
tion 469 suspends the deduction of pas-
sive activity losses to the extent that 
they exceed passive activity income for 
the year. Passive activity losses may 
consist in part of interest expense 
properly allocable to passive activity. 
In the year that suspended interest ex-
pense becomes allowable as a deduction 
under the rules of section 469, that in-
terest expense is apportioned under 
rules set forth in paragraph (d)(1) of 
this section as though it were incurred 
in the taxable year in which the ex-
pense is deducted. 

(ii) Identification of the interest compo-
nent of a suspended passive loss. A sus-
pended passive loss may consist of a 
variety of items of expense other than 
interest expense. Suspended interest 
expense for any taxable year is com-
puted by multiplying the total sus-
pended passive loss for the year by a 
fraction, the numerator of which is 
passive interest expense for the year 
(determined under regulations issued 
under section 163) and the denominator 
of which is total passive expenses for 
the year. The amount of the suspended 
interest expense that is considered to 
be deductible in a subsequent taxable 
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year is computed by multiplying the 
amount of any cumulative suspended 
interest expense (reduced by suspended 
interest expense allowed as a deduction 
in prior taxable years) times a fraction, 
the numerator of which is the portion 
of cumulative suspended passive losses 
that become deductible in the taxable 
year and the denominator of which is 
the cumulative suspended passive 
losses for prior taxable years (reduced 
by suspended passive losses allowed as 
deductions in prior taxable years). 

(iii) Example. The rules of this para-
graph (c)(4) may be illustrated by the 
following example. 

Example. On January 1, 1987, A, a United 
States citizen, invested in a passive activity. 
In 1987, the passive activity generated no 
passive income and $100 in passive losses, all 
of which were suspended by operation of sec-
tion 469. The suspended loss included $10 of 
suspended interest expense. In 1988, the pas-
sive activity generated $50 in passive income 
and $150 in passive expenses which included 
$30 of interest expense. The entire $100 pas-
sive loss was suspended in 1988 and included 
$20 of interest expense ($100 suspended pas-
sive loss × $30 passive interest expense/$150 
total passive expenses). Thus, at the end of 
1988, A had total suspended passive losses of 
$200, including $30 of suspended interest ex-
pense. In 1989, the passive activity generated 
$100 in passive income and no passive ex-
penses. Thus, $100 of A’s cumulative sus-
pended passive loss was therefore allowed in 
1989. The $100 of deductible passive loss in-
cludes $15 of suspended interest expense ($30 
cumulative suspended interest expense × $100 
of cumulative suspended passive losses al-
lowable in 1989/$200 of total cumulative sus-
pended passive losses). The $15 of interest ex-
pense is apportioned under the rules of para-
graph (d) of this section as though it were in-
curred in 1989. 

(d) Apportionment rules for individuals, 
estates, and certain trusts—(1) United 
States individuals. In the case of taxable 
years beginning after December 31, 
1986, individuals generally shall appor-
tion interest expense under different 
rules according to the type of interest 
expense incurred. The interest expense 
of individuals shall be characterized 
under the regulations issued under sec-
tion 163. However, in the case of an in-
dividual whose foreign source income 
(including income that is excluded 
under section 911) does not exceed a 
gross amount of $5,000, the apportion-
ment of interest expense under this 

section is not required. Such an indi-
vidual’s interest expense may be allo-
cated entirely to domestic source in-
come. 

(i) Interest incurred in the conduct of a 
trade or business. An individual who in-
curs business interest described in sec-
tion 163(h)(2)(A) shall apportion such 
interest expense using an asset method 
by reference to the individual’s busi-
ness assets. 

(ii) Investment interest. An individual 
who incurs investment interest de-
scribed in section 163(h)(2)(B) shall ap-
portion that interest expense on the 
basis of the individual’s investment as-
sets. 

(iii) Interest incurred in a passive activ-
ity. An individual who incurs passive 
activity interest described in section 
163(h)(2)(C) shall apportion that inter-
est expense on the basis of the individ-
ual’s passive activity assets. Individ-
uals who receive a distributive share of 
interest expense incurred in a partner-
ship are subject to special rules set 
forth in paragraph (e) of this section. 

(iv) Qualified residence and deductible 
personal interest. Individuals who incur 
qualified residence interest described 
in section 163(h)(2)(D) shall apportion 
that interest expense under a gross in-
come method, taking into account all 
income (including business, passive ac-
tivity, and investment income) but ex-
cluding income that is exempt under 
section 911. For purposes of this sec-
tion, any qualified residence that is 
rented shall be considered to be a busi-
ness asset for the period in which it is 
rented, with the result that the inter-
est on such a residence is not appor-
tioned under this subdivision (iv) but 
instead under subdivisions (i) or (iii) of 
this paragraph (d)(1). To the extent 
that personal interest described in sec-
tion 163(h)(2) remains deductible under 
transitional rules, individuals shall ap-
portion such interest expense in the 
same manner as qualified residence in-
terest. 

(v) Example. The following example 
illustrates the principles of this sec-
tion. 

Example. (i) Facts. A is a resident indi-
vidual taxpayer engaged in the active con-
duct of a trade or business, which A operates 
as a sole proprietor. A’s business generates 
only domestic source income. A’s investment 
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portfolio consists of several less than 10 per-
cent stock investments. Certain stocks in 
which A’s adjusted basis is $40,000 generate 
domestic source income and other stocks in 
which A’s adjusted basis is $60,000 generate 
foreign source passive income. In addition, A 
owns his personal residence, which is subject 
to a mortgage in the amount of $100,000. All 
interest expense incurred with respect to A’s 
mortgage is qualified residence interest for 
purposes of section 163(h)(2)(D). A’s other in-
debtedness consists of a bank loan in the 
amount of $40,000. Under the regulations 
issued under section 163(h), it is determined 
that the proceeds of the $40,000 loan were di-
vided equally between A’s business and his 
investment portfolio. In 1987, the gross in-
come of A’s business, before the apportion-
ment of interest expense, was $50,000. A’s in-
vestment portfolio generated $4,000 in domes-
tic source income and $6,000 in foreign source 
passive income. All of A’s debt obligations 
bear interest at the annual rate of 10 per-
cent. 

(ii) Analysis of business interest. Under sec-
tion 163(h) of the Code, $2,000 of A’s interest 
expense is attributable to his business. 
Under the rules of paragraph (d)(1)(i), such 
interest must be apportioned on the basis of 
the business assets. Applying the asset meth-
od described in paragraph (g) of this section, 
it is determined that all of A’s business as-
sets generate domestic income and, there-
fore, constitute domestic assets. Thus, the 
$2,000 in interest expense on the business 
loan is allocable to domestic source income. 

(iii) Analysis of investment interest. Under 
section 163(h) of the Code, $2,000 of A’s inter-
est expense is investment interest. Under the 
rules of paragraph (d)(1)(ii) of this section, 
such interest must be apportioned on the 
basis of investment assets. Applying the 
asset method, A’s investment assets consist 
of stock generating domestic source income 
with an adjusted basis of $40,000 and stock 
generating foreign source passive income 
with an adjusted basis of $60,000. Thus, 40 
percent ($800) of A’s investment interest is 
apportioned to domestic source income and 
60 percent ($1,200) of A’s investment interest 
is apportioned to foreign source passive in-
come for purposes of section 904. 

(iv) Analysis of qualified residence interest. 
The $10,000 of qualified residence interest ex-
pense is apportioned under the rules of para-
graph (d)(1)(iv) of this section on the basis of 
all of A’s gross income. A’s gross income 
consists of $60,000, $54,000 of which is domes-
tic source and $6,000 of which is foreign 
source passive income. Thus, $9,000 of A’s 
qualified residence interest is apportioned to 
domestic source income and $1,000 of A’s 
qualified residence interest is apportioned to 
foreign source passive income. 

(2) Nonresident aliens—(i) General rule. 
For taxable years beginning on or after 

January 1, 1988, interest expense in-
curred by a nonresident alien shall be 
considered to be connected with in-
come effectively connected with a 
United States trade or business only to 
the extent that interest expense is in-
curred with respect to liabilities that— 

(A) Are entered on the books and 
records of the United States trade or 
business when incurred, or 

(B) Are secured by assets that gen-
erate such effectively connected in-
come. 

(ii) Limitations—(A) Maximum debt 
capitalization. Interest expense incurred 
by a nonresident alien is not consid-
ered to be connected with effectively 
connected income to the extent that it 
is incurred with respect to liabilities 
that exceed 80 percent of the gross as-
sets of the United States trade or busi-
ness. 

(B) Collateralization by other assets. In-
terest expense on indebtedness that is 
secured by specific assets (not includ-
ing the general credit of the non-
resident alien) other than the assets of 
the United States trade or business 
shall not be considered to be connected 
with effectively connected income. 

(3) Estates and trusts. Estates shall be 
treated in the same manner as individ-
uals. In the case of a trust that is bene-
ficially owned by individuals and is a 
complex trust, the trust shall be treat-
ed in the same manner as individuals 
under the rules of paragraph (d) of this 
section, except that no de minimis 
amount shall apply. In the case of a 
trust that is beneficially owned by one 
or more corporations, the trust shall be 
treated either as a partnership or as a 
corporation depending on how the trust 
is characterized under the rules of sec-
tion 7701 and the regulations there-
under. 

(e) Partnerships—(1) In general—aggre-
gate rule. A partner’s distributive share 
of the interest expense of a partnership 
that is directly allocable under § 1.861– 
10T to income from specific partner-
ship property shall be treated as di-
rectly allocable to the income gen-
erated by such partnership property. 
Subject to the exceptions set forth in 
paragraph (e)(4), a partner’s distribu-
tive share of the interest expense of a 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00194 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



185 

Internal Revenue Service, Treasury § 1.861–9T 

partnership that is not directly allo-
cable under § 1.861–10T generally is con-
sidered related to all income producing 
activities and assets of the partner and 
shall be subject to apportionment 
under the rules described in this para-
graph. For purposes of this section, a 
partner’s percentage interest in a part-
nership shall be determined by ref-
erence to the partner’s interest in part-
nership income for the year. Similarly, 
a partner’s pro rata share of partner-
ship assets shall be determined by ref-
erence to the partner’s interest in part-
nership income for the year. 

(2) Corporate partners whose interest in 
the partnership is 10 percent or more. A 
corporate partner shall apportion its 
distributive share of partnership inter-
est expense by reference to the part-
ner’s assets, including the partner’s pro 
rata share of partnership assets, under 
the rules of paragraph (f) of this sec-
tion if the corporate partner’s direct 
and indirect interest in the partnership 
(as determined under the attribution 
rules of section 318) is 10 percent or 
more. A corporation using the tax book 
value method of apportionment shall 
use the partnership’s inside basis in its 
assets, adjusted to the extent required 
under § 1.861–10T(d)(2). A corporation 
using the fair market value method of 
apportionment shall use the fair mar-
ket value of the partnership’s assets, 
adjusted to the extent required under 
§ 1.861–10T(d)(2). 

(3) Individual partners who are general 
partners or who are limited partners with 
an interest in the partnership of 10 per-
cent or more. An individual partner is 
subject to the rules of this paragraph 
(e)(3) if either the individual is a gen-
eral partner or the individual’s direct 
and indirect interest (as determined 
under the attribution rules of section 
318) in the partnership is 10 percent or 
more. The individual shall first classify 
his or her distributive share of partner-
ship interest expense as interest in-
curred in the active conduct of a trade 
or business, as passive activity inter-
est, or as investment interest under 
regulations issued under sections 163 
and 469. The individual must then ap-
portion his or her interest expense (in-
cluding the partner’s distributive share 
of partnership interest expense) under 
the rules of paragraph (d) of this sec-

tion. Each such individual partner 
shall take into account his or her dis-
tributive share of partnership gross in-
come or pro rata share of the partner-
ship assets in applying such rules. An 
individual using the tax book value 
method of apportionment shall use the 
partnership’s inside basis in its assets, 
adjusted to the extent required under 
§ 1.861–10T(d)(2). An individual using 
the fair market value method of appor-
tionment shall use the fair market 
value of the partnership’s assets, ad-
justed to the extent required under 
§ 1.861–10T(d)(2). 

(4) Less than 10 percent limited partners 
and less than 10 percent corporate general 
partners—entity rule—(i) Partnership in-
terest expense. A limited partner 
(whether individual or corporate) or 
corporate general partner whose direct 
and indirect interest (as determined 
under the attribution rules of section 
318) in the partnership is less than 10 
percent shall directly allocate its dis-
tributive share of partnership interest 
expense to its distributive share of 
partnership gross income. Under § 1.904– 
7(i)(2) of the regulations, such a part-
ner’s distributive share of foreign 
source income of the partnership is 
treated as passive income (subject to 
the high taxed income exception of sec-
tion 904(d)(2)(F)), except in the case of 
high withholding tax interest or in-
come from a partnership interest held 
in the ordinary course of the partner’s 
active trade or business, as defined in 
§ 1.904–7(i)(2). A partner’s distributive 
share of partnership interest expense 
(other than partnership interest ex-
pense that is directly allocated to iden-
tified property under § 1.861–10T) shall 
be apportioned in accordance with the 
partner’s relative distributive share of 
gross foreign source income in each 
limitation category and of domestic 
source income from the partnership. To 
the extent that partnership interest ex-
pense is directly allocated under § 1.861– 
10T, a comparable portion of the in-
come to which such interest expense is 
allocated shall be disregarded in deter-
mining the partner’s relative distribu-
tive share of gross foreign source in-
come in each limitation category and 
domestic source income. The partner’s 
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distributive share of the interest ex-
pense of the partnership that is di-
rectly allocable under § 1.861–10T shall 
be allocated according to the treat-
ment, after application of § 1.904–7(i)(2), 
of the partner’s distributive share of 
the income to which the expense is al-
located. 

(ii) Other interest expense of the part-
ner. For purposes of apportioning other 
interest expense of the partner on an 
asset basis, the partner’s interest in 
the partnership, and not the partner’s 
pro rata share of partnership assets, is 
considered to be the relevant asset. 
The value of this asset for apportion-
ment purposes is either the tax book 
value or fair market value of the part-
ner’s partnership interest, depending 
on the method of apportionment used 
by the taxpayer. This amount of a 
partner’s interest in the partnership is 
allocated among various limitation 
categories in the same manner as part-
nership interest expense (that is not di-
rectly allocable under § 1.861–10T) is ap-
portioned in subdivision (i) of this 
paragraph (e)(4). If the partner uses the 
tax book value method of apportion-
ment, the partner’s interest in the 
partnership must be reduced, for this 
purpose, to the extent that the part-
ner’s basis consists of liabilities that 
are taken into account under section 
752. Under either the tax book value or 
fair market value method of apportion-
ment, for purposes of this section only, 
the value of the partner’s interest in 
the partnership must be reduced by the 
principal amount of any indebtedness 
of the partner the interest on which is 
directly allocated to its partnership in-
terest under § 1.861–10T. 

(5) Tiered partnerships. If a partner-
ship is a partner in another partner-
ship, the distributive share of interest 
expense of a lower-tier partnership 
that is subject to the rules of para-
graph (e)(4) shall not be reapportioned 
in the hands of any higher-tier partner. 
However, the distributive share of in-
terest expense of lower-tier partnership 
that is subject to the rules of para-
graph (e) (2) or (3) shall be apportioned 
by the partner of the higher-tier part-
nership or by any higher-tier partner-
ship to which the rules of paragraph 
(e)(4) apply, taking into account the 
partner’s indirect pro rata share of the 

lower-tier partnership’s income or as-
sets. 

(6) Example—(i) Facts. A, B, and C are 
partners in a limited partnership. A is 
a corporate general partner, owns a 5 
percent interest in the partnership, and 
has an adjusted basis in its partnership 
interest, determined without regard to 
section 752 of the Code, of $5. A’s in-
vestment in the partnership is not held 
in the ordinary course of the tax-
payer’s active trade or business, as de-
fined in § 1.904–7(i)(2). B, a corporate 
limited partner, owns a 70 percent in-
terest in the partnership, and has an 
adjusted basis in its partnership inter-
est, determined without regard to sec-
tion 752 of the Code, of $70. C is an indi-
vidual limited partner, owns a 25 per-
cent interest in the partnership, and 
has an adjusted basis in the partner-
ship interest, determined without re-
gard to section 752 of the Code, of $25. 
The partners’ interests in the profits 
and losses of the partnership conform 
to their respective interests. None of 
the interest expense incurred directly 
by any of the partners is directly allo-
cable to their partnership interest 
under § 1.861–10T. The ABC partner-
ship’s sole assets are two apartment 
buildings, one domestic and the other 
foreign. The domestic building has an 
adjusted inside basis of $600 and the 
foreign building has an adjusted inside 
basis of $500. Each of the buildings is 
subject to a nonrecourse liability in 
the amount of $500. The ABC partner-
ship’s total interest expense for the 
taxable year is $120, both nonrecourse 
liabilities bearing interest at the rate 
of 12 percent. The indebtedness on the 
domestic building qualifies for direct 
allocation under the rules of § 1.861–10T. 
The indebtedness on the foreign build-
ing does not so qualify. The partner-
ship incurred no foreign taxes. The 
partnership’s gross income for the tax-
able year is $360, consisting of $100 in 
foreign source income and $260 in do-
mestic source income. Under § 1.752– 
1(e), the nonrecourse liabilities of the 
partnership are allocated among the 
partners according to their share of the 
partnership profits. Accordingly, the 
adjusted basis of A, B, and C in their 
respective partnership interests (for 
other than apportionment purposes) is, 
respectively, $55, $770, and $275. 
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(ii) Determination of the amount of 
partnership interest expense that is sub-
ject to allocation and apportionment. In-
terest on the nonrecourse loan on the 
domestic building is, under § 1.861–10T, 
directly allocable to income from that 
investment. The interest expense is 
therefore directly allocable to domes-
tic income. Interest on the nonrecourse 
loan on the foreign building is not di-
rectly allocable. The interest expense 
is therefore subject to allocation and 
apportionment. Thus, $60 of interest 
expense is directly allocable to domes-
tic income and $60 of interest expense 
is subject to allocation and apportion-
ment. 

(iii) Analysis for Partner A. A’s dis-
tributive share of the partnership’s 
gross income is $18, which consists of $5 
in foreign source income and $13 in do-
mestic source income. A’s distributive 
share of the ABC interest expense is $6, 
$3 of which is directly allocable to do-
mestic income and $3 of which is sub-
ject to apportionment. After direct al-
location of qualifying interest expense, 
A’s distributive share of the partner-
ship’s gross income consists of $5 in 
foreign source income and $10 in do-
mestic source income. Because A is a 
less than 10 percent corporate partner, 
A’s distributive share of any foreign 
source partnership income is consid-
ered to be passive income. Accordingly, 
in apportioning the $3 of partnership 
interest expense that is subject to ap-
portionment on a gross income meth-
od, one-third ($1) is apportioned to for-
eign source passive income and two- 
thirds ($2) is apportioned to domestic 
source income. In apportioning its 
other interest expense, A uses the tax 
book value method. A’s adjusted basis 
in A’s partnership interest ($55) in-
cludes A’s share of the partnership’s li-
abilities ($50), which are included in 
basis under section 752. For purposes of 
apportioning other interest expense, 
A’s adjusted basis in the partnership 
must be reduced to the extent of such 
liabilities. Thus, A’s adjusted basis in 
the partnership, for purposes of appor-
tionment, is $5. For the purpose of ap-
portioning A’s other interest expense, 
this $5 in basis is characterized one- 
third as a foreign passive asset and 
two-thirds as a domestic asset, which 

is the ratio determined in paragraph 
(e)(4)(i). 

(iv) Analysis for Partner B. B’s dis-
tributive share of the ABC interest ex-
pense is $84, $42 of which is directly al-
locable to domestic income and $42 of 
which is subject to apportionment. As 
a corporate limited partner whose in-
terest in the partnership is 10 percent 
or more, B is subject to the rules of 
paragraph (e)(2) and paragraph (f) of 
this section. These rules require that a 
corporate partner apportion its dis-
tributive share of partnership interest 
expense at the partner level on the 
asset method described in paragraph 
(g) of this section by reference to its 
corporate assets, which include, for 
this purpose, 70 percent of the partner-
ship’s assets, adjusted in the manner 
described in § 1.861–10T(e) to reflect di-
rectly allocable interest expense. 

(v) Analysis for Partner C. C’s dis-
tributive share of the ABC interest ex-
pense is $30, $15 of which is directly al-
locable to domestic income and $15 of 
which is subject to apportionment. As 
an individual limited partner whose in-
terest in the partnership is 10 percent 
or more, C is subject to the rules of 
paragraph (e)(3) of this section. These 
rules require that an individual’s share 
of partnership interest expense be clas-
sified under regulations issued under 
section 163(h) and then apportioned 
under the rules applicable to individ-
uals, which are set forth in paragraph 
(d) of this section. 

(7) Foreign partners. The distributive 
share of partnership interest expense of 
a nonresident alien who is a partner in 
a partnership shall be considered to be 
connected with effectively connected 
income based on the percentage of the 
assets of the partnership that generate 
effectively connected income. No inter-
est expense directly incurred by the 
partner may be allocated and appor-
tioned to effectively connected income 
derived by the partnership. 

(f) Corporations—(1) Domestic corpora-
tions. Domestic corporations shall ap-
portion interest expense using the 
asset method described in paragraph 
(g) of this section and the applicable 
rules of §§ 1.861–10T through 1.861–13T. 

(2) Foreign branches of domestic cor-
porations. In the application of the 
asset method described in paragraph 
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(g) of this section, a domestic corpora-
tion shall— 

(i) Take into account the assets of 
any foreign branch, translated accord-
ing to the rules set forth in paragraph 
(g) of this section, and 

(ii) Combine with its own interest ex-
pense any deductible interest expense 
incurred by a branch, translated ac-
cording to the rules of section 987 and 
the regulations thereunder. 
For purposes of computing currency 
gain or loss on any remittance from a 
branch or other qualified business unit 
(as defined in § 1.989(a)–1T) under sec-
tion 987, the rules of this paragraph (f) 
shall not apply. The branch shall com-
pute its currency gain or loss on remit-
tances by taking into account only its 
separate expenses and its separate in-
come. 

Example. (i) Facts. X is a domestic corpora-
tion which operates B, a branch doing busi-
ness in a foreign country. In 1988, without re-
gard to branch B, X has gross domestic 
source income of $1,000 and gross foreign 
source general limitation income of $500 and 
incurs $200 of interest expense. Using the tax 
book value method of apportionment, X, 
without regard to branch B, determines the 
value of its assets that generate domestic 
source income to be $6,000 and the value of 
its assets that generate foreign source gen-
eral limitation income to be $1,000. B con-
stitutes a qualified business unit within the 
meaning of section 989 with a functional cur-
rency other than the U.S. dollar and uses the 
profit and loss method prescribed by section 
987. Applying the translation rules of section 
987, B earned $500 of gross foreign general 
limitation income and incurred $100 of inter-
est expense. B incurred no other expenses. 
For 1988, the average functional currency 
book value of B’s assets that generate for-
eign general limitation income translated at 
the year-end rate for 1988 is $3,000. 

(ii) Computation of net income. The com-
bined assets of X and B for 1988 (averaged 
under the rules of § 1.861–9T(g)(3)) consist 60 
percent of assets generating domestic source 
income and 40 percent of assets generating 
foreign source general limitation income. 
The combined interest expense of both X and 
B is $300. Thus, $180 of the combined interest 
expense is apportioned to domestic source 
income and $120 is apportioned to the foreign 
source income, yielding net domestic source 
income of $820 and net foreign source general 
limitation income of $880. 

(iii) Computation of currency gain or loss. 
For purposes of computing currency gain or 
loss on branch remittances, B takes into ac-
count only its gross income and its separate 

expenses. In 1988, B therefore has a net 
amount of income in foreign currency units 
equal in value to $400. Gain or loss on remit-
tances shall be computed by reference to this 
amount. 

(3) Controlled foreign corporations—(i) 
In general. For purposes of computing 
subpart F income and computing earn-
ings and profits for all other federal 
tax purposes, the interest expense of a 
controlled foreign corporation may be 
apportioned either using the asset 
method described in paragraph (g) of 
this section or using the modified gross 
income method described in paragraph 
(j) of this section, subject to the rules 
of subdivisions (ii) and (iii) of this 
paragraph (f)(2). However, the gross in-
come method described in paragraph (j) 
of this section is not available to any 
controlled foreign corporation if a 
United States shareholder and the 
members of its affiliated group (as de-
fined in § 1.861–11T(d)) constitute con-
trolling shareholders of such controlled 
foreign corporation and such affiliated 
group elects the fair market value 
method of apportionment under para-
graph (g) of this section. 

(ii) Manner of election. The election to 
use the asset method described in para-
graph (g) of this section or the modi-
fied gross income method described in 
paragraph (j) of this section may be 
made either by the controlled foreign 
corporation or by the controlling 
United States shareholders on behalf of 
the controlled foreign corporation. The 
term ‘‘controlling United States share-
holders’’ means those United States 
shareholders (as defined in section 
951(b)) who, in aggregate, own (within 
the meaning of section 958(a)) greater 
than 50 percent of the total combined 
voting power of all classes of stock of 
the foreign corporation entitled to 
vote. In the case of a controlled foreign 
corporation in which the United States 
shareholders own stock representing 
more than 50 percent of the value of 
the stock in such corporation, but less 
than 50 percent of the combined voting 
power of all classes of stock in such 
corporation, the term ‘‘controlling 
United States shareholders’’ means all 
the United States shareholders (as de-
fined in section 951(b)) who own (within 
the meaning of section 958(a)) stock of 
the controlled foreign corporation. All 
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United States shareholders are bound 
by the election of either the controlled 
foreign corporation or the controlling 
United States shareholders. The elec-
tion shall be made by filing a written 
statement described in § 1.964–1(c)(3)(ii) 
at the time and in the manner de-
scribed therein and providing a written 
notice described in § 1.964–1(c)(3)(iii), 
except that no such written statement 
or notice is required to be filed or sent 
before March 13, 1989. 

(iii) Consistency requirement. The 
same method of apportionment must 
be employed by all controlled foreign 
corporations in which a United States 
taxpayer and the members of its affili-
ated group (as defined in § 1.861–11T(d)) 
constitute controlling United States 
shareholders. A controlled foreign cor-
poration that is required by this para-
graph (f)(3)(iii) to utilize a particular 
method of apportionment must do so 
with respect to all United States share-
holders. 

(iv) Stock characterization. Pursuant 
to § 1.861–12T(c)(2), the stock of a con-
trolled foreign corporation shall be 
characterized in the hands of any 
United States shareholder using the 
same method that the controlled for-
eign corporation uses to apportion its 
interest expense. 

(4) Other relevant provisions. Affiliated 
groups of corporations are subject to 
special rules set forth in § 1.861–11T. 
Section 1.861–12T sets forth rules relat-
ing to basis adjustments for stock in 
nonaffiliated 10 percent owned corpora-
tions, special rules relating to the con-
sideration and characterization of cer-
tain assets in the apportionment of in-
terest expense, and to other special 
rules pertaining to the apportionment 
of interest expense. Section 1.861–13T 
contains transition rules limiting the 
application of the rules of §§ 1.861–8T 
through 1.861–12T, which are otherwise 
applicable to taxable years beginning 
after 1986. In the case of an affiliated 
group of corporations as defined in 
§ 1.861–11T(d), any reference in §§ 1.861– 
8T through 1.861–13T to the ‘‘taxpayer’’ 
with respect to the allocation and ap-
portionment of interest expense gen-
erally denotes the entire affiliated 
group of corporations and not the sepa-
rate members thereof, unless the con-
text otherwise requires. 

(g) Asset method—(1) In general. (i) 
Under the asset method, the taxpayer 
apportions interest expense to the var-
ious statutory groupings based on the 
average total value of assets within 
each such grouping for the taxable 
year, as determined under the asset 
valuation rules of this paragraph (g)(1) 
and paragraph (g)(2) of this section and 
the asset characterization rules of 
paragraph (g)(3) of this section and 
§ 1.861–12T. Except to the extent other-
wise provided (see, e.g., paragraph 
(d)(1)(iv) of this section), taxpayers 
must apportion interest expense only 
on the basis of asset values and may 
not apportion any interest deduction 
on the basis of gross income. 

(ii) A taxpayer may elect to deter-
mine the value of its assets on the 
basis of either the tax book value or 
the fair market value of its assets. For 
rules concerning the application of an 
alternative method of valuing assets 
for purposes of the tax book value 
method, see § 1.861–9(i). For rules con-
cerning the application of the fair mar-
ket value method, see paragraph (h) of 
this section. In the case of an affiliated 
group— 

(A) The parent of which used the fair 
market value method prior to 1987, or 

(B) A substantial portion of which 
used the fair market value method 
prior to 1987, such a taxpayer may use 
either the fair market value method or 
the tax book value method for its tax 
year commencing in 1987 and may use 
either such method in its tax year com-
mencing in 1988 without regard to 
which method was used in its tax year 
commencing in 1987 and without secur-
ing the Commissioner’s consent. The 
use of the fair market value method in 
1988, however, shall operate as a bind-
ing election as described in § 1.861– 
8T(c)(2). For rules requiring consist-
ency in the use of the tax book value or 
fair market value method, see § 1.861– 
8T(c)(2). 

(iii) A taxpayer electing to apportion 
its interest expense on the basis of the 
fair market value of its assets must es-
tablish the fair market value to the 
satisfaction of the Commissioner. If a 
taxpayer fails to establish the fair mar-
ket value of an asset to the satisfac-
tion of the Commissioner, the Commis-
sioner may determine the appropriate 
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asset value. If a taxpayer fails to estab-
lish the value of a substantial portion 
of its assets to the satisfaction of the 
Commissioner, the Commissioner may 
require the taxpayer to use the tax 
book value method of apportionment. 

(iv) For rules relating to earnings 
and profits adjustments by taxpayers 
using the tax book value method for 
the stock in certain nonaffiliated 10 
percent owned corporations, see § 1.861– 
12T(b). 

(v) The provisions of this paragraph 
(g)(1) may be illustrated by the fol-
lowing examples. 

Example 1. (i) Facts. X, a domestic corpora-
tion organized on January 1, 1987, has de-
ductible interest expense in 1987 in the 
amount of $150,000. X apportions its expenses 
according to the tax book value method. The 
adjusted basis of X’s assets is $3,600,000, 
$3,000,000 of which generate domestic source 
income and $600,000 of which generate foreign 
source general limitation income. 

(ii) Allocation. No portion of the $150,000 de-
duction is directly allocable solely to identi-
fied property within the meaning of § 1.861– 
10T. Thus, X’s deduction for interest is re-
lated to all its activities and assets. 

(iii) Apportionment. X apportions its inter-
est expense as follows: 

To foreign source general limitation in-
come: 

$150,
$600,

$3, ,
. . . . . $25,000

000

600 000
000×

To domestic source income: 

$150,
$300,

$3, ,
. . . . . $125,000

000

600 000
000×

Example 2. (i) Facts. Assume the same facts 
as in Example 1, except that X apportions its 
interest expense on the basis of the fair mar-
ket value of its assets. X’s total assets have 
a fair market value of $4,000,000, $3,200,000 of 
which generate domestic source income and 
$800,000 of which generate foreign source gen-
eral limitation income. 

(ii) Allocation. No portion of the $150,000 de-
duction is directly allocable solely to identi-
fied property within the meaning of § 1.861– 
10T. Thus, X’s deduction for interest is re-
lated to all its activities and properties. 

(iii) Apportionment. If it establishes the fair 
market value of its assets to the satisfaction 
of the Commissioner, X may apportion its in-
terest expense as follows: 

To foreign source general limitation in-
come: 

$150,
$800,

$4, ,
. . . . . $30,000

000

000 000
000×

To domestic source income: 

$150,
$3,200,

$4, ,
. . . . . $120,000

000

000 000
000×

(2) Asset values—(i) General rule. For 
purposes of determining the value of 
assets under this section, an average of 
values (book or market) within each 
statutory grouping and the residual 
grouping shall be computed for the 
year on the basis of values of assets at 
the beginning and end of the year. For 
the first taxable year beginning after 
1986, a taxpayer may choose to deter-
mine asset values solely by reference 
to the year-end value of its assets, pro-
vided that all the members of an affili-
ated group as defined in § 1.861–11T(d) 
make the same choice. Thus, no aver-
aging is required for the first taxable 
year beginning after 1986. Where a sub-
stantial distortion of asset values 
would result from averaging beginning- 
of-year and year-end values, as might 
be the case in the event of a major cor-
porate acquisition or disposition, the 
taxpayer must use a different method 
of asset valuation that more clearly re-
flects the average value of assets 
weighted to reflect the time such as-
sets are held by the taxpayer during 
the taxable year. 

(ii) Special rule for qualified business 
units of domestic corporations with func-
tional currency other than the U.S. dol-
lar—(A) Tax book value method. In the 
case of taxpayers using the tax book 
value method of apportionment, the 
following rules shall apply to deter-
mine the value of the assets of a quali-
fied business unit (as defined in section 
989(a)) of a domestic corporation with a 
functional currency other than the dol-
lar. 

(1) Profit and loss branch. In the case 
of a branch for which an election is not 
effective under § 1.985–2T to use the dol-
lar approximate separate transactions 
method of computing currency gain or 
loss, the tax book value shall be deter-
mined by applying the rules of para-
graph (g)(2)(i) and (3) of this section 
with respect to beginning-of-year and 
end-of-year tax book value in units of 
functional currency that are translated 
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into dollars at the end-of-year ex-
change rate between the functional 
currency and the U.S. dollar. 

Example. At the end of 1987, a profit and 
loss branch has assets that generate foreign 
source general limitation income with a tax 
book value in units of functional currency of 
100. At the end of 1987, the unit is worth $1. 
At the end of 1988, the branch has assets that 
generate foreign source general limitation 
income with a tax book value in units of 
functional currency of 80. At the end of 1988, 
the unit is worth $2. The average value of 
foreign source general limitation assets for 
1988 is 90 units, which is worth $180. 

(2) Approximate separate transactions 
method. In the case of a branch for 
which an election is effective under 
§ 1.985–2T to use the dollar approximate 
separate transactions method to com-
pute currency gain or loss, the begin-
ning-of-year dollar amount of the as-
sets shall be determined by reference 
to the end-of-year balance sheet of the 
branch for the immediately preceding 
taxable year, adjusted for United 
States generally accepted accounting 
principles and United States tax ac-
counting principles, and translated 
into U.S. dollars as provided in § 1.985– 
3T. The year-end dollar amount of the 
assets of the branch shall be deter-
mined in the same manner by reference 
to the end-of-year balance sheet for the 
current taxable year. The beginning-of- 
year and end-of-year dollar tax book 
value of assets, as so determined, with-
in each grouping must then be aver-
aged as provided in paragraph (g)(2)(i) 
of this section. 

(B) Fair market value method. In the 
case of taxpayers using the fair market 
value method of apportionment, the be-
ginning-of-year and end-of-year fair 
market values of branch assets within 
each grouping shall be computed in 
dollars and averaged as provided in this 
paragraph (g)(2). 

(iii) Adjustment for directly allocated 
interest. Prior to averaging, the year- 
end value of any asset to which inter-
est expense is directly allocated during 
the current taxable year under the 
rules of § 1.861–10T (b) or (c) shall be re-
duced (but not below zero) by the per-
centage of the principal amount of in-
debtedness outstanding at year-end 
equal to the percentage of all interest 
on the debt for the taxable year that is 
directly allocated. 

(iv) Assets in intercompany trans-
actions. In the application of the asset 
method described in this paragraph (g), 
the tax book value of assets transferred 
between affiliated corporations in 
intercompany transactions shall be de-
termined without regard to the gain or 
loss that is deferred under the regula-
tions issued under section 1502. 

(v) Example. X is a domestic corpora-
tion that uses the fair market value 
method of apportionment. X is a cal-
endar year taxpayer. X owns 25 percent 
of the stock of A, a noncontrolled sec-
tion 902 corporation. At the end of 1987, 
the fair market value of X’s assets by 
income grouping are as follows: 
Domestic...........................................$1,000,000 
Foreign general limitation ...................500,000 
Foreign passive.....................................500,000 
Noncontrolled section 902 corporation 

......................................................... 50,000 

For its 1987 tax year, X apportions its 
interest expense by reference to the 
1987 year-end values. In July of 1988, X 
sells a portion of its investment in A 
and in an asset acquisition purchases a 
shipping business, the assets of which 
generate exclusively foreign shipping 
income. At the end of 1988, the fair 
market values of X’s assets by income 
grouping are as follows: 
Domestic .............................................$800,000 
Foreign general limitation ...................900,000 
Foreign passive.....................................300,000 
Noncontrolled section 902 corporation 

......................................................... 40,000 
Foreign shipping...................................100,000 

For its 1988 tax year, X shall appor-
tion its interest expense by reference 
to the average of the 1988 beginning-of- 
year values (the 1987 year-end values) 
and the 1988 year-end values, assuming 
that the averaging of beginning-of-year 
and end-of-year values does not cause a 
substantial distortion of asset values. 
These averages are as follows: 
Domestic .............................................$900,000 
Foreign general limitation ...................700,000 
Foreign passive.....................................400,000 
Foreign shipping ....................................50,000 
Noncontrolled section 902 corporation 

......................................................... 45,000 

(3) Characterization of assets. Assets 
are charactrized for purposes of this 
section according to the source and 
type of the income that they generate, 
have generated, or may reasonably be 
expected to generate. The physical lo-
cation of assets is not relevant to this 
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determination. Subject to the special 
rules of paragraph (h) concerning the 
application of the fair market value 
method of apportionment, the value of 
assets within each statutory grouping 
and the residual grouping at the begin-
ning and end of each year shall be de-
termined by dividing the taxpayer’s as-
sets into three types— 

(i) Single category assets. Assets that 
generate income that is exclusively 
within a single statutory grouping or 
the residual grouping; 

(ii) Multiple category assets. Assets 
that generate income within more than 
one grouping of income (statutory or 
residual); and 

(iii) Assets without directly identifiable 
yield. Assets that produce no directly 
identifiable income yield or that con-
tribute equally to the generation of all 
the income of the taxpayer (such as as-
sets used in general and administrative 
functions). 

Single category assets are directly at-
tributable to the relevant statutory or 
residual grouping of income. In order 
to attribute multiple category assets 
to the relevant groupings of income, 
the income yield of each such asset for 
the taxable year must be analyzed to 
determine the proportion of gross in-
come generated by it within each rel-
evant grouping. The value of each asset 
is then prorated among the relevant 
groupings of income according to their 
respective proportions of gross income. 
The value of each asset without di-
rectly identifiable income yield must 
be identified. However, because pro-
rating the value of such assets cannot 
alter the ratio of assets within the var-
ious groupings of income (as deter-
mined by reference to the single and 
multiple category assets), they are not 
taken into account in determining that 
ratio. Special asset characterization 
rules that are set forth in § 1.861–12T. 
An example demonstrating the applica-
tion of the asset method is set forth in 
§ 1.861–12T(d). 

(h) The fair market value method. An 
affiliated group (as defined in § 1.861– 
11T(d)) or other taxpayer (the ‘‘tax-
payer’’) that elects to use the fair mar-
ket value method of apportionment 
shall value its assets according to the 
following methodology. 

(1) Determination of values—(i) Valu-
ation of group assets. The taxpayer shall 
first determine the aggregate value of 
the assets of the taxpayer on the last 
day of its taxable year without exclud-
ing the value of stock in foreign sub-
sidiaries or any other asset. In the case 
of a publicly traded corporation, this 
determination shall be equal to the ag-
gregate trading value of the taxpayer’s 
stock traded on established securities 
markets at year-end increased by the 
taxpayer’s year-end liabilities to unre-
lated persons and its pro rata share of 
year-end liabilities of all related per-
sons owed to unrelated persons. In de-
termining whether persons are related, 
§ 1.861–8T(c)(2) shall apply. In the case 
of a corporation that is not publicly 
traded, this determination shall be 
made by reference to the capitalization 
of corporate earnings, in accordance 
with the rules of Rev. Rul. 68–609. In ei-
ther case, control premium shall not be 
taken into account. 

(ii) Valuation of tangible assets. The 
taxpayer shall determine the value of 
all assets held by the taxpayer and its 
pro rata share of assets held by other 
related persons on the last day of its 
taxable year, excluding stock or in-
debtedness in such persons, any intan-
gible property as defined in section 
936(h)(3)(B), or goodwill or going con-
cern value intangibles. Such valuations 
shall be made using generally accepted 
valuation techniques. For this purpose, 
assets may be combined into reason-
able groupings. Statistical methods of 
valuation may only be used in connec-
tion with fungible property, such as 
commodities. The value of stock in any 
corporation that is not a related person 
shall be determined under the rules of 
paragraph (h)(1)(i) of this section, ex-
cept that no liabilities shall be taken 
into account. 

(iii) Computation of intangible asset 
value. The value of the intangible as-
sets of the taxpayer and of intangible 
assets of all related persons attrib-
utable to the taxpayer’s ownership in 
related persons is equal to the amount 
obtained by subtracting the amount 
determined under paragraph (h)(1)(ii) 
of this section from the amount deter-
mined under paragraph (h)(1)(i) of this 
section. 
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(2) Apportionment of intangible asset 
value. The value of the intangible as-
sets determined under paragraph 
(h)(1)(iii) of this section is apportioned 
among the taxpayer and all related 
persons in proportion to the net in-
come before interest expense of the 
taxpayer and the taxpayer’s pro rata 
share of the net income before interest 
expense of each ralated person held by 
the taxpayer, excluding income that is 
passive under § 1.904–4(b). For this pur-
pose, net income is determined before 
reduction for income taxes. Net income 
of the taxpayer and of related persons 
shall be computed without regard to 
dividends or interest received from any 
person that is related to the taxpayer. 

(3) Characterization of affiliated 
group’s portion of intangible asset value. 
The portion of the value of intangible 
assets of the taxpayer and related per-
sons that is apportioned to the tax-
payer under paragraph (h)(2) of this 
section is characterized on the basis of 
net income before interest expense, as 
determined under paragraph (h)(2) of 
this section, of the taxpayer within 
each statutory or residual grouping of 
income. 

(4) Valuing stock in related persons held 
by the taxpayer. The value of stock in a 
related person held by the taxpayer 
equals the sum of the following 
amounts reduced by the taxpayer’s pro 
rata share of liabilities of such related 
person: 

(i) The portion of the value of intan-
gible assets of the taxpayer and related 
persons that is apportioned to such re-
lated person under paragraph (h)(2) of 
this section; 

(ii) The taxpayer’s pro rata share of 
tangible assets held by the related per-
son (as determined under paragraph 
(h)(1)(ii) of this section); and 

(iii) The total value of stock in all re-
lated person held by the related person 
as determined under this paragraph 
(h)(4). 

(5) [Reserved]. For further guidance, 
see § 1.861–9(h)(5). 

(6) Adjustments for apportioning related 
person expenses. For purposes of appor-
tioning expenses of a related person, 
the value of stock in a second related 
person as otherwise determined under 
paragraph (h)(4) of this section (which 
is determined on the basis of the tax-

payer’s percentage ownership interest 
in the second related person) shall be 
increased to reflect the first related 
person’s percentage ownership interest 
in the second related person to the ex-
tent it is larger. 

Example. Assume that a taxpayer owns 80 
percent of CFC1, which owns 100 percent of 
CFC2. The value of CFC1 is determined gen-
erally under paragraph (h)(4) on the basis of 
the taxpayer’s 80 percent indirect interest in 
CFC2. For purposes of apportioning expenses 
of CFC1, 100 percent of the stock of CFC1 
must be taken into account. Therefore, the 
value of CFC2 stock in the hands of CFC1 
shall equal the value of CFC2 stock in the 
hands of CFC1 as determined under para-
graph (h)(4) of this section, increased by 25 
percent of such amount to reflect the fact 
that CFC1 owns 100 percent and not 80 per-
cent of CFC2. 

(i) [Reserved] For further guidance, 
see § 1.861–9(i). 

(j) Modified gross income method. Sub-
ject to rules set forth in paragraph 
(f)(3) of this section, the interest ex-
pense of a controlled foreign corpora-
tion may be allocated according to the 
following rules. 

(1) Single-tier controlled foreign cor-
poration. In the case of a controlled for-
eign corporation that does not hold 
stock in any lower-tier controlled for-
eign corporation, the interest expense 
of the controlled foreign corporation 
shall be apportioned based on its gross 
income. 

(2) Multiple vertically owned controlled 
foreign corporations. In the case of a 
controlled foreign corporation that 
holds stock in any lower-tier con-
trolled foreign corporation, the inter-
est expense of that controlled foreign 
corporation and such upper-tier con-
trolled foreign corporation shall be ap-
portioned based on the following meth-
odology: 

(i) Step 1. Commencing with the low-
est-tier controlled foreign corporation 
in the chain, allocate and apportion its 
interest expense based on its gross in-
come as provided in paragraph (j)(1) of 
this section, yielding gross income in 
each grouping net of interest expense. 

(ii) Step 2. Moving to the next higher- 
tier controlled foreign corporation, 
combine the gross income of such cor-
poration within each grouping with its 
pro rata share of the gross income net 
of interest expense of all lower-tier 
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controlled foreign corporations held by 
such higher-tier corporation within the 
same grouping adjusted as follows: 

(A) Exclude from the gross income of 
the upper-tier corporation any divi-
dends or other payments received from 
the lower-tier corporation other than 
interest subject to look-through under 
section 904(d)(3); and 

(B) Exclude from the gross income 
net of interest expense of any lower- 
tier corporation any subpart F income 
(net of interest expense apportioned to 
such income). 
Then apportion the interest expense of 
the higher-tier controlled foreign cor-
poration based on the adjusted com-
bined gross income amounts. Repeat 
this step 2 for each next higher-tier 
controlled foreign corporation in the 
chain. For purposes of this paragraph 
(j)(2)(ii), pro rata share shall be deter-
mined under principles similar to sec-
tion 951(a)(2). 

[T.D. 8228, 53 FR 35477, Sept. 14, 1988, as 
amended by T.D. 8257, 54 FR 31819, Aug. 2, 
1989; T.D. 8597, 60 FR 36679, July 18, 1995; T.D. 
8658, 61 FR 9329, Mar. 8, 1996; T.D. 8916, 66 FR 
273, Jan. 3, 2001; T.D. 9120, 69 FR 15675, Mar. 
26, 2004; T.D. 9247, 71 FR 4815, Jan. 30, 2006] 

§ 1.861–10 Special allocations of inter-
est expense. 

(a)–(d) [Reserved] 
(e) Treatment of certain related group 

indebtedness—(1) In general. If, for any 
taxable year beginning after December 
31, 1991, a U.S. shareholder (as defined 
in paragraph (e)(5)(i) of this section) 
has both— 

(i) Excess related group indebtedness 
(as determined under Step One in para-
graph (e)(2) of this section) and 

(ii) Excess U.S. shareholder indebted-
ness (as determined under Step Two in 
paragraph (e)(3) of this section), 
the U.S. shareholder shall allocate, to 
its gross income in the various sepa-
rate limitation categories described in 
section 904(d)(1), a portion of its inter-
est expense paid or accrued to any obli-
gee who is not a member of the affili-
ated group (as defined in § 1.861–11T(d)) 
of the U.S. shareholder (‘‘third party 
interest expense’’), excluding amounts 
allocated under paragraphs (b) and (c) 
of § 1.861–10T. The amount of third 
party interest expense so allocated 
shall equal the total amount of inter-

est income derived by the U.S. share-
holder during the year from related 
group indebtedness, multiplied by the 
ratio of the lesser of the foregoing two 
amounts of excess indebtedness for the 
year to related group indebtedness for 
the year. This amount of third party 
interest expense is allocated as de-
scribed in Step Three in paragraph 
(e)(4) of this section. 

(2) Step One: Excess related group in-
debtedness. (i) The excess related group 
indebtedness of a U.S. shareholder for 
the year equals the amount by which 
its related group indebtedness for the 
year exceeds its allowable related 
group indebtedness for the year. 

(ii) The ‘‘related group indebtedness’’ 
of the U.S. shareholder is the average 
of the aggregate amounts at the begin-
ning and end of the year of indebted-
ness owed to the U.S. shareholder by 
each controlled foreign corporation 
which is a related person (as defined in 
paragraph (e)(5)(ii) of this section) with 
respect to the U.S. shareholder. 

(iii) The ‘‘allowable related group in-
debtedness’’ of a U.S. shareholder for 
the year equals— 

(A) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets (including stock 
holdings in and obligations of related 
persons, other than related controlled 
foreign corporations) of each related 
controlled foreign corporation, multi-
plied by 

(B) The foreign base period ratio of 
the U.S. shareholder for the year. 

(iv) The ‘‘foreign base period ratio’’ 
of the U.S. shareholder for the year is 
the average of the related group debt- 
to-asset ratios of the U.S. shareholder 
for each taxable year comprising the 
foreign base period for the current year 
(each a ‘‘base year’’). For this purpose, 
however, the related group debt-to- 
asset ratio of the U.S. shareholder for 
any base year may not exceed 110 per-
cent of the foreign base period ratio for 
that base year. This limitation shall 
not apply with respect to any of the 
five taxable years chosen as initial 
base years by the U.S. shareholder 
under paragraph (e)(2)(v) of this section 
or with respect to any base year for 
which the related group debt-to-asset 
ratio does not exceed 0.10. 
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(v)(A) The foreign base period for any 
current taxable year (except as de-
scribed in paragraphs (e)(2)(v) (B) and 
(C) of this section) shall consist of the 
five taxable years immediately pre-
ceding the current year. 

(B) The U.S. shareholder may choose 
as foreign base periods for all of its 
first five taxable years for which this 
paragraph (e) is effective the following 
alternative base periods: 

(1) For the first effective taxable 
year, the 1982, 1983, 1984, 1985 and 1986 
taxable years; 

(2) For the second effective taxable 
year, the 1983, 1984, 1985 and 1986 tax-
able years and the first effective tax-
able year; 

(3) For the third effective taxable 
year, the 1984, 1985 and 1986 taxable 
years and the first and second effective 
taxable years; 

(4) For the fourth effective taxable 
year, the 1985 and 1986 taxable years 
and the first, second and third effective 
taxable years; and 

(5) For the fifth effective taxable 
year, the 1986 taxable year and the 
first, second, third and fourth effective 
taxable years. 

(C) If, however, the U.S. shareholder 
does not choose, under paragraph 
(e)(10)(ii) of this section, to apply this 
paragraph (e) to one or more taxable 
years beginning before January 1, 1992, 
the U.S. shareholder may not include 
within any foreign base period the tax-
able year immediately preceding the 
first effective taxable year. Thus, for 
example, a U.S. shareholder for which 
the first effective taxable year is the 
taxable year beginning on October 1, 
1992, may not include the taxable year 
beginning on October 1, 1991, in any 
foreign base period. Assuming that the 
U.S. shareholder does not elect the al-
ternative base periods described in 
paragraph (e)(2)(v)(B) of this section, 
the initial foreign base period for the 
U.S. shareholder will consist of the 
taxable years beginning on October 1 of 
1986, 1987, 1988, 1989, and 1990. The for-
eign base period for the U.S. share-
holder for the following taxable year, 
beginning on October 1, 1993, will con-
sist of the taxable years beginning on 
October 1 of 1987, 1988, 1989, 1990, and 
1992. 

(D) If the U.S. shareholder chooses 
the base periods described in paragraph 
(e)(2)(v)(B) of this section as foreign 
base periods, it must make a similar 
election under paragraph (e)(3)(v)(B) of 
this section with respect to its U.S. 
base periods. 

(vi) The ‘‘related group debt-to-asset 
ratio’’ of a U.S. shareholder for a year 
is the ratio between— 

(A) The related group indebtedness of 
the U.S. shareholder for the year (as 
determined under paragraph (e)(2)(ii) of 
this section); and 

(B) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets (including stock 
holdings in and obligations of related 
persons, other than related controlled 
foreign corporations) of each related 
controlled foreign corporation. 

(vii) Notwithstanding paragraph 
(e)(2)(i) of this section, a U.S. share-
holder is considered to have no excess 
related group indebtedness for the year 
if— 

(A) Its related group indebtedness for 
the year does not exceed its allowable 
related group indebtedness for the im-
mediately preceding year (as deter-
mined under paragraph (e)(2)(iii) of this 
section); or 

(B) Its related group debt-to-asset 
ratio (as determined under paragraph 
(e)(2)(vi) of this section) for the year 
does not exceed 0.10. 

(3) Step Two: Excess U.S. shareholder 
indebtedness. (i) The excess indebted-
ness of a U.S. shareholder for the year 
equals the amount by which its unaf-
filiated indebtedness for the year ex-
ceeds its allowable indebtedness for the 
year. 

(ii) The ‘‘unaffiliated indebtedness’’ 
of the U.S. shareholder is the average 
of the aggregate amounts at the begin-
ning and end of the year of indebted-
ness owed by the U.S. shareholder to 
any obligee, other than a member of 
the affiliated group (as defined in 
§ 1.861–11T(d)) of the U.S shareholder. 

(iii) The ‘‘allowable indebtedness’’ of 
a U.S. shareholder for the year equals— 

(A) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets of the U.S. share-
holder (including stock holdings in and 
obligations of related controlled for-
eign corporations, but excluding stock 
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holdings in and obligations of members 
of the affiliated group (as defined in 
§ 1.861–11T(d)) of the U.S. shareholder), 
reduced by the amount of the excess re-
lated group indebtedness of the U.S. 
shareholder for the year (as determined 
under Step One in paragraph (e)(2) of 
this section), multiplied by 

(B) The U.S. base period ratio of the 
U.S. shareholder for the year. 

(iv) The ‘‘U.S. base period ratio’’ of 
the U.S. shareholder for the year is the 
average of the debt-to-asset ratios of 
the U.S. shareholder for each taxable 
year comprising the U.S. base period 
for the current year (each a ‘‘base 
year’’). For this purpose, however, the 
debt-to-asset ratio of the U.S. share-
holder for any base year may not ex-
ceed 110 percent of the U.S. base period 
ratio for that base year. This limita-
tion shall not apply with respect to 
any of the five taxable years chosen as 
initial base years by the U.S. share-
holder under paragraph (e)(3)(v) of this 
section or with respect to any base 
year for which of the debt-to-asset 
ratio does not exceed 0.10. 

(v)(A) The U.S. base period for any 
current taxable year (except as de-
scribed in paragraphs (e)(3)(v) (B) and 
(C) of this section) shall consist of the 
five taxable years immediately pre-
ceding the current year. 

(B) The U.S. shareholder may choose 
as U.S. base periods for all of its first 
five taxable years for which this para-
graph (e) is effective the following al-
ternative base periods: 

(1) For the first effective taxable 
year, the 1982, 1983, 1984, 1985 and 1986 
taxable years; 

(2) For the second effective taxable 
year, the 1983, 1984, 1985 and 1986 tax-
able years and the first effective tax-
able year; 

(3) For the third effective taxable 
year, the 1984, 1985 and 1986 taxable 
years and the first and second effective 
taxable years; 

(4) For the fourth effective taxable 
year, the 1985 and 1986 taxable years 
and the first, second and third effective 
taxable years; and 

(5) For the fifth effective taxable 
year, the 1986 taxable year and the 
first, second, third and fourth effective 
taxable years. 

(C) If, however, the U.S. shareholder 
does not choose, under paragraph 
(e)(10)(ii) of this section, to apply this 
paragraph (e) to one or more taxable 
years beginning before January 1, 1992, 
the U.S. shareholder may not include 
within any U.S. base period the taxable 
year immediately preceding the first 
effective taxable year. Thus, for exam-
ple, a U.S. shareholder for which the 
first effective taxable year is the tax-
able year beginning on October 1, 1992, 
may not include the taxable year be-
ginning on October 1, 1991, in any U.S. 
base period. Assuming that the U.S. 
shareholder does not elect the alter-
native base periods described in para-
graph (e)(3)(v)(B) of this section, the 
initial U.S. base period for the U.S. 
shareholder will consist of the taxable 
years beginning on October 1, of 1986, 
1987, 1988, 1989, and 1990. The U.S. base 
period for the U.S. shareholder for the 
following taxable year, beginning on 
October 1, 1993, will consist of the tax-
able years beginning on October 1, 1987, 
1988, 1989, 1990, and 1992. 

(D) If the U.S. shareholder chooses 
the base periods described in paragraph 
(e)(3)(v)(B) of this section as U.S. base 
periods, it must make a similar elec-
tion under paragraph (e)(2)(v)(B) of this 
section with respect to its foreign base 
periods. 

(vi) The ‘‘debt-to-asset ratio’’ of a 
U.S. shareholder for a year is the ratio 
between— 

(A) The unaffiliated indebtedness of 
the U.S. shareholder for the year (as 
determined under paragraph (e)(3)(ii) of 
this section); and 

(B) The average of the aggregate val-
ues at the beginning and end of the 
year of the assets of the U.S. share-
holder. For this purpose, the assets of 
the U.S. shareholder include stock 
holdings in and obligations of related 
controlled foreign corporations but do 
not include stock holdings in and obli-
gations of members of the affiliated 
group (as defined in § 1.861–11T(d)). 

(vii) A U.S. shareholder is considered 
to have no excess indebtedness for the 
year if its debt-to-asset ratio (as deter-
mined under paragraph (e)(3)(vi) of this 
section) for the year does not exceed 
0.10. 

(4) Step Three: Allocation of third party 
interest expense. (i) A U.S. shareholder 
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shall allocate to its gross income in the 
various separate limitation categories 
described in section 904(d)(1) a portion 
of its third party interest expense in-
curred during the year equal in amount 
to the interest income derived by the 
U.S. shareholder during the year from 
allocable related group indebtedness. 

(ii) The ‘‘allocable related group in-
debtedness’’ of a U.S. shareholder for 
any year is an amount of related group 
indebtedness equal to the lesser of— 

(A) The excess related group indebt-
edness of the U.S. shareholder for the 
year (determined under Step One in 
paragraph (e)(2) of this section); or 

(B) The excess U.S. shareholder in-
debtedness for the year (determined 
under Step Two in paragraph (e)(3) of 
this section). 

(iii) The amount of interest income 
derived by a U.S. shareholder from al-
locable related group indebtedness dur-
ing the year equals the total amount of 
interest income derived by the U.S. 
shareholder during the year with re-
spect to related group indebtedness, 
multiplied by the ratio of allocable re-
lated group indebtedness for the year 
to the aggregate amount of related 
group indebtedness for the year. 

(iv) The portion of third party inter-
est expense described in paragraph 
(e)(4)(i) of this section shall be allo-
cated in proportion to the relative av-
erage amounts of related group indebt-
edness held by the U.S. shareholder in 
each separate limitation category dur-
ing the year. The remaining portion of 
third party interest expense of the U.S. 
shareholder for the year shall be appor-
tioned as provided in §§ 1.861–8T 
through 1.861–13T, excluding paragraph 
(e) of § 1.861–10T and this paragraph (e). 

(v) The average amount of related 
group indebtedness held by the U.S. 
shareholder in each separate limitation 
category during the year equals the av-
erage of the aggregate amounts of such 
indebtedness in each separate limita-
tion category at the beginning and end 
of the year. Solely for purposes of this 
paragraph (e)(4), each debt obligation 
of a related controlled foreign corpora-
tion held by the U.S. shareholder at 
the beginning or end of the year is at-
tributed to separate limitation cat-
egories in the same manner as the 
stock of the obligor would be attrib-

uted under the rules of § 1.861–12T(c)(3), 
whether or not such stock is held di-
rectly by the U.S. shareholder. 

(vi) The amount of third party inter-
est expense of a U.S. shareholder allo-
cated pursuant to this paragraph (e)(4) 
shall not exceed the total amount of 
the third party interest expense of the 
U.S. shareholder for the year (exclud-
ing any third party interest expense al-
located under paragraphs (b) and (c) of 
§ 1.861–10T). 

(5) Definitions. For purposes of this 
paragraph (e), the following terms shall 
have the following meanings. 

(i) U.S. shareholder. The term ‘‘U.S. 
shareholder’’ has the same meaning as 
the term ‘‘United States shareholder’’ 
when used in section 957, except that, 
in the case of a United States share-
holder that is a member of an affiliated 
group (as defined in § 1.861–11T(d)), the 
entire affiliated group is considered to 
constitute a single U.S. shareholder. 

(ii) Related person. For the definition 
of the term ‘‘related person’’, see 
§ 1.861–8T(c)(2). A controlled foreign 
corporation is considered ‘‘related’’ to 
a U.S. shareholder if it is a related per-
son with respect to the U.S. share-
holder. 

(6) Determination of asset values. A 
U.S. shareholder shall determine the 
values of the assets of each related con-
trolled foreign corporation (for pur-
poses of Step One in paragraph (e)(2) of 
this section) and the assets of the U.S. 
shareholder (for purposes of Step Two 
in paragraph (e)(3) of this section) for 
any year in accordance with the valu-
ation method (tax book value or fair 
market value) elected for that year 
pursuant to § 1.861–9T(g). However, sole-
ly for purposes of this paragraph (e), a 
U.S. shareholder may instead choose to 
determine the values of the assets of 
all related controlled foreign corpora-
tions by reference to their values as re-
flected on Forms 5471 (the annual infor-
mation return with respect to each re-
lated controlled foreign corporation), 
subject to the translation rules of para-
graph (e)(8)(i) of this section. This 
method of valuation may be used only 
if the taxable years of each of the re-
lated controlled foreign corporations 
begin with, or no more than one month 
earlier than, the taxable year of the 
U.S. shareholder. Once chosen for a 
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taxable year, this method of valuation 
must be used in each subsequent tax-
able year and may be changed only 
with the consent of the Commissioner. 

(7) Adjustments to asset value. For pur-
poses of apportioning remaining inter-
est expense under § 1.861–9T, a U.S. 
shareholder shall reduce (but not below 
zero) the value of its assets for the year 
(as determined under § 1.861–9T (g) (3) 
or (h)) by an amount equal to the allo-
cable related group indebtedness of the 
U.S. shareholder for the year (as deter-
mined under Step Three in paragraph 
(e)(4)(ii) of this section). This reduction 
is allocated among assets in each sepa-
rate limitation category in proportion 
to the average amount of related group 
indebtedness held by the U.S. share-
holder in each separate limitation cat-
egory during the year (as determined 
under Step Three in paragraph (e)(4)(v) 
of this section). 

(8) Special rules—(i) Exchange rates. 
All indebtedness amounts and asset 
values (including current year and base 
year amounts and values) denominated 
in a foreign currency shall be trans-
lated into U.S. dollars at the exchange 
rate for the current year. The exchange 
rate for the current year may be deter-
mined under any reasonable method 
(e.g., average of month-end exchange 
rates for each month in the current 
year) if it is consistently applied to the 
current year and all base years. Once 
chosen for a taxable year, a method for 
determining an exchange rate must be 
used in each subsequent taxable year 
and will be treated as a method of ac-
counting for purposes of section 446. A 
taxpayer may apply a different trans-
lation rule only with the prior consent 
of the Commissioner. In this regard, 
the Commissioner will be guided by the 
extent to which a different rule would 
reduce the comparability of dollar 
amounts of indebtedness and dollar 
asset values for the base years and the 
current year. 

(ii) Exempt assets. Solely for purposes 
of this paragraph (e), any exempt as-
sets otherwise excluded under section 
864(e)(3) and § 1.861–8T(d) shall be in-
cluded as assets of the U.S. shareholder 
or related controlled foreign corpora-
tion. 

(iii) Exclusion of certain directly allo-
cated indebtedness and assets. Qualified 

nonrecourse indebtedness (as defined in 
§ 1.861–10T(b)(2)) and indebtedness in-
curred in connection with an inte-
grated financial transaction (as defined 
in § 1.861–10T(c)(2)) shall be excluded 
from U.S. shareholder indebtedness and 
related group indebtedness. In addi-
tion, assets which are the subject of 
qualified nonrecourse indebtedness or 
integrated financial transactions shall 
be excluded from the assets of the U.S. 
shareholder and each related con-
trolled foreign corporation. 

(iv) Exclusion of certain receivables. 
Receivables between related controlled 
foreign corporations (or between mem-
bers of the affiliated group consti-
tuting the U.S. shareholder) shall be 
excluded from the assets of the related 
controlled foreign corporation (or af-
filiated group member) holding such 
receivables. See also § 1.861–11T(e)(1). 

(v) Classification of certain loans as re-
lated group indebtedness. If— 

(A) A U.S. shareholder owns stock in 
a related controlled foreign corpora-
tion which is a resident of a country 
that— 

(1) Does not impose a withholding tax 
of 5 percent or more upon payments of 
dividends to a U.S. shareholder; and 

(2) Does not, for the taxable year of 
the controlled foreign corporation, sub-
ject the income of the controlled for-
eign corporation to an income tax 
which is greater than that percentage 
specified under § 1.954–1T(d)(1)(i) of the 
maximum rate of tax specified under 
section 11 of the Code, and 

(B) The controlled foreign corpora-
tion has outstanding a loan or loans to 
one or more other related controlled 
foreign corporations, or the controlled 
foreign corporation has made a direct 
or indirect capital contribution to one 
or more other related controlled for-
eign corporations which have out-
standing a loan or loans to one or more 
other related controlled foreign cor-
porations, then, to the extent of the 
aggregate amount of its capital con-
tributions in taxable years beginning 
after December 31, 1986, to the related 
controlled foreign corporation that 
made such loans or additional con-
tributions, the U.S. shareholder itself 
shall be treated as having made the 
loans decribed in paragraph (e)(8)(v)(B) 
of this section and, thus, such loan 
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amounts shall be considered related 
group indebtedness. However, for pur-
poses of paragraph (e)(4) of this section, 
interest income derived by the U.S. 
shareholder during the year from re-
lated group indebtedness shall not in-
clude any income derived with respect 
to the U.S. shareholder’s ownership of 
stock in the related controlled foreign 
corporation that made such loans or 
additional contributions. 

(vi) Classification of certain stock as re-
lated person indebtedness. In deter-
mining the amount of its related group 
indebtedness for any taxable year, a 
U.S. shareholder must treat as related 
group indebtedness its holding of stock 
in a related controlled foreign corpora-
tion if, during such taxable year, such 
related controlled foreign corporation 
claims a deduction for interest under 
foreign law for distributions on such 
stock. However, for purposes of para-
graph (e)(4) of this section, interest in-
come derived by the U.S. shareholder 
during the year from related group in-
debtedness shall not include any in-
come derived with respect to the U.S. 
shareholder’s ownership of stock in the 
related controlled foreign corporation. 

(9) Corporate events—(i) Initial acquisi-
tion of a controlled foreign corporation. If 
the foreign base period of the U.S. 
shareholder for any year includes a 
base year in which the U.S. shareholder 
did not hold stock in any related con-
trolled foreign corporation, then, in 
computing the foreign base period 
ratio, the related group debt-to-asset 
ratio of the U.S. shareholder for any 
such base year shall be deemed to be 
0.10. 

(ii) Incorporation of U.S. shareholder— 
(A) Nonapplication. This paragraph (e) 
does not apply to the first taxable year 
of the U.S. shareholder. However, this 
paragraph (e) does apply to all fol-
lowing years, including years in which 
later members of the affiliated group 
may be incorporated. 

(B) Foreign and U.S. base period ratios. 
In computing the foreign and U.S. base 
period ratios, the foreign and U.S. base 
periods of the U.S. shareholder shall be 
considered to be only the period prior 
to the current year that the U.S. share-
holder was in existence if this prior pe-
riod is less than five taxable years. 

(iii) Acquisition of additional corpora-
tions. (A) If a U.S. shareholder acquires 
(directly or indirectly) stock of a for-
eign or domestic corporation which, by 
reason of the acquisition, then becomes 
a related controlled foreign corpora-
tion or a member of the affiliated 
group, then in determining excess re-
lated group indebtedness or excess U.S. 
shareholder indebtedness, the indebted-
ness and assets of the acquired corpora-
tion shall be taken into account only 
at the end of the acquisition year and 
in following years. Thus, amounts of 
indebtedness and assets and the var-
ious debt-to-asset ratios of the U.S. 
shareholder existing at the beginning 
of the acquisition year or relating to 
preceding years are not recalculated to 
take account of indebtedness and as-
sets of the acquired corporation exist-
ing as of dates before the end of the 
year. If, however, a major acquisition 
is made within the last three months of 
the year and a substantial distortion of 
values for the year would otherwise re-
sult, the taxpaper must take into ac-
count the average values of the ac-
quired indebtedness and assets weight-
ed to reflect the time such indebted-
ness is owed and such assets are held 
by the taxpayer during the year. 

(B) In the case of a reverse acquisi-
tion subject to this paragraph (e)(9), 
the rules of § 1.1502–75(d)(3) apply in de-
termining which corporations are the 
acquiring and acquired corporations. 
For this purpose, whether corporations 
are affiliated is determined under 
§ 1.861–11T(d). 

(C) If the stock of a U.S. shareholder 
is acquired by (and, by reason of such 
acquisition, the U.S. shareholder be-
comes affiliated with) a corporation de-
scribed below, then such U.S. share-
holder shall be considered to have ac-
quired such corporation for purposes of 
the application of the rules of this 
paragraph (e). A corporation to which 
this paragraph (e)(9)(iii)(C) applies is— 

(1) A corporation which is not affili-
ated with any other corporation (other 
than other similarly described corpora-
tion); and 

(2) Substantially all of the assets of 
which consist of cash, securities and 
stock. 

(iv) Election to compute base period ra-
tios by including acquired corporations. A 

VerDate Aug<31>2005 12:42 May 08, 2006 Jkt 208091 PO 00000 Frm 00209 Fmt 8010 Sfmt 8010 Y:\SGML\208091.XXX 208091cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

66
 w

ith
 C

F
R



200 

26 CFR Ch. I (4–1–06 Edition) § 1.861–10 

U.S. shareholder may choose, solely for 
purposes of paragraph (e)(9) (i) and (iii) 
of this section, to compute its foreign 
and U.S. base period ratios for the ac-
quisition year and all subsequent years 
by taking into account the indebted-
ness and asset values of the acquired 
corporation or corporations (including 
related group indebtedness owed to a 
former U.S. shareholder) at the begin-
ning of the acquisition year and in 
each of the five base years preceding 
the acquisition year. This election, if 
made for an acquisition, must be made 
for all other acquisitions occurring 
during the same taxable year or initi-
ated in that year and concluded in the 
following year. 

(v) Dispositions. If a U.S. shareholder 
disposes of stock of a foreign or domes-
tic corporation which, by reason of the 
disposition, then ceases to be a related 
controlled foreign corporation or a 
member of the affiliated group (unless 
liquidated or merged into a related cor-
poration), in determining excess re-
lated group indebtedness or excess U.S. 
shareholder indebtedness, the indebted-
ness and assets of the divested corpora-
tion shall be taken into account only 
at the beginning of the disposition year 
and for the relevant preceding years. 
Thus, amounts of indebtedness and as-
sets and the various debt-to-asset ra-
tios of the U.S. shareholder existing at 
the end of the year or relating to fol-
lowing years are not affected by in-
debtedness and assets of the divested 
corporation existing as of dates after 
the beginning of the year. If, however, 
a major disposition is made within the 
first three months of the year and a 
substantial distortion of values for the 
year would otherwise result, the tax-
payer must take into account the aver-
age values of the divested indebtedness 
and assets weighted to reflect the time 
such indebtedness is owed and such as-
sets are held by the taxpayer during 
the year. 

(vi) Election to compute base period ra-
tios by excluding divested corporations. A 
U.S. shareholder may choose, solely for 
purposes of paragraph (e) (9) (v) and 
(vii) of this section, to compute its for-
eign and U.S. base period ratios for the 
disposition year and all subsequent 
years without taking into account the 
indebtedness and asset values of the di-

vested corporation or corporations at 
the beginning of the disposition year 
and in each of the five base years pre-
ceding the disposition year. This elec-
tion, if made for a disposition, must be 
made for all other dispositions occur-
ring during the same taxable year or 
initiated in that year and concluded in 
the following year. 

(vii) Section 355 transactions. A U.S. 
corporation which becomes a separate 
U.S. shareholder as a result of a dis-
tribution of its stock to which section 
355 applies shall be considered— 

(A) As disposed of by the U.S. share-
holder of the affiliated group of which 
the distributing corporation is a mem-
ber, with this disposition subject to the 
rules of paragraphs (e) (9) (v) and (vi) of 
this section; and 

(B) As having the same related group 
debt-to-asset ratio and debt-to-asset 
ratio as the distributing U.S. share-
holder in each year preceding the year 
of distribution for purposes of applying 
this paragraph (e) to the year of 
distibution and subsequent years of the 
distributed corporation. 

(10) Effective date—(i) Taxable years 
beginning after December 31, 1991. The 
provisions of this paragraph (e) apply 
to all taxable years beginning after De-
cember 31, 1991. 

(ii) Taxable years beginning after De-
cember 31, 1987 and before January 1, 
1992. The provisions of § 1.861–10T (e) 
apply to taxable years beginning after 
December 31, 1987, and before January 
1, 1992. The taxpayer may elect to 
apply the provisions of this paragraph 
(e) (in lieu of the provisions of § 1.861– 
10T (e)) for any taxable year beginning 
after December 31, 1987, but this para-
graph (e) must then be applied to all 
subsequent taxable years. 

(11) The following example illustrates 
the provisions of this paragraph (e): 

Example. (i) Facts. X, a domestic corpora-
tion, elects to apply this paragraph (e) to its 
1990 tax year. X has a calendar taxable year 
and apportions its interest expense on the 
basis of the tax book value of its assets. In 
1990, X incurred deductible third-party inter-
est expense of $24,960 on an average amount 
of indebtedness (determined on the basis of 
beginning-of-year and end-of-year amounts) 
of $249,600. X manufactures widgets, all of 
which are sold in the United States. X owns 
all of the stock of Y, a controlled foreign 
corporation that also has a calendar taxable 
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year and is also engaged in the manufacture 
and sale of widgets. Y has no earnings and 
profits or deficit of earnings and profits at-
tributable to taxable years prior to 1987. X’s 
total assets and their average tax book val-
ues (determined on the basis of beginning-of- 
year and end-of-year tax book values) for 
1990 are: 

Asset Average tax 
book value 

Plant and equipment ......................................... $315,000 
Corporate headquarters .................................... 60,000 
Y stock ............................................................... 75,000 
Y note ................................................................ 50,000 

Total .................................................... 500,000 

Y had $25,000 of income before the deduc-
tion of any interest expense. Of this total, 

$5,000 is high withholding tax interest in-
come. The remaining $20,000 is derived from 
widget sales, and constitutes foreign source 
general limitation income. Assume that Y 
has no deductions from gross income other 
than interest expense. During 1990, Y paid 
$5,000 of interest expense to X on the Y note 
and $10,000 of interest expense to third par-
ties, giving Y total interest expense of 
$15,000. X elects pursuant to § 1.861–9T to ap-
portion Y’s interest expense under the gross 
income method prescribed in section 1.861–9T 
(j). 

(ii) Step 1: Using a beginning and end of 
year average, X (the U.S. shareholder) held 
the following average amounts of indebted-
ness of Y and Y had the following average 
asset values: 

1985 1986–88 1989 1990 

(A) Related group indebtedness ........................................................... $11,000 24,000 26,000 50,000 
(B) Average Value of Assets of Related CFC ...................................... 100,000 200,000 200,000 250,000 
(C) Related Group Debt-to-Asset Ratio ................................................ .11 .12 .13 .20 

(1) X’s ‘‘foreign base period ratio’’ for 1990, 
an average of its ratios of related group in-
debtedness to related group assets for 1985 
through 1989, is: 

(.11+.12+.12+.12+.13)/5=.12 

(2) X’s ‘‘allowable related group indebted-
ness’’ for 1990 is: 

$250,000×.12=$30,000. 

(3) X’s ‘‘excess related group indebtedness’’ 
for 1990 is: 

$50,000¥$30,000=$20,000 

X’s related group indebtedness of $50,000 
for 1990 is greater than its allowable related 
group indebtedness of $24,000 for 1989 (assum-
ing a foreign base period ratio in 1989 of .12), 
and X’s related group debt-to-asset ratio for 
1990 is .20, which is greater than the ratio of 
.10 described in paragraph (e)(2)(vii)(B) of 
this section. Therefore, X’s excess related 
group indebtedness for 1990 remains at 
$20,000. 

(iii) Step 2: Using a beginning and end of 
year average, X has the following average 
amounts of U.S. and foreign indebtedness 
and average asset values: 

1985 1986 1987 1988 1989 1990 

(1) .................................. $231,400 225,000 225,000 225,000 220,800 249,600 
(2) .................................. 445,000 450,000 450,000 450,000 460,000 480,000 

(a) 
(3) .................................. .52 .50 .50 .50 .48 .52 

(1) U.S. and foreign indebtedness 
(2) Average value of assets of U.S. share-

holder 
(3) Debt-to-Asset ratio of U.S. shareholder 
(a) [500,000–20,000 (excess related group in-

debtedness determined in Step 1)] 
X’s ‘‘U.S. base period ratio’’ for 1990 is: 

(.52+.50+.50+.50+.48)/5=.50 

X’s ‘‘allowable indebtedness’’ for 1990 is: 

$480,000×.50=$240,000 

X’s ‘‘excess U.S. shareholder indebtedness’’ 
for 1990 is: 

$249,000¥$240,000=$9,600 

X’s debt-to-asset ratio for 1990 is .52, which 
is greater than the ratio of .10 described in 

paragraph (e)(3)(vii) of this section. There-
fore, X’s excess U.S. shareholder indebted-
ness for 1990 remains at $9,600. 

(iv) Step 3: (a) Since X’s excess U.S. share-
holder indebtedness of $9,600 is less than its 
excess related group indebtedness of $20,000, 
X’s allocable related group indebtedness for 
1990 is $9,600. The amount of interest re-
ceived by X during 1990 on allocable related 
group indebtedness is: 

$5,000×$9,600/$50,000=$960 

(b) Therefore, $960 of X’s third party inter-
est expense ($24,960) shall be allocated among 
various separate limitation categories in 
proportion to the relative average amounts 
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of Y obligations held by X in each such cat-
egory. The amount of Y obligations in each 
limitation category is determined in the 
same manner as the stock of Y would be at-
tributed under the rules of § 1.861–12T(c)(3). 
Since Y’s interest expense is apportioned 
under the gross income method prescribed in 
§ 1.861–9T (j), the Y stock must be character-
ized under the gross income method de-
scribed in § 1.861–12T(c)(3)(iii). Y’s gross in-
come net of interest expense is determined 
as follows: 

Foreign source high withholding tax interest 
income 

=$5,000–[($15,000) multiplied by ($5,000)/ 
($5,000+$20,000)] 

=$2,000 
and 

Foreign source general limitation income 
=$20,000–[($15,000) multiplied by ($20,000)/ 

($5,000+$20,000)] 
=$8,000. 

(c) Therefore, $192 [($960×$2,000/ 
($2,000+$8,000)] of X’s third party interest ex-
pense is allocated to foreign source high 
withholding tax interest income and $768 
[$960×$8,000/($2,000+$8,000)] is allocated to for-
eign source general limitation income. 

(v) As a result of these direct allocations, 
for purposes of apportioning X’s remaining 
interest expense under § 1.861–9T, the value of 
X’s assets generating foreign source general 
limitation income is reduced by the prin-
cipal amount of indebtedness the interest on 
which is directly allocated to foreign source 
general limitation income ($7,680), and the 
value of X’s assets generating foreign source 
high withholding tax interest income is re-
duced by the principal amount of indebted-
ness the interest on which is directly allo-
cated to foreign source high withholding tax 
interest income ($1,920), determined as fol-
lows: 

Reduction of X’s assets generating foreign 
source general limitation income: 

X sallocable related group indebtedness
Y s Foreignsourcegeneral itation income

Y s Foreignsource income
'

' lim

'

$9, $8, /($8, $2, ) $7,

×

× + =600 000 000 000 680

Reduction of X’s assets generating foreign 
source high withholding tax interest income: 

X sallocable related group indebtedness

Y s Foreignsource high withholding tax
erest income

Y s Foreignsource income
'

'
int

'

$9, $2, /($8, $2, ) $1,920

×

× + =600 000 000 000

[T.D. 8410, 57 FR 13022, Apr. 15, 1992; 57 FR 28012, June 23, 1992] 

§ 1.861–10T Special allocations of inter-
est expense (temporary regula-
tions). 

(a) In general. This section applies to 
all taxpayers and provides three excep-
tions to the rules of § 1.861–9T that re-
quire the allocation and apportionment 
of interest expense on the basis of all 
assets of all members of the affiliated 
group. Paragraph (b) of this section de-
scribes the direct allocation of interest 
expense to the income generated by 
certain assets that are subject to quali-
fied nonrecourse indebtedness. Para-

graph (c) of this section describes the 
direct allocation of interest expense to 
income generated by certain assets 
that are acquired in integrated finan-
cial transaction. Paragraph (d) of this 
section provides special rules that are 
applicable to all transactions described 
in paragraphs (b) and (c) of this sec-
tion. Paragraph (e) of this section re-
quires the direct allocation of third 
party interest of an affiliated group to 
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such group’s investment in related con-
trolled foreign corporations in cases in-
volving excess related person indebted-
ness (as defined therein). See also 
§ 1.861–9T(b)(5), which requires direct 
allocation of amortizable bond pre-
mium. 

(b) Qualified nonrecourse indebted-
ness—(1) In general. In the case of quali-
fied nonrecourse indebtedness (as de-
fined in paragraph (b)(2) of this sec-
tion), the deduction for interest shall 
be considered directly allocable solely 
to the gross income which the property 
acquired, constructed, or improved 
with the proceeds of the indebtedness 
generates, has generated, or could rea-
sonably be expected to generate. 

(2) Qualified nonrecourse indebtedness 
defined. The term ‘‘qualified non-
recourse indebtedness’’ means any bor-
rowing that is not excluded by para-
graph (b)(4) of this section if: 

(i) The borrowing is specifically in-
curred for the purpose of purchasing, 
constructing, or improving identified 
property that is either depreciable tan-
gible personal property or real prop-
erty with a useful life of more than one 
year or for the purpose of purchasing 
amortizable intangible personal prop-
erty with a useful life of more than one 
year; 

(ii) The proceeds are actually applied 
to purchase, construct, or improve the 
identified property; 

(iii) Except as provided in paragraph 
(b)(7)(ii) (relating to certain third 
party guarantees in leveraged lease 
transactions), the creditor can look 
only to the identified property (or any 
lease or other interest therein) as secu-
rity for payment of the principal and 
interest on the loan and, thus, cannot 
look to any other property, the bor-
rower, or any third party with respect 
to repayment of principal or interest 
on the loan; 

(iv) The cash flow from the property, 
as defined in paragraph (b)(3) of this 
section, is reasonably expected to be 
sufficient in the first year of ownership 
as well as in each subsequent year of 
ownership to fulfill the terms and con-
ditions of the loan agreement with re-
spect to the amount and timing of pay-
ments of interest and original issue 
discount and periodic payments of 
principal in each such year; and 

(v) There are restrictions in the loan 
agreement on the disposal or use of the 
property consistent with the assump-
tions described in subdivisions (iii) and 
(iv) of this paragraph (b)(2). 

(3) Cash flow defined—(i) In general. 
The term ‘‘cash flow from the prop-
erty’’ as used in paragraph (b)(2)(iv) of 
this section means a stream of revenue 
(as computed under paragraph (b)(3)(ii) 
of this section) substantially all of 
which derives directly from the prop-
erty. The phrase ‘‘cash flow from the 
property’’ does not include revenue if a 
significant portion thereof is derived 
from activities such as sales, labor, 
services, or the use of other property. 
Thus, revenue derived from the sale or 
lease of inventory or of similar prop-
erty does not constitute cash flow from 
the property, including plant or equip-
ment used in the manufacture and sale 
or lease, or purchase and sale or lease, 
of such inventory or similar property. 
In addition, revenue derived in part 
from the performance of services that 
are not ancillary and subsidiary to the 
use of property does not constitute 
cash flow from the property. 

(ii) Self-constructed assets. The activi-
ties associated with self-construction 
of assets shall be considered to con-
stitute labor or services for purposes of 
paragraph (b)(3)(i) only if the self-con-
structed asset— 

(A) Is constructed for the purpose of 
resale, or 

(B) Without regard to purpose, is sold 
to an unrelated person within one year 
from the date that the property is 
placed in service for purposes of sec-
tion 167. 

(iii) Computation of cash flow. Cash 
flow is computed by subtracting cash 
disbursements excluding debt service 
from cash receipts. 

(iv) Analysis of operating costs. [Re-
served] 

(v) Examples. The principles of this 
paragraph may be demonstrated by the 
following examples. 

Example 1. In 1987, X borrows $100,000 in 
order to purchase an apartment building, 
which X then purchases. The loan is secured 
only by the building and the leases thereon. 
Annual debt service on the loan is $12,000. 
Annual gross rents from the building are 
$20,000. Annual taxes on the building are 
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$2,000. Other expenses deductible under sec-
tion 162 are $2,000. Rents are reasonably ex-
pected to remain stable or increase in subse-
quent years, and taxes and expenses are rea-
sonably expected to remain proportional to 
gross rents in subsequent years. X provides 
security, maintenance, and utilities to the 
tenants of the building. Based on facts and 
circumstances, it is determined that, al-
though services are provided to tenants, 
these services are ancillary and subsidiary to 
the occupancy of the apartments. Accord-
ingly, the case flow of $16,000 is considered to 
constitute a return from the property. Fur-
thermore, such cash flow is sufficient to ful-
fill the terms and conditions of the loan 
agreement as required by paragraph 
(b)(2)(iii). 

Example 2. In 1987, X borrows funds in order 
to purchase a hotel, which X then purchases 
and operates. The loan is secured only by the 
hotel. Based on facts and circumstances, it is 
determined that the operation of the hotel 
involves services the value of which is sig-
nificant in relation to amounts paid to oc-
cupy the rooms. Thus, a significant portion 
of the cash flow is derived from the perform-
ance of services incidental to the occupancy 
of hotel rooms. Accordingly, the cash flow 
from the hotel is considered not to con-
stitute a return on or from the property. 

Example 3. In 1987, X borrows funds in order 
to build a factory, which X then builds and 
operates. The loan is secured only by the fac-
tory and the equipment therein. Based on 
the facts and circumstances, it is determined 
that the operation of the factory involves 
significant expenditures for labor and raw 
materials. Thus, a significant portion of the 
cash flow is derived from labor and the proc-
essing of raw materials. Accordingly, the 
cash flow from the factory is considered not 
to constitute a return on or from the prop-
erty. 

(4) Exclusions. The term ‘‘qualified 
nonrecourse indebtedness’’ shall not in-
clude any transaction that— 

(i) Lacks economic significance with-
in the meaning of paragraph (b)(5) of 
this section; 

(ii) Involves cross collateralization 
within the meaning of paragraph (b)(6) 
of this section; 

(iii) Except in the case of a leveraged 
lease described in paragraph (b)(7)(ii) of 
this section, involves credit enhance-
ment within the meaning of paragraph 
(b)(7) of this section or, with respect to 
loans made on or after October 14, 1988, 
does not under the terms of the loan 
documents, prohibit the acquisition by 
the holder of bond insurance or similar 
forms of credit enhancement; 

(iv) Involves the purchase of inven-
tory; 

(v) Involves the purchase of any fi-
nancial asset, including stock in a cor-
poration, an interest in a partnership 
or a trust, or the debt obligation of any 
obligor (although interest incurred in 
order to purchase certain financial in-
struments may qualify for direct allo-
cation under paragraph (c) of this sec-
tion); 

(vi) Involves interest expense that 
constitutes qualified residence interest 
as defined in section 163(h)(3); or 

(vii) [Reserved] 
(5) Economic significance. Indebtedness 

that otherwise qualifies under para-
graph (b)(2) shall nonetheless be sub-
ject to apportionment under § 1.861–9T 
if, taking into account all the facts and 
circumstances, the transaction (includ-
ing the security arrangement) lacks 
economic significance. 

(6) Cross collateralization. The term 
‘‘cross collateralization’’ refers to the 
pledge as security for a loan of— 

(i) Any asset of the borrower other 
than the identified property described 
in paragraph (b)(2) of this section, or 

(ii) Any asset belonging to any re-
lated person, as defined in § 1.861– 
8T(c)(2). 

(7) Credit enhancement—(i) In general. 
Except as provided in paragraph 
(b)(7)(ii) of this section, the term 
‘‘credit enhancement’’ refers to any de-
vice, including a contract, letter of 
credit, or guaranty, that expands the 
creditor’s rights, directly or indirectly, 
beyond the identified property pur-
chased, constructed, or improved with 
the funds advanced and, thus effec-
tively provides as security for a loan 
the assets of any person other than the 
borrower. The acquisition of bond in-
surance or any other contract of 
suretyship by an initial or subsequent 
holder of an obligation shall constitute 
credit enhancement. 

(ii) Special rule for leveraged leases. 
For purposes of this paragraph (b), the 
term ‘‘credit enhancement’’ shall not 
include any device under which any 
person that is not a related person 
within the meaning of § 1.861–8T(c)(2) 
agrees to guarantee, without recourse 
to the lessor or any person related to 
the lessor, a lessor’s payment of prin-
cipal and interest on indebtedness that 
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was incurred in order to purchase or 
improve an asset that is depreciable 
tangible personal property or depre-
ciable tangible real property (and the 
land on which such real property is sit-
uated) that is leased to a lessee that is 
not a related person in a transaction 
that constitutes a lease for federal in-
come tax purposes. 

(iii) Syndication of credit risk and sale 
of loan participations. The term ‘‘syn-
dication of credit risk’’ refers to an ar-
rangement in which one primary lender 
secures the promise of a secondary 
lender to bear a portion of the primary 
lender’s credit risk on a loan. The term 
‘‘sale of loan participations’’ refers to 
an arrangement in which one primary 
lender divides a loan into several por-
tions, sells and assigns all rights with 
respect to one or more portions to par-
ticipating secondary lenders, and does 
not remain at risk in any manner with 
respect to the portion assigned. For 
purposes of this paragraph (b), the syn-
dication of credit risk shall constitute 
credit enhancement because the pri-
mary lender can look to secondary 
lenders for payment of the loan, not-
withstanding limitations on the 
amount of the secondary lender’s li-
ability. Conversely, the sale of loan 
participations does not constitute cred-
it enhancement, because the holder of 
each portion of the loan can look solely 
to the asset securing the loan and not 
to the credit or other assets of any per-
son. 

(8) Other arrangements that do not con-
stitute cross collateralization or credit en-
hancement. For purposes of paragraphs 
(b) (6) and (7) of this section, the fol-
lowing arrangements do not constitute 
cross collateralization or credit en-
hancement: 

(i) Integrated projects. A taxpayer’s 
pledge of multiple assets of an inte-
grated project, provided that the inte-
grated project. An integrated project 
consists of functionally related and 
geographically contiguous assets that, 
as to the taxpayer, are used in the 
same trade or business. 

(ii) Insurance. A taxpayer’s purchase 
of third-party casualty and liability in-
surance on the collateral or, by con-
tract, bearing the risk of loss associ-
ated with destruction of the collateral 

or with respect to the attachment of 
third party liability claims. 

(iii) After-acquired property. Extension 
of a creditor’s security interest to im-
provements made to the collateral, 
provided that the extension does not 
constitute excess collateralization 
under paragraph (b)(6), determined by 
taking into account the value of im-
provements at the time the improve-
ments are made and the value of the 
original property at the time the loan 
was made. 

(iv) Warranties of completion and main-
tenance. A taxpayer’s warranty to a 
creditor that it will complete construc-
tion or manufacture of the collateral 
or that it will maintain the collateral 
in good condition. 

(v) Substitution of collateral. A tax-
payer’s right to substitute collateral 
under any loan contract. However, 
after the right is exercised, the loan 
shall no longer constitute qualified 
nonrecourse indebtedness. 

(9) Refinancings. If a taxpayer refi-
nances qualified nonrecourse indebted-
ness (as defined in paragraph (b)(2) of 
this section) with new indebtedness, 
such new indebtedness shall continue 
to qualify only if— 

(i) The principal amount of the new 
indebtedness does not exceed by more 
than five percent the remaining prin-
cipal amount of the original indebted-
ness, 

(ii) The term of the new indebtedness 
does not exceed by more than six 
months the remaining term of the 
original indebtedness, and 

(iii) The requirements of this para-
graph (other than those of paragraph 
(b)(2) (i) and (ii) of this section) are sat-
isfied at the time of the refinancing, 
and the exclusions contained in this 
paragraph (b)(4) do not apply. 

(10) Post-construction permanent fi-
nancing. Financing that is obtained 
after the completion of constructed 
property will be deemed to satisfy the 
requirements of paragraph (b)(2) (i) and 
(ii) of this section if— 

(i) The financing is obtained within 
one year after the constructed property 
or substantially all of a constructed in-
tegrated project (as defined in para-
graph (b)(9)(i) of this section) is placed 
in service for purposes of section 167; 
and 
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(ii) The financing does not exceed the 
cost of construction (including con-
struction period interest). 

(11) Assumptions of pre-existing quali-
fied nonrecourse indebtedness. If a trans-
feree of property that is subject to 
qualified nonrecourse indebtedness as-
sumes such indebtedness, the indebted-
ness shall continue to constitute quali-
fied nonrecourse indebtedness, pro-
vided that the assumption in no way 
alters the qualified status of the debt. 

(12) Excess collateralization. [Reserved] 
(c) Direct allocations in the case of cer-

tain integrated financial transactions—(1) 
General rule. Interest expense incurred 
on funds borrowed in connection with 
an integrated financial transaction (as 
defined in paragraph (c)(2) of this sec-
tion) shall be directly allocated to the 
income generated by the investment 
funded with the borrowed amounts. 

(2) Definition. The term ‘‘integrated 
financial transaction’’ refers to any 
transaction in which— 

(i) The taxpayer— 
(A) Incurs indebtedness for the pur-

pose of making an identified term in-
vestment, 

(B) Identifies the indebtedness as in-
curred for such purpose at the time the 
indebtedness is incurred, and 

(C) Makes the identified term invest-
ment within ten business days after in-
curring the indebtedness; 

(ii) The return on the investment is 
reasonably expected to be sufficient 
throughout the term of the investment 
to fulfill the terms and conditions of 
the loan agreement with respect to the 
amount and timing of payments of 
principal and interest or original issue 
discount; 

(iii) The income constitutes interest 
or original issue discount or would con-
stitute income equivalent to interest if 
earned by a controlled foreign corpora-
tion (as described in § 1.954–2T(h)); 

(iv) The debt incurred and the invest-
ment mature within ten business days 
of each other; 

(v) The investment does not relate in 
any way to the operation of, and is not 
made in the normal course of, the trade 
or business of the taxpayer or any re-
lated person, including the financing of 
the sale of goods or the performance of 
services by the taxpayer or any related 
person, or the compensation of the tax-

payer’s employees (including any con-
tribution or loan to an employee stock 
ownership plan (as defined in section 
4975(e)(7)) or other plan that is quali-
fied under section 401(a)); and 

(vi) The borrower does not constitute 
a financial services entity (as defined 
in section 904 and the regulations 
thereunder). 

(3) Rollovers. In the event that a tax-
payer sells of otherwise liquidates an 
investment described in paragraph 
(c)(2) of this section, the interest ex-
pense incurred on the borrowing shall, 
subsequent to that liquidation, no 
longer qualify for direct allocation 
under this paragraph (c). 

(4) Examples. The principles of this 
paragraph (c) may be demonstrated by 
the following examples. 

Example 1. X is a manufacturer and does 
not constitute a financial services entity as 
defined in the regulations under section 904. 
On January 1, 1988, X borrows $100 for 6 
months at an annual interest rate of 10 per-
cent. X identifies on its books and records by 
the close of that day that the indebtedness is 
being incurred for the purpose of making an 
investment that is intended to qualify as an 
integrated financial transaction. On January 
5, 1988, X uses the proceeds to purchase a 
portfolio of stock that approximates the 
composition of the Standard & Poor’s 500 
Index. On that day, X also enters into a for-
ward sale contract that requires X to sell the 
stock on June 1, 1988 for $110. X identifies on 
its books and records by the close of January 
5, 1988, that the portfolio stock purchases 
and the forward sale contract constitute part 
of the integrated financial transaction with 
respect to which the identified borrowing 
was incurred. Under § 1.954–2T(h), the income 
derived from the transaction would con-
stitute income equivalent to interest. As-
suming that the return on the investment to 
be derived on June 1, 1988, will be sufficient 
to pay the interest due on June 1, 1988, the 
interest on the borrowing is directly allo-
cated to the gain from the investment. 

Example 2. X does not constitute a finan-
cial services entity as defined in the regula-
tions under section 904. X is in the business 
of, among other things, issuing credit cards 
to consumers and purchasing from mer-
chants who accept the X card the receivables 
of consumers who make purchases with the 
X card. X borrows from Y in order to pur-
chase X credit card receivables from Z, a 
merchant. Assuming that the Y borrowing 
satisfies the other requirements of paragraph 
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(c)(2) of this section, the transaction none-
theless cannot constitute an integrated fi-
nancial transaction because the purchase re-
lates to the operation of X’s trade or busi-
ness. 

Example 3. Assume the same facts as in Ex-
ample 2, except that X borrows in order to 
purchase the receivables of A, a merchant 
who does not accept the X card and is not 
otherwise engaged directly or indirectly in 
any business transaction with X. Because 
the borrowing is not related to the operation 
of X’s trade or business, the borrowing may 
qualify as an integrated financial trans-
action if the other requirements of para-
graph (c)(2) of this section are satisfied. 

(d) Special rules. In applying para-
graphs (b) and (c) of this section, the 
following special rules shall apply. 

(1) Related person transactions. The 
rules of this section shall not apply to 
the extent that any transaction— 

(i) Involves either indebtedness be-
tween related persons (as defined in 
section § 1.861–8T(c)(2)) or indebtedness 
incurred from unrelated persons for the 
purpose of purchasing property from a 
related person; or 

(ii) Involves the purchase of property 
that is leased to a related person (as 
defined in § 1.861–8T(c)(2)) in a trans-
action described in paragraph (b) of 
this section. If a taxpayer purchases 
property and leases such property in 
whole or in part to a related person, a 
portion of the interest incurred in con-
nection with such an acquisition, based 
on the ratio that the value of the prop-
erty leased to the related person bears 
to the total value of the property, shall 
not qualify for direct allocation under 
this section. 

(2) Consideration of assets or income to 
which interest is directly allocated in ap-
portioning other interest expense. In ap-
portioning interest expense under 
§ 1.861–9T, the year-end value of any 
asset to which interest expense is di-
rectly allocated under this section dur-
ing the current taxable year shall be 
reduced to the extent provided in 
§ 1.861–9T(g)(2)(iii) to reflect the portion 
of the principal amount of the indebt-
edness outstanding at year-end relat-
ing to the interest which is directly al-
located. A similar adjustment shall be 
made to the end-of-year value of assets 
for the prior year for purposes of deter-
mining the beginning-of-year value of 
assets for the current year. These ad-
justments shall be made prior to aver-

aging beginning-of-year and end-of- 
year values pursuant to § 1.861–9T(g)(2). 
In apportioning interest expense under 
the modified gross income method, 
gross income shall be reduced by the 
amount of income to which interest ex-
pense is directly allocated under this 
section. 

(e) Treatment of certain related con-
trolled foreign corporation indebtedness— 
(1) In general. In taxable years begin-
ning after 1987, if a United States 
shareholder has incurred substantially 
disproportionate indebtedness in rela-
tion to the indebtedness of its related 
controlled foreign corporations so that 
such corporations have excess related 
person indebtedness (as determined 
under step 4 in subdivision (iv) of this 
paragraph (e)(1), the third party inter-
est expense of the related United 
States shareholder (excluding amounts 
allocated under paragraphs (b) and (c)) 
in an amount equal to the interest in-
come received on such excess related 
person indebtedness shall be allocated 
to gross income in the various separate 
limitation categories described in sec-
tion 904(d)(1) in the manner prescribed 
in step 6 in subdivision (vi) of this 
paragraph (e)(1). This computation 
shall be performed as follows. 

(i) Step 1: Compute the debt-to-asset 
ratio of the related United States share-
holder. The debt-to-asset ratio of the 
related United States shareholder is 
the ratio between— 

(A) The average month-end debt level 
of the related United States share-
holder taking into account debt owing 
to any obligee who is not a related per-
son as defined in section § 1.861–8T(c)(2), 
and 

(B) The value of assets (tax book or 
fair market) of the related United 
States shareholder including stock-
holdings and obligations of related con-
trolled foreign corporations but exclud-
ing stockholdings and obligations of 
members of the affiliated group (as de-
fined in § 1.861–11T(d)). 

(ii) Step 2: Compute aggregate debt-to- 
asset ratio of all related controlled foreign 
corporations. The aggregate debt-to- 
asset ratio of all related controlled for-
eign corporations is the ratio be-
tween— 
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(A) The average aggregate month-end 
debt level of all related controlled for-
eign corporations for their taxable 
years ending during the related United 
States shareholder’s taxable year tak-
ing into account only indebtedness 
owing to persons other than the related 
United States shareholder or the re-
lated United States shareholder’s other 
related controlled foreign corporations 
(‘‘third party indebtedness’’), and 

(B) The aggregate value (tax book or 
fair market) of the assets of all related 
controlled foreign corporations for 
their taxable years ending during the 
related United States shareholder’s 
taxable year excluding stockholdings 
in and obligations of the related United 
States shareholder or the related 
United States shareholder’s other re-
lated controlled foreign corporations. 

(iii) Step 3: Compute aggregate related 
person debt of all related controlled for-
eign corporations. This amount equals 
the average aggregate month-end debt 
level of all related controlled foreign 
corporations for their taxable years 
ending with or within the related 
United States shareholder’s taxable 
year, taking into account only debt 
which is owned to the related United 
States shareholder (‘‘related person in-
debtedness’’). 

(iv) Step 4: Computation of excess re-
lated person indebtedness and computa-
tion of the income therefrom—(A) General 
rule. If the ratio computed under step 2 
is less than applicable percentage of 
the ratio computed under step 1, the 
taxpayer shall add to the aggregate 
third party indebtedness of all related 
controlled foreign corporations deter-
mined under paragraph (e)(1)(ii)(A) of 
this section that portion of the related 
person indebtedness computed under 
step 3 that, when combined with the 
aggregate third party indebtedness of 
all controlled foreign corporations, 

makes the ratio computed under step 2 
equal to applicable percentage of the 
ratio computed under step 1. The 
amount of aggregate related person 
debt that is so added to the aggregate 
third party debt of related controlled 
foreign corporations is considered to 
constitute excess related person in-
debtedness. For purposes of this para-
graph (e)(1)(iv)(A), the term ‘‘applica-
ble percentage’’ means the designated 
percentages for taxable years begin-
ning during the following calendar 
years: 

Taxable years beginning in 
Applica-
ble per-
centage 

1988 ......................................................................... 50 
1989 ......................................................................... 65 
1990 and thereafter ................................................. 80 

(B) Elective quadratic formula. In cal-
culating the amount of excess related 
party indebtedness of related con-
trolled foreign corporations, the United 
States shareholder’s debt-to-asset ratio 
may be adjusted to reflect the amount 
by which its debt and assets would be 
reduced had the related controlled for-
eign corporations incurred the excess 
related party indebtedness directly to 
third parties. In such case, the ratio 
computed in Step 1 is adjusted to re-
flect a reduction of both portions of the 
ratio by the amount of excess related 
person indebtedness as computed under 
this paragraph (e)(1)(ii)(A). Excess re-
lated person indebtedness may be com-
puted under the following formula, 
under which excess related person in-
debtedness equals the smallest positive 
amount (not exceeding the aggregate 
amount of related controlled foreign 
corporation indebtedness) that is a so-
lution to the following formula (with X 
equalling the amount of excess related 
person indebtedness): 

Aggregate third party debt of
related US shareholder

US shareholder assets
 percentag

for year =

Aggregate third party debt
of related CFCs + X

Related CFC assets

−
−

×X

X
Applicable e
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Guidance concerning the solution of 
this equation is set forth in Example (2) 
of § 1.861–12(k). 

(C) Computation of interest income re-
ceived on excess related party indebted-
ness. The amount of interest income re-
ceived on excess related person indebt-
edness equals the total interest income 
on related person indebtedness derived 
by the related United States share-
holder during the taxable year multi-
plied by the ratio of excess related per-
son indebtedness over the aggregate re-
lated person indebtedness for the tax-
able year. 

(v) Step 5: Determine the aggregate 
amount of related controlled foreign cor-
poration obligations held by the related 
United States shareholder in each limita-
tion category. The aggregate amount of 
related controlled foreign corporation 
obligations held by the related United 
States shareholder in each limitation 
category equals the sum of the value of 
all such obligations in each limitation 
category. Solely for purposes of this 
paragraph (e)(1)(v), each debt obliga-
tion in a related controlled foreign cor-
poration held by a related United 
States shareholder shall be attributed 
to separate limitation categories in the 
same manner as the stock of the obli-
gor would be attributed under the rules 
of § 1.861–12T(c)(3), whether or nor such 
stock is held directly by such related 
United States shareholder. 

(vi) Step 6: Direct allocation of United 
States shareholder third party interest ex-
pense. Third party interest expense of 
the related United States shareholder 
equal to the amount of interest income 
received on excess related person in-
debtedness as determined in step 4 
shall be allocated among the various 
separate limitation categories in pro-
portion to the relative aggregate 
amount of related controlled foreign 
corporation obligations held by the re-
lated United States shareholder in each 
such category, as determined under 
step 5. The remaining portion of third 
party interest expense will be appor-
tioned as provided in §§ 1.861–8T 
through 1.861–13T, excluding this para-
graph. 

(2) Definitions—(i) United States share-
holder. For purposes of this paragraph, 
the term ‘‘United States shareholder’’ 
has the same meaning as defined by 

section 957, except that, in the case of 
a United States shareholder that is a 
member an affiliated group (as defined 
in § 1.861–11T(d)), the entire affiliated 
group shall be considered to constitute 
a single United States shareholder. The 
term ‘‘related United States share-
holder’’ is the United States share-
holder (as defined in this paragraph 
(e)(2)(i)) with respect to which related 
controlled foreign corporations (as de-
fined in paragraph (e)(2)(ii) of this sec-
tion) are related within the meaning of 
that paragraph. 

(ii) Related controlled foreign corpora-
tion. For purposes of this section, the 
term ‘‘related controlled foreign cor-
poration’’ means any controlled foreign 
corporation which is a related person 
(as defined in § 1.861–8T(c)(2)) to a 
United States shareholder (as defined 
paragraph (e)(2)(i) of this section). 

(iii) Value of assets and amount of li-
abilities. For purposes of this section, 
the value of assets is determined under 
§ 1.861–9T(g). Thus, in the case of assets 
that are denominated in foreign cur-
rency, the average of the beginning-of- 
year and end-of-year values is deter-
mined in foreign currency and trans-
lated into dollars using exchange rates 
on the last day of the related United 
States shareholder’s taxable year. In 
the case of liabilities that are denomi-
nated in foreign currency, the average 
month-end debt level of such liabilities 
is determined in foreign currency and 
then translated into dollars using ex-
change rates on the last day of the re-
lated United States shareholder’s tax-
able year. 

(3) Treatment of certain stock. To the 
extent that there is insufficient related 
person indebtedness of all related con-
trolled foreign corporations under step 
3 in paragraph (e)(1)(iii) of this section 
to achieve as equal ratio in step 4 of 
paragraph (e)(1)(iv) of this section, cer-
tain stock held by the related United 
States shareholder will be treated as 
related person indebtedness. Such 
stock includes— 

(i) Any stock in the related con-
trolled foreign corporation that is 
treated in the same manner as debt 
under the law of any foreign country 
that grants a deduction for interest or 
original issue discount relating to such 
stock, and 
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(ii) Any stock in a related controlled 
foreign corporation that has made 
loans to, or held stock described in this 
paragraph (e)(3) in, another related 
controlled foreign corporation. How-
ever, such stock shall be treated as re-
lated person indebtedness only to the 
extent of the principal amount of such 
loans. 
For purposes of computing income 
from excess related person indebted-
ness in step 4 of paragraph (e)(1)(iv) of 
this section, stock that is treated 
under this paragraph as related person 
indebtedness shall be considered to 
yield interest in an amount equal to 
the interest that would be computed on 
an equal amount of indebtedness under 
section 1274. Only dividends actually 
paid thereon shall be included in gross 
income for other purposes. 

(4) Adjustments to assets in appor-
tioning other interest expense. In appor-
tioning interest expense under § 1.861– 
9T, the value of assets in each separate 
limitation category for the taxable 
year as determined under § 1.861– 
9T(g)(3) shall be reduced (but not below 
zero) by the principal amount of third 
party indebtedness of the related 
United States shareholder the interest 
expense on which is allocated to each 
such category under paragraph (e)(1) of 
this section. 

(5) Exceptions—(i) Per company rule. 
If— 

(A) A related controlled foreign cor-
poration with obligations owing to a 
related United States shareholder has a 
greater proportion of passive assets 
than the proportion of passive assets 
held by the related United States 
shareholder, 

(B) Such passive assets are held in 
liquid or short term investments, and 

(C) There are frequent cash transfers 
between the related controlled foreign 
corporation and the related United 
States shareholder, 
the Commissioner, in his discretion, 
may choose to exclude such a corpora-
tion from other related controlled for-
eign corporations in the application of 
the rules of this paragraph (e). 

(ii) Aggregate rule. If it is determined 
that, in aggregate, the application of 
the rules of this paragraph (e) increases 
a taxpayer’s foreign tax credit as deter-
mined under section 901(a), the Com-

missioner, in his discretion, may 
choose not to apply the rules of this 
paragraph. If the Commissioner exer-
cises discretion under this paragraph 
(e)(5)(ii), then paragraph (e) shall not 
apply to any extent to any interest ex-
pense of the taxpayer. 

[T.D. 8228, 53 FR 35485, Sept. 14, 1988] 

§ 1.861–11 Special rules for allocating 
and apportioning interest expense 
of an affiliated group of corpora-
tions. 

(a)–(c) [Reserved]. For further guid-
ance, see § 1.861–11T(a) through (c). 

(d) Definition of affiliated group—(1) 
General rule. For purposes of this sec-
tion, in general, the term affiliated 
group has the same meaning as is given 
that term by section 1504, except that 
section 936 corporations are also in-
cluded within the affiliated group to 
the extent provided in paragraph (d)(2) 
of this section. Section 1504(a) defines 
an affiliated group as one or more 
chains of includible corporations con-
nected through 80-percent stock owner-
ship with a common parent corporation 
which is an includible corporation (as 
defined in section 1504(b)). In the case 
of a corporation that either becomes or 
ceases to be a member of the group 
during the course of the corporation’s 
taxable year, only the interest expense 
incurred by the group member during 
the period of membership shall be allo-
cated and apportioned as if all mem-
bers of the group were a single corpora-
tion. In this regard, assets held during 
the period of membership shall be 
taken into account. Other interest ex-
pense incurred by the group member 
during its taxable year but not during 
the period of membership shall be allo-
cated and apportioned without regard 
to the other members of the group. 

(2) Inclusion of section 936 corpora-
tions—(i) Rule—(A) In general. Except as 
otherwise provided in paragraph 
(d)(2)(i)(B) of this section, the exclu-
sion of section 936 corporations from 
the affiliated group under section 
1504(b)(4) does not apply for purposes of 
this section. Thus, a section 936 cor-
poration that meets the ownership re-
quirements of section 1504(a) is a mem-
ber of the affiliated group. 

(B) Exception for purposes of alter-
native minimum tax. The exclusion from 
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the affiliated group of section 936 cor-
porations under section 1504(b)(4) shall 
be operative for purposes of the appli-
cation of this section solely in deter-
mining the amount of foreign source 
alternative minimum taxable income 
within each separate category and the 
alternative minimum tax foreign tax 
credit pursuant to section 59(a). Thus, 
a section 936 corporation that meets 
the ownership requirements of section 
1504(a) is not a member of the affiliated 
group for purposes of determining the 
amount of foreign source alternative 
minimum taxable income within each 
separate category and the alternative 
minimum tax foreign tax credit pursu-
ant to section 59(a). 

(ii) Section 936 corporation defined. For 
purposes of this section, § 1.861–9, and 
§ 1.861–14, the term section 936 corpora-
tion means, for any taxable year, a cor-
poration with an election in effect to 
be eligible for the credit provided 
under section 936(a)(1) or section 30A 
for the taxable year. 

(iii) Example. This example illus-
trates the provisions of paragraph 
(d)(2)(i) of this section: 

Example—(A) Facts. X owns all of the stock 
of Y. XY constitutes an affiliated group of cor-
porations within the meaning of section 1504(a) 
and uses the tax book value method of appor-
tionment. In 2000, Y owns all of the stock of Z, 
a section 936 corporation. Z manufactures widg-
ets in Puerto Rico. Y purchases these widgets 
and markets them exclusively in the United 
States. Of the three corporations, only Z has 
foreign source income, which includes both 
qualified possessions source investment income 
and general limitation income. For purposes of 
section 904, Z’s qualified possessions source in-
vestment income constitutes foreign source pas-
sive income. In computing the section 30A ben-
efit, Y and Z have elected the cost sharing 
method. Of the three corporations, only X has 
debt and, thus, only X incurs interest expense. 
(B) Analysis for regular tax. Assume first that 
X has no alternative minimum tax liability. 
Under paragraph (d)(2) of this section, Z is 
treated as a member of the XY affiliated 
group for purposes of allocating and appor-
tioning interest expense for regular tax pur-
poses. As provided in § 1.861–11T(b)(2), section 
864(e)(1) and (5) do not apply in computing 
the combined taxable income of Y and Z 
under section 936, but these rules do apply in 
computing the foreign source taxable income 
of the XY affiliated group. The effect of in-
cluding Z in the affiliated group is that X, 
the only debtor corporation in the group, 
must, under the asset method described in 

§ 1.861–9T(g), apportion a part of its interest 
expense to foreign source passive income and 
foreign source general limitation income. 
This is because the assets of Z that generate 
qualified possessions source investment in-
come and general limitation income are in-
cluded in computing the group apportion-
ment fractions. The result is that, under sec-
tion 904(f), X has an overall foreign loss in 
both the passive and general limitation cat-
egories, which currently offsets domestic in-
come and must be recaptured against any 
subsequent years’ foreign passive income and 
general limitation income, respectively, 
under the rules of that section. 

(C) Analysis for alternative minimum tax. As-
sume, alternatively, that X is liable to pay 
the alternative minimum tax. Pursuant to 
section 59(a), X must compute its alternative 
minimum tax foreign tax credit as if section 
904 were applied on the basis of alternative 
minimum taxable income instead of taxable 
income. Under paragraph (d)(2)(i)(B) of this 
section, for purposes of the apportionment of 
interest expense in determining alternative 
minimum taxable income within each limi-
tation category, Z is not considered a mem-
ber of the XY affiliated group. Thus, the 
stock (and not the assets) of Z are included 
in computing the group apportionment frac-
tions. Pursuant to sections 
59(g)(4)(C)(iii)(IV), 861(a)(2)(A), and 862(a)(2), 
dividends paid by a section 936 corporation 
are foreign source income subject to a sepa-
rate foreign tax credit limitation for alter-
native minimum tax purposes. Thus, under 
§ 1.861–9T(g)(3), the stock of Z must be con-
sidered attributable solely to the statutory 
grouping consisting of foreign source divi-
dends from Z. The effect of excluding Z from 
the affiliated group is that X must apportion 
a part of its interest expense to the separate 
category for foreign source dividends from Z 
in computing alternative minimum taxable 
income within each separate category. If, as 
a result, under section 904(f), X has a sepa-
rate limitation loss or an overall foreign loss 
in the category for dividends from Z for al-
ternative minimum tax purposes, then that 
loss must be allocated against X’s other in-
come (separate limitation or United States 
source, as the case may be). The loss must be 
recaptured in subsequent years under the 
rules of section 904(f) for purposes of the al-
ternative minimum tax foreign tax credit. 
* * * 

(iv) Effective date. This paragraph 
(d)(2) applies to taxable years begin-
ning after December 31, 1989. 

(d)(3)–(6) [Reserved]. For further 
guidance, see § 1.861–11T(d)(3) through 
(6). 

(7) Special rules for the application of 
§ 1.861–11T(d)(6). The attribution rules 
of section 1563(e) and the regulations 
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under that section shall apply in deter-
mining indirect ownership under 
§ 1.861–11T(d)(6). The Commissioner 
shall have the authority to disregard 
trusts, partnerships, and pass-through 
entities that break affiliated status. 
Corporations described in § 1.861– 
11T(d)(6) shall be considered to con-
stitute members of an affiliated group 
that does not file a consolidated return 
and shall therefore be subject to the 
limitations imposed under § 1.861– 
11T(g). The affiliated group filing a 
consolidated return shall be considered 
to constitute a single corporation for 
purposes of applying the rules of § 1.861– 
11T(g). For taxable years beginning 
after December 31, 1989, § 1.861– 
11T(d)(6)(i) shall not apply in deter-
mining foreign source alternative min-
imum taxable income within each sep-
arate category and the alternative 
minimum tax foreign tax credit pursu-
ant to section 59(a) to the extent that 
such application would result in the in-
clusion of a section 936 corporation 
within the affiliated group. This para-
graph (d)(7) applies to taxable years be-
ginning after December 31, 1986. 

(e)–(g) [Reserved]. For further guid-
ance, see § 1.861–11T(e) through (g). 

[T.D. 8916, 66 FR 273, Jan. 3, 2001] 

§ 1.861–11T Special rules for allocating 
and apportioning interest expense 
of an affiliated group of corpora-
tions (temporary regulations.) 

(a) In general. Sections 1.861–9T, 1.861– 
10T, 1.861–12T, and 1.861–13T provide 
rules that are generally applicable in 
apportioning interest expense. The 
rules of this section relate to affiliated 
groups of corporations and implement 
section 864(e) (1) and (5), which requires 
affiliated group allocation and appor-
tionment of interest expense. The rules 
of this section apply to taxable years 
beginning after December 31, 1986, ex-
cept as otherwise provided in § 1.861– 
13T. Paragraph (b) of this section de-
scribes the scope of the application of 
the rule for the allocation and appor-
tionment of interest expense of affili-
ated groups of corporations, which is 
contained in paragraph (c) of this sec-
tion. Paragraph (d) of this section sets 
forth the definition of the term ‘‘affili-
ated group’’ for purposes of this sec-
tion. Paragraph (e) describes the treat-

ment of loans between members of an 
affiliated group. Paragraph (f) of this 
section provides rules concerning the 
affiliated group allocation and appor-
tionment of interest expense in com-
puting the combined taxable income of 
a FSC or DISC and its related supplier. 
Paragraph (g) of this section describes 
the treatment of losses caused by ap-
portionment of interest expense in the 
case of an affiliated group that does 
not file a consolidated return. 

(b) Scope of application—(1) Applica-
tion of section 864(e) (1) and (5) (con-
cerning the definition and treatment of 
affiliated groups). Section 864(e) (1) and 
(5) and the portions of this section im-
plementing section 864(e) (1) and (5) 
apply to the computation of foreign 
source taxable income for purposes of 
section 904 (relating to various limita-
tions on the foreign tax credit). Sec-
tion 904 imposes separate foreign tax 
credit limitations on passive income, 
high withholding interest income, fi-
nancial services income, shipping in-
come, income consisting of dividends 
from each noncontrolled section 902 
corporation, income consisting of divi-
dends from a DISC or former DISC, 
taxable income attributable to foreign 
trade income within the meaning of 
section 923(b), distributions from a FSC 
or former FSC, and all other forms of 
foreign source income not enumerated 
above (‘‘general limitation income’’). 
Section 864(e) (1) and (5) and the por-
tions of this section implementing sec-
tion 864(e) (1) and (5) also apply in con-
nection with section 907 to determine 
reductions in the amount allowed as a 
foreign tax credit under section 901. 
Section 864(e) (1) and (5) and the por-
tions of this section implementing sec-
tion 864(e) (1) and (5) also apply to the 
computation of the combined taxable 
income of the related supplier and a 
foreign sales corporation (FSC) (under 
sections 921 through 927) as well as the 
combined taxable income of the related 
supplier and a domestic international 
sales corporation (DISC) (under sec-
tions 991 through 997). 

(2) Nonapplication of section 864(e) (1) 
and (5) (concerning the definition and 
treatment of affiliated groups). Section 
864(e) (1) and (5) and the portions of 
this section implementing section 
864(e) (1) and (5) do not apply to the 
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computation of subpart F income of 
controlled foreign corporations (under 
sections 951 through 964), the computa-
tion of combined taxable income of a 
possessions corporation and its affili-
ates (under section 936), or the com-
putation of effectively connected tax-
able income of foreign corporations. 
For the rules with respect to the allo-
cation and apportionment of interest 
expenses of foreign corporations other 
than controlled foreign corporations, 
see §§ 1.882–4 and 1.882–5. 

(c) General rule for affiliated corpora-
tions. Except as otherwise provided in 
this section, the taxable income of 
each member of an affiliated group 
within each statutory grouping shall 
be determined by allocating and appor-
tioning the interest expense of each 
member according to apportionment 
fractions which are computed as if all 
members of such group were a single 
corporation. For purposes of deter-
mining these apportionment fractions, 
stock in corporations within the affili-
ated group (as defined in section 
864(e)(5) and the rules of this section) 
shall not be taken into account. In the 
case of an affiliated group of corpora-
tions that files a consolidated return, 
consolidated foreign tax credit limita-
tions are computed for the group in ac-
cordance with the rules of § 1.1502–4. 
Except as otherwise provided, all the 
interest expense of all members of the 
group will be treated as definitely re-
lated and therefore allocable to all the 
gross income of the members of the 
group and all the assets of all the mem-
bers of the group shall be taken into 
account in apportioning this interest 
expense. For purposes of this section, 
the term ‘‘taxpayer’’ refers to the af-
filiated group (regardless of whether 
the group files a consolidated return), 
rather than to the separate members 
thereof. 

(d)(1)–(2) [Reserved]. For further 
guidance, see § 1.861–11(d)(1) and (2). 

(3) Treatment of life insurance compa-
nies subject to taxation under section 
801—(i) General rule. A life insurance 
company that is subject to taxation 
under section 801 shall be considered to 
constitute a member of the affiliated 
group composed of companies not tax-
able under section 801 only if a parent 
corporation so elects under section 

1504(c)(2)(A) of the Code. If a parent 
does not so elect, no adjustments shall 
be required with respect to such an in-
surance company under paragraph (g) 
of this section. 

(ii) Treatment of stock. Stock of a life 
insurance company that is subject to 
taxation under section 801 that is not 
included in an affiliated group shall be 
disregarded in the allocation and ap-
portionment of the interest expense of 
such affiliated group. 

(4) Treatment of certain financial cor-
porations—(i) In general. In the case of 
an affiliated group (as defined in para-
graph (d)(1) of this section), any mem-
ber that constitutes financial corpora-
tions as defined in paragraph (d)(4)(ii) 
of this section shall be treated as a sep-
arate affiliated group consisting of fi-
nancial corporations (the ‘‘financial 
group’’). The members of the group 
that do not constitute financial cor-
porations shall be treated as members 
of a separate affiliated group con-
sisting of nonfinancial corporations 
(‘‘the nonfinancial group’’). 

(ii) Financial corporation defined. The 
term ‘‘financial corporation’’ means 
any corporation which meets all of the 
following conditions: 

(A) It is described in section 581 (re-
lating to the definition of a bank) or 
section 591 (relating to the deduction 
for dividends paid on deposits by mu-
tual savings banks, cooperative banks, 
domestic building and loan associa-
tions, and other savings institutions 
chartered and supervised as savings 
and loan or similar associations); 

(B) Its business is predominantly 
with persons other than related per-
sons (within the meaning of section 
864(d)(4) and the regulations there-
under) or their customers; and 

(C) It is required by state or Federal 
law to be operated separately from any 
other entity which is not such an insti-
tution. 

(iii) Treatment of bank holding compa-
nies. The total aggregate interest ex-
pense of any member of an affiliated 
group that constitutes a bank holding 
company subject to regulation under 
the Bank Holding Company Act of 1956 
shall be prorated between the financial 
group and the nonfinancial group on 
the basis of the assets in the financial 
and nonfinancial groups. For purposes 
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of making this proration, the assets of 
each member of each group, and not 
the stock basis in each member, shall 
be taken into account. Any direct or 
indirect subsidiary of a bank holding 
company that is predominantly en-
gaged in the active conduct of a bank-
ing, financing, or similar business shall 
be considered to be a financial corpora-
tion for purposes of this paragraph 
(d)(4). The interest expense of the bank 
holding company must be further ap-
portioned in accordance with § 1.861– 
9T(f) to the various section 904(d) cat-
egories of income contained in both the 
financial group and the nonfinancial 
group on the basis of the assets owned 
by each group. For purposes of com-
puting the apportionment fractions for 
each group, the assets owned directly 
by a bank holding company within 
each limitation category described in 
section 904(d)(1) (other than stock in 
affiliates or assets described in § 1.861– 
9T(f)) shall be treated as owned pro 
rata by the nonfinancial group and the 
financial group based on the relative 
amounts of investments of the bank 
holding company in the nonfinancial 
group and financial group. 

(iv) Consideration of stock of the mem-
bers of one group held by members of the 
other group. In apportioning interest 
expense, the nonfinancial group shall 
not take into account the stock of any 
lower-tier corporation that is treated 
as a member of the financial group 
under paragraph (d)(4)(i) of this sec-
tion. Conversely, in apportioning inter-
est expense, the financial group shall 
not take into account the stock of any 
lower-tier corporation that is treated 
as a member of the nonfinancial group 
under paragraph (d)(4)(i) of this sec-
tion. For the treatment of loans be-
tween members of the financial group 
and members of the nonfinancial 
group, see paragraph (e)(1) of this sec-
tion. 

(5) Example— (i) Facts. X, a domestic cor-
poration which is not a bank holding com-
pany, is the parent of domestic corporations 
Y and Z. Z owns 100 percent of the stock Z1, 
which is also a domestic corporation. X, Y, 
Z, and Z1 were organized after January 1, 
1987, and constitute an affiliated group with-
in the meaning of paragraph (d)(1) of this 
section. Y and Z are financial corporations 
described in paragraph (d)(4) of this section. 
X also owns 25 percent of the stock of A, a 

domestic corporation. Y owns 25 percent of 
the voting stock of B, a foreign corporation 
that is not a controlled foreign corporation. 
Z owns less than 10 percent of the voting 
stock of C, another foreign corporation. The 
foreign source income generated by Y’s or 
Z’s direct assets is exclusively financial serv-
ices income. The foreign source income gen-
erated by X’s or Z1’s direct assets is exclu-
sively general limitation income. X and Z1 
are not financial corporations described in 
paragraph (d)(4)(ii) of this section. Y and Z, 
therefore, constitute a separate affiliated 
group apart from X and Z1 for purposes of 
section 864(e). The combined interest expense 
of Y and Z of $100,000 ($50,000 each) is appor-
tioned separately on the basis of their assets. 
The combined interest expense of X and Z1 of 
$50,000 ($25,000 each) is allocated on the basis 
of the assets of the XZ1 group. 

Analysis of the YZ group assets 

Adjusted basis of assets of the YZ group that 
generate foreign source financial services in-
come (excluding stock of foreign subsidiaries 
not included in the YZ affiliated group) .......... $200,000 

Z’s basis in the C stock (not adjusted by the al-
locable amount of C’s earnings and profits 
because Z owns less than 10 percent of the 
stock) which would be considered to gen-
erate passive income in the hands of a non-
financial services entity but is considered to 
generate financial services income when in 
the hands of Z, a financial services entity ..... $100,000 

Y’s basis in the B stock (adjusted by the allo-
cable amount of B’s earnings and profits) 
which generates dividends subject to a sepa-
rate limitation for B dividends ........................ $100,000 

Adjusted basis of assets of the YZ group that 
generate U.S. source income ........................ $600,000 

Total assets .................................. $1,000,000 

Analysis of the XZ1 group assets 

Adjusted basis of assets of the XZ1 group that 
generate foreign source general limitation in-
come ............................................................... $500,000 

Adjusted basis of assets of the XZ1 group 
other than A stock that generate domestic 
source income ................................................ $1,900,000 

X’s basis in the A stock adjusted by the allo-
cable amount of A’s earnings and profits ...... $100,000 

Total domestic assets .................. $2,000,000 

Total assets .................................. $2,500,000 

(ii) Allocation. No portion of the $50,000 de-
duction of the YZ group is definitely related 
solely to specific property within the mean-
ing of § 1.861–10T. Thus, the YZ group’s de-
duction for interest is related to all its ac-
tivities and properties. Similarly, no portion 
of the $50,000 deduction of the XZ1 group is 
definitely related solely to specific property 
within the meaning of § 1.861–10T. Thus, the 
XZ1 group’s deduction for interest is related 
to all its activities and properties. 

(iii) Apportionment. The YZ group would ap-
portion its interest expense as follows: 
To gross financial services income from 

sources outside the United States: 
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$50,
$300,

$1, ,
. . . . . . $15,000

000

000 000
000×

To gross income subject to a separate limita-
tion for dividends from B: 

$50,
$100,

$1, ,
. . . . . . $5,000

000

000 000
000×

To gross income from sources inside the 
United States: 

$50,
$600,

$1, ,
. . . . . . $30,000

000

000 000
000×

The XZ1 group would apportion its interest 
expense as follows: 

To gross general limitation income from 
sources outside the United States: 

$50,
$500,

$2, ,
. . . . . . $10,000

000

500 000
000×

To gross income from sources inside the 
United States: 

$50,
$2, ,

$2, ,
. . . . . . $40,000

000 000

500 000
000×

(6) Certain unaffiliated corporations. 
Certain corporations that are not de-
scribed in paragraph (d)(1) of this sec-
tion will nonetheless be considered to 
constitute affiliated corporations for 
purposes of §§ 1.861–9T through 1.861– 
13T. These corporations include: 

(i) Any includible corporation (as de-
fined in section 1504(b) without regard 
to section 1504(b)(4)) if 80 percent of ei-
ther the vote or value of all out-
standing stock of such corporation is 
owned directly or indirectly by an in-
cludible corporation or by members of 
an affiliated group, and 

(ii) Any foreign corporation if 80 per-
cent of either the vote or value of all 
outstanding stock of such corporation 
is owned directly or indirectly by 
members of an affiliated group, and if 
more than 50 percent of the gross in-
come of such corporation for the tax-
able year is effectively connected with 
the conduct of a United States trade or 
business. If 80 percent or more of the 
gross income of such corporation is ef-
fectively connected income, then all 
the assets of such corporation and all 
of its interest expense shall be taken 
into account. If between 50 and 80 per-
cent of the gross income of such cor-
poration is effectively connected in-
come, then only the assets of such cor-
poration that generate effectively con-
nected income and a percentage of its 
interest expense equal to the percent-

age of its assets that generate effec-
tively connected income shall be taken 
into account. 

(7) Special rules for the application of 
§ 1.861–11T(d)(6). [Reserved]. For special 
rules for the application of § 1.861– 
11T(d)(6), see § 1.861–11(d)(7). 

(e) Loans between members of an affili-
ated group—(1) General rule. In the case 
of loans (including any receivable) be-
tween members of an affiliated group, 
as defined in paragraph (d) of this sec-
tion, for purposes of apportioning in-
terest expense, the indebtedness of the 
member borrower shall not be consid-
ered an asset of the member lender. 
However, in the case of members of 
separate financial and nonfinancial 
groups under paragraph (d)(4) of this 
section, the indebtedness of the mem-
ber borrower shall be considered an 
asset of the member lender and such 
asset shall be characterized by ref-
erence to the member lender’s income 
from the asset as determined under 
paragraph (e)(2)(ii) of this section. For 
purposes of this paragraph (e), the 
terms ‘‘related person interest income’’ 
and ‘‘related person interest payment’’ 
refer to interest paid and received by 
members of the same affiliated group 
as defined in paragraph (d) of this sec-
tion. 

(2) Treatment of interest expense within 
the affiliated group—(i) General rule. A 
member borrower shall deduct related 
person interest payments in the same 
manner as unrelated person interest 
expense using group apportionment 
fractions computed under § 1.861–9T(f). 
A member lender shall include related 
person interest income in the same 
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class of gross income as the class of 
gross income from which the member 
borrower deducts the related person in-
terest payment. 

(ii) Special rule for loans between fi-
nancial and nonfinancial affiliated cor-
porations. In the case of a loan between 
two affiliated corporations only one of 
which constitutes a financial corpora-
tion under paragraph (d)(4) of this sec-
tion, the member borrower shall allo-
cate and apportion related person in-
terest payments in the same manner as 
unrelated person interest expense using 
group apportionment fractions com-
puted under § 1.861–9T(f). The source of 
the related person interest income to 
the member lender shall be determined 
under section 861(a)(1). 

(iii) Special rule for high withholding 
tax interest. In the case of an affiliated 
corporation that pays interest that is 
high withholding tax interest under 
§ 1.904–5(f)(1) to another affiliated cor-
poration, the interest expense of the 
payor shall be allocated to high with-
holding tax interest. 

(3) Back-to-back loans. If a member of 
the affiliated group makes a loan to a 
nonmember who makes a loan to a 
member borrower, the rule of para-
graphs (e) (1) and (2) of this section 
shall apply, in the Commissioner’s dis-
cretion, as if the member lender made 
the loan directly to the member bor-
rower, provided that the loans con-
stitute a back-to-back loan trans-
action. Such loans will constitute a 
back-to-back loan for purposes of this 
paragraph (e) if the loan by the non-
member would not have been made or 
maintained on substantially the same 
terms irrespective of the loan of funds 
by the lending member to the non-
member or other intermediary party. 

(4) Examples. The rules of this para-
graph (e) may be illustrated by the fol-
lowing examples. 

Example 1. X, a domestic corporation, is 
the parent of Y, a domestic corporation. X 
and Y were organized after January 1, 1987, 
and constitute an affiliated group within the 
meaning of paragraph (d)(1) of this section. 
Among X’s assets is the note of Y for the 
amount of $100,000. Because X and Y are 
members of an affiliated group, Y’s note does 
not constitute an asset for purposes of appor-
tionment. The apportionment fractions for 
the relevant tax year of the XY group are 50 
percent domestic, 40 percent foreign general, 

and 10 percent foreign passive. Y deducts its 
related person interest payment using those 
apportionment fractions. Of the $10,000 in re-
lated person interest income received by X, 
$5,000 consists of domestic source income, 
$4,000 consists of foreign general limitation 
income, and $1,000 consists of foreign passive 
income. 

Example 2. X is a domestic corporation or-
ganized after January 1, 1987. X owns all the 
stock of Y, a domestic corporation. On June 
1, 1987, X loans $100,000 to Z, an unrelated 
person. On June 2, 1987, Z makes a loan to Y 
with terms substantially similar to those of 
the loan from X to Z. Based on the facts and 
circumstances of the transaction, it is deter-
mined that Z would not have made the loan 
to Y on the same terms if X had not made 
the loan to Z. Because the transaction con-
stitutes a back-to-back loan, as defined in 
paragraph (e)(3) of this section, the Commis-
sioner may require, in his discretion, that 
neither the note of Y nor the note of Z may 
be considered an asset of X for purposes of 
this section. 

(f) Computations of combined taxable 
income. In the computation of the com-
bined taxable income of any FSC or 
DISC and its related supplier which is 
a member of an affiliated group under 
the pricing rules of sections 925 or 994, 
the combined taxable income of such 
FSC or DISC and its related supplier 
shall be reduced by the portion of the 
total interest expense of the affiliated 
group that is incurred in connection 
with those assets of the group used in 
connection with export sales involving 
that FSC or DISC. This amount shall 
be computed by multiplying the total 
interest expense of the affiliated group 
and interest expense of the FSC or 
DISC by a fraction the numerator of 
which is the assets of the affiliated 
group and of the FSC or DISC gener-
ating foreign trade income or gross in-
come attributable to qualified export 
receipts, as the case may be, and the 
denominator of which is the total as-
sets of the affiliated group and the FSC 
or DISC. Under this rule, interest of 
other group members may be attrib-
uted to the combined taxable income of 
a FSC or DISC and its related supplier 
without affecting the amount of inter-
est otherwise deductible by the FSC or 
DISC, the related supplier or other 
member of the affiliated group. The 
FSC or DISC is entitled to only the 
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statutory portion of the combined tax-
able income, net of any deemed inter-
est expense, which determines the com-
mission paid to the FSC or DISC or the 
transfer price of qualifying export 
property sold to the FSC or DISC. 

(g) Losses created through apportion-
ment—(1) General rules. In the case of an 
affiliated group that is eligible to file, 
but does not file, a consolidated return 
and in the case of any corporation de-
scribed in paragraph (d)(6) of this sec-
tion, the foreign tax credits in any sep-
arate limitation category are limited 
to the credits computed under the rules 
of this paragraph (g). As a consequence 
of the affiliated group allocation and 
apportionment of interest expense re-
quired by section 864(e)(1) and this sec-
tion, interest expense of a group mem-
ber may be apportioned for section 904 
purposes to a limitation category in 
which that member has no gross in-
come, resulting in a loss in that limita-
tion category. The same is true in con-
nection with any expense other than 
interest that is subject to apportion-
ment under the rules of section 
864(e)(6) of the Code. Any reference to 
‘‘interest expense’’ in this paragraph 
(g) shall be treated as including such 
expenses. For purposes of this para-
graph, the term ‘‘limitation category’’ 
includes domestic source income, as 
well as the types of income described 
in section 904(d)(1) (A) through (I). A 
loss of one affiliate in a limitation cat-
egory will reduce the income of an-
other member in the same limitation 
category if a consolidated return is 
filed. (See § 1.1502–4.) If a consolidated 
return is not filed, this netting does 
not occur. Accordingly, in such a case, 
the following adjustments among 
members are required in order to give 
effect to the group allocation of inter-
est expense: 

(i) Losses created through group ap-
portionment of interest expense in one 
or more limitation categories within a 
given member must be eliminated; and 

(ii) A corresponding amount of in-
come of other members in the same 
limitation category must be re-
characterized. 
Such adjustments shall be accom-
plished, in accordance with paragraph 
(g)(2) of this section, without changing 
the total taxable income of any mem-

ber and before the application of sec-
tion 904(f). Section 904(f) (including sec-
tion 904(f)(5)) does not apply to a loss 
created through the apportionment of 
interest expense to the extent that the 
loss is eliminated pursuant to para-
graph (g)(2)(ii) of this section. For pur-
poses of this section, the terms ‘‘limi-
tation adjustment’’ and ‘‘recharacter-
ization’’ mean the recharacterization 
of income in one limitation category as 
income in another limitation category. 

(2) Mechanics of computation—(i) Step 
1: Computation of consolidated taxable in-
come. The members of an affiliated 
group must first allocate and apportion 
all other deductible expenses other 
than interest. The members must then 
deduct from their respective gross in-
comes within each limitation category 
interest expense apportioned under the 
rules of § 1.861–9T(f). The taxable in-
come of the entire affiliated group 
within each limitation category is then 
totalled. 

(ii) Step 2: Loss offset adjustments. If, 
after step 1, a member has losses in a 
given limitation category or limitation 
categories created through apportion-
ment of interest expense, any such loss 
(i.e., the portion of such loss equal to 
interest expense) shall be eliminated 
by offsetting that loss against taxable 
income in other limitation categories 
of that member to the extent of the 
taxable income of other members with-
in the same limitation category as the 
loss. If the member has taxable income 
in more than one limitation category, 
then the loss shall offset taxable in-
come in all such limitation categories 
on a pro rata basis. If there is insuffi-
cient domestic income of the member 
to offset the net losses in all foreign 
limitation categories caused by the ap-
portionment of interest expense, the 
losses in each limitation category shall 
be recharacterized as domestic losses 
to the extent of the taxable income of 
other members in the same respective 
limitation categories. After these ad-
justments are made, the income of the 
entire affiliated group within each lim-
itation category is totalled again. 

(iii) Step 3: Determination of amount 
subject to recharacterization. In order to 
determine the amount of income to be 
recharacterized in step 4, the income 
totals computed under step 1 in each 
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limitation category shall be subtracted 
from the income totals computed under 
step 2 in each limitation category. 

(iv) Step 4: Recharacterization. Be-
cause any differences determined under 
step 3 represent deviations from the 
consolidated totals computed under 
Step 1, such differences (in any limita-
tion category) must be eliminated. 

(A) Limitation categories to be reduced. 
In the case of any limitation category 
in which there is a positive change, the 
income of group members with income 
in that limitation category must be re-
duced on a pro rata basis (by reference 
to net income figures as determined 
under Step 2) to the extent of such 
positive change (‘‘limitation reduc-
tions’’). Each member shall separately 
compute the sum of the limitation re-
ductions. 

(B) Limitation categories to be in-
creased. In any case in which only one 
limitation category has a negative 
change in Step 3, the sum of the limita-
tion reductions within each member is 
added to that limitation category. In 
the case in which multiple limitation 
categories have negative changes in 
Step 3, the sum of the limitation reduc-
tions within each member is prorated 
among the negative change limitation 
categories based on the ratio that the 
negative change for the entire group in 
each limitation category bears to the 
total of all negative changes for the en-
tire group in all limitation categories. 

(3) Examples. The following examples 
illustrate the principles of this para-
graph. 

Example 1. (i) Facts. X, a domestic corpora-
tion, is the parent of domestic corporations 
Y and Z. X, Y, and Z were organized after 
Janaury 1, 1987, constitute an affiliated 
group within the meaning of paragraph (d)(1) 
of this section, but do not file a consolidated 
return. The XYZ group apportions its inter-
est expense on the basis of the fair market 
value of its assets. X, Y, and Z have the fol-
lowing assets, interest expense, and taxable 
income before apportioning interest expense: 

Assets X Y Z Total 

Domestic .............. 2,000 .00 0 1,000 .00 3,000.00 
Foreign Passive ... 0 50 .00 50 .00 100.00 
Foreign General .. 0 700 .00 200 .00 900.00 
Interest expense .. 48 .00 12 .00 80 .00 140.00 
Taxable Income 

(pre-interest): 
Domestic .......... 100 .00 0 63 .00 163.00 
Foreign Passive 0 5 .00 5 .00 10.00 

Assets X Y Z Total 

Foreign General 0 60 .00 35 .00 95.00 

(ii) Step 1: Computation of consolidated tax-
able income. Each member of the XYZ group 
apportions its interest expense according to 
group apportionment ratios determined 
under the asset method decribed in § 1.861– 
9T(f), yielding the following results: 

Apportioned interest ex-
pense X Y Z Total 

Domestic ........................ 36.00 9.00 60.00 105.00 
Foreign Passive ............. 1.20 0.30 2.00 3.50 
Foreign General ............ 10.80 2.70 18.00 31.50 

Total ....................... 48.00 12.00 80.00 140.00 

The members of the group then compute 
taxable income within each category by de-
ducting the apportioned interest expense 
from the amounts of pre-interest taxable in-
come specified in the facts in paragraph (i), 
yielding the following results: 

Taxable income X Y Z Total 

Domestic ............ 64.00 9.00 3.00 58.00 
Foreign Passive ¥1.20 4.70 3.00 6.50 
Foreign General ¥10.80 57.30 17.00 63.50 

Total ........... 52.00 53.00 23.00 128.00 

(iii) Step 2: Loss offset adjustments. Because 
X and Y have losses created through appor-
tionment, these losses must be eliminated by 
reducing taxable income of the member in 
other limitation categories. Because X has a 
total of $12 in apportionment losses and be-
cause it has only one limitation category 
with income (i.e., domestic), domestic in-
come must be reduced by $12, thus elimi-
nating its apportionment losses. Because Y 
has a total of $9 in apportionment losses and 
because it has two limitation categories with 
income (i.e., foreign passive and foreign gen-
eral limitation), the income in these two 
limitation categories must be reduced on a 
pro rata basis in order to eliminate its ap-
portionment losses. In summary, the fol-
lowing adjustments are required: 

Loss offset ad-
justments X Y Z Total 

Domestic ............ ¥12.00 +9.00 0 ¥3.00 
Foreign Passive +1.20 ¥0.68 0 +0.52 
Foreign General +10.80 ¥8.32 0 +2.48 

These adjustments yield the following ad-
justed taxable income figures: 

Adjusted taxable in-
come X Y Z Total 

Domestic .................... 52 .00 0 3.00 55.00 
Foreign Passive ......... 0 4 .02 3.00 7.02 
Foreign General ........ 0 48 .98 17.00 65.98 
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Adjusted taxable in-
come X Y Z Total 

Total ................... 52 .00 53 .00 23.00 128.00 

(iv) Step 3: Determination of amount subject 
to recharacterization. The adjustments per-
formed under Step 2 led to a change in the 
group’s taxable income within each limita-
tion category. The total loss offset adjust-
ments column shown in paragraph (iii) above 
shows the net deviations between Step 1 and 
2. 

(v) Step 4: Recharacterization. The loss off-
set adjustments yield a positive change in 
the foreign passive and the foreign general 
limitation categories. Y and Z both have in-
come in these limitation categories. Accord-
ingly, the income of Y and Z in each of these 
limitation categories must be reduced on a 
pro rata basis (by reference to the adjusted 
taxable income figures) to the extent of the 
positive change in each limitation category. 
The total positive change in the foreign pas-
sive limitation category is $0.52. The ad-
justed taxable income of Y in the foreign 
passive limitation category is $4.02 and the 
adjusted taxable income of Z in the foreign 
passive limitation category is $3. Therefore, 
$0.30 is drawn from Y and $0.22 is drawn from 
Z. The total positive change in the foreign 
general limitation category is $2.48. The ad-
justed taxable income of Y in the foreign 
general limitation category is $48.98, and the 
adjusted taxable income of Z in the foreign 
general limitation category is $17. Therefore, 
$1.84 is drawn from Y and $.64 is drawn from 
Z. 

The members must then separately com-
pute the sum of the limitation reductions. Y 
has limitation reductions of $0.30 in the for-
eign passive limitation category and $1.84 in 
the foreign general limitation category, 
yielding total limitation reduction of $2.14. 
Under these facts, domestic income is the 
only limitation category requiring a positive 
adjustment. Accordingly, Y’s domestic in-
come is increased by $2.14. Z has limitation 
reductions of $0.22 in the foreign passive lim-
itation category and $0.64 in the foreign gen-
eral limitation category, yielding total limi-
tation reductions of $0.86. Under these facts, 
domestic income is the only limitation cat-
egory of Z requiring a positive adjustment. 
Accordingly, Z’s domestic income is in-
creased by $0.86. 

Recharacterization ad-
justments X Y Z Total 

Domestic .................... 0 +2.14 +0.86 +3.00 
Foreign Passive ......... 0 ¥0.30 ¥0.22 ¥0.52 
Foreign General ........ 0 ¥1.84 ¥0.64 ¥2.48 

These recharacterization adjustments 
yield the following final taxable income fig-
ures: 

Final taxable income X Y Z Total 

Domestic ...................... 52 .00 2.14 3.86 58.00 
Foreign Passive ........... 0 3.72 2.78 6.50 
Foreign General .......... 0 47.14 16.36 63.50 

Total ..................... 52 .00 53.00 23.00 128.00 

Example 2. (i) Facts. X, a domestic corpora-
tion, is the parent of domestic corporations 
Y and Z. X, Y, and Z were organized after 
January 1, 1987, constitute an affiliated 
group within the meaning of paragraph (d)(1) 
of this section, but do not file a consolidated 
return. Moreover, X has served as the sole 
borrower in the group and, as a result, has 
sustained an overall loss. The XYZ group ap-
portions its interest expense on the basis of 
the fair market value of its assets. X, Y, and 
Z have the following assets, interest expense, 
and taxable income before interest expense: 

Assets X Y Z Total 

Domestic ...................... 2,000 0 1,000 3,000 
Foreign Passive ........... 0 50 50 100 
Foreign General .......... 0 700 200 900 
Interest Expense ......... 140 0 0 140 
Taxable Income (pre- 

interest): 
Domestic ...................... 100 0 100 200 
Foreign Passive ........... 0 5 5 10 
Foreign General .......... 0 70 35 105 

(ii) Step 1: Computation of consolidated tax-
able income. Each member of the XYZ group 
apportions its interest expense according to 
group apportionment ratios determined 
under the asset method described in § 1.861– 
9T(g), yielding the following results: 

Apportioned interest ex-
pense X Y Z Total 

Domestic .......................... 105.00 0 0 105.00 
Foreign Passive ............... 3.50 0 0 3.50 
Foreign General .............. 31.50 0 0 31.50 

Total ......................... 140.00 0 0 140.00 

The members of the group then compute 
taxable income within each category by de-
ducting the apportioned interest expense 
from the amounts of pre-interest taxable in-
come specified in the facts in paragraph (i), 
yielding the following results: 

Taxable income X Y Z Total 

Domestic .............. ¥5.00 0 100.00 95.00 
Foreign Passive ... ¥3.50 5 .00 5.00 6.50 
Foreign General .. ¥31.50 70 .00 35.00 73.50 

Total ............. ¥40.00 75 .00 140.00 175.00 

(iii) Step 2: Loss offset adjustment. Because 
X has insufficient domestic income to offset 
the sum of the losses in the foreign limita-
tion categories caused by apportionment, the 
amount of apportionment losses in each lim-
itation category shall be recharacterized as 
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domestic losses to the extent of taxable in-
come of other members in the same limita-
tion category. This is accomplished by add-
ing to each foreign limitation categories an 
amount equal to the loss therein and by sub-
tracting the sum of such foreign losses from 
domestic income, as follows: 

Loss offset ad-
justments X Y Z Total 

Domestic .......... ¥35.00 0 0 ¥35.00 
Foreign Passive +3.50 0 0 +3.50 
Foreign General +31.50 0 0 +31.50 

These adjustments yield the following ad-
justed taxable income figures: 

Adjusted taxable 
income X Y Z Total 

Domestic ............ ¥40 0 100 60 
Foreign Passive 0 5 5 10 
Foreign General 0 70 35 105 

Total ........... ¥40 75 140 175 

(iv) Step 3: Determination of amount subject 
to recharacterization. The adjustments per-
formed under Step 2 led to a change in the 
group’s taxable income within each limita-
tion category. The total loss offset adjust-
ment column shown in paragraph (iii) above 
shows the net deviations between Steps 1 and 
2. 

(v) Step 4: Recharacterization. The loss off-
set adjustments yield a positive change in 
the foreign passive and the foreign general 
limitation categories. Y and Z both have in-
come in these limitation categories. Accord-
ingly, the income of Y and Z in each of these 
limitation categories must be reduced on a 
pro rata basis (by reference to the adjusted 
taxable income figures) to the extent of the 
positive change in each limitation category. 
The total positive change in the foreign pas-
sive limitation category is $3.50. The ad-
justed taxable income of Y in the foreign 
passive limitation category is $5, and the ad-
justed taxable income of Z in the foreign 
passive limitation category is $5. Therefore, 
$1.75 is drawn from Y and $1.75 is drawn from 
Z. The total positive change in the foreign 
general limitation category is $31.50. The ad-
justed taxable income of Y in the foreign 
general limitation category is $70, and the 
adjusted taxable income of Z in the foreign 
general limitation category is $35. Therefore, 
$21 is drawn from Y and $10.50 is drawn from 
Z. 

The members must then separately com-
pute the sum of the limitation reductions. Y 
has limitation reductions of $1.75 in the for-
eign passive limitation category and $21 in 
the foreign general limitation category, 
yielding total limitation reductions of $22.75. 
Under these facts, domestic income is the 
only limitation category requiring a positive 
adjustment. Accordingly, Y’s domestic in-

come is increased by $22.75. Z has limitation 
reductions of $1.75 in the foreign passive lim-
itation category and $10.50 in the foreign 
general limitation category, yielding total 
limitation reductions of $12.25. Under these 
facts, domestic income is the only limitation 
category requiring a positive adjustment. 
Accordingly, Z’s domestic income is in-
creased by $12.25. 

Recharacteriza-
tion adjustments X Y Z Total 

Domestic ............ 0 +22.75 +12.25 +35.00 
Foreign Passive 0 ¥1.75 ¥1.75 ¥3.50 
Foreign General 0 ¥21.00 ¥10.50 ¥31.50 

These recharacterization adjustments 
yield the following final taxable income fig-
ures: 

Final taxable in-
come X Y Z Total 

Domestic ............ ¥40 .00 22.75 112.25 95.00 
Foreign Passive 0 3.25 3.25 6.50 
Foreign General 0 49.00 24.50 73.50 

Total ........... ¥40 .00 75.00 140.00 175.00 

[T.D. 8228, 53 FR 35490, Sept. 14, 1988, as 
amended by T.D. 8916, 65 FR 274, Jan. 3, 2001] 

§ 1.861–12T Characterization rules and 
adjustments for certain assets (tem-
porary regulations.) 

(a) In general. These rules are appli-
cable to taxpayers in apportioning ex-
penses under an asset method to in-
come in various separate limitation 
categories under section 904(d), and 
supplement other rules provided in 
§§ 1.861–9T, 1.861–10T, and 1.861–11T. The 
rules of this section apply to taxable 
years beginning after December 31, 
1986, except as otherwise provided in 
§1.861–13T. Paragraph (b) of this section 
describes the treatment of inventories. 
Paragraph (c)(1) of this section con-
cerns the treatment of various stock 
assets. Paragraph (c)(2) of this section 
describes a basis adjustment for stock 
in nonaffiliated 10 percent owned cor-
porations. Paragraph (c)(3) of this sec-
tion sets forth rules for characterizing 
the stock in controlled foreign corpora-
tions. Paragraph (c)(4) of this section 
describes the treatment of stock of 
noncontrolled section 902 corporations. 
Paragraph (d)(1) of this section con-
cerns the treatment of notes. Para-
graph (d)(2) of this section concerns the 
treatment of the notes of controlled 
foreign corporations. Paragraph (e) of 
this section describes the treatment of 
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certain portfolio securities that con-
stitute inventory or generate income 
primarily in the form of gains. Para-
graph (f) of this section describes the 
treatment of assets that are subject to 
the capitalization rules of section 263A. 
Paragraph (g) of this section concerns 
the treatment of FSC stock and of as-
sets of the related supplier generating 
foreign trade income. Paragraph (h) of 
this section concerns the treatment of 
DISC stock and of assets of the related 
supplier generating qualified export re-
ceipts. Paragraph (i) of this section is 
reserved. Paragraph (j) of this section 
sets forth an example illustrating the 
rules of this section, as well as the 
rules of § 1.861–9T(g). 

(b) Inventories. Inventory must be 
characterized by reference to the 
source and character of sales income, 
or sales receipts in the case of LIFO in-
ventory, from that inventory during 
the taxable year. If a taxpayer main-
tains separate inventories for any fed-
eral tax purpose, including the rules 
for establishing pools of inventory 
items under sections 472 and 474 of the 
Code, each separate inventory shall be 
separately characterized in accordance 
with the previous sentence. 

(c) Treatment of stock—(1) In general. 
Subject to the adjustment and special 
rules of paragraphs (c) and (e) of this 
section, stock in a corporation is taken 
into account in the application of the 
asset method described in § 1.861–9T(g). 
However, an affiliated group (as de-
fined in § 1.861–11T(d)) does not take 
into account the stock of any member 
in the application of the asset method. 

(2) Basis adjustment for stock in non-
affiliated 10 percent owned corporations— 
(i) Taxpayers using the tax book value 
method. For purposes of apportioning 
expenses on the basis of the tax book 
value of assets, the adjusted basis of 
any stock in a 10 percent owned cor-
poration owned directly by the tax-
payer shall be— 

(A) Increased by the amount of the 
earnings and profits of such corpora-
tion (and of lower-tier 10 percent owned 
corporations) attributable to such 
stock and accumulated during the pe-
riod the taxpayer or other members of 
its affiliated group held 10 percent or 
more of such stock, or 

(B) Reduced (but not below zero) by 
any deficit in earnings and profits of 
such corporation (and of lower-tier 10 
percent owned corporations) attrib-
utable to such stock for such period. 

Solely for purposes of this section, a 
taxpayer’s basis in the stock of a con-
trolled foreign corporation shall not in-
clude any amount included in basis 
under section 961 or 1293(d) of the Code. 
For purposes of this paragraph (c)(2), 
earnings and profits and deficits are 
computed under the rules of section 312 
and, in the case of a foreign corpora-
tion, section 902 and the regulations 
thereunder for taxable years of the 10 
percent owned corporation ending on 
or before the close of the taxable year 
of the taxpayer. The rules of section 
1248 and the regulations thereunder 
shall apply to determine the amount of 
earnings and profits that is attrib-
utable to stock without regard to 
whether earned and profits (or deficits) 
were derived (or incurred) during tax-
able years beginning before or after De-
cember 31, 1962. This adjustment is to 
be made annually and is noncumu-
lative. Thus, the adjusted basis of the 
stock (determined without prior years’ 
adjustments under this section) is to be 
adjusted annually by the amount of ac-
cumulated earnings and profits (or any 
deficit) attributable to such stock as of 
the end of each year. Earnings and 
profits or deficits of a qualified busi-
ness unit that has a functional cur-
rency other than the dollar must be 
computed under this paragraph (c)(2) in 
functional currency and translated 
into dollars using the exchange rate at 
the end of the taxpayer’s current tax-
able year with respect to which inter-
est is being allocated (and not the ex-
change rates for the years in which the 
earnings and profits or deficits were de-
rived or incurred). 

(ii) 10 percent owned corporation de-
fined—(A) In general. The term ‘‘10 per-
cent owned corporation’’ means any 
corporation (domestic or foreign)— 

(1) Which is not included within the 
taxpayer’s affiliated group as defined 
in §1.861–11T(d) (1) or (6). 

(2) In which the members of the tax-
payer’s affiliated group own directly or 
indirectly 10 percent or more of the 
total combined voting power of all 
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classes of the stock entitled to vote, 
and 

(3) Which is taken into account for 
purposes of apportionment. 

(B) Rule of attribution. Stock that is 
owned by a corporation, partnership, or 
trust shall be treated as being indi-
rectly owned proportionately by its 
shareholders, partners, or beneficiaries. 
For this purpose, a partner’s interest 
in stock held by a partnership shall be 
determined by reference to the part-
ner’s distributive share of partnership 
income. 

(iii) Earnings and profits of lower-tier 
corporations taken into account. For pur-
poses of the adjustment to the basis of 
the stock of the 10 percent owned cor-
poration owned by the taxpayer under 
paragraph (c)(2)(i) of this section, the 
earnings and profits of that corpora-
tion shall include its pro rata share of 
the earnings and profits (or any deficit 
therein) of each succeeding lower-tier 
10 percent owned corporation. Thus, a 
first-tier 10 percent owned corporation 
shall combine with its own earnings 
and profits its pro rata share of the 
earnings and profits of all such lower- 
tier corporations. The affiliated group 
shall then adjust its basis in the stock 
of the first-tier corporation by its pro 
rata share of the total combined earn-
ings and profits of the first-tier and the 
lower-tier corporations. In the case of a 
10 percent owned corporation whose 
tax year does not conform to that of 
the taxpayer, the taxpayer shall in-
clude the annual earnings and profits 
of such 10 percent owned corporation 
for the tax year ending within the tax 
year of the taxpayer, whether or not 
such 10 percent owned corporation is 
owned directly by the taxpayer. 

(iv) Special rules for foreign corpora-
tions in pre-effective date tax years. Sole-
ly for purposes of determining the ad-
justment required under paragraph 
(c)(2)(i) of this section, for tax years 
beginning after 1912 and before 1987, fi-
nancial earnings (or losses) of a foreign 
corporation computed using United 
States generally accepted accounting 
principles may be substituted for earn-
ings and profits in making the adjust-
ment required by paragraph (c)(2)(i) of 
this section. A taxpayer is not required 
to isolate the financial earnings of a 
foreign corporation derived or incurred 

during its period of 10 percent owner-
ship or during the post-1912 taxable 
years and determine earnings and prof-
its (or deficits) attributable under sec-
tion 1248 principles to the taxpayer’s 
stock in a 10 percent owned corpora-
tion. Instead, the taxpayer may include 
all historic financial earnings for pur-
poses of this adjustment. If the affili-
ated group elects to use financial earn-
ings with respect to any foreign cor-
poration, financial earnings must be 
used by that group with respect to all 
foreign corporations, except that earn-
ings and profits may in any event be 
used for controlled foreign corpora-
tions for taxable years beginning after 
1962 and before 1987. However, if the af-
filiated group elects to use earnings 
and profits with respect to any single 
controlled foreign corporation for the 
1963 through 1986 period, such election 
shall apply with respect to all its con-
trolled foreign corporations. 

(v) Taxpayers using the fair market 
value method. Because the fair market 
value of any asset which is stock will 
reflect retained earnings and profits, 
taxpayers who use the fair market 
value method shall not adjust stock 
basis by the amount of retained earn-
ings and profits, as otherwise required 
by paragraph (c)(2)(i) of this section. 

(vi) Examples. Certain of the rules of 
this paragraph (c)(2) may be illustrated 
by the following examples. 

Example 1. X, an affiliated group that uses 
the tax book value method of apportion-
ment, owns 20 percent of the stock of Y, 
which owns 50 percent of the stock of Z. X’s 
basis in the Y stock is $1,000. X, Y, and Z 
have calendar taxable years. The undistrib-
uted earnings and profits of Y and Z at year- 
end attributable to X’s period of ownership 
are $80 and $40, respectively. Because Y owns 
half of the Z stock, X’s pro rata share of Z’s 
earnings and profits attributable to X’s Y 
stock is $4. X’s pro rata share of Y’s earnings 
attributable to X’s Y stock is $16. For pur-
poses of apportionment, the tax book value 
of the Y stock is, therefore, considered to be 
$1,020. 

Example 2. X, an unaffiliated domestic cor-
poration that was organized on January 1, 
1987, has owned all the stock of Y, a foreign 
corporation with a functional currency other 
than the U.S. dollar, since January 1, 1987. 
Both X and Y have calendar taxable years. 
All of Y’s assets generate general limitation 
income. X has a deductible interest expense 
incurred in 1987 of $160,000. X apportions its 
interest expense using the tax book value 
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method. The adjusted basis of its assets that 
generate domestic income is $7,500,000. The 
adjusted basis of its assets that generate for-
eign source general limitation income (other 
than the stock of Y) is $400,000. X’s adjusted 
basis in the Y stock is $2,000,000. Y has undis-
tributed earnings and profits for 1987 of 
$100,000, translated into dollars from Y’s 
functional currency at the exchange rate on 
the last day of X’s taxable year. Because X is 
required under paragraph (b)(1) of this § 1.861– 

10T to increase its basis in the Y stock by 
the computed amount of earnings and prof-
its, X’s adjusted basis in the Y stock is con-
sidered to be $2,100,000, and its adjusted basis 
of assets that generate foreign source gen-
eral limitation income is, thus, considered to 
be $2,500,000. X would apportion its interest 
expense as follows: 

To foreign source general limitation in-
come: 

Interest ense
Adjusted basisof foreign general itation assets

Adjusted basisof foreign
general itation assets

Adjusted basisof domesticassets
exp

lim

lim

$160,
$2, ,

$2, , $7, ,
$40,

×
+

×
+

=000
500 000

500 000 500 000
000

To domestic source income: 

Interest ense
Adjusted basisof domesticassets

Adjusted basisof foreign
general itation assets

Adjusted basisof domesticassets
exp

lim

$160,
$7, ,

$2, , $7, ,
$120,

×
+

×
+

=000
500 000

500 000 500 000
000

(3) Characterization of stock of con-
trolled foreign corporations—(i) In gen-
eral. Stock in a controlled foreign cor-
poration (as defined in section 957) 
shall be characterized as an asset in 
the various separate limitation cat-
egories either on the basis of: 

(A) The asset method described in 
paragraph (c)(3)(ii) of this section, or 

(B) The modified gross income meth-
od described in paragraph (c)(3)(iii) of 
this section. 
Stock in a controlled foreign corpora-
tion whose interest expense is appor-
tioned on the basis of assets shall be 
characterized in the hands of its United 
States shareholders under the asset 
method described in paragraph 
(c)(3)(ii). Stock in a controlled foreign 
corporation whose interest expense is 
apportioned on the basis of gross in-
come shall be characterized in the 
hands of its United States shareholders 

under the gross income method de-
scribed in paragraph (c)(3)(iii). 

(ii) Asset method. Under the asset 
method, the taxpayer characterizes the 
tax book value or fair market value of 
the stock of a controlled foreign cor-
poration based on an analysis of the as-
sets owned by the controlled foreign 
corporation during the foreign corpora-
tion’s taxable year that ends with or 
within the taxpayer’s taxable year. 
This process is based on the application 
of §1.861–9T(g) at the level of the con-
trolled foreign corporation. In the case 
of a controlled foreign corporation that 
owns stock in one or more lower-tier 
controlled foreign corporations in 
which the United States taxpayer is a 
United States shareholder, the charac-
terization of the tax book value of the 
fair market value of the stock of the 
first-tier controlled foreign corpora-
tion to the various separate limitation 
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categories of the affiliated group must 
take into account the stock in lower- 
tier corporations. For this purpose, the 
stock of each such lower-tier corpora-
tion shall be characterized by reference 
to the assets owned during the lower- 
tier corporation’s taxable year that 
ends during the taxpayer’s taxable 
year. The analysis of assets within a 
chain of controlled foreign corpora-
tions must begin at the lowest-tier 
controlled foreign corporation and pro-
ceed up the chain to the first-tier con-
trolled foreign corporation. For pur-
poses of this paragraph (c), the value of 
any passive asset to which related per-
son interest is allocated under § 1.904– 
5(c)(2)(ii) must be reduced by the prin-
cipal amount of indebtedness on which 
such interest is incurred. Furthermore, 
the value of any asset to which interest 
expense is directly allocated under 
§ 1.861–10T must be reduced as provided 
in § 1.861–9T(g)(2)(iii). See § 1.861– 
9T(h)(5) for further guidance con-
cerning characterization of stock in a 
related person under the fair market 
value method. 

(iii) Modified gross income method. 
Under the gross income method, the 
taxpayer characterizes the tax book 
value of the stock of the first-tier con-
trolled foreign corporation based on 
the gross income net of interest ex-
pense of the controlled foreign corpora-
tion (as computed under § 1.861–9T(j)) 
within each relevant category for the 
taxable year of the controlled foreign 
corporation ending with or within the 
taxable year of the taxpayer. For this 
purpose, however, the gross income of 
the first-tier controlled foreign cor-
poration shall include the total 
amount of net subpart F income of any 
lower-tier controlled foreign corpora-
tion that was excluded under the rules 
of § 1.861–9T(j)(2)(ii)(B). 

(4) Stock of noncontrolled section 902 
corporations—(i) General rule. Because 
each noncontrolled section 902 corpora-
tion constitutes a separate limitation 
category, the value of such stock, in-
creased to the extent required under 
paragraph (c)(2) of this section, is at-
tributable solely to each such cat-
egory. 

(ii) Special rule for separate limitation 
losses—(A) Election. If, as a result of the 
allocation and apportionment of inter-

est expense using the asset method de-
scribed in § 1.861–9T(g), the taxpayer 
has a loss in the separate limitation 
category for a given noncontrolled sec-
tion 902 corporation, the taxpayer may 
elect to reallocate interest expense 
equal to such loss to any other sepa-
rate limitation category that is in ex-
cess credit (without regard to 
carryovers from other years), to the ex-
tent that the reallocation of such in-
terest to such other category does not 
create a loss in that category. For this 
purpose, the term ‘‘category in excess 
credit’’ means any category of income 
with respect to which the foreign in-
come taxes paid or accrued for the cur-
rent taxable year exceed the limitation 
computed under section 904 with re-
spect to such category. The election to 
reallocate interest expense under this 
paragraph shall be made in the manner 
prescribed in § 1.861–9T(f)(3) (relating to 
the election to use a gross income 
method for controlled foreign corpora-
tions). Furthermore, such election is 
irrevocable and, thus, cannot be 
amended by an amended return. 

(B) Example. X, a domestic corporation or-
ganized on January 1, 1987, incurred deduct-
ible interest expense in 1987 in the amount of 
$1,000,000. X uses the tax book value method 
of apportionment. X owns 25 percent of the 
stock of A, a noncontrolled section 902 cor-
poration. At the end of 1987, the tax book 
value of X’s assets by income grouping are as 
follows: 
Domestic...........................................$3,500,000 
Foreign general limitation ................1,000,000 
Noncontrolled section 902 corporation 

........................................................500,000 
In 1987, A paid no dividends. X received 

$100,000 of foreign general limitation income, 
on which it incurred $50,000 of tax to foreign 
governments. 

The stock of A constitutes ten percent of 
X’s assets. Therefore, ten percent of X’s in-
terest expense ($100,000) is allocated and ap-
portioned to the separate limitation cat-
egory for dividends on the A stock. Since A 
paid no dividends, this amount would con-
stitute a separate limitation loss under the 
rules of section 904(f)(5). 

Because X incurred more tax to foreign 
governments on its foreign general limita-
tion income than it can credit against its 
U.S. tax liability, for the current tax year, 
and because the reallocation of interest ex-
pense allocated and apportioned to dividends 
from A to foreign general limitation income 
would not create a loss in that category, X 
may elect to reallocate such interest expense 
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to the foreign general limitation category to 
the extent of the loss in the separate limita-
tion category for dividends received from A. 

(d) Treatment of notes—(1) General 
rule. Subject to the adjustments and 
special rules of this paragraph (d) and 
paragraph (e) of this section, all notes 
held by a taxpayer are taken into ac-
count in the application of the asset 
method described in § 1.861–9T(g). How-
ever, the notes of an affiliated corpora-
tion are subject to special rules set 
forth in § 1.861–11T(e). For purposes of 
this section, the term ‘‘notes’’ means 
all interest bearing debt, including 
debt bearing original issue discount. 

(2) Characterization of related con-
trolled foreign corporation notes. The 
debt of a controlled foreign corporation 
shall be characterized according to the 
taxpayer’s treatment of the interest in-
come derived from that debt obligation 
after application of the look-through 
rule of section 904(d)(3)(C). Thus, a 
United States shareholder includes in-
terest income from a controlled foreign 
corporation in the same category of in-
come as the category of income from 
which the controlled foreign corpora-
tion deducts the interest expense. See 
section 954(b)(5) and § 1.904–5(c)(2) for 
rules concerning the allocation of re-
lated person interest payments to the 
foreign personal holding company in-
come of a controlled foreign corpora-
tion. 

(e) Portfolio securities that constitute 
inventory or generate primarily gains. Be-
cause gain on the sale of securities is 
sourced by reference to the residence of 
the seller, a resident of the United 
States will generally receive domestic 
source income (and a foreign resident 
will generally receive foreign source 
income) upon sale or disposition of se-
curities that otherwise generate for-
eign source dividends and interest (or 
domestic source dividends and interest 
in the case of a foreign resident). Al-
though under paragraphs (c) and (d) of 
this section securities are character-
ized by reference to the source and 
character of dividends and interest, the 
source and character of income on gain 
or disposition must also be taken into 
account for purposes of characterizing 
portfolio securities if: 

(1) The securities constitute inven-
tory in the hands of the holder, or 

(2) 80 percent or more of the gross in-
come generated by a taxpayer’s entire 
portfolio of such securities during a 
taxable year consists of gains. 
For this purpose, a portfolio security is 
a security in any entity other than a 
controlled foreign corporation with re-
spect to which the taxpayer is a United 
States shareholder under section 957, a 
noncontrolled section 902 corporation 
with respect to the taxpayer, or a 10 
percent owned corporation as defined 
in § 1.861–12(c)(2)(ii). In taking gains 
into account, a taxpayer must treat all 
portfolio securities generating foreign 
source dividends and interest as a sin-
gle asset and all portfolio securities 
generating domestic source dividends 
as a single asset and shall characterize 
the total value of that asset based on 
the source of all income and gain gen-
erated by those securities in the tax-
able year. 

(f) Assets funded by disallowed inter-
est—(1) Rule. In the case of any asset in 
connection with which interest expense 
accruing at the end of the taxable year 
is capitalized, deferred, or disallowed 
under any provision of the Code, the 
adjusted basis or fair market value (de-
pending on the taxpayer’s choice of ap-
portionment methods) of such an asset 
shall be reduced by the principal 
amount of indebtedness the interest on 
which is so capitalized, deferred, or dis-
allowed. 

(2) Example. The rules of this para-
graph (f) may be illustrated by the fol-
lowing example. 

Example. X is a domestic corporation which 
uses the tax book value method of apportion-
ment. X has $1000 of indebtedness and $100 of 
interest expense. X constructs an asset with 
an adjusted basis of $800 before interest cap-
italization and is required under the rules of 
section 263A to capitalize $80 in interest ex-
pense. Because interest on $800 of debt is cap-
italized and because the production period is 
in progress at the end of X’s taxable year, 
$800 of the principal amount of X’s debt is al-
locable to the building. The $800 of debt allo-
cable to the building reduces its adjusted 
basis for purposes of apportioning the bal-
ance of X’s interest expense ($20). 

(g) Special rules for FSCs—(1) Treat-
ment of FSC stock. No interest expense 
shall be allocated or apportioned to 
stock of a foreign sales corporation 
(‘‘FSC’’) to the extent that the FSC 
stock is attributable to the separate 
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limitation for certain FSC distribu-
tions described in section 904(d)(1)(H). 
FSC stock is considered to be attrib-
utable solely to the separate limitation 
category described in section 
904(d)(1)(H) unless the taxpayer can 
demonstrate that more than 20 percent 
of the FSC’s gross income for the tax-
able year consists of income other than 
foreign trading income. 

(2) Treatment of assets that generate 
foreign trade income. Assets of the re-
lated supplier that generate foreign 
trade income must be prorated between 
assets attributable to foreign source 
general limitation income and assets 
attributable to domestic source income 
in proportion to foreign source general 
limitation income and domestic source 
income derived from transactions gen-
erating foreign trade income. 

(i) Value of assets attributable to for-
eign source income. The value of assets 
attributable to foreign source general 
limitation income is computed by mul-
tiplying the value of assets for the tax-
able year generating foreign trading 
gross receipts by a fraction: 

(A) The numerator of which is for-
eign source general limitation income 
for the taxable year derived from 
transactions giving rise to foreign 
trading gross receipts, after the appli-
cation of the limitation provided in 
section 927(e)(1), and 

(B) The denominator of which is total 
income for the taxable year derived 
from the transaction giving rise to for-
eign trading gross receipts. 

(ii) Value of assets attributable to do-
mestic source income. The value of assets 
attributable to domestic source income 
is computed by subtracting from the 
total value of assets for the taxable 
year generating foreign trading gross 
receipts the value of assets attrib-
utable to foreign source general limita-
tion income as computed under para-
graph (g)(2)(i) of this section. 

(h) Special rules for DISCs—(1) Treat-
ment of DISC stock. No interest shall be 
allocated or apportioned to stock in a 
DISC (or stock in a former DISC to the 
extent that the stock in the former 
DISC is attributable to the separate 
limitation category described in sec-
tion 904(d)(1)(F)). 

(2) Treatment of assets that generate 
qualified export receipts. Assets of the 

related supplier that generate qualified 
export receipts must be prorated be-
tween assets attributable to foreign 
source general limitation income and 
assets attributable to domestic source 
income in proportion to foreign source 
general limitation income and domes-
tic source income derived from trans-
actions during the taxable year from 
transactions generating qualified ex-
port receipts. 

(i) [Reserved] 
(j) Examples. Certain of the rules in 

this section and §§ 1.861–9T(g) and 1.861– 
10(e) are illustrated by the following 
example. 

Example 1. (1) Facts. X, a domestic corpora-
tion organized on January 1, 1987, has a cal-
endar taxable year and apportions its inter-
est expense on the basis of the tax book 
value of its assets. In 1987, X incurred a de-
ductible third-party interest expense of 
$100,000 on an average month-end debt 
amount of $1 million. The total tax book 
value of X’s assets (adjusted as required 
under paragraph (b) of this section for re-
tained earnings and profits) is $2 million. X 
manufactures widgets. One-half of the widg-
ets are sold in the United States and one-half 
are exported and sold through a foreign 
branch with title passing outside the United 
States. 

X owns all the stock of Y, a controlled for-
eign corporation that also has a calendar 
taxable year and is also engaged in the man-
ufacture and sale of widgets. Y has no earn-
ings and profits or deficits in earnings and 
profits prior to 1987. For 1987, Y has taxable 
income and earnings and profits of $50,000 be-
fore the deductible for related person inter-
est expense. Half of the $50,000 is foreign 
source personal holding company income and 
the other half is derived from widget sales 
and constitutes foreign source general limi-
tation income. Assume that Y has no 
deductibles from gross income other than in-
terest expense. Y’s foreign personal holding 
company taxable income is included in X’s 
gross income under section 951. Y paid no 
dividends in 1987. Prior to 1987, Y did not bor-
row any funds from X. The average month- 
end level of borrowings by Y from X in 1987 
is $100,000, on which Y paid a total of $10,000 
in interest. The total tax book value of Y’s 
assets in 1987 is $500,000. Y has no liabilities 
to third parties. X elects pursuant to § 1.861– 
9T for Y to apportion Y’s interest expense 
under the gross income method prescribed in 
§ 1.861–9T(g). 

In addition to its stock in Y, X owns 20 per-
cent of the stock of Z, a noncontrolled sec-
tion 902 corporation. 
X’s total assets and their tax book values 
are: 
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Asset Tax book 
value 

Plant & equipment ............................................... $1,000,000 
Corporate headquarters ...................................... 500,000 
Inventory .............................................................. 200,000 
Automobiles ......................................................... 20,000 
Patents ................................................................. 50,000 
Trademarks .......................................................... 10,000 
Y stock (including paragraph (c)(2) adjustment) 80,000 
Y note .................................................................. 100,000 
Z stock ................................................................. 40,000 

(2) Categorization of Assets. 

Single Category Assets 

1. Automobiles: X’s automobiles are used 
exclusively by its domestic sales force in the 
generation of United States source income. 
Thus, these assets are attributable solely to 
the grouping of domestic income. 

2. Y Note: Under paragraph (d)(2) of this 
section, the Y note in the hands of X is char-
acterized according to X’s treatment of the 
interest income received on the Y note. In 
determining the source and character of the 
interest income on the Y note, the look- 
through rules of sections 904(d)(3)(C) and 
904(g) apply. Under section 954(b)(5) and 
§ 1.904–5(c)(2)(ii), Y’s $10,000 interest payment 
to X is allocated directly to, and thus re-
duces, Y’s foreign personal holding company 
income of $25,000 (yielding foregin personal 
holding company taxable income of $15,000). 
Therefore, the Y note is attributable solely 
to the statutory grouping of foreign source 
passive income. 

3. Z stock: Because Z is a noncontrolled 
section 902 corporation, the dividends paid 
by Z are subject to a separate limitation 
under section 904(d)(1)(E). Thus, this asset is 
attributable solely to the statutory grouping 
consisting of Z dividends. 

Multiple Category Assets 

1. Plant & equipment, inventory, patents, 
and trademarks: In 1987, X sold half its widg-
ets in the United States and exported half 
outside the United States. A portion of the 
taxable income from export sales will be for-
eign source income, since the export sales 
were accomplished through a foreign branch 
and title passed outside the United States. 
Thus, these assets are attributable both to 
the statutory grouping of foreign general 
limitation and the grouping of domestic in-
come. 

2. Y Stock: Since Y’s interest expense is 
apportioned under the gross income method 
prescribed in § 1.861–9T(j), the Y stock must 
be characterized under the gross income 
method described in paragraph (c)(3)(iii) of 
this section. 

Assets without Directly Identifiable Yield 

1. Corporate headquarters: This asset gen-
erates no directly identifiable income yield. 
The value of the asset is disregarded. 

(3) Analysis of Income Yield for Multiple Cat-
egory Assets. 

1. Plant & Equipment, inventory, patents, 
and trademarks: As noted above, X’s 1987 
widget sales were half domestic and half for-
eign. Assume that Example 2 of § 1.863–3(b)(2) 
applies in sourcing the export income from 
the export sales. Under Example 2, the in-
come generated by the export sales is 
sourced half domestic and half foreign. The 
income gnerated by the domestic sales is en-
tirely domestic source. Accordingly, three- 
quarters of the income generated on all sales 
is domestic source and one-quarter of the in-
come is foreign source. Thus, three-quarters 
of the fair market value of these assets are 
attributed to the grouping of domestic 
source income and one-quarter of the fair 
market value of these assets is attributed to 
the statutory grouping of foreign source gen-
eral limitation income. 

2. Y Stock: Under the gross income method 
described in paragraph (c)(3)(iii) of this sec-
tion, Y’s gross income net of interest ex-
penses in each limitation category must be 
determined—$25,000 foreign source general 
limitation income and $15,000 of foreign 
source passive income. Of X’s adjusted basis 
of $80,000 in Y stock, $50,000 is attributable to 
foreign source general limitation income and 
$30,000 is attributable to foreign source pas-
sive income. 

(4) Application of the Special Allocation Rule 
of § 1.861–10T(e). Assume that the taxable 
year in question is 1990 and that the 
appliable percentage prescribed by § 1.861– 
10T(e)(1)(iv)(A) is 80 percent. Assume that X 
has elected to use the quadratic formula pro-
vided in § 1.861–10T(e)(1)(iv)(B). 

Step 1. X’s average month-end level of debt 
owning to unrelated persons is $1 million. 
The tax book value of X’s assets is $2 mil-
lion. Thus, X’s debt-to-asset ratio computed 
under § 1.861–10T(e)(1)(i) is 1 to 2. 

Step 2. The tax book value of Y’s assets is 
$500,000. Because Y has no debt to persons 
other than X, Y’s debt-to-asset ratio com-
puted under § 1.861–10T(e)(1)(ii) is $0 to 
$500,000. 

Step 3. Y’s average month-end liabilities to 
X, as computed under § 1.861–10T(e)(1)(iii) for 
1987 are $100,000. 

Step 4. Adding the $100,000 of Y’s liabilities 
owed to X as computed under Step 3 to Y’s 
third party liabilities ($0) would be insuffi-
cient to make Y’s debt-to-asset ratio com-
puted in Step 2 ($100,000-to-$500,000, or 1:5) 
equal to at least 80 percent of X’s debt-to- 
asset ratio computed under Step 1, as ad-
justed to reflect a reduction in X’s debt and 
assets by the $100,000 of excess related person 
indebtedness (.80×$900,000/$1,900,000 or 1:2.6). 
Therefore, the entire amount of Y’s liabil-
ities to X ($100,000) constitute excess related 
person indebtedness under § 1.861– 
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10T(e)(1)(ii). Thus, the entire $10,000 of inter-
est received by X from Y during 1987 con-
stitutes interest received on excess related 
person indebtedness. 

Step 5. The Y note held by X has a tax book 
value of $100,000. Solely for purposes of 
§ 1.861–10(e)(1)(v), the Y note is attributed to 
separate limitation categories in the same 
manner as the Y stock. Under paragraph 
(c)(3)(iii) of this section, of the $80,000 of Y 
stock held by X, $50,000 is attributable to for-
eign source general limitation income, and 
$30,000 is attributable to foreign source pas-
sive income. Thus, for purposes of $1.861– 
10T(e)(1)(v), $62,500 of the $100,000 Y note is 
considered to be a foreign source general 
limitation asset and $37,500 of the $100,000 Y 
note is considered to be a foreign source pas-
sive asset. 

Step 6. Since $8,000 of the $10,000 in related 
person interest income received by Y con-
stitutes interest received on excessive re-
lated person indebtedness, $10,000 of X’s third 
party interest expense is allocated to X’s 

debt investment in Y. Under § 1.861– 
10T(e)(1)(vi), 62.5 percent of the $10,000 of X’s 
third party interest expense ($6,250) is allo-
cated to foreign source general limitation in-
come and 37.5 percent of the $10,000 of X’s 
third party interest expense ($3,750) is allo-
cated to foreign source passive income. As a 
result of this direct allocation, the value of 
X’s assets generating foreign source general 
limitation income shall be reduced by the 
principal amount of indebtedness the inter-
est on which is directly allocated to foreign 
source general limitation income ($62,500), 
and X’s assets generating foreign general 
limitation income shall be reduced by the 
principal amount of indebtedness the inter-
est on which is directly allocated to foreign 
passive income ($37,500). 

(5) Totals. 
Having allocated $10,000 of its third party 

interest expense to its debt investment in Y, 
X would apportion the $90,000 balance of its 
interest according to the following appor-
tionment fractions: 

Asset Domestic 
source 

Foreign 
general 

Foreign 
passive 

Noncontrolled 
section 902 

Plant and equipment ......................................................................... $750,000 $250,000 .................... ........................
Inventory ............................................................................................ $150,000 $50,000 .................... ........................
Automobiles ....................................................................................... $20,000 .................... .................... ........................
Patents .............................................................................................. $37,500 $12,500 .................... ........................
Trademarks ....................................................................................... $7,500 $2,500 .................... ........................
Y stock .............................................................................................. .................... $50,000 $30,000 ........................
Y note ................................................................................................ .................... .................... $100,000 ........................
Z stock ............................................................................................... .................... .................... .................... $40,000 

Totals ........................................................................... $965,000 $365,000 $130,000 $40,000 

Adjustments for directly allocable interest ................... .................... ($62,250 ) ($37,750 ) ........................

Adjusted totals ............................................................. $965,000 $302,750 $92,250 $40,000 

Percentage ........................................................................................ 69 22 6 3 

Example 2. Assume the same facts as in Ex-
ample 1, except that Y has $100,000 of third 
party indebtedness. Further, assume for pur-
poses of the application of the special alloca-
tion rule of § 1.861–10T(e) that the taxable 
year is 1990 and that the applicable percent-
age prescribed by § 1.861–10T(e)(1)(iv)(A) is 80 
percent. The application of the § 1.861–10(e) 
would be modified as follows. 

Step 1. X’s debt-to-asset ratio computed 
under § 1.861–10T(e)(1)(i) remains 1 to 2 (or 
0.5). 

Step 2. The tax book value of Y’s assets is 
$500,000. Y has $100,000 of indebtedness to 
third parties. Y’s debt-to-asset ratio com-
puted under § 1.861–10T(e)(1)(ii) is $100,000 to 
$500,000 (1:5 or 0.2). 

Step 3. Y’s average month-end liabilities to 
X, as computed under § 1.861–10T(e)(1)(iii) re-
main $100,000. 

Step 4. X’s debt-to-asset ratio is 0.5 and 80 
percent of 0.5 is 0.4. Because Y’s debt-to-asset 
ratio is 0.2, there is excess related person in-
debtedness, the amount of which can be com-
puted based on the following formula: 

Aggregate third party debt of
related U.S.shareholder X

U.S.shareholder assets X

Applicable percentage
for year 0.8

Aggregate third party debt
of related CFCs X

Related CFC assets

−
−

× ( ) =
+
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Supplying the facts as given, this equation 
is as follows: 

1 000 000

2 000 000
8

100 000

500 000

, ,
.

,

,

−
−

× = +X

X

X

, ,

Multiply both sides by 500,000 and 
(2,000,000¥X), yielding: 

4 10 400 000 2 10 2 000 000 100 00011 11 2× − = × + − −, , , ,X X X X

Since there is an X2 in this equation, a 
quadratic formula must be utilized to solve 
for X. Group the components in this equa-
tion, segregating the X and the X2: 

X X2 112 300 000 2 10 0+ − + × =( , , ) ( )
Apply the quadratic formula: 

X
b b a c

a
=

− ± −2 4

2

( )( )

( )
a=1 (coefficient of X2) 
b=¥2,300,000 (coefficient of X) 
c=2×1011 (remaining element of equation) 

Therefore, X equals either 90,519 or 
(2.21×1011). for purposes of computing excess 
related person indebtedness, X is the lowest 
positive amount derived from this equation, 
which is 90,519. 

Steps 5 and 6 are unchanged from Example 
1, except that the total amount of interest 
on excess related party indebtedness is 
$9,051. 

[T.D. 8228, 53 FR 35495, Sept. 14, 1988] 

§ 1.861–13T Transition rules for inter-
est expenses (temporary regula-
tions). 

(a) In general—(1) Optional applica-
tion. The rules of this section may be 
applied at the choice of a corporate 
taxpayer. In the case of an affiliated 
group, however, the choice must be 
made on a consistent basis for all mem-
bers. Therefore, a corporate taxpayer 
(or affiliated group) may allocate and 
apportion its interest expense entirely 
on the basis of the rules contained in 
§§ 1.861–8T through 1.861–12T and with-
out regard to the rules of this section. 
The choice is made on an annual basis 

and, thus, is not binding with respect 
to subsequent tax years. 

(2) Transition relief. This section con-
tains transitional rules that limit the 
application of the rules for allocating 
and apportioning interest expense of 
corporate taxpayers contained in 
§§ 1.861–8T through 1.861–12T, which are 
applicable in allocating and appor-
tioning the interest expense of cor-
porate taxpayers generally for taxable 
years beginning after 1986. Sections 
1.861–9(d) (relating to individuals, es-
tates, and certain trusts) and 1.861–9(e) 
(relating to partnerships) are effective 
for taxable years beginning after 1986. 
Thus, the taxpayers to whom those sec-
tions apply do not qualify for transi-
tion relief under this section. 

(3) Indebtedness defined. For purposes 
of this section, the term ‘‘indebted-
ness’’ means any obligation or other 
evidence of indebtedness that 
qenerates an expense that constitutes 
interest expense within the meaning of 
§ 1.861–9T(a). In the case of an obliga-
tion that does not bear interest ini-
tially, but becomes interest bearing 
with the lapse of time or upon the oc-
currence of an event, such obligation 
shall only be considered to constitute 
indebtedness when it first bears inter-
est. Obligations that are outstanding 
as of November 16, 1985 shal1 only qual-
ify for transition relief under this sec-
tion if they bear interest-bearing as of 
that date. For this purpose, any obliga-
tion that has original issue discount 
within the meaning of section 1273(a)(1) 
of the Code shall be considered to be in-
terest-bearing. 
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(4) Exceptions. The term ‘‘indebted-
ness’’ shall not include any obligation 
existing between affiliated corpora-
tions, as defined in § 1.861–llT(d). More-
over, the term ‘‘indebtedness’’ shall 
not include any obligation the interest 
on which is directly allocable under 
§§ 1.861–10T(b) and 1.861–10T(c). Under 
§ 1.861–9T(b)(6)(iv)(B), certain interest 
expense is directly allocated to the 
gain derived from an appropriately 
identified financial product. When in-
terest expense on a liability is reduced 
by such gain, the principal amount of 
such liability shall be reduced pro rata 
by the relative amount of interest ex-
pense that is directly allocated. 

(b) General phase-in—(1) In general. In 
the case of each of the first three tax-
able years of the taxpayer beginning 
after December 31, 1986, the rules of 
§§ 1.861–8T through 1.861–12T shall not 
apply to interest expenses paid or ac-
crued by the taxpayer during the tax-
able year with respect to an aggregate 
amount of indebtedness which does not 
exceed the general phase-in amount, as 
defined in paragraph (b)(2) of this sec-
tion. 

(2) General phase-in amount defined. 
Subject to the limitation imposed by 
paragraph (b)(3) of this section, the 
general phase-in amount means the 
amount which is the applicable per-
centage (determined under the fol-
lowing table) of the aggregate amount 
of indebtedness of the taxpayer out-
standing on November 16, 1985: 

Taxable year beginning after December 31, 
1986 Percentage 

First .................................................................... 75 
Second ............................................................... 50 
Third ................................................................... 25 

(3) Reductions in indebtedness. The 
general phase-in amount shall not ex-
ceed the taxpayer’s historic lowest 
month-end debt level taking into ac-
count all months after October 1985. 
However, for the taxable year ln which 
a taxpayer attains a new historic low-
est month-end debt level (but not for 
subsequent taxable years), the general 
phase-in amount shall not exceed the 
average of month-end debt levels with-
in that taxable year (without taking 
into account any increase in month- 
end debt levels occurring in such tax-
able Year after the new historic lowest 
month-end debt level is attained). 

Example. X is a calendar year taxpayer 
that had $100 of indebtedness outstanding on 
November 16, 1985. X’s month-end debt level 
remained $100 for all subsequent months 
until July 1987, when X’s month-end debt 
level fell to $50. In computing transition re-
lief for 1987, X’s general phase-in amount 
cannot exceed $75 (900 divided by 12), which is 
the average of month-end debt levels in 1987. 
Assuming that X’s month-end debt level for 
any subsequent month does not fall below 
$50, the limitation on its general phase-in 
amount for all taxable years after 1987 will 
be $50, its historic lowest month-end debt 
level after October 1985. 

(c) Nonapplication of the consolidation 
rule—(1) General rule. In the case of 
each of the first five taxable years of 
the taxpayer beginning after December 
31, 1986, the consolidation rule con-
tained in § 1.861–11T(c) shall not apply 
to interest expenses paid or accrued by 
the taxpayer during the taxable year 
with respect to an aggregate amount of 
indebtedness which does not exceed the 
special phase-in amount, as defined in 
paragraph (c)(2) of this section. 

(2) Special phase-in amount. The spe-
cial phase-in amount is the sum of— 

(i) The general phase-in amount, 
(ii) The five-year phase-in amount, 

and 
(iii) The four-year phase-in amount. 
(3) Five-year phase-in amount. The 

five-year phase-in amount is the lesser 
of— 

(i) The applicable percentage (the 
‘‘unreduced percentage’’ in the fol-
lowing table) of the five-year debt 
amount, or 

(ii) The applicable percentage (the 
‘‘reduced percentage’’ in the following 
table) of the five-year debt amount re-
duced by paydowns (if any): 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 81⁄3 10 
Year 2 ........................................ 162⁄3 25 
Year 3 ........................................ 25 50 
Year 4 ........................................ 331⁄3 100 
Year 5 ........................................ 162⁄3 100 

(4) Four-year phase-in amount. The 
four-year phase-in amount is the lesser 
of— 

(i) The applicable percentage (the 
‘‘unreduced percentage’’ in the fol-
lowing table) of the four-year debt 
amount, or 

(ii) The applicable percentage (the 
‘‘reduced percentage’’ in the following 
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table) of the four-year debt amount re-
duced by paydowns (if any) to the ex-
tent that such paydowns exceed the 
five-year debt amount: 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 5 61⁄4 
Year 2 ........................................ 10 162⁄3 
Year 3 ........................................ 15 371⁄2 
Year 4 ........................................ 20 100 

(5) Five-year debt amount. The ‘‘five- 
year debt amount’’ means the excess (if 
any) of— 

(i) The amount of the outstanding in-
debtedness of the taxpayer on May 29, 
1985, over 

(ii) The amount of the outstanding 
indebtedness of the taxpayer on De-
cember 31, 1983. The five-year debt 
amount shall not exceed the aggregate 
amount of indebtedness of the taxpayer 
outstanding on November 16, 1985. 

(6) Four-year debt amount. The ‘‘four- 
year debt amount’’ means the excess (if 
any) of— 

(i) The amount of the outstanding in-
debtedness of the taxpayer on Decem-
ber 31, 1983, over 

(ii) The amount of the outstanding 
indebtedness of the taxpayer on De-
cember 31, 1982. 
The four-year debt amount shall not 
exceed the aggregate amount of indebt-
edness of the taxpayer outstanding on 
November 16, 1985, reduced by the five- 
year debt amount. 

(7) Paydowns. The term ‘‘paydowns’’ 
means the excess (if any) of— 

(i) The aggregate amount of indebt-
edness of the taxpayer outstanding on 
November 16, 1985, over 

(ii) The limitation on the general 
phase-in amount described in para-
graph (b)(3) of this section. 

Paydowns are first applied to the 
five-year debt amount to the extent 
thereof and then to the four-year debt 
amount for purposes of computing the 
five-year and the four-year phase-in 
amounts. 

(d) Treatment of affiliated group. For 
purposes of this section, all members of 
the same affiliated group of corpora-
tions (as defined in § 1.861–11(d)) shall 
be treated as one taxpayer whether or 
not such members filed a consolidated 
return. Interaffiliate debt is not taken 
into account in computing transition 

relief. Moreover, any reduction in the 
amount of interaffiliate debt is not 
taken into account in determining the 
amount of paydowns. 

(e) Mechanics of computation—(1) Step 
1: Determination of the amounts within 
the various categories of debt. Each sepa-
rate member of an affiliated group 
must determine each of its following 
amounts: 

(i) November 16, 1985 amount. The 
amount of its debt outstanding on No-
vember 16, 1985 (after the elimination 
of interaffiliate indebtedness), 

(ii) Unreduced five-year debt. The 
amount of any net increase in the 
amount of its indebtedness on May 29, 
1985 (after elimination of interaffiliate 
indebtedness) over the amount of its 
indebtedness on December 31, 1983 
(after elimination of interaffiliate in-
debtedness), 

(iii) Unreduced four-year debt. The 
amount of any net increase in the 
amount of its indebtedness on Decem-
ber 31, 1983 (after elimination of inter-
affiliate indebtedness) over the amount 
of its indebtedness on December 31, 1982 
(after elimination of interaffiliate in-
debtedness), and 

(iv) Month-end debt. The amount of 
its month-end debt level for all months 
after October 1985 (after elimination of 
interaffiliate indebtedness). 

(2) Step 2: Aggregation of the separate 
company amounts. Each of the des-
ignated amounts for the separate com-
panies identified in Step 1 must be ag-
gregated in order to compute consoli-
dated transition relief. Paragraph 
(e)(10)(iv) of this section (Step 10) re-
quires the use of the taxpayer’s current 
year average debt level for the purpose 
of computing the percentages of debt 
that are subject to the three sets of 
rules that are identified in Step 10. For 
use in that computation, the taxpayer 
should compute the current year aver-
age debt level by aggregating separate 
company month-end debt levels and 
then by averaging those aggregate 
amounts. 

(3) Step 3: Calculation of the lowest his-
toric month-end debt level of the tax-
payer. In order to calculate the lowest 
historic month-end debt level of the 
taxpayer, determine the month-end 
debt level of each separate company for 
each month ending after October 1985 
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and aggregate these amounts on a 
month-by-month basis. On such aggre-
gate basis, in any taxable year in 
which the taxpayer attains an aggre-
gate new lowest historic month-end 
debt level, add together all the aggre-
gate month-end debt levels within the 
taxable year (without taking into ac-
count any increase in aggregate debt 
level subsequent to the attainment of 
such lowest historic month-end debt 
level) and divide by the number of 
months in that taxable year, yielding 
the average of month-end debt levels 
for such year. Such average shall con-
stitute the taxpayer’s lowest historic 
month-end debt level for that taxable 
year in which the aggregate new lowest 
historic month-end debt level was at-
tained. Unless otherwise specified, all 
subsequent references to any amount 
refer to the aggregate amount for all 
members of the same affiliated group 
of corporations. 

(4) Step 4: Computation of paydowns. 
Paydowns equal the amount by which 
the November 16, 1985 amount exceeds 
the taxpayer’s lowest historic month- 
end debt level, determined under Step 
3. 

(5) Step 5: Computation of limitations 
on unreduced five-year debt and unre-
duced four-year debt. (i) The unreduced 
five-year debt cannot exceed the No-
vember 16, 1985 amount. 

(ii) The unreduced four-year debt 
cannot exceed the November 16, 1985 
amount less the unreduced five-year 
debt. 

(6) Step 6: Computation of reduced five- 
year and reduced four-year debt—(i) Re-
duced five-year debt. Compute the 
amount of reduced five-year debt by 
subtracting from the unreduced five- 
year debt (see Step 5) the amount of 
paydowns (see Step 4). 

(ii) Reduced four-year debt. To the ex-
tent that the amount of paydowns (see 
step 4) exceeds the amount of unre-
duced five-year debt (see Step 5), com-
pute the amount of reduced four-year 
debt by subtracting such excess from 
the unreduced four-year debt (see Step 
1). 

(iii) To the extent that paydowns do 
not offset either the unreduced five- 
year amount or the unreduced four- 
year amount, the reduced and the unre-
duced amounts are the same. 

(7) Step 7: Computation of the general 
phase-in amount. The general phase-in 
amount is the lesser of— 

(i) The percentage of the November 
16, 1985 amount designated for the rel-
evant transition year in the table 
below, or 

(ii) The lowest group month-end debt 
level (see Step 3). 

GENERAL PHASE-IN TABLE 

Transition year Percentage 

Year 1 ................................................................ 75 
Year 2 ................................................................ 50 
Year 3 ................................................................ 25 

(8) Step 8: Computation of Five-Year 
Phase-in Amount. The five-year phase- 
in amount is the lesser of— 

(i) The percentage of the unreduced 
five-year debt designated for the rel-
evant transition year in the table 
below, or 

(ii) The percentage of the reduced 
five-year debt designated for the rel-
evant transition year in the table 
below. 

FIVE-YEAR PHASE-IN TABLE 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 81⁄3 10 
Year 2 ........................................ 162⁄3 25 
Year 3 ........................................ 25 50 
Year 4 ........................................ 331⁄3 100 
Year 5 ........................................ 162⁄3 100 

(9) Step 9: Computation of Four-year 
Phase-in Amount. The four-year phase- 
in amount is the lesser of— 

(i) The percentage of the unreduced 
four-year debt designated for the rel-
evant transition year in the table 
below, or 

(ii) The percentage of the reduced 
four-year debt designated for the rel-
evant transition year in the table 
below. 

FOUR-YEAR PHASE-IN TABLE 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 5 61⁄4 
Year 2 ........................................ 10 162⁄3 
Year 3 ........................................ 15 371⁄2 
Year 4 ........................................ 20 100 

(10) Step 10: Determination of group 
debt ratio and application of transition 
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relief to separate company interest ex-
pense. (i) The general phase-in amount 
consists of the amount computed under 
Step 7. Interest expense on this amount 
is subject to pre-1987 rules of allocation 
and apportionment. 

(ii) The post-1986 separate company 
amount consists of the sum of the 
amounts determined under Steps 8 and 
9. Interest expense on this amount is 
subject to post-1986 rules of allocation 
and apportionment as applied on a sep-
arate company basis. Thus, § 1.861– 
11T(c) does not apply with respect to 
this amount of indebtedness. Because 
the consolidation rule does not apply, 
stock in affiliated corporations shall be 
taken into account in computing the 
apportionment fractions for each sepa-
rate company in the same manner as 
under pre-1987 rules. 

(iii) The post-1986 one-taxpayer 
amount consists of any indebtedness 
that does not qualify for transition re-
lief under Steps 7, 8, and 9. Interest ex-
pense on this amount is subject to 
post-1986 rules as applied on a consoli-
dated basis. 

(iv) To determine the extent to which 
the interest expense of each separate 
company is subject to any of these sets 
of allocation and apportionment rules, 
each company shall prorate its own in-
terest expense using two fractions. The 
general phase-in fraction is the general 
phase-in amount over the current year 
average debt level of the affiliated 
group (see Step 2). The post-1986 sepa-
rate company fraction is the post-1986 
separate company amount over the 
current year average debt level of the 
affiliated group. The balance of each 
separate company’s interest expense is 
subject to post-1986 one-taxpayer rules. 

(f) Example. XYZ form an affiliate 
group. 

(1) Step 1: Determination of the 
amounts within the various debt cat-
egories. 

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ............. $100,000 ....................
May 29, 1983 (5-year) 90,000 $10,000 
Dec. 31, 1983 (4-year) 80,000 10,000 
Dec. 31, 1982 ............. 70,000 ....................
Current Interest Ex-

pense ....................... 10,000 ....................
Company Y: 

Nov. 16, 1985 ............. 200,000 ....................
May 29, 1985 (5-year) 170,000 120,000 

Historic 3rd 
party debt Increase 

Dec. 31, 1983 (4-year) 50,000 10,000 
Dec. 31, 1982 ............. 40,000 ....................
Current Interest Ex-

pense ....................... 30,000 ....................
Company Z: 

Nov. 16, 1985 ............. 300,000 ....................
May 29, 1985 (5-year) 300,000 50,000 
Dec. 31, 1983 (4-year) 250,000 100,000 
Dec. 31, 1982 ............. 150,000 ....................
Current Interest Ex-

pense ....................... 30,000 ....................

(2) Step 2: Aggregation of the separate 
company amounts. 
Aggregate Nov. 16, 1985 ...................................... $600,000 
Aggregate 5-year debt ........................................... 180,000 
Aggregate 4-year debt ........................................... 120,000 
Current year average debt level ............................ 700,000 

(3) Step 3: Calculation of lowest his-
toric month-end debt level. 

An analysis of historic month-end 
debt levels indicates that in 1986, 
XYZ’s aggregate month-end debt level 
fell to $500,000, which represents the 
lowest sum for all years under consid-
eration. Because this historic low oc-
curred in a prior tax year, there is no 
averaging of month-end debt levels in 
the current taxable year. 

(4) Step 4: Computation of paydowns. 
The aggregate November 16, 1985 

amount ($600,000), less the lowest his-
toric month-end debt level ($500,000), 
yields a total paydown in the amount 
of $100,000. 

(5) Step 5: Computation of limitations 
on aggregate unreduced five-year debt 
and aggregate unreduced four-year 
debt. 
Aggregate Nov. 16, 1985 amount ......................... $600,000 
Aggregate unreduced 5-year debt ......................... 180,000 
Aggregate unreduced 4-year debt ......................... 120,000 

Because the November 16, 1985 
amount exceeds the unreduced 4- and 5- 
year debt, the full amount of the 4- and 
5-year debt qualify for transition relief. 
In cases where the November 16, 1985 
amount is less than the 4- or 5-year 
debt (or the sum of both), the latter 
amounts are limited to the November 
16, 1985 amount. See the limitations on 
the 4-year and 5-year debt amounts in 
paragraphs (c)(6) and (c)(5), respec-
tively, of this section. 

(6) Step 6: Computation of reduced 
five-year and four-year debt. The 
paydowns computed under Step 4 are 
deemed to first offset the aggregate un-
reduced five-year debt. Accordingly, 
the reduced amount of five-year debt is 
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$80,000. Since the paydowns are less 
than the aggregate unreduced five-year 
debt, there is no paydown in connec-
tion with aggregate unreduced four- 
year debt. Accordingly, the unreduced 
four-year debt and the reduced four- 
year debt are both considered to be 
$120,000. 

(7) Step 7: Computation of the general 
phase-in amount. In transition year 1, 
the general transition amount is the 
lesser of: 

(i) 75 percent of the aggregate No-
vember 16, 1985 amount (75% of $600,000 
= $450,000); or 

(ii) the lowest month-end debt level 
since November 16, 1985 ($500,000). 

Therefore, the general transition 
amount is $450,000. 

(8) Step 8: Computation of the five- 
year phase-in amount. In transition 
year 1, the five-year phase-in amount is 
the lesser of: 

(i) 81⁄3 percent of the unreduced five- 
year amount (81⁄3% of $180,000=$15,000); 
or 

(ii) 10 percent of the reduced five- 
year amount (10% of $80,000=$8,000). 

Therefore, the five-year phase-in 
amount is $8,000. 

(9) Step 9: Computation of the four- 
year phase-in amount. In transition 
year 1, the four-year phase-in amount 
is the lesser of: 

(i) 5 percent of the unreduced four- 
year amount (5% of $120,000=$6,000); or 

(ii) 61⁄4 percent of the reduced four- 
year amount (61⁄4% of $120,000=$7,500). 

Therefore, the four-year phase-in 
amount is $6,000. 

(10) Step 10: Determination of group 
debt ratio and application of relief to 
separate company interest expense. 

(i) As determined under Step 7, inter-
est expense on a total of $450,000 of the 
XYZ debt in the first transition year is 
computed under pre-1987 rules of allo-
cation and apportionment. 

(ii) The sum of Steps 8 ($8,000) and 9 
($6,000) is $14,000. Interest expense on a 
total of $14,000 of XYZ debt is com-
puted under post-1986 rules of alloca-
tion and apportionment as applied on a 
separate company basis. 

(iii) The balance of XYZ’s current 
year interest expense is computed 
under post-1986 rules of allocation and 
apportionment as applied on a consoli-
dated basis. X, Y, and Z, respectively, 

have current interest expense of 
$10,000, $30,000, and $30,000. Thus, 64.3 
percent (450,000/700,000) of the interest 
expense of each separate company is 
subject to pre-1987 rules. Two percent 
(14,000/700,000) of the interest expense of 
each separate company is subject to 
post-1986 rules applied on a separate 
company basis. Finally, the balance of 
each separate company’s current year 
interest expense (33.7 percent) is sub-
ject to post-1986 rules applied on a con-
solidated basis. 

(g) Corporate transfers—(1) Effect on 
transferee—(i) General rule. Except as 
provided in paragraph (g)(1)(ii) of this 
section, if a domestic corporation or an 
affiliated group acquires stock in a do-
mestic corporation that was not a 
member of the transferee’s affiliated 
group before the acquisition, but be-
comes a member of the transferee’s af-
filiated group after the acquisition, the 
transferee group shall take into ac-
count the following transition at-
tributes of the acquired corporation in 
computing its transition relief: 

(A) November 16, 1985 amount; 
(B) Unreduced five-year amount; 
(C) Unreduced four-year amount; and 
(D) The amount of any transferor 

paydowns attributed to the acquired 
corporation under the rules of para-
graph (h)(1) of this section. 

(ii) Special rule for year of acquisition. 
To compute the amount of the transi-
tion attributes described in paragraph 
(g)(1)(i) of this section that a transferee 
takes into account in the transferee’s 
taxable year of the acquisition, such 
transition attributes shall be multi-
plied by a fraction, the numerator of 
which is the number of months within 
the taxable year that the transferee 
held the acquired corporation and the 
denominator of which is the number of 
months in such taxable year. In order 
for the transferee to assert ownership 
of a subsidiary for a given month, the 
transferee and the acquired corpora-
tion must be affiliated corporations as 
of the last day of the month. In addi-
tion, the transferor and the transferee 
shall take account of the month-end 
debt level of the transferred corpora-
tion only for those months at the end 
of which the transferred corporation 
was a member of the transferor’s or the 
transferee’s respective affiliated group. 
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(iii) Aggregation of transition at-
tributes. The transition attributes of 
the acquired corporation shall be ag-
gregated with the respective amounts 
of the transferee group. 

(iv) Conveyance of transferor 
paydowns. The total paydowns of the 
transferee group shall include the 
amount of any paydown of the trans-
feror group that was attributed to the 
acquired corporation under the rules of 
paragraph (h)(1) of this section. 

(v) Effect of certain elections. If an 
election— 

(A) Is made under section 338(g) 
(whether or not an election under 
338(h)(10) is made), 

(B) Is deemed to be made under sec-
tion 338(e) (other than (e)(2)), or section 
338(f), or, 

(C) Is made under section 336(e), no 
indebtedness of the acquired corpora-
tion shall qualify for transition relief 
for the year such election first becomes 
effective and for subsequent taxable 
years, and no other transition at-
tributes of the acquired corporation 
shall be taken into account by the 
transferee group. 

(2) Effect on transferor—(i) General 
rule. Except as provided in paragraph 
(g)(2)(ii) of this section, in the case of 
an acquisition of a member of an affili-
ated group by a nonmember of the 
group, the transferor shall not take 
into account the transition attributes 
of the acquired corporation in com-
puting the transition relief of the 
transferor group in subsequent taxable 
years. Thus, the November 16, 1985 
amount, the unreduced five-year and 
four-year debt amounts, and the end- 
of-month debt levels of the transferor 
group shall be computed without re-
gard to the acquired corporation’s re-
spective amounts for purposes of com-
puting transition relief of the tranferor 
group for years thereafter. 

(ii) Special rule for the year of disposi-
tion. To compute the amount of the 
transition attributes described in para-
graph (g)(2)(i) of this section that a 
transferor shall take into account in 
the transferor’s taxable year of the dis-
position, such transition attributes 
shall be multiplied by a fraction, the 
numerator of which is the number of 
months within the taxable year that 
the transferor held the acquired cor-

poration and the denominator of which 
is the number of months in such tax-
able year. In order for the transferor to 
assert ownership of a subsidiary for a 
given month, the transferor and the ac-
quired corporation must be affiliated 
corporations as of the last day of the 
month. 

(iii) Effect of prior paydowns. Any 
paydowns of the acquired corporation 
that are considered to reduce the debt 
of other members of the transferor 
group under the rules of paragraph 
(h)(1) of this section (whether incurred 
in a prior taxable year or in that por-
tion of a year of disposition that is 
taken into account by the transferor) 
shall continue to be taken into account 
by the transferor group after the dis-
position. 

(3) Special rule for assumptions of in-
debtedness. In connection with the 
transfer of a corporation, if the indebt-
edness of an acquired corporation is as-
sumed by any party other than the 
transferee or another member of the 
transferee’s affiliated group, the tran-
sition attributes of the acquired cor-
poration shall not be taken into ac-
count in computing the transition re-
lief of the transferee group. See para-
graph (g)(2) of this section concerning 
the treatment of the transferor group. 
Also in connection with the transfer of 
a corporation, if the transferee or an-
other member of the transferee’s affili-
ated group assumes the indebtedness of 
an acquired corporation, such assumed 
indebtedness shall only qualify for 
transition relief during the period in 
which the acquired corporation re-
mains a member of the transferee 
group. Further, if the transferee group 
subsequently disposes of the acquired 
corporation, the indebtedness of the ac-
quired corporation will continue to 
qualify for transition relief only if the 
indebtedness is assumed by the new 
purchaser as of the time such corpora-
tion is acquired. 

(4) Effect of asset sales. If substan-
tially all of the assets of a corporation 
are sold, the indebtedness of such cor-
poration shall cease to be qualified for 
transition relief. Thus, the transition 
attributes of such corporation shall not 
be taken into account in computing 
transition relief. 
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(h) Rules for attributing paydowns 
among separate companies—(1) General 
rule. In the case of a corporate transfer 
under paragraph (g) of this section, it 
is necessary to determine the amount 
of paydowns attributable to the ac-
quired corporation. Under paragraph 
(c)(7) of this section, paydowns are 
deemed to reduce first the five-year 
phase-in amount, then the four-year 
phase-in amount, and then the general 
phase-in amount. Thus, for example, a 
reduction in indebtedness of the group 
caused by a reduction in the debt of a 
group member that has no five-year 
debt will nevertheless be deemed under 
this ordering rule to reduce the indebt-
edness of those group members that do 
have five-year debt. In order to pre-
serve the effect of paydowns caused by 
a reduction, each member must deter-
mine on a separate company basis at 
the time of any transfer of any member 
of the affiliated group the impact of 
paydowns (including those paydowns 
occurring in the year of transfer prior 
to the time of the transfer) on the var-
ious categories of indebtedness. 

(2) Mechanics of computation. Separate 
company accounts of paydowns are de-
termined by prorating any paydown 
among all group members with five- 
year debt to the extent thereof on the 
basis of the relative amounts of five- 
year debt. Paydowns in excess of five- 
year debt are prorated on a similar 
basis among all group members with 
four-year debt to the extent thereof on 
the basis of the relative amounts of 
four-year debt. Paydowns in excess of 
four-year and five-year debt are pro-
rated among all group members with 
general phase-in debt to the extent 
thereof on the basis of the relative 
amounts of general phase-in debt. After 
an initial paydown has been prorated 
among the members of an affiliated 
group, any further reduction in the 
amount of aggregate month-end debt 
level as compared to the November 16, 
1985 amount is prorated among all 
members of the affiliated group based 
on the remaining net amounts of four- 
year and five-year debt. 

(3) Examples. The rules of paragraphs 
(g) and (h) of this section may be illus-
trated by the following examples. 

Example 1— Computing separate company ac-
counts of reductions—(i) Facts. XYZ con-

stitutes an affiliated group of corporations 
that has a calendar taxable year and the fol-
lowing transition attributes: 

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ............. $100,000 ....................
May 29, 1985 (5-year) 80,000 $0 
Dec. 31, 1983 (4-year) 80,000 10,000 
Dec. 31, 1982 ............. 70,000 ....................

Company Y: 
Nov. 16, 1985 ............. 200,000 ....................
May 29, 1985 (5-year) 170,000 120,000 
Dec. 31, 1983 (4-year) 50,000 10,000 
Dec. 31, 1982 ............. 40,000 ....................

Company Z: 
Nov. 16, 1985 ............. 300,000 ....................
May 29, 1985 (5-year) 290,000 40,000 
Dec. 31, 1983 (4-year) 250,000 100,000 
Dec. 31, 1982 ............. 150,000 ....................

In 1986, the XYZ group attained its lowest 
historic month-end debt level of $500,000. Be-
cause the November 16, 1985 amount is 
$600,000 the XYZ group therefore has a 
paydown in the amount of $100,000. This 
paydown partially offsets the $160,000 of five- 
year debt in the XYZ group. 

(ii) Analysis. Applying the rule of para-
graph (h)(1) of this section, separate com-
pany accounts of paydowns are computed by 
prorating the $100,000 paydown among those 
members of the group that have five-year 
debt. Accordingly, the paydown is prorated 
between Y and Z as follows: 

To Y: 

$100,
$120,

$160,
$75,000

000

000
000× =

To Z: 

$100,
$40,

$160,
$25,000

000

000
000× =

Example 2— Corporate acquisitions—(i) Facts. 
The facts are the same as in example 1. On 
July 15, 1987, the XYZ group sells all the 
stock of Y to A. Having held the stock of Y 
for six months in 1987, the XZ group com-
putes its transition relief for that year tak-
ing into account half of the transition at-
tributes of Y. AY constitutes an affiliated 
group of corporations after the acquisition. 
Having held the stock of Y for six months in 
1987, the AY group computes its transition 
relief for that year taking into account half 
of the transition attributes of Y. In 1987, the 
AY group attained a new lowest month-end 
debt level that yields an average lowest 
month-end debt level for 1987 of $150,000. 

(ii) Transferee group. The following analysis 
applies in determining transition relief for 
purposes of apportioning the interest ex-
pense of the transferee group for 1987. The 
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AY group has the following transition at-
tributes for 1987: 

Historic 3rd 
party debt Increase 

Company A: 
Nov. 16, 1985 ............. $100,000 ....................
May 29, 1985 (5-year) 250,000 $5,000 
Dec. 31, 1983 (4-year) 245,000 10,000 
Dec. 31, 1982 ............. 235,000 ....................

Company Y (half-year 
amounts): 

Nov. 16, 1985 ............. 100,000 ....................
May 29, 1985 (5-year) 85,000 60,000 
Dec. 31, 1983 (4-year) 25,000 5,000 
Dec. 31, 1982 ............. 20,000 ....................
Pre-acquisition year 

paydown by another 
member of the trans-
feror group that re-
duced Y’s five-year 
debt (one half of 
$75,000) .................. 37,500 ....................

Because the November 16, 1985 amount of the 
AY group in 1987 is $200,000 and because the 
1987 average of historic month-end debt lev-
els was $150,000, the AY group has a paydown 
in the amount of $50,000. In addition, the 1986 
paydown by the XYZ group that was deemed 
to reduce Y debt is added to the paydown 
computed above, yielding a total paydown of 
$87,500. This amount is prorated between 
members, eliminating the four and five year 
debt of the AY group. Note that Y is only a 
member of the AY group for half of the 1987 
taxable year. In 1988, Y’s entire transition 
indebtedness and a $75,000 paydown must be 
taken into account in computing the amount 
of interest expense eligible for transition re-
lief. 

(iii) Transferor group. The following anal-
ysis applies in determining transition relief 
for purposes of apportioning the interest ex-
pense of the transferor group for 1987. The 
XZ group has the transition attributes stat-
ed below for 1987. In 1987, the XZ group at-
tained a new lowest month-end debt level 
that yields an average lowest month-end 
debt level for 1987 of $250,000. 

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ............. $100,000 ....................
May 29, 1985 (5-year) 80,000 $0 
Dec. 31, 1983 (4-year) 80,000 10,000 
Dec. 31, 1982 ............. 70,000 ....................
Pre-disposition 

paydown that re-
duced X’s debt ........ 0 ....................

Company Y (half-year 
amounts): 

Nov. 16, 1985 ............. 100,000 ....................
May 29, 1985 (5-year) 85,000 60,000 
Dec. 31, 1983 (4-year) 25,000 5,000 
Dec. 31, 1982 ............. 20,000 ....................
Pre-disposition 

paydown that re-
duced Y’s debt ........ 37,500 ....................

Historic 3rd 
party debt Increase 

Company Z: 
Nov. 16, 1985 ............. 300,000 ....................
May 29, 1985 (5-year) 290,000 40,000 
Dec. 31, 1983 (4-year) 250,000 100,000 
Dec. 31, 1982 ............. 150,000 ....................
Pre-disposition 

paydown that re-
duced Z’s debt ......... 25,000 ....................

Because the revised November 16, 1985 
amount of the XZ group is $500,000 and be-
cause the 1987 average of lowest historic 
month-end debt levels of the XZ group was 
$250,000, the XZ group has a paydown in the 
amount of $250,000. This paydown offsets the 
total five and four year debt of the XZ group. 
Had the 1987 paydown of the XZ group been 
an amount less than the five-year amount, 
the paydown would have been prorated based 
on Y’s adjusted 5-year amount of $22,500 and 
Z’s adjusted 5-year amount of $15,000. 

[T.D. 8257, 54 FR 31820, Aug. 2, 1989] 

§ 1.861–14 Special rules for allocating 
and apportioning certain expenses 
(other than interest expense) of an 
affiliated group of corporations. 

(a)–(c) [Reserved]. For further guid-
ance, see § 1.861–14T(a) through (c). 

(d) Definition of affiliated group—(1) 
General rule. For purposes of this sec-
tion, the term affiliated group has the 
same meaning as is given that term by 
section 1504, except that section 936 
corporations (as defined in § 1.861– 
11(d)(2)(ii)) are also included within the 
affiliated group to the extent provided 
in paragraph (d)(2) of this section. Sec-
tion 1504(a) defines an affiliated group 
as one or more chains of includible cor-
porations connected through 80-percent 
stock ownership with a common parent 
corporation which is an includible cor-
poration (as defined in section 1504(b)). 
In the case of a corporation that either 
becomes or ceases to be a member of 
the group during the course of the cor-
poration’s taxable year, only the ex-
penses incurred by the group member 
during the period of membership shall 
be allocated and apportioned as if all 
members of the group were a single 
corporation. In this regard, the appor-
tionment factor chosen shall relate 
only to the period of membership. For 
example, if apportionment on the basis 
of assets is chosen, the average amount 
of assets (tax book value or fair market 
value) for the taxable year shall be 
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multiplied by a fraction, the numer-
ator of which is the number of months 
of the corporation’s taxable year dur-
ing which the corporation was a mem-
ber of the affiliated group, and the de-
nominator of which is the number of 
months within the corporation’s tax-
able year. If apportionment on the 
basis of gross income is chosen, only 
gross income generated during the pe-
riod of membership shall be taken into 
account. If apportionment on the basis 
of units sold or sales receipts is chosen, 
only units sold or sales receipts during 
the period of membership shall be 
taken into account. Expenses incurred 
by the group member during its tax-
able year, but not during the period of 
membership, shall be allocated and ap-
portioned without regard to other 
members of the group. This paragraph 
(d)(1) applies to taxable years begin-
ning after December 31, 1989. 

(2) Inclusion of section 936 corpora-
tions—(i) General rule. Except as other-
wise provided in paragraph (d)(2)(ii) of 
this section, the exclusion from the af-
filiated group of section 936 corpora-
tions under section 1504(b)(4) does not 
apply for purposes of this section. 
Thus, a section 936 corporation that 
meets the ownership requirements of 
section 1504(a) is a member of the af-
filiated group. 

(ii) Exception for purposes of alter-
native minimum tax. The exclusion from 
the affiliated group of section 936 cor-
porations under section 1504(b)(4) shall 
be operative for purposes of the appli-
cation of this section solely in deter-
mining the amount of foreign source 
alternative minimum taxable income 
within each separate category and the 
alternative minimum tax foreign tax 
credit pursuant to section 59(a). Thus, 
a section 936 corporation that meets 
the ownership requirements of section 
1504(a) is not a member of the affiliated 
group for purposes of determining the 
amount of foreign source alternative 
minimum taxable income within each 
separate category and the alternative 
minimum tax foreign tax credit pursu-
ant to section 59(a). 

(iii) Effective date. This paragraph 
(d)(2) applies to taxable years begin-
ning after December 31, 1989. 

(d)(3) through (e)(5) [Reserved] For 
further guidance, see § 1.861–14T(d)(3) 
through (e)(5). 

(e)(6) Charitable contribution ex-
penses—(i) In general. A deduction for a 
charitable contribution by a member of 
an affiliated group shall be allocated 
and apportioned under the rules of 
§§ 1.861–8(e)(12) and 1.861–14T(c)(1). 

(ii) Effective date. (A) The rules of this 
paragraph shall apply to charitable 
contributions subject to § 1.861– 
8(e)(12)(i) that are made on or after 
July 28, 2004, and, for taxpayers apply-
ing the second sentence of § 1.861– 
8(e)(12)(iv)(A), to charitable contribu-
tions made during the taxable year 
ending on or after July 28, 2004. 

(B) The rules of this paragraph shall 
apply to charitable contributions sub-
ject to § 1.861–8(e)(12)(ii) that are made 
on or after July 14, 2005, and, for tax-
payers applying the second sentence of 
§ 1.861–8(e)(12)(iv)(B), to charitable con-
tributions made during the taxable 
year ending on or after July 14, 2005. 

(f) through (j) [Reserved] For further 
guidance, see § 1.861–14T(f) through (j). 

[T.D. 8916, 66 FR 274, Jan. 3, 2001, as amended 
by T.D. 9211, 70 FR 40663, July 14, 2005] 

§ 1.861–14T Special rules for allocating 
and apportioning certain expenses 
(other than interest expense) of an 
affiliated group of corporations 
(temporary). 

(a) In general. Section 1.861–11T pro-
vides special rules for allocating and 
apportioning interest expense of an af-
filiated group of corporations. The 
rules of this § 1.861–14T also relate to 
affiliated groups of corporations and 
implement section 864(e)(6), which re-
quires affiliated group allocation and 
apportionment of expenses other than 
interest which are not directly allo-
cable and apportionable to any specific 
income producing activity or property. 
In general, the rules of this section 
apply to taxable years beginning after 
December 31, 1986. Paragraph (b) of this 
section describes the scope of the appli-
cation of the rule for the allocation 
and apportionment of such expenses of 
affiliated groups of corporations. Such 
rule is then set forth in paragraph (c) 
of this section. Paragraph (d) of this 
section contains the definition of the 
term ‘‘affiliated group’’ for purposes of 
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this section. Paragraph (e) of this sec-
tion describes the expenses subject to 
allocation and apportionment under 
the rules of this section. Paragraph (f) 
of this section provides rules con-
cerning the affiliated group allocation 
and apportionment of such expenses in 
computing the combined taxable in-
come of a FSC or DISC and its related 
supplier. Paragraph (g) of this section 
describes the treatment of losses 
caused by apportionment of such ex-
penses in the case of an affiliated group 
that does not file a consolidated re-
turn. Paragraph (h) of this section pro-
vides rules concerning the treatment of 
the reserve expenses of a life insurance 
company. Paragraph (j) of this section 
provides examples illustrating the ap-
plication of this section. 

(b) Scope—(1) Application of section 
864(e)(6). Section 864(e)(6) and this sec-
tion apply to the computation of tax-
able income for purposes of computing 
separate limitations on the foreign tax 
credit under section 904. Section 
864(e)(6) and this section also apply in 
connection with section 907 to deter-
mine reductions in the amount allowed 
as a foreign tax credit under section 
901. Section 864(e)(6) and this section 
also apply to the computation of the 
combined taxable income of the related 
supplier and a foreign sales corporation 
(FSC) (under sections 921 through 927) 
as well as the combined taxable income 
of the related supplier and a domestic 
international sales corporation (DISC) 
(under sections 991 through 997). 

(2) Nonapplication of section 864(e)(6). 
Section 864(e)(6) and this section do not 
apply to the computation of subpart F 
income of controlled foreign corpora-
tions (under sections 951 through 964) 
or the computation of effectively con-
nected taxable income of foreign cor-
porations. 

(3) Application of section 864(e)(6) to the 
computation of combined taxable income 
of a possessions corporation and its affili-
ates. [Reserved] 

(c) General rule for affiliated corpora-
tions—(1) General rule. (i) Except as oth-
erwise provided in paragraph (c)(2) of 
this section, the taxable income of 
each member of an affiliated group 
within each statutory grouping shall 
be determined by allocating and appor-
tioning the expenses described in para-

graph (e) of this section of each mem-
ber according to apportionment frac-
tions which are computed as if all 
members of such group were a single 
corporation. For purposes of deter-
mining these apportionment fractions, 
any interaffiliate transactions or prop-
erty that are duplicative with respect 
to the measure of apportionment cho-
sen shall be eliminated. For example, 
in the application of an asset method 
of apportionment, stock in affiliated 
corporations shall not be taken into 
account, and loans between members of 
an affiliated group shall be treated in 
accordance with the rules of § 1.861– 
11T(e). Similarly, in the application of 
a gross income method of apportion-
ment, interaffiliate dividends and in-
terest, gross income from sales or serv-
ices, and other interaffiliate gross in-
come shall be eliminated. Likewise, in 
the application of a method of appor-
tionment based on units sold or sales 
receipts, interaffiliate sales shall be 
eliminated. 

(ii) Except as otherwise provided in 
this section, the rules of § 1.861–8T 
apply to the allocation and apportion-
ment of the expenses described in para-
graph (e) of this section. Thus, alloca-
tion under this paragraph (c) is accom-
plished by determining, with respect to 
each expense described in paragraph 
(e), the class of gross income to which 
the expense is definitely related and 
then allocating the deduction to such 
class of gross income. For this purpose, 
the gross income of all members of the 
affiliated group must be taken in ac-
count. Then, the expense is appor-
tioned by attributing the expense to 
gross income (within the class to which 
the expense has been allocated) which 
is in the statutory grouping and to 
gross income (within the class) which 
is in the residual grouping. Section 
1.861–8T(c)(1) identifies a number of 
factors upon which apportionment may 
be based, such as comparison of units 
sold, gross sales or receipts, assets 
used, or gross income. The apportion-
ment method chosen must be applied 
consistently by each member of the af-
filiated group in apportioning the ex-
pense when more than one member in-
curred the expense or when members 
incurred separate portions of the ex-
pense. The apportionment fraction 
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must take into account the apportion-
ment factors contributed by all mem-
bers of the affiliated group. In the case 
of an affiliated group of corporations 
that files a consolidated return, con-
solidated foreign tax credit limitations 
are computed for the group in accord-
ance with the rules of § 1.1502–4. For 
purposes of this section the term ‘‘tax-
payer’’ refers to the affiliated group 
(regardless of whether the group files a 
consolidated return), rather than to 
the separate members thereof. 

(2) Expenses relating to fewer than all 
members. An expense relates to fewer 
than all members of an affiliated group 
if the expense is allocable under para-
graph (e)(1) of this section to gross in-
come of at least one member other 
than the member that incurred the ex-
pense but fewer than all members of 
the affiliated group. The taxable in-
come of the member that incurred the 
expense shall be determined by appor-
tioning that expense under the rules of 
paragraph (c)(1) of this section as if the 
members of the affiliated group that 
derive gross income to which such ex-
pense is allocable under paragraph 
(e)(1) were treated as a single corpora-
tion. 

(3) Prior application of section 482. The 
rules of this section do not supersede 
the application of section 482 and the 
regulations thereunder. Section 482 
may be applied effectively to deny a 
deduction for an expense to one mem-
ber of an affiliated group and to allow 
a deduction for that expense to another 
member of the affiliated group. In 
cases to which section 482 is applied, 
expenses shall be reallocated and re-
apportioned under section 864(e)(6) and 
this section after taking into account 
the application of section 482. 

(d)(1)–(2) [Reserved]. For further 
guidance, see § 1.861–14(d)(1) and (2). 

(e) Expenses to be allocated and appor-
tioned under this section—(1) Expenses 
not directly traceable to specific income 
producing activities or property. (i) The 
expenses that are required to be allo-
cated and apportioned under the rules 
of this section are expenses related to 
certain supportive functions, research 
and experimental expenses, steward-
ship expenses, and legal and accounting 
expenses, to the extent that such ex-
penses are not directly allocable to 

specific income producing activities or 
property solely of the member of the 
affiliated group that incurred the ex-
pense. Interest expense of members of 
an affiliated group of corporations is 
allocated and apportioned under § 1.861– 
11T and not under the rules of this sec-
tion. Expenses that are included in in-
ventory costs or that are capitalized 
are not subject to allocation and appor-
tionment under the rules of this sec-
tion. 

(ii) An item of expense is not consid-
ered to be directly allocable to specific 
income producing activities or prop-
erty solely of the member incurring 
the expense if, were all members of the 
affiliated group treated as a single cor-
poration, the expense would not be con-
sidered definitely related, within the 
meaning of § 1.861–8T(b)(2), only to a 
class of gross income derived solely by 
the member which actually incurred 
the expense. Furthermore, the expense 
is presumed not to be definitely related 
only to a class of gross income derived 
solely by the member incurring the ex-
pense (and is, therefore, presumed not 
to be directly allocable to specific in-
come producing activities or property 
of that member) unless the taxpayer is 
able affirmatively to establish other-
wise. As provided in paragraph (c)(1) of 
this section, expenses described in this 
paragraph (e)(1) generally shall be ap-
portioned by the member incurring the 
expense according to apportionment 
fractions computed as if all members of 
the affiliated group were a single cor-
poration. Under paragraph (c)(2) of this 
section, however, an expense shall be 
apportioned according to apportion-
ment fractions computed as if only 
some (but fewer than all) members of 
the affiliated group were a single cor-
poration, if the expense is considered 
allocable to gross income of at least 
one member other than the member in-
curring the expense but fewer than all 
members of the affiliated group. An 
item of expense shall be considered to 
be allocable to gross income of fewer 
than all members of the group if, were 
all members of the affiliated group 
treated as a single corporation, the ex-
pense would not be considered defi-
nitely related within the meaning of 
§ 1.861–8T(b)(2) to gross income derived 
by all members of the group. In such 
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case, the expense shall be considered 
allocable, for purposes of paragraph 
(c)(2) of this section, to gross income of 
those members of the group that gen-
erated (or could reasonably be expected 
to generate) the gross income to which 
the expense would be considered defi-
nitely related if the group were treated 
as a single corporation. 

(2) Research and experimental ex-
penses—(i) In general. The allocation 
and apportionment of research and ex-
perimental expenses is governed by the 
rules of § 1.861–8T(e)(3). In the case of 
research and experimental expenses in-
curred by a member of an affiliated 
group, the rules of § 1.861–8T(e)(3) shall 
be applied as if all members of the af-
filiated group were a single taxpayer. 
Thus, research and experimental ex-
penses shall be allocated to all income 
of all members of the affiliated group 
reasonably connected with the relevant 
broad product category to which such 
expenses are definitely related under 
§ 1.861–8T(e)(3)(i). If fewer than all 
members of the affiliated group derive 
gross income reasonably connected 
with that relevant broad product 
cagetory, then such expenses shall be 
apportioned under the rules of this 
paragraph (c)(2) only among those 
members, as if those members were a 
single corporation. See Example (1) of 
paragraph (j) of this section. Such ex-
penses shall then be apportioned, if the 
sales method is used, in accordance 
with the rules of § 1.861–8T(e)(3)(ii) be-
tween the statutory grouping (within 
the class of gross income) and the re-
sidual grouping (within the class of 
gross income) taking into account the 
amount of sales of all members of the 
affiliated group from the product cat-
egory which resulted in such gross in-
come. Section 1.861–8T(e)(3)(ii)(D), re-
lating to sales of controlled parties, 
shall be applied as if all members of 
the affiliated group were the ‘‘tax-
payer’’ referred to therein. If either of 
the optional gross income methods of 
apportionment is used, gross income of 
all members of the affiliated group 
that generate, have generated, or could 
reasonably have been expected to gen-
erate gross income within the relevant 
class of gross income must be taken 
into account. 

(ii) Expenses subject to the statutory 
moratorium. The rules of this section do 
not apply to research and experimental 
expenses allocated under section 126 of 
Pub. L. 98–368. 

(3) Expenses related to supportive func-
tions. Expenses which are supportive in 
nature (such as overhead, general and 
administrative, supervisory expenses, 
advertising, marketing, and other sales 
expenses) are to be allocated and ap-
portioned in accordance with the rules 
of § 1.861–8T(b)(3). To the extent that 
such expenses are not directly allo-
cable under paragraph (e)(1)(ii) of this 
section to specific income producing 
activities or property of the member of 
the affiliated group that incurred the 
expense, such expenses must be allo-
cated and apportioned as if all mem-
bers of the affiliated group were a sin-
gle corporation in accordance with the 
rules of paragraph (c) of this section. 
Specifically, such expenses must be al-
located to a class of gross income that 
take into account gross income that is 
generated, has been generated, or could 
reasonably have been expected to have 
been generated by the members of the 
affiliated group. If the expenses relate 
to the gross income of fewer than all 
members of the affiliated group as de-
termined under paragraph (c)(2) of this 
section, then those expenses must be 
apportioned under the rules of para-
graph (c)(2) of this section, as if those 
fewer members were a single corpora-
tion. See Example (3) of paragraph (j) of 
this section. Such expenses must be ap-
portioned between statutory and resid-
ual groupings of income within the ap-
propriate class of gross income by ref-
erence to the apportionment factors 
contributed by the members of the af-
filiated group that are treated as a sin-
gle corporation. 

(4) Stewardship expenses. Stewardship 
expenses are to be allocated and appor-
tioned in accordance with the rules of 
§ 1.861–8T(e)(4). In general, stewardship 
expenses are considered definitely re-
lated and allocable to dividends re-
ceived or to be received from a related 
corporation. If members of the affili-
ated group, other than the member 
that incurred the stewardship expense, 
receive or may receive dividends from 
the related corporation, such expense 
must be allocated and apportioned in 
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accordance with the rules of paragraph 
(c) of this section as if all such mem-
bers of the affiliated group that receive 
or may receive dividends were a single 
corporation. See Example (4) of para-
graph (j) of this section. Such expenses 
must be apportioned between statutory 
and residual groupings of income with-
in the appropriate class of gross in-
come by reference to the apportion-
ment factors contributed by the mem-
bers of the affiliated group treated as a 
single corporation. 

(5) Legal and accounting fees and ex-
penses. Legal and accounting fees and 
expenses are to be allocated and appor-
tioned under the rules of § 1.861–8T 
(e)(5). To the extent that such expenses 
are not directly allocable under para-
graph (e)(1)(ii) of this section to spe-
cific income producing activities or 
property of the member of the affili-
ated group that incurred the expense, 
such expenses must be allocated and 
apportioned as if all members of the af-
filiated group were a single corpora-
tion. Specifically, such expenses must 
be allocated to a class of gross income 
that takes into account the gross in-
come which is generated, has been gen-
erated, or could reasonably have been 
expected to have been generated by the 
other members of the affiliated group. 
If the expenses relate to the gross in-
come of fewer than all members of the 
affiliated group as determined under 
paragraph (c)(2) of this section, then 
those expenses must be apportioned 
under the rules of paragraph (c)(2) of 
this section, as if those fewer members 
were a single corporation. See Example 
(5) of paragraph (j) of this section. Such 
expenses must be apportioned taking 
into account the apportionment factors 
contributed by the members of the 
group that are treated as a single cor-
poration. 

(f) Computation of FSC or DISC com-
bined taxable income. In the computa-
tion under the pricing rules of sections 
925 and 994 of the combined taxable in-
come of any FSC or DISC and its re-
lated supplier which are members of an 
affiliated group, the combined taxable 
income of such FSC or DISC and its re-
lated supplier shall be reduced by the 
portion of the expenses of the affiliated 
group described in paragraph (e) of this 
section that is incurred in connection 

with export sales involving that FSC or 
DISC. In order to determine the por-
tion of the expenses of the affiliated 
group that is incurred in connection 
with export sales by or through a FSC 
or DISC, the portion of the total of the 
apportionment factor chosen that re-
lates to the generation of that export 
income must be determined. Thus, if 
gross income is the apportionment fac-
tor chosen, the portion of total gross 
income of the affiliated group that con-
sists of combined gross income derived 
from transactions involving the FSC or 
DISC and related supplier must be de-
termined. Similarly, if units sold or 
sales receipts is the apportionment fac-
tor chosen, the portion of total units 
sold or sales receipts that generated 
export income of the FSC or DISC and 
related supplier must be determined. 
The amount of the expense shall then 
be multiplied by a fraction, the numer-
ator of which is the export related ap-
portionment factor as determined 
above, and the denominator of which is 
the total apportionment factor. Thus, 
if gross income is the apportionment 
factor chosen, apportionment is based 
on a fraction, the numerator of which 
is export related combined gross in-
come of the FSC or DISC and related 
supplier and the denominator of which 
is the total gross income of the affili-
ated group. Similarly, if units sold or 
sales receipts is the apportionment fac-
tor chosen, the fraction is the units 
sold or sales receipts that generated 
export income of the FSC or DISC and 
related supplier over the total units 
sold or sales receipts of the affiliated 
group. Under this rule, expenses of 
other group members may be attrib-
uted to the combined gross income of a 
FSC of DISC and its related supplier 
without affecting the amount of ex-
penses (other than any commission 
payable by the related supplier to the 
FSC or DISC) otherwise deductible by 
the FSC or DISC, the related supplier, 
or other members of the affiliated 
group. The FSC or DISC must calculate 
combined taxable income, taking into 
account any reduction by expenses at-
tributed from other members of the af-
filiated group to determine the com-
mission derived by the FSC or DISC or 
the transfer price of qualifying export 
property sold to the FSC or DISC. 
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(g) Losses created through apportion-
ment. In the case of an affiliated group 
that does not file a consolidated re-
turn, the taxable income in any sepa-
rate limitation category must be ad-
justed under this paragraph (g) for pur-
poses of computing the separate for-
eign tax credit limitations under sec-
tion 904(d). As a consequence of the af-
filiated group allocation and appor-
tionment of expenses required by sec-
tion 864(e)(6) and this section, expenses 
of a group member may be apportioned 
for section 904 purposes to a limitation 
category with a consequent loss in that 
limitation category. For purposes of 
this paragraph, the term ‘‘limitation 
category’’ includes domestic source in-
come, as well as the types of income 
described in section 904(d)(1) (A) 
through (I). A loss of one affiliate in a 
limitation category will reduce the in-
come of another member in the same 
limitation category if a consolidated 
return is filed. (See § 1.1502–4.) If a con-
solidated return is not filed, this net-
ting does not occur. Accordingly, in 
such a case, the following adjustments 
among members are required, in order 
to give effect to the group allocation of 
expense: 

(1) Losses created through group ap-
portionment of expense in one or more 
limitation categories within a given 
member must be eliminated; and 

(2) A corresponding amount of in-
come of other members in the same 
limitation category must be re-
characterized. 

Such adjustments shall be accom-
plished in accordance with the rules of 
§ 1.861–11T(g). 

(h) Special rule for the allocation of re-
serve expenses of a life insurance com-
pany. An amount of reserve expenses of 
a life insurance company equal to the 
dividends received deduction that is 
disallowed because it is attributable to 
the policyholders’ share of dividends 
received shall be treated as definitely 

related to such dividends. The remain-
ing reserve expenses of such company 
shall be allocated and apportioned 
under the rules of § 1.861–8 and this sec-
tion. 

(i) [Reserved] 
(j) Examples. The rules of this section 

may be illustrated by the following ex-
amples. All of these examples assume 
that section 482 has not been applied by 
the Commissioner. 

Example 1: (i) Facts. P owns all of the stock 
of X and all of the stock of Y. P, X and Y are 
domestic corporations. P is a holding com-
pany for the stock of X and Y. Both X and Y 
manufacture and sell a product which is in-
cluded in a broad product category listed in 
§ 1.861–8(e)(3)(i). During 1988, X incurred 
$100,000 on research connected with that 
product. All of the research was performed in 
the United States. In 1988, the domestic sales 
by X of the product totalled $400,000 and the 
foreign sales of the product totalled $200,000; 
Y’s domestic sales of the product totalled 
$200,000 and Y’s foreign sales of the product 
totalled $200,000. In 1988, X’s gross income is 
$300,000, of which $200,000 is from domestic 
sales and $100,000 is from foreign sales; Y’s 
gross income is $200,000 of which $100,000 is 
from domestic sales and $100,000 is from for-
eign sales. 

(ii) P, X and Y are affiliated corporations 
within the meaning of section 864(e)(5) and 
this section. The research expenses incurred 
by X are allocable to all income connected 
with the relevant broad category listed in 
§1.861–8T(e)(3)(i). Both X and Y have gross in-
come includible within the class of gross in-
come related to that product category. Ac-
cordingly, the research and experimental ex-
penses incurred by X are to be allocated and 
apportioned as if X and Y were a single cor-
poration. The apportionment for 1988 is as 
follows: 

Tentative Apportionment on the Basis of Sales 

Research expenses to be apportioned 
...................................................... $100,000 

Exclusive apportionment to United 
States source gross income.............$30,000 

Research expense to be apportioned on 
the basis of sales.............................$70,000 

Apportionment of research expense to for-
eign source general limitation income: 

$70,
$200, $200,

$600, $400,
$28,000

000 000

000 000
000× +

+
=
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Apportionment of research expense to United 
States source gross income: 

$70,
$400, $200,

$600, $400,
$42,000

000 000

000 000
000× +

+
=

Total apportioned deduction for re-
search............................................$100,000 

Of which— 
Apportioned to foreign source gross 

income ............................................$28,000 
Apportioned to U.S. source gross in-

come ($30,000+$42,000) ......................$72,000 

Tentative Apportionment on the Basis of Gross 
Income 

Research expense apportioned to foreign 
source gross income: 

$100,
$100, $100,

$300, $200,
$40,000

000 000

000 000
000× +

+
=

Research expense apportioned to United 
States income: 

$100,
$200, $100,

$300, $200,
$60,000

000 000

000 000
000× +

+
=

Example 2: (i) Facts. P owns all of the stock 
of X, which owns all of the stock of Y. P, X 
and Y are all domestic corporations. P has 
incurred general training program expenses 
of $100,000 in 1987. Employees of P, X and Y 
participate in the training program. In 1987, 
P had United States source gross income of 
$200,000 and foreign source general limitation 
income of $200,000; X had U.S. source gross 
income of $100,000 and foreign source general 
limitation income of $100,000; and Y had U.S. 
source gross income of $300,000 and foreign 
source general limitation income of $100,000. 

(ii) Analysis. P, X and Y are an affiliated 
group of corporations within the meaning of 

section 864(e)(5). The training expenses in-
curred by P are not definitely related solely 
to specific income producing activities or 
property of P. The employees of X and Y also 
participate in the training program. Thus, 
this expense relates to gross income gen-
erated by P, X and Y. This expense is defi-
nitely related and allocable to all of the 
gross income from foreign and domestic 
sources of P, X and Y. It is assumed that ap-
portionment on the basis of gross income is 
reasonable. The apportionment of the ex-
pense is as follows: 

Apportionment of $100,000 expense to foreign 
source general limitation income: 

$100,
$200, $100, $100,

$400, $200, $400,
$40,000

000 000 000

000 000 000
000× + +

+ +
=

Apportionment of $100,000 expense to United 
States source gross income: 
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$100,
$200, $100, $300,

$400, $200, $400,
$60,000

000 000 000

000 000 000
000× + +

+ +
=

Total apportioned expense ..................$100,000 
Example 3: (i) Facts. The facts are the same 

as in Example (2) above, except that only em-
ployees of P and X participate in the train-
ing program. 

(ii) Analysis. Because only the employees of 
P and X participate in the training program 
and they perform no services for Y, the ex-

pense relates only to gross income generated 
by P and X. Accordingly, the $100,000 expense 
must be allocated and apportioned as if P 
and X were a single corporation. The appor-
tionment of the $100,000 expense is as follows: 

Apportionment of $100,000 expense to foreign 
source general limitation income: 

$100,
$200, $100,

$400, $200,
$50,000

000 000

000 000
000× +

+
=

Apportionment of $100,000 expense to U.S. 
source gross income: 

$100,
$200, $100,

$400, $200,
$50,000

000 000

000 000
000× +

+
=

Example 4: (i) Facts. P owns all of the stock 
of X which owns all of the stock of Y. P and 
X are domestic corporations; Y is a foreign 
corporation. In 1987 P incurred $10,000 of 
stewardship expenses relating to an audit of 
Y. 

(ii) Analysis. The stewardship expenses in-
curred by P are not directly allocable to spe-
cific income producing activities or property 
of P. The expense is definitely related and al-
locable to dividends received or to be re-
ceived by X. Accordingly, the expense of P is 
allocated and apportioned as if P and X were 
a single corporation. The expense is defi-
nitely related to dividends received or to be 
received by X from Y, a foreign corporation. 
Such dividends are foreign source general 
limitation income. Thus, the entire amount 
of the expense must be allocated to foreign 
source dividend income. 

Example 5: (i) Facts. P owns all of the stock 
of X which owns all of the stock of Y. P, X 
and Y are all domestic corporations. In 1987, 
P incurred $10,000 legal expense relating to 
the testimony of certain employees of P in 
connection with litigation to which Y is a 
party. This expense is not allocable to spe-
cific income of Y. In 1987, Y had $100,000 for-
eign source general limitation income and 
$300,000 U.S. source gross income. 

(ii) Analysis. The legal expenses incurred 
by P are not definitely related solely to spe-
cific income producing activities or property 

of P. The expense is definitely related and al-
locable to the class of gross income which in-
cludes only gross income generated by Y. Ac-
cordingly, the expense of P is allocated and 
apportioned as if Y were the only member of 
the affiliated group, as follows: 

Apportionment of legal expenses to foreign 
source general limitation income: 

$10,
$100,

$400,
. . . . . . $2,000

000

000
500×

Apportionment of legal expenses to U.S. 
source gross income: 

$10,
$300,

$400,
. . . . . . $7,000

000

000
500×

Example 6: (i) Facts. P owns all of the stock 
of R, which owns all of the stock of F. P and 
R are domestic corporations, and F is a for-
eign sales corporation under section 922 of 
the Code. R and F have entered into an 
agreement whereby F is paid a commission 
with respect to sales of product A. In 1987, P 
had gross receipts of $1,000,000 from domestic 
sales of product A, and gross receipts of 
$1,000,000 from foreign sales of product A. R 
had gross receipts of $1,000,000 from domestic 
sales of product A, and $1,000,000 from export 
sales of product A. R’s cost of goods sold at-
tributable to export sales is $500,000. R has 
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deductible expenses of $100,000 directly re-
lated to its export sales, and F has such de-
ductible expenses of $100,000. During 1987, P 
incurred an expense of $100,000 for marketing 
studies involving the worldwide market for 
product A. 

(ii) Analysis. P and R are an affiliated 
group of corporations within the meaning of 
section 864(e)(5) and this section. The ex-
pense incurred by P for marketing studies 
regarding the worldwide market for product 
A is an expense that is not directly related 
solely to the activities of P, but also to the 
activities of R. This expense must be allo-
cated and apportioned under the rules of 
paragraph (c)(1) of this section, as if P and R 
were a single corporation. The expense is al-
locable to the class of gross income that in-
cludes all gross income generated by sales of 
product A. Apportionment on the basis of 

gross receipts is reasonable under these 
facts. F, a foreign corporation, is not a mem-
ber of the affiliated group. However, for pur-
poses of determining F’s commission on its 
sales, the combined gross income of F and R 
must be reduced by the portion of the mar-
keting studies expense of P that is incurred 
in connection with export sales involving F 
under the rules of paragraph (f) of this sec-
tion. The computation of the combined tax-
able income of R and F is as follows: 

Combined Taxable Income of R and F 

R’s gross receipts from export sales ................. $1,000,000 
R’s cost of goods sold ................................ $500,000 

Combined Gross Income ................................... $500,000 

Less: 
R’s other deductible expenses ................... $100,000 
F’s other deductible expenses ................... 100,000 
Apportionment of P’s expense: 

$100,
$1, ,

$200, $2, ,
. . . . . . $25,000

000 000

000 000 000
000×

+

Total ................................................. $225,000 

Combined Taxable Income .................................... $275,000 

[T.D. 8228, 53 FR 35501, Sept. 14, 1988, as 
amended by T.D. 8916, 65 FR 274, Jan. 3, 2001; 
T.D. 9143, 69 FR 44932, July 28, 2004; T.D. 9211, 
70 FR 40663, July 14, 2005] 

§ 1.861–15 Income from certain aircraft 
or vessels first leased on or before 
December 28, 1980. 

(a) General rule. A taxpayer who owns 
an aircraft or vessel described in para-
graph (b) of this section and who leases 
the aircraft or vessel to a United 
States person (other than a member of 
the same controlled group of corpora-
tions (as defined in section 1563) as the 
taxpayer) may elect under paragraph 
(f) of this section to treat all amounts 
includible in gross income with respect 
to the aircraft or vessel as income from 
sources within the United States for 
any taxable year ending after the com-
mencement of the lease. This para-
graph (a) applies only with respect to 
taxable years ending after August 15, 
1971, and only with respect to leases en-
tered into after that date of aircraft or 
vessels first leased by the taxpayer on 
or before December 28, 1980. An election 
once made applies to the taxable year 
for which made and to all subsequent 
taxable years unless it is revoked or 
terminated in accordance with para-

graph (g) of this section. A taxpayer 
need not be a United States person to 
be eligible to make the election under 
this section, unless otherwise required 
by a provision of law not contained in 
the Internal Revenue Code of 1954. In 
addition, the taxpayer need not be a 
bank or other financial institution to 
be eligible to make this election. The 
term ‘‘United States person’’ as used in 
this section has the meaning assigned 
to it by section 7701(a)(30). 

(b) Property to which the election ap-
plies—(1) Section 38 property. An elec-
tion made under this section may be 
made only if the aircraft or vessel is 
section 38 property, or property which 
would be section 38 property but for 
section 48(a)(5) (relating to property 
used by governmental units), at the 
time the election is made and for all 
taxable years to which the election ap-
plies. The aircraft or vessel must be 
property which qualifies for the invest-
ment credit under section 38 unless the 
property does not qualify because it is 
described in section 48(a)(5). If an air-
craft is used predominantly outside the 
United States (determined under § 1.48– 
1(g)(1)), it must qualify under the pro-
visions of section 48(a)(2)(B)(i) and 
§ 1.48–1(g)(2)(i). If a vessel is used pre-
dominantly outside the United States, 
it must qualify under the provisions of 
section 48(a)(2)(B)(iii) and § 1.48– 
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1(g)(2)(iii). The aircraft or vessel may 
not be suspension or termination pe-
riod property described in section 48(h) 
or section 49(a) (as in effect before the 
enactment of the Revenue Act of 1978). 
See paragraph (g) (3) and (4) of this sec-
tion for rules which apply if the prop-
erty ceases to be section 38 property. 

(2) United States manufacture or con-
struction. An election under this sec-
tion may be made only if the aircraft 
or vessel is manufactured or con-
structed in the United States. The air-
craft or vessel will be considered to be 
manufactured or constructed in the 
United States if 50 percent or more of 
the basis of the aircraft or vessel is at-
tributable to value added within the 
United States. 

(3) Exclusion of certain property used 
outside the United States. The term 
‘‘aircraft or vessel’’ as used in this 
paragraph (b) does not include any 
property which is used predominantly 
outside the United States and which 
qualifies as section 38 property under— 

(i) Section 48(a)(2)(B)(v), relating to 
containers used in the transportation 
of property to and from the United 
States, 

(ii) Section 48(a)(2)(B)(vi), relating to 
certain property used for the purpose 
of exploring for, developing, removing, 
or transporting resources from the 
Outer Continental Shelf, or 

(iii) Section 48(a)(2)(B)(x), relating to 
certain property used in international 
or territorial waters. 

(c) Leases or subleases to which the 
election applies. At the time the elec-
tion under this section is made and for 
all taxable years for which the election 
applies, the lessee of the aircraft or 
vessel must be a United States person. 
In addition, the aircraft or vessel may 
not be subleased to a person who is not 
a United States person unless the sub-
lease is a short-term sublease. For pur-
poses of this section, a short-term sub-
lease is a sublease for a period of time 
(including any period for which the 
sublease may be renewed or extended) 
which is less than 30 percent of the 
asset guideline period of the aircraft or 
vessel leased (determined under section 
167(m)). See paragraphs (g) (3) and (4) of 
this section for rules which apply if the 
requirements of this paragraph (c) are 
not met. 

(d) Income to which the election applies. 
An election under this section applies 
to all amounts derived by the taxpayer 
with respect to the aircraft or vessel 
which is subject to the election. The 
election applies to all amounts which 
are includible in the taxpayer’s gross 
income whether or not includible dur-
ing or after the period of a lease to 
which the election applies. Amounts 
derived by the taxpayer with respect to 
the aircraft or vessel include any gain 
from the sale, exchange, or other dis-
position of the aircraft or vessel. If by 
reason of the allowance of expenses and 
other deductions, there is a loss with 
respect to an aircraft or vessel, the 
election applies to treat the loss as 
having a source within the United 
States. Similarly, if the sale, exchange 
or other disposition of the aircraft or 
vessel which is subject to an election 
results in a loss, it is treated as having 
a source within the United States. See 
paragraph (e)(2) of this section for the 
application of an election under this 
section to the income of certain trans-
ferees or distributees. 

(e) Effect of election—(1) In general. An 
election under this section applies to 
the taxable year for which it is made 
and to all subsequent taxable years for 
which amounts in respect of the air-
craft or vessel to which the election re-
lates are includible in gross income. 
However, the election may be revoked 
under paragraph (g) (1) or (2) of this 
section or terminated under paragraph 
(g)(3) of this section. 

(2) Certain transfers involving carryover 
of basis. (i) If an electing taxpayer 
transfers or distributes an aircraft or 
vessel which is subject to the election 
under this section, the transferee or 
distributee will be treated as having 
made an election under this section 
with respect to the aircraft or vessel if 
the basis of the aircraft or vessel in the 
hands of the transferee or distributee is 
determined by reference to its basis in 
the hands of the transferor or dis-
tributor. This paragraph (e)(2)(i) ap-
plies even though the transferor or dis-
tributor recognizes an amount of gain 
which increases basis in the hands of 
the transferee or distributee and even 
though the transferee of distributee is 
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a nonresident alien individual or for-
eign corporation. For example, if a cor-
poration distributes a vessel which is 
subject to an election under this sec-
tion to its parent corporation in a com-
plete liquidation described in section 
332(b), the parent corporation will be 
required to treat all amounts includ-
ible in its gross income with respect to 
the vessel as income from source with-
in the United States if, unless the elec-
tion is revoked or terminated under 
paragraph (g) of this section, the basis 
of the property in the hands of the par-
ent is determined under section 
334(b)(1) (relating to the general rule on 
carryover of basis). In further illustra-
tion, if a corporation distributes a ves-
sel (subject to an election) in a dis-
tribution to which section 301(a) ap-
plies, the distributee will be treated as 
having made the election with respect 
to the vessel if its basis is determined 
under section 301(d)(2) (relating to 
basis of corporate distributees) even 
though the basis is the fair market 
value of the vessel under section 
301(d)(2)(A). 

(ii) If a member of an affiliated group 
which files a consolidated return trans-
fers an aircraft or vessel subject to an 
election to another member of that 
group, the transferee will be treated as 
having made the election with respect 
to the aircraft or vessel. In addition, if 
a partnership distributes an aircraft or 
vessel subject to an election to a part-
ner, the partner will be treated as hav-
ing made the election with respect to 
the aircraft or vessel. 

(iii) If paragraph (e)(2) (i) and (ii) of 
this section do not apply, the election 
under this section with respect to an 
aircraft or vessel will not be considered 
as made by a transferee or distributee. 

(f) Election—(1) Time for making the 
election. The election under this section 
must be made before the expiration of 
the period prescribed by section 6511(a) 
(or section 6511(c) if the period is ex-
tended by agreement) for making a 
claim for credit or refund of the tax 
imposed by chapter 1 for the first tax-
able year for which the election is to 
apply. The period for that first taxable 
year is determined without regard to 
the special periods prescribed by sec-
tion 6511(d). 

(2) Manner of making the election. An 
election under this section must be 
made by filing with the income tax re-
turn (or an amended return) for the 
first taxable year for which the elec-
tion is to apply a statement, signed by 
the taxpayer, to the effect that the 
election under section 861(e) is being 
made. The statement must— 

(i) Set forth sufficient facts to iden-
tify the aircraft or vessel which is the 
subject of the election, 

(ii) State that the aircraft or vessel 
was manufactured or constructed in 
the United States, 

(iii) State that the aircraft or vessel 
is section 38 property described in 
§ 1.861–9(b) which was leased to a United 
States person (as defined in section 
7701(a)(30) of the Code) pursuant to a 
lease entered into after August 15, 1971, 

(iv) State that the electing taxpayer 
is the owner of the aircraft or vessel, 

(v) State the lessee of the aircraft or 
vessel is not a member of a controlled 
group of corporations (as defined in 
section 1563) of which the taxpayer is a 
member, 

(vi) Give the name and taxpayer iden-
tification number of the lessee of the 
aircraft or vessel, and 

(vii) State that the aircraft or vessel 
is not subject to a sublease (other than 
a short-term sublease) to any person 
who is not a United States person. 

(3) Election by partnership. Any elec-
tion under this section with respect to 
an aircraft or vessel owned by a part-
nership shall be made by the partner-
ship. Any partnership election is appli-
cable to each partner’s partnership in-
terest in the aircraft or vessel. How-
ever, an election made by a partner be-
fore August 8, 1979 will be recognized 
where the partnership made no election 
and the election can no longer be re-
voked without the consent of the Com-
missioner under paragraph (g)(1) of this 
section. 

(g) Termination of election—(1) Revoca-
tion without consent. A taxpayer may 
revoke an election within the time pre-
scribed in paragraph (f)(1) of this sec-
tion without the consent of the Com-
missioner. In such a case, the taxpayer 
must file an amended income tax re-
turn for any taxable year to which the 
election applied. 
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(2) Revocation with consent. Except as 
provided in paragraph (g) (1) or (3) of 
this section, an election made under 
this section is binding unless consent 
to revoke is obtained from the Com-
missioner. A request to revoke the 
election must be made in writing and 
addressed to the Assistant Commis-
sioner of Internal Revenue (Technical), 
Attention: T:C:C:3, Washington, DC 
20224. The request must include the 
name and address of the taxpayer and 
be signed by the taxpayer or his duly 
authorized representative. It must 
specify the taxable year or years for 
which the revocation is to be effective 
and must be filed at least 90 days prior 
to the time (not including extensions) 
prescribed by law for filing the income 
tax return for the first taxable year for 
which the revocation of the election is 
to be effective or by November 6, 1979 
whichever is later. The request must 
specify the grounds which are consid-
ered to justify the revocation. The 
Commissioner may require such addi-
tional information as may be necessary 
in order to determine whether the pro-
posed revocation will be permitted. 
Consent will generally not be given to 
revoke an election where the revoca-
tion would result in treating gross in-
come with respect to the aircraft or 
vessel (including any gain from the 
sale, exchange, or other disposition of 
such aircraft or vessel) as income from 
sources without the United States 
where, during the period the election 
was in effect, there were losses from 
sources within the United States. A 
copy of the consent of the Commis-
sioner to revoke must be attached to 
the taxpayer’s income tax return (or 
amended return) for each taxable year 
affected by the revocation. 

(3) Automatic termination. If an air-
craft or vessel subject to an election 
under section 861(e) ceases to be sec-
tion 38 property, ceases to be leased by 
its owner directly to a United States 
person, or is subleased (other than a 
short-term sublease) to a person who is 
not a United States person, within the 
period set forth in section 6511(a) (or 
section 6511(c) if the period is extended 
by agreement) for making a claim for 
credit or refund of the tax imposed by 
chapter 1 for the first taxable year for 
which the election applied, then the 

election with respect to such aircraft 
or vessel will automatically terminate. 
If the election terminates, the tax-
payer who made the election must file 
an amended tax return or claim for 
credit or refund, as the case may be, 
for any taxable year to which the elec-
tion applied. 

(4) Factors not causing revocation or 
termination. The fact that an aircraft or 
vessel ceases to be section 38 property, 
ceases to be leased by its owner di-
rectly to a United States person, or is 
leased or subleased for any period of 
time to a person who is not a United 
States person, after expiration of the 
period set forth in section 6511(a) (or 
section 6511(c) if the period is extended 
by agreement) for making a claim for 
credit or refund of the tax imposed by 
chapter 1 for the first taxable year for 
which the election applied, will not 
cause a termination of the election 
made under this section with respect to 
the aircraft or vessel. For example, the 
electing taxpayer is not relieved from 
any of the consequences of making the 
election merely because the aircraft or 
vessel is subleased to a person who is 
not a United States person for a period 
in excess of that allowed for short-term 
subleases under paragraph (c) of this 
section after expiration of the later of 
3 years from the time the return was 
filed for the first taxable year to which 
the election applied or 2 years from the 
time the tax was paid for that year 
where the period set forth in section 
6511(a) has not been extended by agree-
ment. 

(5) Effect of revocation or termination. 
If an election is revoked or terminated 
under this paragraph (g), the taxpayer 
is required to recompute the tax for 
the appropriate taxable years without 
reference to section 861(e)(1). 

(6) Revocation or termination after De-
cember 28, 1980. The rules in paragraph 
(g)(1) through (g)(5) continue to apply 
with respect to any election made pur-
suant to this section even though the 
revocation or termination may occur 
after December 28, 1980. 

[T.D. 7635, 44 FR 46457, Aug. 8, 1979, as amend-
ed by T.D. 7928, 48 FR 55846, Dec. 16, 1983. Re-
designated at 53 FR 35477, Sept. 14, 1988] 
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§ 1.861–16 Income from certain craft 
first leased after December 28, 1980. 

(a) General rule. If a taxpayer— 
(1) Owns a qualified craft (as defined 

in paragraph (b) of this section). 
(2) Leases such qualified craft after 

December 28, 1980, to a United States 
person that is not a member of the 
same controlled group of corporations 
as the taxpayer, and 

(3) The lease is the taxpayer’s first 
lease of the craft and the taxpayer is 
not considered to have made an elec-
tion with respect to the craft under 
§ 1.861–9(e)(2), 
then the taxpayer shall treat all 
amounts includible in gross income 
with respect to the qualified craft as 
income from sources within the United 
States for each taxable year ending 
after commencement of the lease. If 
this section applies to income with re-
spect to a craft, it applies to all such 
amounts that are includible in the tax-
payer’s gross income, whether or not 
includible during or after the period of 
a lease to a United States person. 
Amounts derived by the taxpayer with 
respect to the qualified craft include 
any gain from the sale, exchange, or 
other disposition of the qualified craft. 
If this section applies to income with 
respect to a craft and there is a loss 
with respect to that craft (either due 
to the allowance of expenses and other 
deductions or due to a sale, exchange, 
or other disposition of the qualified 
craft), such loss is treated as allocable 
or apportionable to sources within the 
United States. The fact that a craft 
ceases to be section 38 property, ceases 
to be leased by the taxpayer to a 
United States person, or is leased or 
subleased for any period of time to a 
person who is not a United States per-
son will not terminate the application 
of this section. 

(b) Qualified craft—(1) In general. A 
qualified craft is a vessel, aircraft, or 
spacecraft that— 

(i) Is section 38 property (or would be 
section 38 property but for section 
48(a)(5), relating to use by govern-
mental units), and 

(ii) Is manufactured or constructed in 
the United States. 

(2) Vessel. The term ‘‘vessel’’ includes 
every type of watercraft capable of 
being used as a means of transpor-

tation on water, and any items of prop-
erty that are affixed in a permanent 
fashion or are integral to the vessel. A 
vessel that is used predominately out-
side the United States must be de-
scribed in section 48(a)(2)(B)(iii) and 
§ 1.48–1(g)(2)(iii), relating to vessels doc-
umented for use in the foreign or do-
mestic commerce of the United States, 
to be a qualified craft. 

(3) Aircraft. An aircraft used predomi-
nantly outside the United States must 
be described in section 48(a)(2)(B)(i) and 
§ 1.48–1(g)(2)(i), relating to aircraft reg-
istered by the Administrator of the 
Federal Aviation Agency, and operated 
to and from the United States or oper-
ated under contract with the United 
States, to be a qualified craft. 

(4) Spacecraft. A spacecraft must be 
described in section 48(a)(2)(B)(viii) and 
§ 1.48–1(g)(2)(viii), relating to commu-
nications satellites, or any interest 
therein, of a United States person, to 
be a qualified craft. 

(5) United States manufacture or con-
struction. A craft will be considered to 
be manufactured or constructed in the 
United States if 50 percent or more of 
the basis of the craft on the date of the 
lease to a United States person is at-
tributable to value added within the 
United States. 

(c) United States person. For purposes 
of this section, the term ‘‘United 
States person’’ includes those persons 
described in section 7701(a)(30) and in-
dividuals with respect to whom an elec-
tion under section 6013 (g) or (h) (relat-
ing to nonresident alien individuals 
married to United States citizens or 
residents) is in effect. 

(d) Controlled group. For purposes of 
paragraph (a)(2) of this section, wheth-
er a taxpayer and a United States per-
son are members of the same con-
trolled group of corporations is deter-
mined under section 1563. Solely for 
purposes of this section, if at least 80% 
of the capital interest, or the profits 
interest, in a partnership is owned, di-
rectly or indirectly, by a member or 
members of a controlled group of cor-
porations, then the partnership shall 
be considered a member of that con-
trolled group of corporations. In addi-
tion, if at least 80% of the capital in-
terest, or the profits interest, in a part-
nership is owned, directly or indirectly, 
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by a corporation, then the partnership 
and that corporation shall be consid-
ered members of a controlled group of 
corporations. 

(e) Certain transfers and distributions— 
(1) Transfers and distributions involving 
carryover of basis. If— 

(i) The income with respect to a craft 
is subject to this section, 

(ii) The taxpayer transfers or distrib-
utes such craft, and 

(iii) The basis of such craft in the 
hands of the transferee or distributee is 
determined by reference to its basis in 
the hands of the transferor or dis-
tributor, 
then this section will apply to the in-
come with respect to the craft includ-
ible in the gross income of the trans-
feree or distributee. This paragraph 
(e)(1) applies even though the trans-
feror or distributor recognizes an 
amount of gain that increases basis in 
the hands of the transferee or dis-
tributee and even though the trans-
feree or distributee is a nonresident 
alien or foreign corporation. For exam-
ple, if a corporation distributes a craft 
the income of which is subject to this 
section to its parent corporation in a 
complete liquidation described in sec-
tion 332(b), the parent corporation will 
be treated as if it satisified the require-
ments of paragraph (a) of this section 
with respect to such craft if the basis 
of the property in the hands of the par-
ent corporation is determined under 
section 334(b) (relating to the general 
rule on carryover of basis in liquida-
tions). In further illustration, if a cor-
poration distributes a craft the income 
of which is subject to this section, in a 
distribution to which section 301(a) ap-
plies, the distributee will be treated as 
if it satisfied the requirements of para-
graph (a) of this section with respect to 
such craft if its basis is determined 
under section 301(d)(2) (relating to 
basis of corporate distributees) even 
though the basis may be the fair mar-
ket value of the craft under section 
301(d)(2)(A). 

(2) Partnerships. If a partnership sat-
isfies the requirements of paragraph (a) 
(1), (2), and (3) of this section, each 
partner shall treat all amounts includ-
ible in gross income with respect to the 
craft as income from sources within 
the United States for any taxable year 

of the partnership ending after com-
mencement of the lease. In addition, if 
a partnership distributes a craft the in-
come of which is subject to this sec-
tion, to a partner, the partner will be 
treated as if he or she satisfied the re-
quirements of paragraph (a) of this sec-
tion with respect to such craft. 

(3) Affiliated groups. If a member of a 
group of corporations that files a con-
solidated return transfers a craft, the 
income of which is subject to this sec-
tion, to another member of that same 
group, the transferee will be treated as 
if it satisfied the requirements of para-
graph (a) of this section with respect to 
the craft. 

[T.D. 7928, 48 FR 55846, Dec. 16, 1983. Redesig-
nated by T.D. 8228, 53 FR 35477, Sept. 14, 1988] 

§ 1.861–17 Allocation and apportion-
ment of research and experimental 
expenditures. 

(a) Allocation—(1) In general. The 
methods of allocation and apportion-
ment of research and experimental ex-
penditures set forth in this section rec-
ognize that research and experimen-
tation is an inherently speculative ac-
tivity, that findings may contribute 
unexpected benefits, and that the gross 
income derived from successful re-
search and experimentation must bear 
the cost of unsuccessful research and 
experimentation. Expenditures for re-
search and experimentation that a tax-
payer deducts under section 174 ordi-
narily shall be considered deductions 
that are definitely related to all in-
come reasonably connected with the 
relevant broad product category (or 
categories) of the taxpayer and there-
fore allocable to all items of gross in-
come as a class (including income from 
sales, royalties, and dividends) related 
to such product category (or cat-
egories). For purposes of this alloca-
tion, the product category (or cat-
egories) that a taxpayer may be consid-
ered to have shall be determined in ac-
cordance with the provisions of para-
graph (a)(2) of this section. 

(2) Product categories—(i) Allocation 
based on product categories. Ordinarily, 
a taxpayer’s research and experimental 
expenditures may be divided between 
the relevant product categories. Where 
research and experimentation is con-
ducted with respect to more than one 
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product category, the taxpayer may 
aggregate the categories for purposes 
of allocation and apportionment; how-
ever, the taxpayer may not subdivide 
the categories. Where research and ex-
perimentation is not clearly identified 
with any product category (or cat-
egories), it will be considered con-
ducted with respect to all the tax-
payer’s product categories. 

(ii) Use of three digit standard indus-
trial classification codes. A taxpayer 
shall determine the relevant product 
categories by reference to the three 
digit classification of the Standard In-
dustrial Classification Manual (SIC 
code). A copy may be purchased from 
the Superintendent of Documents, 
United States Government Printing Of-
fice, Washington, DC 20402. The indi-
vidual products included within each 
category are enumerated in Executive 
Office of the President, Office of Man-
agement and Budget, Standard Indus-
trial Classification Manual, 1987 (or 
later edition, as available). 

(iii) Consistency. Once a taxpayer se-
lects a product category for the first 
taxable year for which this section is 
effective with respect to the taxpayer, 
it must continue to use that product 
category in following years, unless the 
taxpayer establishes to the satisfaction 
of the Commissioner that, due to 
changes in the relevant facts, a change 
in the product category is appropriate. 
For this purpose, a change in the tax-
payer’s selection of a product category 
shall include a change from a three 
digit SIC code category to a two digit 
SIC code category, a change from a two 
digit SIC code category to a three digit 
SIC code category, or any other aggre-
gation, disaggregation or change of a 
previously selected SIC code category. 

(iv) Wholesale trade category. The two 
digit SIC code category ‘‘Wholesale 
trade’’ is not applicable with respect to 
sales by the taxpayer of goods and 
services from any other of the tax-
payer’s product categories and is not 
applicable with respect to a domestic 
international sales corporation (DISC) 
or foreign sales corporation (FSC) for 
which the taxpayer is a related sup-
plier of goods and services from any of 
the taxpayer’s product categories. 

(v) Retail trade category. The two digit 
SIC code category ‘‘Retail trade’’ is not 

applicable with respect to sales by the 
taxpayer of goods and services from 
any other of the taxpayer’s product 
categories, except wholesale trade, and 
is not applicable with respect to a 
DISC or FSC for which the taxpayer is 
a related supplier of goods and services 
from any other of the taxpayer’s prod-
uct categories, except wholesale trade. 

(3) Affiliated Groups—(i) In general. 
Except as provided in paragraph 
(a)(3)(ii) of this section, the allocation 
and apportionment required by this 
section shall be determined as if all 
members of the affiliated group (as de-
fined in § 1.861–14T(d)) were a single cor-
poration. See § 1.861–14T. 

(ii) Possessions corporations. (A) For 
purposes of the allocation and appor-
tionment required by this section, 
sales and gross income from products 
produced in whole or in part in a pos-
session by an electing corporation 
(within the meaning of section 
936(h)(5)(E)), and dividends from an 
electing corporation, shall not be 
taken into account, except that this 
paragraph (a)(3)(ii) shall not apply to 
sales of (and gross income and divi-
dends attributable to sales of) products 
with respect to which an election under 
section 936(h)(5)(F) is not in effect. 

(B) The research and experimental 
expenditures taken into account for 
purposes of this section shall be re-
duced by the amount of such expendi-
tures included in computing the cost- 
sharing amount (determined under sec-
tion 936(h)(5)(C)(i)). 

(4) Legally mandated research and ex-
perimentation. Where research and ex-
perimentation is undertaken solely to 
meet legal requirements imposed by a 
political entity with respect to im-
provement or marketing of specific 
products or processes, and the results 
cannot reasonably be expected to gen-
erate amounts of gross income (beyond 
de minimis amounts) outside a single 
geographic source, the deduction for 
such research and experimentation 
shall be considered definitely related 
and therefore allocable only to the 
grouping (or groupings) of gross income 
within that geographic source as a 
class (and apportioned, if necessary, be-
tween such groupings as set forth in 
paragraphs (c) and (d) of this section). 
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For example, where a taxpayer per-
forms tests on a product in response to 
a requirement imposed by the U.S. 
Food and Drug Administration, and the 
test results cannot reasonably be ex-
pected to generate amounts of gross in-
come (beyond de minimis amounts) 
outside the United States, the costs of 
testing shall be allocated solely to 
gross income from sources within the 
United States. 

(b) Exclusive apportionment—(1) In 
general. An exclusive apportionment 
shall be made under this paragraph (b), 
where an apportionment based upon ge-
ographic sources of income of a deduc-
tion for research and experimentation 
is necessary (after applying the excep-
tion in paragraph (a)(4) of this section). 

(i) Exclusive apportionment under the 
sales method. If the taxpayer apportions 
on the sales method under paragraph 
(c) of this section, an amount equal to 
fifty percent of such deduction for re-
search and experimentation shall be 
apportioned exclusively to the statu-
tory grouping of gross income or the 
residual grouping of gross income, as 
the case may be, arising from the geo-
graphic source where the research and 
experimental activities which account 
for more than fifty percent of the 
amount of such deduction were per-
formed. 

(ii) Exclusive apportionment under the 
optional gross income methods. If the tax-
payer apportions on the optional gross 
income methods under paragraph (d) of 
this section, an amount equal to twen-
ty-five percent of such deduction for 
research and experimentation shall be 
apportioned exclusively to the statu-
tory grouping or the residual grouping 
of gross income, as the case may be, 
arising from the geographic source 
where the research and experimental 
activities which account for more than 
fifty percent of the amount of such de-
duction were performed. 

(iii) Exception. If the applicable fifty 
percent geographic source test of the 
preceding paragraph (b)(1)(i) or (ii) is 
not met, then no part of the deduction 
shall be apportioned under this para-
graph (b)(1). 

(2) Facts and circumstances supporting 
an increased exclusive apportionment—(i) 
In general. The exclusive apportion-
ment provided for in paragraph (b)(1) of 

this section reflects the view that re-
search and experimentation is often 
most valuable in the country where it 
is performed, for two reasons. First, re-
search and experimentation often bene-
fits a broad product category, con-
sisting of many individual products, all 
of which may be sold in the nearest 
market but only some of which may be 
sold in foreign markets. Second, re-
search and experimentation often is 
utilized in the nearest market before it 
is used in other markets, and in such 
cases, has a lower value per unit of 
sales when used in foreign markets. 
The taxpayer may establish to the sat-
isfaction of the Commissioner that, in 
its case, one or both of the conditions 
mentioned in the preceding sentences 
warrant a significantly greater exclu-
sive allocation percentage than al-
lowed by paragraph (b)(1) of this sec-
tion because the research and experi-
mentation is reasonably expected to 
have very limited or long delayed ap-
plication outside the geographic source 
where it was performed. Past experi-
ence with research and experimen-
tation may be considered in deter-
mining reasonable expectations. 

(ii) Not all products sold in foreign mar-
kets. For purposes of establishing that 
only some products within the product 
category (or categories) are sold in for-
eign markets, the taxpayer shall com-
pare the commercial production of in-
dividual products in domestic and for-
eign markets made by itself, by uncon-
trolled parties (as defined under para-
graph (c)(2)(i) of this section) of prod-
ucts involving intangible property 
which was licensed or sold by the tax-
payer, and by those controlled corpora-
tions (as defined under paragraph 
(c)(3)(ii) of this section) that can rea-
sonably be expected to benefit directly 
or indirectly from any of the tax-
payer’s research expense connected 
with the product category (or cat-
egories). The individual products com-
pared for this purpose shall be limited, 
for nonmanufactured categories, solely 
to those enumerated in Executive Of-
fice of the President, Office of Manage-
ment and Budget Standard Industrial 
Classification Manual, 1987 (or later 
edition, as available), and, for manu-
factured categories, solely to those 
enumerated at a 7-digit level in the 
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U.S. Bureau of the Census, Census of 
Manufacturers: 1992, Numerical List of 
Manufactured Products, 1993, (or later 
edition, as available). Copies of both of 
these documents may be purchased 
from the Superintendent of Docu-
ments, United States Government 
Printing Office, Washington, DC 20402. 

(iii) Delayed application of research 
findings abroad. For purposes of estab-
lishing the delayed application of re-
search findings abroad, the taxpayer 
shall compare the commercial intro-
duction of its own particular products 
and processes (not limited by those 
listed in the Standard Industrial Clas-
sification Manual or the Numerical 
List of Manufactured Products) in the 
United States and foreign markets, 
made by itself, by uncontrolled parties 
(as defined under paragraph (c)(2)(i) of 
this section) of products involving in-
tangible property that was licensed or 
sold by the taxpayer, and by those con-
trolled corporations (as defined under 
paragraph (c)(3)(i) of this section) that 
can reasonably be expected to benefit, 
directly or indirectly, from the tax-
payer’s research expense. For purposes 
of evaluating the delay in the applica-
tion of research findings in foreign 
markets, the taxpayer shall use a safe 
haven discount rate of 10 percent per 
year of delay unless he is able to estab-
lish to the satisfaction of the Commis-
sioner, by reference to the cost of 
money and the number of years during 
which economic benefit can be directly 
attributable to the results of the tax-
payer’s research, that another discount 
rate is more appropriate. 

(c) Sales method—(1) In general. The 
amount equal to the remaining portion 
of such deduction for research and ex-
perimentation, not apportioned under 
paragraph (a)(4) or (b)(1)(i) of this sec-
tion, shall be apportioned between the 
statutory grouping (or among the stat-
utory groupings) within the class of 
gross income and the residual grouping 
within such class in the same propor-
tions that the amount of sales from the 
product category (or categories) that 
resulted in such gross income within 
the statutory grouping (or statutory 
groupings) and in the residual grouping 
bear, respectively, to the total amount 
of sales from the product category (or 
categories). 

(i) Apportionment in excess of gross in-
come. Amounts apportioned under this 
section may exceed the amount of 
gross income related to the product 
category within the statutory group-
ing. In such case, the excess shall be 
applied against other gross income 
within the statutory grouping. See 
§ 1.861–8(d)(1) for instances where the 
apportionment leads to an excess of de-
ductions over gross income within the 
statutory grouping. 

(ii) Leased property. For purposes of 
this paragraph (c), amounts received 
from the lease of equipment during a 
taxable year shall be regarded as sales 
receipts for such taxable year. 

(2) Sales of uncontrolled parties. For 
purposes of the apportionment under 
paragraph (c)(1) of this section, the 
sales from the product category (or 
categories) by each party uncontrolled 
by the taxpayer, of particular products 
involving intangible property that was 
licensed or sold by the taxpayer to 
such uncontrolled party shall be taken 
fully into account both for determining 
the taxpayer’s apportionment and for 
determining the apportionment of any 
other member of a controlled group of 
corporations to which the taxpayer be-
longs if the uncontrolled party can rea-
sonably be expected to benefit directly 
or indirectly (through any member of 
the controlled group of corporations to 
which the taxpayer belongs) from the 
research expense connected with the 
product category (or categories) of 
such other member. An uncontrolled 
party can reasonably be expected to 
benefit from the research expense of a 
member of a controlled group of cor-
porations to which the taxpayer be-
longs if such member can reasonably be 
expected to license, sell, or transfer in-
tangible property to that uncontrolled 
party or transfer secret processes to 
that uncontrolled party, directly or in-
directly through a member of the con-
trolled group of corporations to which 
the taxpayer belongs. Past experience 
with research and experimentation 
shall be considered in determining rea-
sonable expectations. 

(i) Definition of uncontrolled party. For 
purposes of this paragraph (c)(2) the 
term uncontrolled party means a party 
that is not a person with a relationship 
to the taxpayer specified in section 
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267(b), or is not a member of a con-
trolled group of corporations to which 
the taxpayer belongs (within the mean-
ing of section 993(a)(3) or 927(d)(4)). 

(ii) Licensed products. In the case of 
licensed products, if the amount of 
sales of such products is unknown (for 
example, where the licensed product is 
a component of a large machine), a rea-
sonable estimate based on the prin-
ciples of section 482 should be made. 

(iii) Sales of intangible property. In the 
case of sales of intangible property, re-
gardless of whether the consideration 
received in exchange for the intangible 
is a fixed amount or is contingent on 
the productivity, use, or disposition of 
the intangible, if the amount of sales of 
products utilizing the intangible prop-
erty is unknown, a reasonable estimate 
of sales shall be made annually. If nec-
essary, appropriate economic analyses 
shall be used to estimate sales. 

(3) Sales of controlled parties. For pur-
poses of the apportionment under para-
graph (c)(1) of this section, the sales 
from the product category (or cat-
egories) of the taxpayer shall be taken 
fully into account and the sales from 
the product category (or categories) of 
a corporation controlled by the tax-
payer shall be taken into account to 
the extent provided in this paragraph 
(c)(3) for determining the taxpayer’s 
apportionment, if such corporation can 
reasonably be expected to benefit di-
rectly or indirectly (through another 
member of the controlled group of cor-
porations to which the taxpayer be-
longs) from the taxpayer’s research ex-
pense connected with the product cat-
egory (or categories). A corporation 
controlled by the taxpayer can reason-
ably be expected to benefit from the 
taxpayer’s research expense if the tax-
payer can be expected to license, sell, 
or transfer intangible property to that 
corporation or transfer secret processes 
to that corporation, either directly or 
indirectly through a member of the 
controlled group of corporations to 
which the taxpayer belongs. Past expe-
rience with research and experimen-
tation shall be considered in deter-
mining reasonable expectations. 

(i) Definition of a corporation con-
trolled by the taxpayer. For purposes of 
this paragraph (c)(3), the term a cor-
poration controlled by the taxpayer 

means any corporation that has a rela-
tionship to the taxpayer specified in 
section 267(b) or is a member of a con-
trolled group of corporations to which 
the taxpayer belongs (within the mean-
ing of section 993(a)(3) or 927(d)(4). 

(ii) Sales to be taken into account. The 
sales from the product category (or 
categories) of a corporation controlled 
by the taxpayer taken into account 
shall be equal to the amount of sales 
that bear the same proportion to the 
total sales of the controlled corpora-
tion as the total value of all classes of 
the stock of such corporation owned di-
rectly or indirectly by the taxpayer, 
within the meaning of section 1563, 
bears to the total value of all classes of 
stock of such corporation. 

(iii) Sales not to be taken into account 
more than once. Sales from the product 
category (or categories) between or 
among such controlled corporations or 
the taxpayer shall not be taken into 
account more than once; in such a situ-
ation, the amount sold by the selling 
corporation to the buying corporation 
shall be subtracted from the sales of 
the buying corporation. 

(iv) Effect of cost-sharing arrange-
ments. If the corporation controlled by 
the taxpayer has entered into a bona 
fide cost-sharing arrangement, in ac-
cordance with the provisions of § 1.482– 
7, with the taxpayer for the purpose of 
developing intangible property, then 
that corporation shall not reasonably 
be expected to benefit from the tax-
payer’s share of the research expense. 

(d) Gross income methods—(1)(i) In gen-
eral. In lieu of applying the sales meth-
od of paragraph (c) of this section, the 
remaining amount of the deduction for 
research and experimentation, not ap-
portioned under paragraph (a)(4) or 
(b)(1)(ii) of this section, shall be appor-
tioned as prescribed in paragraphs 
(d)(2) and (3) of this section, between 
the statutory grouping (or among the 
statutory groupings) of gross income 
and the residual grouping of gross in-
come. 

(ii) Optional methods to be applied to 
all research and experimental expendi-
tures. These optional methods must be 
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applied to the taxpayer’s entire deduc-
tion for research and experimental ex-
pense remaining after applying the ex-
ception in paragraph (a)(4) of this sec-
tion, and may not be applied on a prod-
uct category basis. Thus, after the allo-
cation of the taxpayer’s entire deduc-
tion for research and experimental ex-
pense under paragraph (a)(2) of this 
section (by attribution to SIC code cat-
egories), the taxpayer must then appor-
tion as necessary the entire deduction 
as allocated by separate amounts to 
various product categories, using only 
the sales method under paragraph (c) of 
this section or only the optional gross 
income methods under this paragraph 
(d). The taxpayer may not use the sales 
method for a portion of the deduction 
and optional gross income methods for 
the remainder of the deduction sepa-
rately allocated. 

(2) Option one. The taxpayer may ap-
portion its research and experimental 
expenditures ratably on the basis of 
gross income between the statutory 
grouping (or among the statutory 
groupings) of gross income and the re-
sidual grouping of gross income in the 
same proportions that the amount of 
gross income in the statutory grouping 
(or groupings) and the amount of gross 
income in the residual grouping bear, 
respectively, to the total amount of 
gross income, if the conditions de-
scribed in paragraph (d)(2)(i) and (ii) of 
this section are both met. 

(i) The amount of research and exper-
imental expense ratably apportioned to 
the statutory grouping (or groupings in 
the aggregate) is not less than fifty 
percent of the amount that would have 
been so apportioned if the taxpayer had 
used the method described in para-
graph (c) of this section; and 

(ii) The amount of research and ex-
perimental expense ratably appor-
tioned to the residual grouping is not 
less than fifty percent of the amount 
that would have been so apportioned if 
the taxpayer had used the method de-
scribed in paragraph (c) of this section. 

(3) Option two. If, when the amount of 
research and experimental expense is 
apportioned ratably on the basis of 
gross income, either of the conditions 
described in paragraph (d)(2)(i) or (ii) of 
this section is not met, the taxpayer 
may either— 

(i) Where the condition of paragraph 
(d)(2)(i) of this section is not met, ap-
portion fifty percent of the amount of 
research and experimental expense 
that would have been apportioned to 
the statutory grouping (or groupings in 
the aggregate) under paragraph (c) of 
this section to such statutory grouping 
(or to such statutory groupings in the 
aggregate and then among such 
groupings on the basis of gross income 
within each grouping), and apportion 
the balance of the amount of research 
and experimental expenses to the resid-
ual grouping; or 

(ii) Where the condition of paragraph 
(d)(2)(ii) of this section is not met, ap-
portion fifty percent of the amount of 
research and experimental expense 
that would have been apportioned to 
the residual grouping under paragraph 
(c) of this section to such residual 
grouping, and apportion the balance of 
the amount of research and experi-
mental expenses to the statutory 
grouping (or to the statutory groupings 
in the aggregate and then among such 
groupings ratably on the basis of gross 
income within each grouping). 

(e) Binding election—(1) In general. A 
taxpayer may choose to use either the 
sales method under paragraph (c) of 
this section or the optional gross in-
come methods under paragraph (d) of 
this section for its original return for 
its first taxable year to which this sec-
tion applies. The taxpayer’s use of ei-
ther the sales method or the optional 
gross income methods for its return 
filed for its first taxable year to which 
this section applies shall constitute a 
binding election to use the method cho-
sen for that year and for four taxable 
years thereafter. 

(2) Change of method. The taxpayer’s 
election of a method may not be re-
voked during the period referred to in 
paragraph (e)(1) of this section without 
the prior consent of the Commissioner. 
After the expiration of that period, the 
taxpayer may change methods without 
the prior consent of the Commissioner. 
However, the taxpayer’s use of the new 
method shall constitute a binding elec-
tion to use the new method for its re-
turn filed for the first year for which 
the taxpayer uses the new method and 
for four taxable years thereafter. The 
taxpayer’s election of the new method 
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may not be revoked during that period 
without the prior consent of the Com-
missioner. 

(i) Short taxable years. For purposes of 
this paragraph (e), the term taxable 
year includes a taxable year of less 
than twelve months. 

(ii) Affiliated groups. In the case of an 
affiliated group, the period referred to 
in paragraph (e)(1) of this section shall 
commence as of the latest taxable year 
in which any member of the group has 
changed methods. 

(f) Special rules for partnerships—(1) 
Research and experimental expenditures. 
For purposes of applying this section, 
if research and experimental expendi-
tures are incurred by a partnership in 
which the taxpayer is a partner, the 
taxpayer’s research and experimental 
expenditures shall include the tax-
payer’s distributive share of the part-
nership’s research and experimental ex-
penditures. 

(2) Purpose and location of expendi-
tures. In applying the exception for ex-
penditures undertaken to meet legal 
requirements under paragraph (a)(4) of 
this section and the exclusive appor-
tionment for the sales method and the 
optional gross income methods under 
paragraph (b) of this section, a part-
ner’s distributive share of research and 
experimental expenditures incurred by 
a partnership shall be treated as in-
curred by the partner for the same pur-
pose and in the same location as in-
curred by the partnership. 

(3) Apportionment under the sales meth-
od. In applying the remaining appor-
tionment for the sales method under 
paragraph (c) of this section, a tax-
payer’s sales from a product category 
shall include the taxpayer’s share of 
any sales from the product category of 
any partnership in which the taxpayer 
is a partner. For purposes of the pre-
ceding sentence, a taxpayer’s share of 
sales shall be proportionate to the tax-
payer’s distributive share of the part-
nership’s gross income in the product 
category. 

(g) Effective date. This section applies 
to taxable years beginning after De-
cember 31, 1995. However, a taxpayer 
may at his or her option, apply this 
section in its entirety to all taxable 
years beginning after August 1, 1994. 

(h) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. (i) Facts. X, a domestic corpora-
tion, is a manufacturer and distributor of 
small gasoline engines for lawn mowers. Gas-
oline engines are a product within the cat-
egory, Engines and Turbines (SIC Industry 
Group 351). Y, a wholly owned foreign sub-
sidiary of X, also manufactures and sells 
these engines abroad. During 1996, X incurred 
expenditures of $60,000 on research and ex-
perimentation, which it deducts as a current 
expense, to invent and patent a new and im-
proved gasoline engine. All of the research 
and experimentation was performed in the 
United States. In 1996, the domestic sales by 
X of the new engine total $500,000 and foreign 
sales by Y total $300,000. X provides tech-
nology for the manufacture of engines to Y 
via a license that requires the payment of an 
arm’s length royalty. In 1996, X’s gross in-
come is $160,000, of which $140,000 is U.S. 
source income from domestic sales of gaso-
line engines and $10,000 is foreign source roy-
alties from Y, and $10,000 is U.S. source in-
terest income. 

(ii) Allocation. The research and experi-
mental expenditures were incurred in con-
nection with small gasoline engines and they 
are definitely related to the items of gross 
income to which the research gives rise, 
namely gross income from the sale of small 
gasoline engines in the United States and 
royalties received from subsidiary Y, a for-
eign manufacturer of gasoline engines. Ac-
cordingly, the expenses are allocable to this 
class of gross income. The U.S. source inter-
est income is not within this class of gross 
income and, therefore, is not taken into ac-
count. 

(iii) Apportionment. (A) For purposes of ap-
plying the foreign tax credit limitation, the 
statutory grouping is general limitation 
gross income from sources without the 
United States and the residual grouping is 
gross income from sources within the United 
States. Since the related class of gross in-
come derived from the use of engine tech-
nology consists of both gross income from 
sources without the United States (royalties 
from Y) and gross income from sources with-
in the United States (gross income from en-
gine sales), X’s deduction of $60,000 for its re-
search and experimental expenditure must 
be apportioned between the statutory and re-
sidual grouping before the foreign tax credit 
limitation may be determined. Because more 
than 50 percent of X’s research and experi-
mental activity was performed in the United 
States, 50 percent of that deduction can be 
apportioned exclusively to the residual 
grouping of gross income, gross income from 
sources within the United States. The re-
maining 50 percent of the deduction can then 
be apportioned between the residual and 
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statutory groupings on the basis of sales of 
small gasoline engines by X and Y. Alter-
natively, X’s deduction for research and ex-
perimentation can be apportioned under the 
optional gross income method. The appor-
tionment for 1996 is as follows: 

(1) Tentative Apportionment on the Basis of 
Sales 

(i) Research and experimental expense to be ap-
portioned between residual and statutory 
groupings of gross income: ................................ $60,000 

(ii) Less: Exclusive apportionment of research 
and experimental expense to the residual 
grouping of gross income ($60,000×50 per-
cent): .................................................................. $30,000 

(iii) Research and experimental expense to be 
apportioned between residual and statutory 
groupings of gross income on the basis of 
sales: .................................................................. $30,000 

(iv) Apportionment of research and experimental 
expense to the residual grouping of gross in-
come ($30,000×$500,000/ 
($500,000+$300,000)): ....................................... $18,750 

(v) Apportionment of research and experimental 
expense to the statutory grouping of gross in-
come ($30,000×$300,000/ 
($500,000+$300,000)): ....................................... $11,250 

(vi) Total apportioned deduction for research and 
experimentation: ................................................. $60,000 

(vii) Amount apportioned to the residual grouping 
($30,000+$18,750): ............................................ $48,750 

(viii) Amount apportioned to the statutory group-
ing: ...................................................................... $11,250 

(2) Tentative Apportionment on the Basis of 
Gross Income. 

(i) Exclusive apportionment of research and ex-
perimental expense to the residual grouping of 
gross income ($60,000×25 percent): ................. $15,000 

(ii) Research and experimental expense appor-
tioned to sources within the United States (re-
sidual grouping) ($45,000×$140,000/ 
($140,000+$10,000)): ......................................... $42,000 

(iii) Research and experimental expense appor-
tioned to sources within country Y (statutory 
grouping) ($45,000×$10,000/ 
($140,000+$10,000)): ......................................... $3,000 

(iv) Amount apportioned to the residual grouping: $57,000 
(v) Amount apportioned to the statutory grouping: $3,000 

(B) The total research and experimental 
expense apportioned to the statutory group-
ing ($3,000) under the gross income method is 
approximately 26 percent of the amount ap-
portioned to the statutory grouping under 
the sales method. Thus, X may use option 
two of the gross income method (paragraph 
(d)(3) of this section) and apportion to the 
statutory grouping fifty percent (50%) of the 
$11,250 apportioned to that grouping under 
the sales method. Thus, X apportions $5,625 
of research and experimental expense to the 
statutory grouping. X’s use of the optional 
gross income methods will constitute a bind-
ing election to use the optional gross income 
methods for 1996 and four taxable years 
thereafter. 

Example 2. (i) Facts. Assume the same facts 
as in Example 1 except that X also spends 
$30,000 in 1996 for research on steam turbines, 
all of which is performed in the United 

States, and X has steam turbine sales in the 
United States of $400,000. X’s foreign sub-
sidiary Y neither manufactures nor sells 
steam turbines. The steam turbine research 
is in addition to the $60,000 in research which 
X does on gasoline engines for lawnmowers. 
X thus has a deduction of $90,000 for its re-
search activity. X’s gross income is $200,000, 
of which $140,000 is U.S. source income from 
domestic sales of gasoline engines, $50,000 is 
U.S. source income from domestic sales of 
steam turbines, and $10,000 is foreign source 
royalties from Y. 

(ii) Allocation. X’s research expenses gen-
erate income from sales of small gasoline en-
gines and steam turbines. Both of these prod-
ucts are in the same three digit SIC code cat-
egory, Engines and Turbines (SIC Industry 
Group 351). Therefore, the deduction is defi-
nitely related to this product category and 
allocable to all items of income attributable 
to it. These items of X’s income are gross in-
come from the sale of small gasoline engines 
and steam turbines in the United States and 
royalties from foreign subsidiary Y, a foreign 
manufacturer and seller of small gasoline en-
gines. 

(iii) Apportionment. (A) For purposes of ap-
plying the foreign tax credit limitation, the 
statutory grouping is general limitation 
gross income from sources outside the 
United States and the residual grouping is 
gross income from sources within the United 
States. X’s deduction of $90,000 must be ap-
portioned between the statutory and residual 
groupings. Because more than 50 percent of 
X’s research and experimental activity was 
performed in the United States, 50 percent of 
that deduction can be apportioned exclu-
sively to the residual grouping, gross income 
from sources within the United States. The 
remaining 50 percent of the deduction can 
then be apportioned between the residual 
and statutory groupings on the basis of total 
sales of small gasoline engines and steam 
turbines by X and Y. Alternatively, X’s de-
duction for research and experimentation 
can be apportioned under the optional gross 
income methods. The apportionment for 1996 
is as follows: 

(1) Tentative Apportionment on the Basis of 
Sales 
(i) Research and experimental expense to be ap-

portioned between residual and statutory 
groupings of gross income: ................................ $90,000 

(ii) Less: Exclusive apportionment of the research 
and experimental expense to the residual 
grouping of gross income ($90,000×50 per-
cent): .................................................................. $45,000 

(iii) Research and experimental expense to be 
apportioned between the residual and statutory 
groupings of gross income on the basis of 
sales: .................................................................. $45,000 

(iv) Apportionment of research and experimental 
expense to the residual grouping of gross in-
come ($45,000×($500,000+$400,000)/ 
($500,000+$400,000+$300,000)): ...................... $33,750 
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(v) Apportionment of research and experimental 
expense to the statutory grouping of gross in-
come ($45,000×$300,000/ 
($500,000+$400,000+$300,000)): ...................... $11,250 

(vi) Total apportioned deduction for research and 
experimentation: ................................................. $90,000 

(vii) Amount apportioned to the residual grouping 
($45,000+$33,750): ............................................ $78,750 

(viii) Amount apportioned to the statutory group-
ing: ...................................................................... $11,250 

(2) Tentative Apportionment on the Basis of 
Gross Income 
(i) Exclusive apportionment of research and ex-

perimental expense to the residual grouping of 
gross income ($90,000×25 percent): ................. $22,500 

(ii) Research and experimental expense appor-
tioned to sources within the United States (re-
sidual grouping) ($67,500×$190,000/ 
($140,000+$50,000+$10,000)): .......................... $64,125 

(iii) Research and experimental expense appor-
tioned to sources within country Y (statutory 
grouping) ($67,500×$10,000/ 
($140,000+$50,000+$10,000)): .......................... $3,375 

(iv) Amount apportioned to the residual grouping: $86,625 
(v) Amount apportioned to the statutory grouping: $3,375 

(B) The total research and experimental 
expense apportioned to the statutory group-
ing ($3,375) under the gross income method is 
30 percent of the amount apportioned to the 
statutory grouping under the sales method. 
Thus, X may use option two of the gross in-
come method (paragraph (d)(3) of this sec-
tion) and apportion to the statutory group-
ing fifty percent (50%) of the $11,250 appor-
tioned to that grouping under the sales 
method. Thus, X apportions $5,625 of research 
and experimental expense to the statutory 
grouping. X’s use of the optional gross in-
come methods will constitute a binding elec-
tion to use the optional gross income meth-
ods for 1996 and four taxable years there-
after. 

Example 3. (i) Facts. Assume the same facts 
as in Example 1 except that in 1997 X con-
tinues its sales of the new engines, with sales 
of $600,000 in the United States and $400,000 
abroad by subsidiary Y. X also acquires a 60 
percent (by value) ownership interest in for-
eign corporation Z and a 100 percent owner-
ship interest in foreign corporation C. X 
transfers its engine technology to Z for a 
royalty equal to 5 percent of sales, and X en-
ters into an arm’s length cost-sharing ar-
rangement with C to share the funding of all 
of X’s research activity. In 1997, corporation 
Z has sales in country Z equal to $1,000,000. X 
incurs expense of $80,000 on research and ex-
perimentation in 1997, and in addition, X per-
forms $15,000 of research on gasoline engines 
which was funded by the cost-sharing ar-
rangement with C. All of Z’s sales are from 
the product category, Engines and Turbines 
(SIC Industry Group 351). X performs all of 
its research in the United States and $20,000 
of its expenditure of $80,000 is made solely to 
meet pollution standards mandated by law. 
X establishes, to the satisfaction of the Com-
missioner, that the expenditure in response 

to pollution standards is not expected to 
generate gross income (beyond de minimis 
amounts) outside the United States. 

(ii) Allocation. The $20,000 of research ex-
pense which X incurred in connection with 
pollution standards is definitely related and 
thus allocable to the residual grouping, gross 
income from sources within the United 
States. The remaining $60,000 in research and 
experimental expenditure incurred by X is 
definitely related to all gasoline engines and 
is therefore allocable to the class of gross in-
come to which the engines give rise, gross in-
come from sales of gasoline engines in the 
United States, royalties from country Y, and 
royalties from country Z. No part of the 
$60,000 research expense is allocable to divi-
dends from country C, because corporation C 
has already paid, through its cost-sharing ar-
rangement, for research activity performed 
by X which may benefit C. 

(iii) Apportionment. For purposes of apply-
ing the foreign tax credit limitation, the 
statutory grouping is general limitation 
gross income from sources without the 
United States, and the residual grouping is 
gross income from sources within the United 
States. X’s deduction of $60,000 for its re-
search and experimental expenditure must 
be apportioned between these groupings. Be-
cause more than 50 percent of the research 
and experimentation was performed in the 
United States, 50 percent of the $60,000 de-
duction can be apportioned exclusively to 
the residual grouping. The remaining 50 per-
cent of the deduction can then be appor-
tioned between the residual and the statu-
tory grouping on the basis of sales of gaso-
line engines by X, Y, and Z. (If X utilized the 
optional gross income methods in 1996, then 
its use of such methods constituted a binding 
election to use the optional gross income 
methods in 1996 and for four taxable years 
thereafter. If X utilized the sales method in 
1996, then its use of such method constituted 
a binding election to use the sales method in 
1996 and for four taxable years thereafter.) 
The optional gross income methods are not 
illustrated in this Example 3 (see instead Ex-
amples 1 and 2). Since X has only a 60 percent 
ownership interest in corporation Z, only 60 
percent of Z’s sales (60% of $1,000,000, or 
$600,000) are included for purposes of appor-
tionment. The allocation and apportionment 
for 1997 is as follows: 
(A) X’s total research expense: ............................. $80,000 
(B) Less: Legally mandated research directly allo-

cated to the residual grouping of gross income: $20,000 
(C) Tentative apportionment on the basis of sales.
(1) Research and experimental expense to be ap-

portioned between residual and statutory 
groupings of gross income: ................................ $60,000 

(2) Less: Exclusive apportionment of research 
and experimental expense to the residual 
grouping of gross income ($60,000×50 per-
cent): .................................................................. $30,000 
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(3) Research and experimental expense to be ap-
portioned between the residual and the statu-
tory groupings on the basis of sales: ................. $30,000 

(4) Apportionment of research and experimental 
expense to gross income from sources within 
the United States (residual grouping) 
($30,000×$600,000/ 
($600,000+$400,000+$600,000)): ...................... $11,250 

(5) Apportionment of research and experimental 
expense to general limitation gross income 
from countries Y and Z (statutory grouping) 
($30,000×$400,000+$600,000/ 
($600,000+$400,000+$600,000)): ...................... $18,750 

(6) Total apportioned deduction for research and 
experimentation ($30,000+$30,000): ................. $60,000 

(7) Amount apportioned to the residual grouping 
($30,000+$11,250): ............................................ $41,250 

(8) Amount apportioned to the statutory grouping 
of gross income from sources within countries 
Y and Z: ............................................................. $18,750 

Example 4. Research and Experimentation— 
(i) Facts. X, a domestic corporation, manu-
factures and sells forklift trucks and other 
types of materials handling equipment in the 
United States. The manufacture and sale of 
forklift trucks and other materials handling 
equipment belongs to the product category, 
Construction, Mining, and Materials Han-
dling Machinery and Equipment (SIC Indus-
try Group 353). X also sells its forklift trucks 
to a wholesaling subsidiary located in for-
eign country Y (but title passes in the 
United States), and X manufactures forklift 
trucks in foreign country Z. The wholesaling 
of forklift trucks to country Y also belongs 
to X’s product category Transportation 
equipment and, therefore, may not belong to 
the product category, Wholesale trade (SIC 
Major Group 50 and 51). In 1997, X sold 
$7,000,000 of forklift trucks to purchasers in 
the United States, $3,000,000 of forklift 
trucks to the wholesaling subsidiary in Y, 
and transferred forklift truck components 
with an FOB export value of $2,000,000 to its 
branch in Z. The branch’s sales of finished 
forklift trucks were $5,000,000. In response to 
legally mandated emission control require-
ments, X’s United States research depart-
ment has been engaged in a research project 
to improve the performance and quality of 
engine exhaust systems used on its products 
in the United States. It incurs expenses of 
$100,000 for this purpose in 1997. In the past, 
X has customarily adapted the product im-
provements developed originally for the do-
mestic market to its forklift trucks manu-
factured abroad. During the taxable year 
1997, development of an improved engine ex-
haust system is completed and X begins in-
stalling the new system during the latter 
part of the taxable year in products manu-
factured and sold in the United States. X 
continues to manufacture and sell forklift 
trucks in foreign countries without the im-
proved engine exhaust systems. 

(ii) Allocation. X’s deduction for its re-
search expense is definitely related to the in-
come to which it gives rise, namely income 
from the manufacture and sale of forklift 

trucks within the United States and in coun-
try Z. Although the research is undertaken 
in response to a legal mandate, it can rea-
sonably be expected to generate gross in-
come from the manufacture and sale of 
trucks by the branch in Z. Therefore, the de-
duction is not allocable solely to income 
from X’s domestic sales of forklift trucks. It 
is allocable to income from such sales and 
income from the sales of X’s branch in Z. 

(iii) Apportionment. For the method of ap-
portionment on the basis of either sales or 
gross income, see Example 3. However, in de-
termining the amount of research appor-
tioned to income from foreign and domestic 
sources, the net sales of the branch in Z are 
$3,000,000 ($5,000,000 less $2,000,000) and the 
sales within the United States are $12,000,000 
($7,000,000 plus $3,000,000 plus $2,000,000). See 
§ 1.861–17(c)(3)(iii). 

Example 5. (i) Facts. X, a domestic corpora-
tion, is a drug company that manufactures a 
wide variety of pharmaceutical products for 
sale in the United States. Pharmaceutical 
products belong to the product category, 
Drugs (SIC Industry Group 283). X exports its 
pharmaceutical products through a foreign 
sales corporation (FSC). X’s wholly owned 
foreign subsidiary Y also manufactures phar-
maceutical products. In 1997, X has domestic 
sales of pharmaceutical products of 
$10,000,000, the FSC has sales of pharma-
ceutical products of $3,000,000, and Y has 
sales of pharmaceutical products of 
$5,000,000. In that same year, 1997, X incurs 
expense of $200,000 on research to test a prod-
uct in response to requirements imposed by 
the United States Food and Drug Adminis-
tration (FDA). X is able to show that, even 
though country Y imposes certain testing re-
quirements on pharmaceutical products, the 
research performed in the United States is 
not accepted by country Y for purposes of its 
own licensing requirements, and the research 
has minimal use abroad. X is further able to 
show that FSC sells goods to countries that 
do not accept or do not require research per-
formed in the United States for purposes of 
their own licensing standards. 

(ii) Allocation. Since X’s research expense 
of $200,000 is undertaken to meet the require-
ments of the United States Food and Drug 
Administration, and since it is reasonable to 
expect that the expenditure will not gen-
erate gross income (beyond de minimis 
amounts) outside the United States, the de-
duction is definitely related and thus allo-
cable to the residual grouping. 

(iii) Apportionment. No apportionment is 
necessary since the entire expense is allo-
cated to the residual grouping, gross income 
from sales within the United States. 

Example 6. (i) Facts. X, a domestic corpora-
tion, is engaged in continuous research and 
experimentation to improve the quality of 
the products that it manufactures and sells, 
which are floodlights, flashlights, fuse boxes, 
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and solderless connectors. X incurs and de-
ducts $100,000 of expenditure for research and 
experimentation in 1997 that was performed 
exclusively in the United States. As a result 
of this research activity, X acquires patents 
that it uses in its own manufacturing activ-
ity. X licenses its floodlight patent to Y and 
Z, uncontrolled foreign corporations, for use 
in their own territories, countries Y and Z, 
respectively. Corporation Y pays X an arm’s 
length royalty of $3,000 plus $0.20 for each 
floodlight sold. Sales of floodlights by Y for 
the taxable year are $135,000 (at $4.50 per 
unit) or 30,000 units, and the royalty is $9,000 
($3,000+$0.20×30,000). Y has sales of other 
products of $500,000. Z pays X an arm’s length 
royalty of $3,000 plus $0.30 for each unit sold. 
Z manufactures 30,000 floodlights in the tax-
able year, and the royalty is $12,000 
($3,000+$0.30×30,000). The dollar value of Z’s 
floodlight sales is not known and cannot be 
reasonably estimated because, in this case, 
the floodlights are not sold separately by Z 
but are instead used as a component in Z’s 
manufacture of lighting equipment for thea-
ters. The sales of all Z’s products, including 
the lighting equipment for theaters, are 
$1,000,000. Y and Z each sell the floodlights 
exclusively within their respective coun-
tries. X’s sales of floodlights for the taxable 
year are $500,000 and its sales of its other 
products, flashlights, fuse boxes, and 
solderless connectors, are $400,000. X has 
gross income of $500,000, consisting of gross 
income from domestic sources from sales of 
floodlights, flashlights, fuse boxes, and 
solderless connectors of $479,000, and royalty 
income of $9,000 and $12,000 from foreign cor-
porations Y and Z respectively. X utilized 
the optional gross income methods of appor-
tionment for its return filed for its first tax-
able year to which this section applies. 

(ii) Allocation. X’s research and experi-
mental expenses are definitely related to all 
of the products that it produces, which are 
floodlights, flashlights, fuse boxes, and 
solderless connectors. All of these products 
are in the same three digit SIC Code cat-
egory, Electric Lighting and Wiring Equip-
ment (SIC Industry Group 364). Thus, X’s re-
search and experimental expenses are allo-
cable to all items of income attributable to 
this product category, domestic sales income 
and royalty income from the foreign coun-
tries in which corporations Y and Z operate. 

(iii) Apportionment. (A) The statutory 
grouping of gross income is general limita-
tion income from sources without the United 
States. The residual grouping is gross in-
come from sources within the United States. 
X’s deduction of $100,000 for its research ex-
penditures must be apportioned between the 
groupings. For apportionment on the basis of 
sales in accordance with paragraph (c) of this 
section, X is entitled to an exclusive appor-
tionment of 50 percent of its research and ex-
perimental expense to the residual grouping, 

gross income from sources within the United 
States, since more than 50 percent of the re-
search activity was performed in the United 
States. The remaining 50 percent of the de-
duction can then be apportioned between the 
residual and statutory groupings on the 
basis of sales. Since Y and Z are unrelated li-
censees of X, only their sales of the licensed 
product, floodlights, are included for pur-
poses of apportionment. Floodlight sales of Z 
are unknown, but are estimated at ten times 
royalties from Z, or $120,000. All of X’s sales 
from the entire product category are in-
cluded for purposes of apportionment on the 
basis of sales. Alternatively, X may appor-
tion its deduction on the basis of gross in-
come, in accordance with paragraph (d) of 
this section. The apportionment is as fol-
lows: 

(1) Tentative Apportionment on the Basis of 
Sales 

(i) Research and experimental expense to be ap-
portioned between statutory and residual 
groupings of gross income: ................................ $100,000 

(ii) Less: Exclusive apportionment of research 
and experimental expense to the residual 
groupings of gross income ($100,000×50 per-
cent): .................................................................. $50,000 

(iii) Research and experimental expense to be 
apportioned between the statutory and residual 
groupings of gross income on the basis of 
sales: .................................................................. $50,000 

(iv) Apportionment of research and experimental 
expense to the residual groupings of gross in-
come ($50,000×$900,000/ 
($900,000+$135,000+$120,000)): ...................... $38,961 

(v) Apportionment of research and experimental 
expense to the statutory grouping, royalty in-
come from countries Y and Z 
($50,000×$135,000+$120,000/ 
($900,000+$135,000+$120,000)): ...................... $11,039 

(vi) Total apportioned deduction for research and 
experimentation: ................................................. $100,000 

(vii) Amount apportioned to the residual grouping 
($50,000+$38,961): ............................................ $88,961 

(viii) Amount apportioned to the statutory group-
ing of sources within countries Y and Z: ........... $11,039 

(2) Tentative Apportionment on Gross Income 
Basis 

(i) Exclusive apportionment of research and ex-
perimental expense to the residual grouping of 
gross income ($100,000×25 percent): ............... $25,000 

(ii) Apportionment of research and experimental 
expense to the residual grouping of gross in-
come ($75,000×$479,000/$500,000): ................ $71,850 

(iii) Apportionment of research and experimental 
expense to the statutory grouping of gross in-
come ($75,000×$9,000+$12,000/$500,000): ..... $3,150 

(iv) Amount apportioned to the residual grouping: $96,850 
(v) Amount apportioned to the statutory grouping 

of general limitation income from sources with-
out the United States: ........................................ $3,150 

(B) Since X has elected to use the optional 
gross income methods of apportionment and 
its apportionment on the basis of gross in-
come to the statutory grouping, $3,150, is less 
than 50 percent of its apportionment on the 
basis of sales to the statutory grouping, 
$11,039, it must use Option two of paragraph 
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(d)(3) of this section and apportion $5,520 (50 
percent of $11,039) to the statutory grouping. 

[T.D. 8646, 60 FR 66503, Dec. 22, 1995] 

§ 1.861–18 Classification of trans-
actions involving computer pro-
grams. 

(a) General—(1) Scope. This section 
provides rules for classifying trans-
actions relating to computer programs 
for purposes of subchapter N of chapter 
1 of the Internal Revenue Code, sec-
tions 367, 404A, 482, 551, 679, 1059A, chap-
ter 3, chapter 5, sections 842 and 845 (to 
the extent involving a foreign person), 
and transfers to foreign trusts not cov-
ered by section 679. 

(2) Categories of transactions. This sec-
tion generally requires that such trans-
actions be treated as being solely with-
in one of four categories (described in 
paragraph (b)(1) of this section) and 
provides certain rules for categorizing 
such transactions. In the case of a 
transfer of a copyright right, this sec-
tion provides rules for determining 
whether the transaction should be clas-
sified as either a sale or exchange, or a 
license generating royalty income. In 
the case of a transfer of a copyrighted 
article, this section provides rules for 
determining whether the transaction 
should be classified as either a sale or 
exchange, or a lease generating rental 
income. 

(3) Computer program. For purposes of 
this section, a computer program is a 
set of statements or instructions to be 
used directly or indirectly in a com-
puter in order to bring about a certain 
result. For purposes of this paragraph 
(a)(3), a computer program includes 
any media, user manuals, documenta-
tion, data base or similar item if the 
media, user manuals, documentation, 
data base or similar item is incidental 
to the operation of the computer pro-
gram. 

(b) Categories of transactions—(1) Gen-
eral. Except as provided in paragraph 
(b)(2) of this section, a transaction in-
volving the transfer of a computer pro-
gram, or the provision of services or of 
know-how with respect to a computer 
program (collectively, a transfer of a 
computer program) is treated as being 
solely one of the following— 

(i) A transfer of a copyright right in 
the computer program; 

(ii) A transfer of a copy of the com-
puter program (a copyrighted article); 

(iii) The provision of services for the 
development or modification of the 
computer program; or 

(iv) The provision of know-how relat-
ing to computer programming tech-
niques. 

(2) Transactions consisting of more than 
one category. Any transaction involving 
computer programs which consists of 
more than one of the transactions de-
scribed in paragraph (b)(1) of this sec-
tion shall be treated as separate trans-
actions, with the appropriate provi-
sions of this section being applied to 
each such transaction. However, any 
transaction that is de minimis, taking 
into account the overall transaction 
and the surrounding facts and cir-
cumstances, shall not be treated as a 
separate transaction, but as part of an-
other transaction. 

(c) Transfers involving copyright rights 
and copyrighted articles—(1) Classifica-
tion—(i) Transfers treated as transfers of 
copyright rights. A transfer of a com-
puter program is classified as a trans-
fer of a copyright right if, as a result of 
the transaction, a person acquires any 
one or more of the rights described in 
paragraphs (c)(2)(i) through (iv) of this 
section. Whether the transaction is 
treated as being solely the transfer of a 
copyright right or is treated as sepa-
rate transactions is determined pursu-
ant to paragraph (b)(1) and (b)(2) of this 
section. For example, if a person re-
ceives a disk containing a copy of a 
computer program which enables it to 
exercise, in relation to that program, a 
non-de minimis right described in para-
graphs (c)(2)(i) through (iv) of this sec-
tion (and the transaction does not in-
volve, or involves only a de minimis 
provision of services as described in 
paragraph (d) of this section or of 
know-how as described in paragraph (e) 
of this section), then, under paragraph 
(b)(2) of this section, the transfer is 
classified solely as a transfer of a copy-
right right. 

(ii) Transfers treated solely as transfers 
of copyrighted articles. If a person ac-
quires a copy of a computer program 
but does not acquire any of the rights 
described in paragraphs (c)(2)(i) 
through (iv) of this section (or only ac-
quires a de minimis grant of such 
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rights), and the transaction does not 
involve, or involves only a de minimis, 
provision of services as described in 
paragraph (d) of this section or of 
know-how as described in paragraph (e) 
of this section, the transfer of the copy 
of the computer program is classified 
solely as a transfer of a copyrighted ar-
ticle. 

(2) Copyright rights. The copyright 
rights referred to in paragraph (c)(1) of 
this section are as follows— 

(i) The right to make copies of the 
computer program for purposes of dis-
tribution to the public by sale or other 
transfer of ownership, or by rental, 
lease or lending; 

(ii) The right to prepare derivative 
computer programs based upon the 
copyrighted computer program; 

(iii) The right to make a public per-
formance of the computer program; or 

(iv) The right to publicly display the 
computer program. 

(3) Copyrighted article. A copyrighted 
article includes a copy of a computer 
program from which the work can be 
perceived, reproduced, or otherwise 
communicated, either directly or with 
the aid of a machine or device. The 
copy of the program may be fixed in 
the magnetic medium of a floppy disk, 
or in the main memory or hard drive of 
a computer, or in any other medium. 

(d) Provision of services. The deter-
mination of whether a transaction in-
volving a newly developed or modified 
computer program is treated as either 
the provision of services or another 
transaction described in paragraph 
(b)(1) of this section is based on all the 
facts and circumstances of the trans-
action, including, as appropriate, the 
intent of the parties (as evidenced by 
their agreement and conduct) as to 
which party is to own the copyright 
rights in the computer program and 
how the risks of loss are allocated be-
tween the parties. 

(e) Provision of know-how. The provi-
sion of information with respect to a 
computer program will be treated as 
the provision of know-how for purposes 
of this section only if the information 
is— 

(1) Information relating to computer 
programming techniques; 

(2) Furnished under conditions pre-
venting unauthorized disclosure, spe-

cifically contracted for between the 
parties; and 

(3) Considered property subject to 
trade secret protection. 

(f) Further classification of transfers in-
volving copyright rights and copyrighted 
articles—(1) Transfers of copyright rights. 
The determination of whether a trans-
fer of a copyright right is a sale or ex-
change of property is made on the basis 
of whether, taking into account all 
facts and circumstances, there has 
been a transfer of all substantial rights 
in the copyright. A transaction that 
does not constitute a sale or exchange 
because not all substantial rights have 
been transferred will be classified as a 
license generating royalty income. For 
this purpose, the principles of sections 
1222 and 1235 may be applied. Income 
derived from the sale or exchange of a 
copyright right will be sourced under 
section 865(a), (c), (d), (e), or (h), as ap-
propriate. Income derived from the li-
censing of a copyright right will be 
sourced under section 861(a)(4) or 
862(a)(4), as appropriate. 

(2) Transfers of copyrighted articles. 
The determination of whether a trans-
fer of a copyrighted article is a sale or 
exchange is made on the basis of 
whether, taking into account all facts 
and circumstances, the benefits and 
burdens of ownership have been trans-
ferred. A transaction that does not 
constitute a sale or exchange because 
insufficient benefits and burdens of 
ownership of the copyrighted article 
have been transferred, such that a per-
son other than the transferee is prop-
erly treated as the owner of the copy-
righted article, will be classified as a 
lease generating rental income. Income 
from transactions that are classified as 
sales or exchanges of copyrighted arti-
cles will be sourced under sections 
861(a)(6), 862(a)(6), 863, 865(a), (b), (c), or 
(e), as appropriate. Income derived 
from the leasing of a copyrighted arti-
cle will be sourced under section 
861(a)(4) or section 862(a)(4), as appro-
priate. 

(3) Special circumstances of computer 
programs. In connection with deter-
minations under this paragraph (f), 
consideration must be given as appro-
priate to the special characteristics of 
computer programs in transactions 
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that take advantage of these charac-
teristics (such as the ability to make 
perfect copies at minimal cost). For ex-
ample, a transaction in which a person 
acquires a copy of a computer program 
on disk subject to a requirement that 
the disk be destroyed after a specified 
period is generally the equivalent of a 
transaction subject to a requirement 
that the disk be returned after such pe-
riod. Similarly, a transaction in which 
the program deactivates itself after a 
specified period is generally the equiv-
alent of returning the copy. 

(g) Rules of operation—(1) Term applied 
to transaction by parties. Neither the 
form adopted by the parties to a trans-
action, nor the classification of the 
transaction under copyright law, shall 
be determinative. Therefore, for exam-
ple, if there is a transfer of a computer 
program on a single disk for a one-time 
payment with restrictions on transfer 
and reverse engineering, which the par-
ties characterize as a license (includ-
ing, but not limited to, agreements 
commonly referred to as shrink-wrap 
licenses), application of the rules of 
paragraphs (c) and (f) of this section 
may nevertheless result in the trans-
action being classified as the sale of a 
copyrighted article. 

(2) Means of transfer not to be taken 
into account. The rules of this section 
shall be applied irrespective of the 
physical or electronic or other medium 
used to effectuate a transfer of a com-
puter program. 

(3) To the public—(i) In general. For 
purposes of paragraph (c)(2)(i) of this 
section, a transferee of a computer pro-
gram shall not be considered to have 
the right to distribute copies of the 
program to the public if it is permitted 
to distribute copies of the software to 
only either a related person, or to iden-
tified persons who may be identified by 
either name or by legal relationship to 
the original transferee. For purposes of 
this subparagraph, a related person is a 
person who bears a relationship to the 
transferee specified in section 267(b)(3), 
(10), (11), or (12), or section 707(b)(1)(B). 
In applying section 267(b), 267(f), 
707(b)(1)(B), or 1563(a), ‘‘10 percent’’ 
shall be substituted for ‘‘50 percent.’’ 

(ii) Use by individuals. The number of 
employees of a transferee of a com-
puter program who are permitted to 

use the program in connection with 
their employment is not relevant for 
purposes of this paragraph (g)(3). In ad-
dition, the number of individuals with 
a contractual agreement to provide 
services to the transferee of a com-
puter program who are permitted to 
use the program in connection with the 
performance of those services is not 
relevant for purposes of this paragraph 
(g)(3). 

(h) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Corp A, a U.S. corpora-
tion, owns the copyright in a computer pro-
gram, Program X. It copies Program X onto 
disks. The disks are placed in boxes covered 
with a wrapper on which is printed what is 
generally referred to as a shrink-wrap li-
cense. The license is stated to be perpetual. 
Under the license no reverse engineering, 
decompilation, or disassembly of the com-
puter program is permitted. The transferee 
receives, first, the right to use the program 
on two of its own computers (for example, a 
laptop and a desktop) provided that only one 
copy is in use at any one time, and, second, 
the right to make one copy of the program 
on each machine as an essential step in the 
utilization of the program. The transferee is 
permitted by the shrink-wrap license to sell 
the copy so long as it destroys any other cop-
ies it has made and imposes the same terms 
and conditions of the license on the pur-
chaser of its copy. These disks are made 
available for sale to the general public in 
Country Z. In return for valuable consider-
ation, P, a Country Z resident, receives one 
such disk. 

(ii) Analysis. (A) Under paragraph (g)(1) of 
this section, the label license is not deter-
minative. None of the copyright rights de-
scribed in paragraph (c)(2) of this section 
have been transferred in this transaction. P 
has received a copy of the program, however, 
and, therefore, under paragraph (c)(1)(ii) of 
this section, P has acquired solely a copy-
righted article. 

(B) Taking into account all of the facts and 
circumstances, P is properly treated as the 
owner of a copyrighted article. Therefore, 
under paragraph (f)(2) of this section, there 
has been a sale of a copyrighted article rath-
er than the grant of a lease. 

Example 2. (i) Facts. The facts are the same 
as those in Example 1, except that instead of 
selling disks, Corp A, the U.S. corporation, 
decides to make Program X available, for a 
fee, on a World Wide Web home page on the 
Internet. P, the Country Z resident, in re-
turn for payment made to Corp A, downloads 
Program X (via modem) onto the hard drive 
of his computer. As part of the electronic 
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communication, P signifies his assent to a li-
cense agreement with terms identical to 
those in Example 1, except that in this case P 
may make a back-up copy of the program on 
to a disk. 

(ii) Analysis. (A) None of the copyright 
rights described in paragraph (c)(2) of this 
section have passed to P. Although P did not 
buy a physical copy of the disk with the pro-
gram on it, paragraph (g)(2) of this section 
provides that the means of transferring the 
program is irrelevant. Therefore, P has ac-
quired a copyrighted article. 

(B) As in Example 1, P is properly treated 
as the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section, 
there has been a sale of a copyrighted article 
rather than the grant of a lease. 

Example 3. (i) Facts. The facts are the same 
as those in Example 1, except that Corp A 
only allows P, the Country Z resident, to use 
Program X for one week. At the end of that 
week, P must return the disk with Program 
X on it to Corp A. P must also destroy any 
copies made of Program X. If P wishes to use 
Program X for a further period he must 
enter into a new agreement to use the pro-
gram for an additional charge. 

(ii) Analysis. (A) Under paragraph (c)(2) of 
this section, P has received no copyright 
rights. Because P has received a copy of the 
program under paragraph (c)(1)(ii) of this 
section, he has, therefore, received a copy-
righted article. 

(B) Taking into account all of the facts and 
circumstances, P is not properly treated as 
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section, 
there has been a lease of a copyrighted arti-
cle rather than a sale. Taking into account 
the special characteristics of computer pro-
grams as provided in paragraph (f)(3) of this 
section, the result would be the same if P 
were required to destroy the disk at the end 
of the one week period instead of returning 
it since Corp A can make additional copies of 
the program at minimal cost. 

Example 4. (i) Facts. The facts are the same 
as those in Example 2, where P, the Country 
Z resident, receives Program X from Corp 
A’s home page on the Internet, except that P 
may only use Program X for a period of one 
week at the end of which an electronic lock 
is activated and the program can no longer 
be accessed. Thereafter, if P wishes to use 
Program X, it must return to the home page 
and pay Corp A to send an electronic key to 
reactivate the program for another week. 

(ii) Analysis. (A) As in Example 3, under 
paragraph (c)(2) of this section, P has not re-
ceived any copyright rights. P has received a 
copy of the program, and under paragraph 
(g)(2) of this section, the means of trans-
mission is irrelevant. P has, therefore, under 
paragraph (c)(1)(ii) of this section, received a 
copyrighted article. 

(B) As in Example 3, P is not properly treat-
ed as the owner of a copyrighted article. 
Therefore, under paragraph (f)(2) of this sec-
tion, there has been a lease of a copyrighted 
article rather than a sale. While P does re-
tain Program X on its computer at the end of 
the one week period, as a legal matter P no 
longer has the right to use the program 
(without further payment) and, indeed, can-
not use the program without the electronic 
key. Functionally, Program X is no longer 
on the hard drive of P’s computer. Instead, 
the hard drive contains only a series of num-
bers which no longer perform the function of 
Program X. Although in Example 3, P was re-
quired to physically return the disk, taking 
into account the special characteristics of 
computer programs as provided in paragraph 
(f)(3) of this section, the result in this Exam-
ple 4 is the same as in Example 3. 

Example 5. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X 
to Corp B, a Country Z corporation, and 
grants Corp B an exclusive license for the re-
maining term of the copyright to copy and 
distribute an unlimited number of copies of 
Program X in the geographic area of Country 
Z, prepare derivative works based upon Pro-
gram X, make public performances of Pro-
gram X, and publicly display Program X. 
Corp B will pay Corp A a royalty of $y a year 
for three years, which is the expected period 
during which Program X will have commer-
cially exploitable value. 

(ii) Analysis. (A) Although Corp A has 
transferred a disk with a copy of Program X 
on it to Corp B, under paragraph (c)(1)(i) of 
this section because this transfer is accom-
panied by a copyright right identified in 
paragraph (c)(2)(i) of this section, this trans-
action is a transfer solely of copyright 
rights, not of copyrighted articles. For pur-
poses of paragraph (b)(2) of this section, the 
disk containing a copy of Program X is a de 
minimis component of the transaction. 

(B) Applying the all substantial rights test 
under paragraph (f)(1) of this section, Corp A 
will be treated as having sold copyright 
rights to Corp B. Corp B has acquired all of 
the copyright rights in Program X, has re-
ceived the right to use them exclusively 
within Country Z, and has received the 
rights for the remaining life of the copyright 
in Program X. The fact the payments cease 
before the copyright term expires is not con-
trolling. Under paragraph (g)(1) of this sec-
tion, the fact that the agreement is labelled 
a license is not controlling (nor is the fact 
that Corp A receives a sum labelled a roy-
alty). (The result in this case would be the 
same if the copy of Program X to be used for 
the purposes of reproduction were trans-
mitted electronically to Corp B, as a result 
of the application of the rule of paragraph 
(g)(2) of this section.) 

Example 6. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X 
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to Corp B, a Country Z corporation, and 
grants Corp B the non exclusive right to re-
produce (either directly or by contracting 
with either Corp A or another person to do 
so) and distribute for sale to the public an 
unlimited number of disks at its factory in 
Country Z in return for a payment related to 
the number of disks copied and sold. The 
term of the agreement is two years, which is 
less than the remaining life of the copyright. 

(ii) Analysis. (A) As in Example 5, the trans-
fer of the disk containing the copy of the 
program does not constitute the transfer of a 
copyrighted article under paragraph (c)(1) of 
this section because Corp B has also acquired 
a copyright right under paragraph (c)(2)(i) of 
this section, the right to reproduce and dis-
tribute to the public. For purposes of para-
graph (b)(2) of this section, the disk con-
taining Program X is a de minimis compo-
nent of the transaction. 

(B) Taking into account all of the facts and 
circumstances, there has been a license of 
Program X to Corp B, and the payments 
made by Corp B are royalties. Under para-
graph (f)(1) of this section, there has not 
been a transfer of all substantial rights in 
the copyright to Program X because Corp A 
has the right to enter into other licenses 
with respect to the copyright of Program X, 
including licenses in Country Z (or even to 
sell that copyright, subject to Corp B’s inter-
est). Corp B has acquired no right itself to li-
cense the copyright rights in Program X. Fi-
nally, the term of the license is for less than 
the remaining life of the copyright in Pro-
gram X. 

Example 7. (i) Facts. Corp C, a distributor in 
Country Z, enters into an agreement with 
Corp A, a U.S. corporation, to purchase as 
many copies of Program X on disk as it may 
from time-to-time request. Corp C will then 
sell these disks to retailers. The disks are 
shipped in boxes covered by shrink-wrap li-
censes (identical to the license described in 
Example 1). 

(ii) Analysis. (A) Corp C has not acquired 
any copyright rights under paragraph (c)(2) 
of this section with respect to Program X. It 
has acquired individual copies of Program X, 
which it may sell to others. The use of the 
term license is not dispositive under para-
graph (g)(1) of this section. Under paragraph 
(c)(1)(ii) of this section, Corp C has acquired 
copyrighted articles. 

(B) Taking into account all of the facts and 
circumstances, Corp C is properly treated as 
the owner of copyrighted articles. Therefore, 
under paragraph (f)(2) of this section, there 
has been a sale of copyrighted articles. 

Example 8. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X 
to Corp D, a foreign corporation engaged in 
the manufacture and sale of personal com-
puters in Country Z. Corp A grants Corp D 
the non-exclusive right to copy Program X 
onto the hard drive of an unlimited number 

of computers, which Corp D manufactures, 
and to distribute those copies (on the hard 
drive) to the public. The term of the agree-
ment is two years, which is less than the re-
maining life of the copyright in Program X. 
Corp D pays Corp A an amount based on the 
number of copies of Program X it loads on to 
computers. 

(ii) Analysis. The analysis is the same as in 
Example 6. Under paragraph (c)(2)(i) of this 
section, Corp D has acquired a copyright 
right enabling it to exploit Program X by 
copying it on to the hard drives of the com-
puters that it manufactures and then sells. 
For purposes of paragraph (b)(2) of this sec-
tion, the disk containing Program X is a de 
minimis component of the transaction. Tak-
ing into account all of the facts and cir-
cumstances, Corp D has not, however, ac-
quired all substantial rights in the copyright 
to Program X (for example, the term of the 
agreement is less than the remaining life of 
the copyright). Under paragraph (f)(1) of this 
section, this transaction is, therefore, a li-
cense of Program X to Corp D rather than a 
sale and the payments made by Corp D are 
royalties. (The result would be the same if 
Corp D included with the computers it sells 
an archival copy of Program X on a floppy 
disk.) 

Example 9. (i) Facts. The facts are the same 
as in Example 8, except that Corp D, the 
Country Z corporation, receives physical 
disks. The disks are shipped in boxes covered 
by shrink-wrap licenses (identical to the li-
censes described in Example 1). The terms of 
these licenses do not permit Corp D to make 
additional copies of Program X. Corp D uses 
each individual disk only once to load a sin-
gle copy of Program X onto each separate 
computer. Corp D transfers the disk with the 
computer when it is sold. 

(ii) Analysis. (A) As in Example 7 (unlike Ex-
ample 8) no copyright right identified in 
paragraph (c)(2) of this section has been 
transferred. Corp D acquires the disks with-
out the right to reproduce and distribute 
publicly further copies of Program X. This is 
therefore the transfer of copyrighted articles 
under paragraph (c)(1)(ii) of this section. 

(B) Taking into account all of the facts and 
circumstances, Corp D is properly treated as 
the owner of copyrighted articles. Therefore, 
under paragraph (f)(2) of this section, the 
transaction is classified as the sale of a copy-
righted article. (The result would be the 
same if Corp D used a single physical disk to 
copy Program X onto each computer, and 
transferred an unopened box containing Pro-
gram X with each computer, if Corp D were 
not permitted to copy Program X onto more 
computers than the number of individual 
copies purchased.) 

Example 10. (i) Facts. Corp A, a U.S. cor-
poration, transfers a disk containing Pro-
gram X to Corp E, a Country Z corporation, 
and grants Corp E the right to load Program 
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X onto 50 individual workstations for use 
only by Corp E employees at one location in 
return for a one-time per-user fee (generally 
referred to as a site license or enterprise li-
cense). If additional workstations are subse-
quently introduced, Program X may be load-
ed onto those machines for additional one- 
time per-user fees. The license which grants 
the rights to operate Program X on 50 
workstations also prohibits Corp E from sell-
ing the disk (or any of the 50 copies) or re-
verse engineering the program. The term of 
the license is stated to be perpetual. 

(ii) Analysis. (A) The grant of a right to 
copy, unaccompanied by the right to dis-
tribute those copies to the public, is not the 
transfer of a copyright right under para-
graph (c)(2) of this section. Therefore, under 
paragraph (c)(1)(ii) of this section, this trans-
action is a transfer of copyrighted articles 
(50 copies of Program X). 

(B) Taking into account all of the facts and 
circumstances, P is properly treated as the 
owner of copyrighted articles. Therefore, 
under paragraph (f)(2) of this section, there 
has been a sale of copyrighted articles rather 
than the grant of a lease. Notwithstanding 
the restriction on sale, other factors such as, 
for example, the risk of loss and the right to 
use the copies in perpetuity outweigh, in this 
case, the restrictions placed on the right of 
alienation. 

(C) The result would be the same if Corp E 
were permitted to copy Program X onto an 
unlimited number of workstations used by 
employees of either Corp E or corporations 
that had a relationship to Corp E specified in 
paragraph (g)(3) of this section. 

Example 11. (i) Facts. The facts are the 
same as in Example 10, except that Corp E, 
the Country Z corporation, acquires the 
right to make Program X available to 
workstation users who are Corp E employees 
by way of a local area network (LAN). The 
number of users that can use Program X on 
the LAN at any one time is limited to 50. 
Corp E pays a one-time fee for the right to 
have up to 50 employees use the program at 
the same time. 

(ii) Analysis. Under paragraph (g)(2) of this 
section the mode of utilization is irrelevant. 
Therefore, as in Example 10, under paragraph 
(c)(2) of this section, no copyright right has 
been transferred, and, thus, under paragraph 
(c)(1)(ii) of this section, this transaction will 
be classified as the transfer of a copyrighted 
article. Under the benefits and burdens test 
of paragraph (f)(2) of this section, this trans-
action is a sale of copyrighted articles. The 
result would be the same if an unlimited 
number of Corp E employees were permitted 
to use Program X on the LAN or if Corp E 
were permitted to copy Program X onto 
LANs maintained by corporations that had a 
relationship to Corp E specified in paragraph 
(g)(3) of this section. 

Example 12. (i) Facts. The facts are the 
same as in Example 11, except that Corp E 
pays a monthly fee to Corp A, the U.S. cor-
poration, calculated with reference to the 
permitted maximum number of users (which 
can be changed) and the computing power of 
Corp E’s server. In return for this monthly 
fee, Corp E receives the right to receive up-
grades of Program X when they become 
available. The agreement may be terminated 
by either party at the end of any month. 
When the disk containing the upgrade is re-
ceived, Corp E must return the disk con-
taining the earlier version of Program X to 
Corp A. If the contract is terminated, Corp E 
must delete (or otherwise destroy) all copies 
made of the current version of Program X. 
The agreement also requires Corp A to pro-
vide technical support to Corp E but the 
agreement does not allocate the monthly fee 
between the right to receive upgrades of Pro-
gram X and the technical support services. 
The amount of technical support that Corp A 
will provide to Corp E is not foreseeable at 
the time the contract is entered into but is 
expected to be de minimis. The agreement 
specifically provides that Corp E has not 
thereby been granted an option to purchase 
Program X. 

(ii) Analysis. (A) Corp E has received no 
copyright rights under paragraph (c)(2) of 
this section. Corp A has not provided any 
services described in paragraph (d) of this 
section. Based on all the facts and cir-
cumstances of the transaction, Corp A has 
provided de minimis technical services to 
Corp E. Therefore, under paragraph (c)(1)(ii) 
of this section, the transaction is a transfer 
of a copyrighted article. 

(B) Taking into account all facts and cir-
cumstances, under the benefits and burdens 
test Corp E is not properly treated as the 
owner of the copyrighted article. Corp E does 
not receive the right to use Program X in 
perpetuity, but only for so long as it con-
tinues to make payments. Corp E does not 
have the right to purchase Program X on ad-
vantageous (or, indeed, any) terms once a 
certain amount of money has been paid to 
Corp A or a certain period of time has 
elapsed (which might indicate a sale). Once 
the agreement is terminated, Corp E will no 
longer possess any copies of Program X, cur-
rent or superseded. Therefore under para-
graph (f)(2) of this section there has been a 
lease of a copyrighted article. 

Example 13. (i) Facts. The facts are the 
same as in Example 12, except that, while 
Corp E must return copies of Program X as 
new upgrades are received, if the agreement 
terminates, Corp E may keep the latest 
version of Program X (although Corp E is 
still prohibited from selling or otherwise 
transferring any copy of Program X). 

(ii) Analysis. For the reasons stated in Ex-
ample 10, paragraph (ii)(B), the transfer of 
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the program will be treated as a sale of a 
copyrighted article rather than as a lease. 

Example 14. (i) Facts. Corp G, a Country Z 
corporation, enters into a contract with Corp 
A, a U.S. corporation, for Corp A to modify 
Program X so that it can be used at Corp G’s 
facility in Country Z. Under the contract, 
Corp G is to acquire one copy of the program 
on a disk and the right to use the program 
on 5,000 workstations. The contract requires 
Corp A to rewrite elements of Program X so 
that it will conform to Country Z accounting 
standards and states that Corp A retains all 
copyright rights in the modified Program X. 
The agreement between Corp A and Corp G is 
otherwise identical as to rights and payment 
terms as the agreement described in Example 
10. 

(ii) Analysis. (A) As in Example 10, no copy-
right rights are being transferred under 
paragraph (c)(2) of this section. In addition, 
since no copyright rights are being trans-
ferred to Corp G, this transaction does not 
involve the provision of services by Corp A 
under paragraph (d) of this section. This 
transaction will be classified, therefore, as a 
transfer of copyrighted articles under para-
graph (c)(1)(ii) of this section. 

(B) Taking into account all facts and cir-
cumstances, Corp G is properly treated as 
the owner of copyrighted articles. Therefore, 
under paragraph (f)(2) of this section, there 
has been the sale of a copyrighted article 
rather than the grant of a lease. 

Example 15. (i) Facts. Corp H, a Country Z 
corporation, enters into a license agreement 
for a new computer program. Program Q is 
to be written by Corp A, a U.S. corporation. 
Corp A and Corp H agree that Corp A is writ-
ing Program Q for Corp H and that, when 
Program Q is completed, the copyright in 
Program Q will belong to Corp H. Corp H 
gives instructions to Corp A programmers 
regarding program specifications. Corp H 
agrees to pay Corp A a fixed monthly sum 
during development of the program. If Corp 
H is dissatisfied with the development of the 
program, it may cancel the contract at the 
end of any month. In the event of termi-
nation, Corp A will retain all payments, 
while any procedures, techniques or copy-
rightable interests will be the property of 
Corp H. All of the payments are labelled roy-
alties. There is no provision in the agree-
ment for any continuing relationship be-
tween Corp A and Corp H, such as the fur-
nishing of updates of the program, after com-
pletion of the modification work. 

(ii) Analysis. Taking into account all of the 
facts and circumstances, Corp A is treated as 
providing services to Corp H. Under para-
graph (d) of this section, Corp A is treated as 
providing services to Corp H because Corp H 
bears all of the risks of loss associated with 
the development of Program Q and is the 
owner of all copyright rights in Program Q. 
Under paragraph (g)(1) of this section, the 

fact that the agreement is labelled a license 
is not controlling (nor is the fact that Corp 
A receives a sum labelled a royalty). 

Example 16. (i) Facts. Corp A, a U.S. cor-
poration, and Corp I, a Country Z corpora-
tion, agree that a development engineer em-
ployed by Corp A will travel to Country Z to 
provide know-how relating to certain tech-
niques not generally known to computer pro-
grammers, which will enable Corp I to more 
efficiently create computer programs. These 
techniques represent the product of experi-
ence gained by Corp A from working on 
many computer programming projects, and 
are furnished to Corp I under nondisclosure 
conditions. Such information is property 
subject to trade secret protection. 

(ii) Analysis. This transaction contains the 
elements of know-how specified in paragraph 
(e) of this section. Therefore, this trans-
action will be treated as the provision of 
know-how. 

Example 17 (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program Y 
to Corp E, a Country Z corporation, in ex-
change for a single fixed payment. Program 
Y is a computer program development pro-
gram, which is used to create other com-
puter programs, consisting of several compo-
nents, including libraries of reusable soft-
ware components that serve as general build-
ing blocks in new software applications. No 
element of these libraries is a significant 
component of any overall new program. Be-
cause a computer program created with the 
use of Program Y will not operate unless the 
libraries are also present, the license agree-
ment between Corp A and Corp E grants Corp 
E the right to distribute copies of the librar-
ies with any program developed using Pro-
gram Y. The license agreement is otherwise 
identical to the license agreement in Exam-
ple 1. 

(ii) Analysis. (A) No non-de minimis copy-
right rights described in paragraph (c)(2) of 
this section have passed to Corp E. For pur-
poses of paragraph (b)(2) of this section, the 
right to distribute the libraries in conjunc-
tion with the programs created using Pro-
gram Y is a de minimis component of the 
transaction. Because Corp E has received a 
copy of the program under paragraph 
(c)(1)(ii) of this section, it has received a 
copyrighted article. 

(B) Taking into account all the facts and 
circumstances, Corp E is properly treated as 
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section, 
there has been the sale of a copyrighted arti-
cle rather than the grant of a lease. 

Example 18 (i) Facts. (A) Corp A, a U.S. cor-
poration, transfers a disk containing Pro-
gram X to Corp E, a country Z Corporation. 
The disk contains both the object code and 
the source code to Program X and the license 
agreement grants Corp E the right to— 
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(1) Modify the source code in order to cor-
rect minor errors and make minor adapta-
tions to Program X so it will function on 
Corp E’s computer; and 

(2) Recompile the modified source code. 
(B) The license does not grant Corp E the 

right to distribute the modified Program X 
to the public. The license is otherwise iden-
tical to the license agreement in Example 1. 

(ii) Analysis. (A) No non-de minimis copy-
right rights described in paragraph (c)(2) of 
this section have passed to Corp E. For pur-
poses of paragraph (b)(2) of this section, the 
right to modify the source code and recom-
pile the source code in order to create new 
code to correct minor errors and make minor 
adaptations is a de minimis component of 
the transaction. Because Corp E has received 
a copy of the program under paragraph 
(c)(1)(ii) of this section, it has received a 
copyrighted article. 

(B) Taking into account all the facts and 
circumstances, Corp E is properly treated as 
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section, 
there has been the sale of a copyrighted arti-
cle rather than the grant of a lease. 

(i) Effective date—(1) General. This 
section applies to transactions occur-
ring pursuant to contracts entered into 
on or after December 1, 1998. 

(2) Elective transition rules—(i) Con-
tracts entered into in taxable years ending 
on or after October 2, 1998. A taxpayer 
may elect to apply this section to 
transactions occurring pursuant to 
contracts entered into in taxable years 
ending on or after October 2, 1998. A 
taxpayer that makes an election under 
this paragraph (i)(2)(i) must apply this 
section to all contracts entered into in 
taxable years ending on or after Octo-
ber 2, 1998. 

(ii) Contracts entered into before Octo-
ber 2, 1998. A taxpayer may elect to 
apply this section to transactions oc-
curring in taxable years ending on or 
after October 2, 1998 pursuant to con-
tracts entered into before October 2, 
1998 provided the taxpayer would not 
be required under this section to 
change its method of accounting as a 
result of such election, or the taxpayer 
would be required to change its method 
of accounting but the resulting section 
481(a) adjustment would be zero. A tax-
payer that makes an election under 
this paragraph (i)(2)(ii) must apply this 
section to all transactions occurring in 
taxable years ending on or after Octo-
ber 2, 1998 pursuant to contracts en-
tered into before October 2, 1998. 

(3) Manner of making election. Tax-
payers may elect, under paragraph 
(i)(2)(i) or (i)(2)(ii) of this section, to 
apply this section, by treating the 
transactions in accordance with these 
regulations on their original tax re-
turn. 

(4) Examples. The following examples 
illustrate application of the transition 
rule of paragraph (i)(2)(ii) of this sec-
tion: 

Example 1. Corp A develops computer pro-
grams for sale to third parties. Corp A uses 
an overall accrual method of accounting and 
files its tax return on a calendar-year basis. 
In year 1, Corp A enters into a contract to 
deliver a computer program in that year, and 
to provide updates for each of the following 
four years. Under the contract, the computer 
program and the updates are priced sepa-
rately, and Corp A is entitled to receive pay-
ments for the computer program and each of 
the updates upon delivery. Assume Corp A 
properly accounts for the contract as a con-
tract for the provision of services. Corp A 
properly includes the payments under the 
contract in gross income in the taxable year 
the payments are received and the computer 
program or updates are delivered. Corp A 
properly deducts the cost of developing the 
computer program and updates when the 
costs are incurred. Year 3 includes ctober 2, 
1998. Assume under the rules of this section, 
the provision of updates would properly be 
accounted for as the transfer of copyrighted 
articles. If Corp A made an election under 
paragraph (i)(2)(ii) of this section, Corp A 
would not be required to change its method 
of accounting for income under the contract 
as a result of the election. Corp A would also 
not be required to change its method of ac-
counting for the cost of developing the com-
puter program and the updates under the 
contract as a result of the election. There-
fore, under paragraph (i)(2)(ii) of this sec-
tion, Corp A may elect to apply the provi-
sions of this section to the updates provided 
in years 3, 4, and 5, because Corp A is not re-
quired to change from its method of account-
ing for the contract as a result of the elec-
tion. 

Example 2. Corp A develops computer pro-
grams for sale to third parties. Corp A uses 
an overall accrual method of accounting and 
files its tax return on a calendar-year basis. 
In year 1, Corp A enters into a contract to 
deliver a computer program and to provide 
one update the following year. Under the 
contract, the computer program and the up-
date are priced separately, and Corp A is en-
titled to receive payment for the computer 
program and the update upon delivery of the 
computer program. Assume Corp A properly 
accounts for the contract as a contract for 
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the provision of services. Corp A properly in-
cludes the portion of the payment relating to 
the computer program in gross income in 
year 1, the taxable year the payment is re-
ceived and the program delivered. Corp A 
properly includes the portion of the payment 
relating to the update in gross income in 
year 2, the taxable year the update is pro-
vided, under Rev. Proc. 71–21, 1971–2 CB 549 
(see § 601.601 (d)(2) of this chapter). Corp A 
properly deducts the cost of developing the 
computer program and update when the 
costs are incurred. Year 2 includes October 2, 
1998. Assume under the rules of this section, 
provision of the update would properly be ac-
counted for as the transfer of a copyrighted 
article. If Corp A made an election under 
paragraph (i)(2)(ii) of this section, Corp A 
would be required to change its method of 
accounting for deferring income under its 
contract as a result of the election. However, 
the section 481(a) adjustment would be zero 
because the portion of the payment relating 
to the update would be includible in gross in-
come in year 2, the taxable year the update 
is provided, under both Rev. Proc. 71–21 and 
§ 1.451–5. Corp A would not be required to 
change its method of accounting for the cost 
of developing the computer program and the 
update under the contract as a result of the 
election. Therefore, under paragraph (i)(2)(ii) 
of this section, Corp A may elect to apply 
the provisions of this section to the update 
in year 2, because the section 481(a) adjust-
ment resulting from the change in method of 
accounting for deferring advance payments 
under the contract is zero, and because Corp 
A is not required to change from its method 
of accounting for the cost of developing the 
computer program and updates under the 
contract as a result of the election. 

Example 3. Assume the same facts as in Ex-
ample 1 except that Corp A is entitled to re-
ceive payments for the computer program 
and each of the updates 30 days after deliv-
ery. Corp A properly includes the amounts 
due under the contract in gross income in 
the taxable year the computer program or 
updates are provided. Assume that Corp A 
properly uses the nonaccrual-experience 
method described in section 448(d)(5) and 
§ 1.448–2T to account for income on its con-
tracts. If Corp A made an election under 
paragraph (i)(2)(ii) of this section, Corp A 
would be required to change from the non-
accrual-experience method for income as a 
result of the election, because the method is 
only available with respect to amounts to be 
received for the performance of services. 
Therefore, Corp A may not elect to apply the 
provisions of this section to the updates pro-
vided in years 3, 4, and 5, under paragraph 
(i)(2)(ii) of this section, because Corp A 
would be required to change from the non-
accrual-experience method of accounting for 
income on the contract as a result of the 
election. 

(j) Change in method of accounting re-
quired by this section—(1) Consent. A 
taxpayer is granted consent to change 
its method of accounting for contracts 
involving computer programs, to con-
form with the classification prescribed 
in this section. The consent is granted 
for contracts entered into on or after 
December 1, 1998, or in the case of a 
taxpayer making an election under 
paragraph (i)(2)(i) of this section, the 
consent is granted for contracts en-
tered into in taxable years ending on or 
after October 2, 1998. In addition, a tax-
payer that makes an election under 
paragraph (i)(2)(ii) of this section is 
granted consent to change its method 
of accounting for any contract with 
transactions subject to the election, if 
the taxpayer is required to change its 
method of accounting as a result of the 
election. 

(2) Year of change. The year of change 
is the taxable year that includes De-
cember 1, 1998, or in the case of a tax-
payer making an election under para-
graph (i)(2)(i) or (i)(2)(ii) of this sec-
tion, the taxable year that includes Oc-
tober 2, 1998. 

(k) Time and manner of making change 
in method of accounting—(1) General. A 
taxpayer changing its method of ac-
counting in accordance with this sec-
tion must file a Form 3115, Application 
for Change in Method of Accounting, in 
duplicate. The taxpayer must type or 
print the following statement at the 
top of page 1 of the Form 3115: ‘‘FILED 
UNDER TREASURY REGULATION 
§ 1.861–18.’’ The original Form 3115 must 
be attached to the taxpayers original 
return for the year of change. A copy of 
the Form 3115 must be filed with the 
National Office no later than when the 
original Form 3115 is filed for the year 
of change. 

(2) Copy of Form 3115. The copy re-
quired by this paragraph (k)(l) to be 
sent to the national office should be 
sent to the Commissioner of Internal 
Revenue, Attention: CC:DOM:IT&A, 
P.O. Box 7604, Benjamin Franklin Sta-
tion, Washington DC 20044 (or in the 
case of a designated private delivery 
service: Commissioner of Internal Rev-
enue, Attention: CC:DOM:IT&A, 1111 
Constitution Avenue, NW., Wash-
ington, DC 20224). 
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(3) Effect of consent and Internal Rev-
enue Service review. A change in method 
of accounting granted under this sec-
tion is subject to review by the district 
director and the national office and 
may be modified or revoked in accord-
ance with the provisions of Rev. Proc. 
97–37 (1997–33 IRB 18) (or its successors) 
(see § 601.601(d)(2) of this chapter). 

[T.D. 8785, 63 FR 52977, Oct. 2, 1998; 63 FR 
64868, Nov. 24, 1998] 

§ 1.862–1 Income specifically from 
sources without the United States. 

(a) Gross income. (1) The following 
items of gross income shall be treated 
as income from sources without the 
United States: 

(i) Interest other than that specified 
in section 861(a)(1) and § 1.861–2 as being 
derived from sources within the United 
States; 

(ii) Dividends other than those de-
rived from sources within the United 
States as provided in section 861(a)(2) 
and § 1.861–3; 

(iii) Compensation for labor or per-
sonal services performed without the 
United States; 

(iv) Rentals or royalties from prop-
erty located without the United States 
or from any interest in such property, 
including rentals or royalties for the 
use of, or for the privilege of using, 
without the United States, patents, 
copyrights, secret processes and for-
mulas, goodwill, trademarks, trade 
brands, franchises, and other like prop-
erty; 

(v) Gains, profits, and income from 
the sale of real property located with-
out the United States; and 

(vi) Gains, profits, and income de-
rived from the purchase of personal 
property within the United States and 
its sale without the United States. 

(2) In applying subparagraph (1)(iv) of 
this paragraph for taxable years begin-
ning after December 31, 1966, gains de-
scribed in section 871(a)(1)(D) and sec-
tion 881(a)(4) from the sale or exchange 
after October 4, 1966, of patents, copy-
rights, and other like property shall be 
treated, as provided in section 871(e)(2), 
as rentals or royalties for the use of, or 
privilege of using, property or an inter-
est in property. See paragraph (e) of 
§ 1.871–11. 

(3) For determining the time and 
place of sale of personal property for 
purposes of subparagraph (1)(vi) of this 
paragraph, see paragraph (c) of § 1.861–7. 

(4) Income derived from the purchase 
of personal property within the United 
States and its sale within a possession 
of the United States shall be treated as 
derived entirely from within that pos-
session. 

(5) If interest is paid on an obligation 
of a nonresident of the United States 
by a resident of the United States act-
ing in the resident’s capacity as a guar-
antor of the obligation of the non-
resident, the interest will be treated as 
income from sources without the 
United States. 

(6) For rules treating certain interest 
as income from sources without the 
United States, see paragraph (b) of 
§ 1.861–2. 

(7) For the treatment of compensa-
tion for labor or personal services per-
formed partly within the United States 
and partly without the United States, 
see paragraph (b) of § 1.861–4. 

(b) Taxable income. The taxable in-
come from sources without the United 
States, in the case of the items of gross 
income specified in paragraph (a) of 
this section, shall be determined on the 
same basis as that used in § 1.861–8 for 
determining the taxable income from 
sources within the United States. 

(c) Income from certain property. For 
provisions permitting a taxpayer to 
elect to treat amounts of gross income 
attributable to certain aircraft or ves-
sels first leased on or before December 
28, 1980, as income from sources within 
the United States which would other-
wise be treated as income from sources 
without the United States under para-
graph (a) of this section, see § 1.861–9. 
For provisions requiring amounts of 
gross income attributable to certain 
aircraft, vessels, or spacecraft first 
leased by the taxpayer after December 
28, 1980, to be treated as income from 
sources within the United States which 
would otherwise be treated as income 
from sources without the United States 
under paragraph (a) of this section, see 
§ 1.861–9A. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7378, 
40 FR 45434, Oct. 2, 1975; 40 FR 48508, Oct. 16, 
1975; T.D. 7928, 48 FR 55847, Dec. 16, 1983] 
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§ 1.863–0 Table of contents. 
This section lists captions contained 

in §§ 1.863–1, 1.863–2, and 1.863–3. 

§ 1.863–1 Allocation of gross income under 
section 863(a). 

(a) In general. 
(b) Natural resources. 
(1) In general. 
(2) Additional production prior to export 

terminal. 
(3) Definitions. 
(i) Production activity. 
(ii) Additional production activities. 
(iii) Export terminal. 
(4) Determination of fair market value. 
(5) Determination of gross income. 
(6) Tax return disclosure. 
(7) Examples. 
(c) Determination of taxable income. 
(d) Scholarships, fellowship grants, grants, 

prizes and awards. 
(e) REMIC inducement fees. 
(f) Effective dates. 

§ 1.863–2 Allocation and apportionment of 
taxable income. 

(a) Determination of taxable income. 
(b) Determination of source of taxable in-

come. 
(c) Effective dates. 

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

(a) In general. 
(1) Scope. 
(2) Special rules. 
(b) Methods to determine income attrib-

utable to production activity and sales activ-
ity. 

(1) 50/50 method. 
(i) Determination of gross income. 
(ii) Example. 
(2) IFP method. 
(i) Establishing an IFP. 
(ii) Applying the IFP method. 
(iii) Determination of gross income. 
(iv) Examples. 
(3) Books and records method. 
(c) Determination of the source of gross in-

come from production activity and sales ac-
tivity. 

(1) Income attributable to production ac-
tivity. 

(i) Production only within the United 
States or only within foreign countries. 

(A) Source of income. 
(B) Definition of production assets. 
(C) Location of production assets. 
(ii) Production both within the United 

States and within foreign countries. 
(A) Source of income. 
(B) Adjusted basis of production assets. 
(iii) Anti-abuse rule. 
(iv) Examples. 

(2) Income attributable to sales activity. 
(d) Determination of source of taxable in-

come. 
(e) Election and reporting rules. 
(1) Elections under paragraph (b) of this 

section. 
(2) Disclosure on tax return. 
(f) Income partly from sources within a 

possession of the United States. 
(g) Special rules for partnerships. 
(h) Effective dates. 

[T.D. 8687, 61 FR 60545, Nov. 29, 1996, as 
amended by T.D. 9128, 69 FR 26040, May 11, 
2004] 

§ 1.863–1 Allocation of gross income 
under section 863(a). 

(a) In general. Items of gross income 
other than those specified in section 
861(a) and section 862(a) will generally 
be separately allocated to sources 
within or without the United States. 
See § 1.863–2 for alternate methods to 
determine the income from sources 
within or without the United States in 
the case of items specified in § 1.863– 
2(a). See also sections 865(b) and (e)(2). 
In the case of sales of property involv-
ing partners and partnerships, the 
rules of § 1.863–3(g) apply. 

(b) Natural resources—(1) In general. 
Notwithstanding any other provision, 
except to the extent provided in para-
graph (b)(2) of this section, gross re-
ceipts from the sale outside the United 
States of products derived from the 
ownership or operation of any farm, 
mine, oil or gas well, other natural de-
posit, or timber within the United 
States, must be allocated between 
sources within and without the United 
States based on the fair market value 
of the product at the export terminal 
(as defined in paragraph (b)(3)(iii) of 
this section). Notwithstanding any 
other provision, except to the extent 
provided in paragraph (b)(2) of this sec-
tion, gross receipts from the sale with-
in the United States of products de-
rived from the ownership or operation 
of any farm, mine, oil or gas well, 
other natural deposit, or timber out-
side the United States must be allo-
cated between sources within and with-
out the United States based on the fair 
market value of the product at the ex-
port terminal. For place of sale, see 
§§ 1.861–7(c) and 1.863–3(c)(2). The source 
of gross receipts equal to the fair mar-
ket value of the product at the export 
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terminal will be from sources where 
the farm, mine, well, deposit, or uncut 
timber is located. The source of gross 
receipts from the sale of the product in 
excess of its fair market value at the 
export terminal (excess gross receipts) 
will be determined as follows— 

(i) If the taxpayer engages in addi-
tional production activities subsequent 
to shipment from the export terminal 
and outside the country of sale, the 
source of excess gross receipts must be 
determined under § 1.863–3. For pur-
poses of applying § 1.863–3, only produc-
tion assets used in additional produc-
tion activity subsequent to the export 
terminal are taken into account. 

(ii) In all other cases, excess gross re-
ceipts will be from sources within the 
country of sale. This paragraph 
(b)(1)(ii) applies to a taxpayer that en-
gages in additional production activi-
ties in the country of sale, as well as to 
a taxpayer that does not engage in ad-
ditional production activities at all. 

(2) Additional production prior to ex-
port terminal. Notwithstanding any 
other provision of this section, gross 
receipts from the sale of products de-
rived by a taxpayer who performs addi-
tional production activities as defined 
in paragraph (b)(3)(ii) of this section 
before the relevant product is shipped 
from the export terminal are allocated 
between sources within and without 
the United States based on the fair 
market value of the product imme-
diately prior to the additional produc-
tion activities. The source of gross re-
ceipts equal to the fair market value of 
the product immediately prior to the 
additional production activities will be 
from sources where the farm, mine, 
well, deposit, or uncut timber is lo-
cated. The source of gross receipts 
from the sale of the product in excess 
of the fair market value immediately 
prior to the additional production ac-
tivities must be determined under 
§ 1.863–3. For purposes of applying 
§ 1.863–3, only production assets used in 
the additional production activities are 
taken into account. 

(3) Definitions—(i) Production activity. 
For purposes of this section, produc-
tion activity means an activity that 
creates, fabricates, manufactures, ex-
tracts, processes, cures, or ages inven-
tory. See § 1.864–1. Except as otherwise 

provided in §§ 1.1502–13 or 1.863–3(g)(2), 
only production activities conducted 
directly by the taxpayer are taken into 
account. 

(ii) Additional production activities. 
For purposes of this section, additional 
production activities are substantial 
production activities performed di-
rectly by the taxpayer in addition to 
activities from the ownership or oper-
ation of any farm, mine, oil or gas well, 
other natural deposit, or timber. 
Whether a taxpayer’s activities con-
stitute additional production activities 
will be determined under the principles 
of § 1.954–3(a)(4). However, in no case 
will activities that prepare the natural 
resource itself for export, including 
those that are designed to facilitate 
the transportation of the natural re-
source to or from the export terminal, 
be considered additional production ac-
tivities for purposes of this section. 

(iii) Export terminal. Where the farm, 
mine, well, deposit, or uncut timber is 
located without the United States, the 
export terminal will be the final point 
in a foreign country from which goods 
are shipped to the United States. If 
there is no such final point in a foreign 
country (e.g., the property is extracted 
and produced on the high seas), the ex-
port terminal will be the place of pro-
duction. Where the farm, mine, well, 
deposit, or uncut timber is located 
within the United States, the export 
terminal will be the final point in the 
United States from which goods are 
shipped from the United States to a 
foreign country. The location of the ex-
port terminal is determined without 
regard to any contractual terms agreed 
to by the taxpayer and without regard 
to whether there is an actual sale of 
the products at the export terminal. 

(4) Determination of fair market value. 
For purposes of this section, fair mar-
ket value depends on all of the facts 
and circumstances as they exist rel-
ative to a party in any particular case. 
Where the products are sold to a re-
lated party in a transaction subject to 
section 482, the determination of fair 
market value under this section must 
be consistent with the arm’s length 
price determined under section 482. 

(5) Determination of gross income. To 
determine the amount of a taxpayer’s 
gross income from sources within or 
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without the United States, the tax-
payer’s gross receipts from sources 
within or without the United States 
determined under this paragraph (b) 
must be reduced by the cost of goods 
sold properly attributable to gross re-
ceipts from sources within or without 
the United States. 

(6) Tax return disclosure. A taxpayer 
that determines the source of its in-
come under this paragraph (b) shall at-
tach a statement to its return explain-
ing the methodology used to determine 
fair market value under paragraph 
(b)(4) of this section, and explaining 
any additional production activities 
(as defined in paragraph (b)(3)(ii) of 
this section) performed by the tax-
payer. In addition, the taxpayer must 
provide such other information as is re-
quired by § 1.863–3. 

(7) Examples. The following examples 
illustrate the rules of this paragraph 
(b): 

Example 1. No additional production. U.S. 
Mines, a U.S. corporation, operates a copper 
mine and mill in country X. U.S. Mines ex-
tracts copper-bearing rocks from the ground 
and transports the rocks to the mill where 
the rocks are ground and processed to 
produce copper-bearing concentrate. The 
concentrate is transported to a port where it 
is dried in preparation for export, stored and 
then shipped to purchasers in the United 
States. Because title to the property is 
passed in the United States and, under the 
facts and circumstances, none of U.S. Mine’s 
activities constitutes additional production 
prior to the export terminal within the 
meaning of paragraph (b)(3)(ii) of this sec-
tion, under paragraph (b)(1) and (b)(1)(ii) of 
this section, gross receipts equal to the fair 
market value of the concentrate at the ex-
port terminal will be from sources without 
the United States, and excess gross receipts 
will be from sources within the United 
States. 

Example 2. No additional production. US Gas, 
a U.S. corporation, extracts natural gas 
within the United States, and transports the 
natural gas to a U.S. port where it is 
liquified in preparation for shipment. The 
liquified natural gas is then transported via 
freighter and sold without additional produc-
tion activities in a foreign country. Lique-
faction of natural gas is not an additional 
production activity because liquefaction pre-
pares the natural gas for transportation 
from the export terminal. Therefore, under 
paragraph (b)(1) and (b)(1)(ii) of this section, 
gross receipts equal to the fair market value 
of the liquefied natural gas at the export ter-
minal will be from sources within the United 

States, and excess gross receipts will be from 
sources without the United States. 

Example 3. Sale in third country. US Gold, a 
U.S. corporation, mines gold in country X, 
produces gold jewelry in the United States, 
and sells the jewelry in country Y. Assume 
that the fair market value of the gold at the 
export terminal in country X is $40, and that 
US Gold ultimately sells the gold jewelry in 
country Y for $100. Under § 1.863–1(b), $40 of 
US Gold’s gross receipts will be allocated to 
sources without the United States. Under 
paragraph (b)(1)(i) of this section, the source 
of the remaining $60 of gross receipts will be 
determined under § 1.863–3. If US Gold applies 
the 50/50 method described in § 1.863–3, $20 of 
cost of goods sold is properly attributable to 
activities subsequent to the export terminal, 
and all of US Gold’s production assets subse-
quent to the export terminal are located in 
the United States, then $20 of gross income 
will be allocated to sources within the 
United States and $20 of gross income will be 
allocated to sources without the United 
States. 

Example 4. Production in country of sale. US 
Oil, a U.S. corporation, extracts oil in coun-
try X, transports the oil via pipeline to the 
export terminal in country Y, refines the oil 
in the United States, and sells the refined 
product in the United States to unrelated 
persons. Assume that the fair market value 
of the oil at the export terminal in country 
Y is $80, and that US Oil ultimately sells the 
refined product for $100. Under paragraph 
(b)(1) of this section, $80 of US Oil’s gross re-
ceipts will be allocated to sources without 
the United States, and under paragraph 
(b)(1)(ii) of this section the remaining $20 of 
gross receipts will be allocated to sources 
within the United States. 

Example 5. Additional production prior to ex-
port. The facts are the same as in Example 1, 
except that U.S. Mines also operates a smelt-
er in country X. The concentrate output 
from the mill is transported to the smelter 
where it is transformed into smelted copper. 
The smelted copper is exported to purchasers 
in the United States. Under the facts and cir-
cumstances, all of the processes applied to 
make copper concentrate are considered 
mining. Therefore, under paragraph (b)(2) of 
this section, gross receipts equal to the fair 
market value of the concentrate at the 
smelter will be from sources without the 
United States. Under the facts and cir-
cumstances, the conversion of the con-
centrate into smelted copper is an additional 
production activity in a foreign country 
within the meaning of paragraph (b)(3)(ii) of 
this section. Therefore, the source of U.S. 
Mine’s excess gross receipts will be deter-
mined pursuant to paragraph (b)(2) of this 
section. 

(c) Determination of taxable income. 
The taxpayer’s taxable income from 
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sources within or without the United 
States will be determined under the 
rules of §§ 1.861–8 through 1.861–14T for 
determining taxable income from 
sources within the United States. 

(d) Scholarships, fellowship grants, 
grants, prizes and awards—(1) In general. 
This paragraph (d) applies to scholar-
ships, fellowship grants, grants, prizes 
and awards. The provisions of this 
paragraph (d) do not apply to amounts 
paid as salary or other compensation 
for services. 

(2) Source of income. The source of in-
come from scholarships, fellowship 
grants, grants, prizes and awards is de-
termined as follows: 

(i) United States source income. Except 
as provided in paragraph (d)(2)(iii) of 
this section, scholarships, fellowship 
grants, grants, prizes and awards made 
by a U.S. citizen or resident, a domes-
tic partnership, a domestic corpora-
tion, an estate or trust (other than a 
foreign estate or trust within the 
meaning of section 7701(a)(31)), the 
United States (or an instrumentality 
or agency thereof), a State (or any po-
litical subdivision thereof), or the Dis-
trict of Columbia shall be treated as in-
come from sources within the United 
States. 

(ii) Foreign source income. Scholar-
ships, fellowship grants, grants, prizes 
and awards made by a foreign govern-
ment (or an instrumentality, agency, 
or any political subdivision thereof), an 
international organization (as defined 
in section 7701(a)(18)), or a person other 
than a U.S. person (as defined in sec-
tion 7701(a)(30)) shall be treated as in-
come from sources without the United 
States. 

(iii) Certain activities conducted outside 
the United States. Scholarships, fellow-
ship grants, targeted grants, and 
achievement awards received by a per-
son other than a U.S. person (as de-
fined in section 7701(a)(30)) with respect 
to activities previously conducted (in 
the case of achievement awards) or to 
be conducted (in the case of scholar-
ships, fellowships grants, and targeted 
grants) outside the United States shall 
be treated as income from sources 
without the United States. 

(3) Definitions. The following defini-
tions apply for purposes of this para-
graph (d): 

(i) Scholarships are defined in section 
117 and the regulations thereunder. 

(ii) Fellowship grants are defined in 
section 117 and the regulations there-
under. 

(iii) Prizes and awards are defined in 
section 74 and the regulations there-
under. 

(iv) Grants are amounts described in 
subparagraph (3) of section 4945(g) and 
the regulations thereunder, and are not 
amounts otherwise described in para-
graphs (d)(3) (i), (ii), or (iii) of this sec-
tion. For purposes of this paragraph 
(d), the reference to section 4945(g)(3) is 
applied without regard to the identity 
of the payor or recipient and without 
the application of the objective and 
nondiscriminatory basis test and the 
requirement of a procedure approved in 
advance. 

(v) Targeted grants are grants— 
(A) Issued by an organization de-

scribed in section 501(c)(3), the United 
States (or an instrumentality or agen-
cy thereof), a State (or any political 
subdivision thereof), or the District of 
Columbia; and 

(B) For an activity undertaken in the 
public interest and not primarily for 
the private financial benefit of a spe-
cific person or persons or organization. 

(vi) Achievement awards are awards— 
(A) Issued by an organization de-

scribed in section 501(c)(3), the United 
States (or an instrumentality or agen-
cy thereof), a State (or political sub-
division thereof), or the District of Co-
lumbia; and 

(B) For a past activity undertaken in 
the public interest and not primarily 
for the private financial benefit of a 
specific person or persons or organiza-
tion. 

(4) Effective dates. The following are 
the effective dates concerning this 
paragraph (d): 

(i) Scholarships and fellowship grants. 
This paragraph (d) is effective for 
scholarship and fellowship grant pay-
ments made after December 31, 1986. 
However, for scholarship and fellowship 
grant payments made after May 14, 
1989, and before June 16, 1993, the resi-
dence of the payor rule of paragraph 
(d)(2) (i) and (ii) of this section may be 
applied without applying paragraph 
(d)(2)(iii) of this section. 
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(ii) Grants, prizes and awards. This 
paragraph (d) is effective for payments 
made for grants, prizes and awards, 
targeted grants, and achievement 
awards after September 25, 1995. How-
ever, the taxpayer may elect to apply 
the provisions of this paragraph (d) to 
payments made for grants, prizes and 
awards, targeted grants, and achieve-
ment awards after December 31, 1986, 
and before September 26, 1995. 

(e) REMIC inducement fees. An induce-
ment fee (as defined in § 1.446–6(b)(2)) 
shall be treated as income from sources 
within the United States. 

(f) Effective dates. The rules of para-
graphs (a), (b), and (c) of this section 
apply to taxable years beginning after 
December 30, 1996. However, taxpayers 
may apply the rules of paragraphs (a), 
(b), and (c) of this section for taxable 
years beginning after July 11, 1995, and 
on or before December 30, 1996. For 
years beginning before December 30, 
1996, see § 1.863–1 (as contained in 26 
CFR part 1 revised as of April 1, 1996). 
See paragraph (d)(4) of this section for 
rules regarding the applicability date 
of paragraph (d) of this section. Para-
graph (e) of this section is applicable 
for taxable years ending on or after 
May 11, 2004. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 8615, 60 FR 44275, Aug. 25, 
1995; T.D. 8687, 61 FR 60545, Nov. 29, 1996; 61 
FR 65323, Dec. 12, 1996; T.D. 9128, 69 FR 26041, 
May 11, 2004] 

§ 1.863–2 Allocation and apportion-
ment of taxable income. 

(a) Determination of taxable income. 
Section 863(b) provides an alternate 
method for determining taxable in-
come from sources within the United 
States in the case of gross income de-
rived from sources partly within and 
partly without the United States. 
Under this method, taxable income is 
determined by deducting from such 
gross income the expenses, losses, or 
other deductions properly apportioned 
or allocated thereto and a ratable part 
of any other expenses, losses, or deduc-
tions that cannot definitely be allo-
cated to some item or class of gross in-
come. The income to which this section 
applies (and that is treated as derived 
partly from sources within and partly 
from sources without the United 

States) will consist of gains, profits, 
and income 

(1) From certain transportation or 
other services rendered partly within 
and partly without the United States 
to the extent not within the scope of 
section 863(c) or other specific provi-
sions of this title; 

(2) From the sale of inventory prop-
erty (within the meaning of section 
865(i)) produced (in whole or in part) by 
the taxpayer in the United States and 
sold outside the United States or pro-
duced (in whole or in part) by the tax-
payer outside the United States and 
sold in the United States; or 

(3) Derived from the purchase of per-
sonal property within a possession of 
the United States and its sale within 
the United States, to the extent not ex-
cluded from the scope of these regula-
tions under § 1.936–6(a)(5), 

Q&A 7. 
(b) Determination of source of taxable 

income. Income treated as derived from 
sources partly within and partly with-
out the United States under paragraph 
(a) of this section may be allocated to 
sources within and without the United 
States pursuant to § 1.863–1 or appor-
tioned to such sources in accordance 
with the methods described in other 
regulations under section 863. To deter-
mine the source of certain types of in-
come described in paragraph (a)(1) of 
this section, see § 1.863–4. To determine 
the source of gross income described in 
paragraph (a)(2) of this section, see 
§ 1.863–1 for natural resources and see 
§ 1.863–3 for other inventory. Taxpayers, 
at their election, may apply the prin-
ciples of § 1.863–3 (b)(1) and (c) to deter-
mine the source of taxable income 
(rather than gross income) from sales 
of inventory property (other than nat-
ural resources). To determine the 
source of income partly from sources 
within a possession of the United 
States, including income described in 
paragraph (a)(3) of this section, see 
§ 1.863–3(f). 

(c) Effective dates. This section will 
apply to taxable years beginning after 
December 30, 1996. However, taxpayers 
may apply the rules of this section for 
taxable years beginning after July 11, 
1995, and on or before December 30, 
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1996. For years beginning before De-
cember 30, 1996, see § 1.863–2 (as con-
tained in 26 CFR part 1 revised as of 
April 1, 1996). 

[T.D. 8687, 61 FR 60546, Nov. 29, 1996; 61 FR 
65323, Dec. 12, 1996] 

§ 1.863–3 Allocation and apportion-
ment of income from certain sales 
of inventory. 

(a) In general—(1) Scope. Paragraphs 
(a) through (e) of this section apply to 
determine the source of income derived 
from the sale of inventory property (in-
ventory), which a taxpayer produces 
(in whole or in part) within the United 
States and sells outside the United 
States, or which a taxpayer produces 
(in whole or in part) outside the United 
States and sells within the United 
States (Section 863 Sales). A taxpayer 
must divide gross income from Section 
863 Sales between production activity 
and sales activity using one of the 
methods described in paragraph (b) of 
this section. The source of gross in-
come from production activity and 
from sales activity must then be deter-
mined under paragraph (c) of this sec-
tion. Taxable income from Section 863 
Sales is determined under paragraph 
(d) of this section. Paragraph (e) of this 
section describes the rules for electing 
the methods described in paragraph (b) 
of this section and the information 
that a taxpayer must disclose on a tax 
return. Paragraph (f) of this section ap-
plies to determine the source of certain 
income derived from a possession of 
the United States. Paragraph (g) of 
this section provides special rules for 
partnerships for all sales subject to 
§§ 1.863–1 through 1.863–3. Paragraph (h) 
of this section provides effective dates 
for the rules in this section. 

(2) Rules of application for Section 863 
Sales. Once a taxpayer has elected a 
method described in paragraph (b) of 
this section, the taxpayer must sepa-
rately apply that method to Section 
863 Sales in the United States and to 
Section 863 Sales outside the United 
States. In addition, the taxpayer must 
apply the rules of paragraphs (c) and 
(d) of this section by aggregating all 
Section 863 Sales to which a method 
described in paragraph (b) of this sec-
tion applies, after separately applying 
that method to Section 863 Sales in the 

United States and to Section 863 Sales 
outside the United States. See section 
865(i)(1) for the definition of inventory 
property. See also section 865(e)(2). See 
§ 1.861–7(c) and paragraph (c)(2) of this 
section for the time and place of sale. 

(b) Methods to determine income attrib-
utable to production activity and sales ac-
tivity—(1) 50/50 method—(i) Determina-
tion of gross income. Generally, gross in-
come from Section 863 Sales will be ap-
portioned between production activity 
and sales activity under the 50/50 meth-
od as described in this paragraph (b)(1). 
Under the 50/50 method, one-half of the 
taxpayer’s gross income will be consid-
ered income attributable to production 
activity and the source of that income 
will be determined under the rules of 
paragraph (c)(1) of this section. The re-
maining one-half of such gross income 
will be considered income attributable 
to sales activity and the source of that 
income will be determined under the 
rules of paragraph (c)(2) of this section. 
In lieu of the 50/50 method, the tax-
payer may elect to determine the 
source of income from Section 863 
Sales under the IFP method described 
in paragraph (b)(2) of this section or, 
with the consent of the District Direc-
tor, the books and records method de-
scribed in paragraph (b)(3) of this sec-
tion. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(b)(1): 

Example. 50/50 method. (i) P, a U.S. corpora-
tion, produces widgets in the United States. 
P sells the widgets for $100 to D, an unrelated 
foreign distributor, in another country. P’s 
cost of goods sold is $40. Thus, P’s gross in-
come is $60. 

(ii) Pursuant to the 50/50 method, one-half 
of P’s gross income, or $30, is considered in-
come attributable to production activity, 
and one-half of P’s gross income, or $30, is 
considered income attributable to sales ac-
tivity. 

(2) IFP method—(i) Establishing an 
IFP. A taxpayer may elect to allocate 
gross income earned from production 
activity and sales activity using the 
independent factory price (IFP) meth-
od described in this paragraph (b)(2) if 
an IFP is fairly established. An IFP is 
fairly established based on a sale by 
the taxpayer only if the taxpayer regu-
larly sells part of its output to wholly 
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independent distributors or other sell-
ing concerns in such a way as to rea-
sonably reflect the income earned from 
production activity. A sale will not be 
considered to fairly establish an IFP if 
sales activity by the taxpayer with re-
spect to that sale is significant in rela-
tion to all of the activities with respect 
to that product. 

(ii) Applying the IFP method. If the 
taxpayer elects to use the IFP method, 
the amount of the gross sales price 
equal to the IFP will be treated as at-
tributable to production activity, and 
the excess of the gross sales price over 
the IFP will be treated as attributable 
to sales activity. If a taxpayer elects to 
use the IFP method, the IFP must be 
applied to all Section 863 Sales of in-
ventory that are substantially similar 
in physical characteristics and func-
tion, and are sold at a similar level of 
distribution as the inventory sold in 
the sale fairly establishing an IFP. The 
IFP will only be applied to sales that 
are reasonably contemporaneous with 
the sale fairly establishing the IFP. An 
IFP cannot be applied to sales in other 
geographic markets if the markets are 
substantially different. If the taxpayer 
elects the IFP method, the rules of this 
paragraph will also apply to determine 
the division of gross receipts between 
production activity and sales activity 
in a Section 863 Sale that itself fairly 
establishes an IFP. If the taxpayer 
elects to apply the IFP method, the 
IFP method must be applied to all 
sales for which an IFP may be fairly 
established and applied for that taxable 
year and each subsequent taxable year. 
The taxpayer will apply either the 50/50 
method described in paragraph (b)(1) of 
this section or the books and records 
method described in paragraph (b)(3) of 
this section to any other Section 863 
Sale for which an IFP cannot be estab-
lished or applied for each taxable year. 

(iii) Determination of gross income. The 
amount of a taxpayer’s gross income 
from production activity is determined 
by reducing the amount of gross re-
ceipts from production activity by the 
cost of goods sold properly attributable 
to production activity. The amount of 
a taxpayer’s gross income from sales 
activity is determined by reducing the 
amount of gross receipts from sales ac-
tivity by the cost of goods sold (if any) 

properly attributable to sales activity. 
The source of gross income from pro-
duction activity is determined under 
the rules of paragraph (c)(1) of this sec-
tion, and the source of gross income 
from sales activity will be determined 
under the rules of paragraph (c)(2) of 
this section. 

(iv) Examples. The following examples 
illustrate the rules of this paragraph 
(b)(2): 

Example 1. IFP method. (i) P, a U.S. pro-
ducer, purchases cotton and produces cloth 
in the United States. P sells cloth in country 
X to D, an unrelated foreign clothing manu-
facturer, for $100. Cost of goods sold for cloth 
is $80, entirely attributable to production ac-
tivity. P does not engage in significant sales 
activity in relation to its other activities in 
the sales to D. Under these facts, the sale to 
D fairly establishes an IFP of $100. Assume 
that P elects to use the IFP method. Accord-
ingly, $100 of the gross sales price is treated 
as attributable to production activity, and 
no amount of income from this sale is attrib-
utable to sales activity. After reducing the 
gross sales price by cost of goods sold, $20 of 
the gross income is treated as attributable 
to production activity ($100–$80). 

(ii) P also sells cloth in country X to A, an 
unrelated foreign retail outlet, for $110. Be-
cause P elected the IFP method and the 
cloth is substantially similar to the cloth 
sold to D, the IFP fairly established in the 
sales to D must be used to determine the 
amount attributable to production activity 
in the sale to A. Accordingly, $100 of the 
gross sales price is treated as attributable to 
production activity and $10 ($110–$100) is at-
tributable to sales activity. After reducing 
the gross sales price by cost of goods sold, 
$20 of the gross income is treated as attrib-
utable to production activity ($100–$80) and 
$10 is attributable to sales activity. 

Example 2. Scope of IFP Method. (i) USCo 
manufactures three dissimilar products. 
USCo elects to apply the IFP method. In 
year 1, an IFP can be established for sales of 
product X, but not for products Y and Z. In 
year 2, an IFP cannot be established for any 
of USCo’s products. In year 3, an IFP can be 
established for products X and Y, but not for 
product Z. 

(ii) In year 1, USCo must apply the IFP 
method to sales of product X. In year 2, al-
though USCo’s IFP election remains in ef-
fect, USCo is not required to apply the IFP 
election to any products. In year 3, USCo is 
required to apply the IFP method to sales of 
products X and Y. 

(3) Books and records method. A tax-
payer may elect to determine the 
amount of its gross income from Sec-
tion 863 Sales that is attributable to 
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production and sales activities for the 
taxable year based upon its books of 
account if it has received in advance 
the permission of the District Director 
having audit responsibility over its tax 
return. The taxpayer must establish to 
the satisfaction of the District Direc-
tor that the taxpayer, in good faith and 
unaffected by considerations of tax li-
ability, will regularly employ in its 
books of account a detailed allocation 
of receipts and expenditures which 
clearly reflects the amount of the tax-
payer’s income from production and 
sales activities. If a taxpayer receives 
permission to apply the books and 
records method, but does not comply 
with a material condition set forth by 
the District Director, the District Di-
rector may, in its discretion, revoke 
permission to use the books and 
records method. The source of gross in-
come treated as attributable to produc-
tion activity under this method may be 
determined under the rules of para-
graph (c)(1) of this section, and the 
source of gross income attributable to 
sales activity will be determined under 
the rules of paragraph (c)(2) of this sec-
tion. 

(c) Determination of the source of gross 
income from production activity and sales 
activity—(1) Income attributable to pro-
duction activity—(i) Production only 
within the United States or only within 
foreign countries—(A) Source of income. 
For purposes of this section, produc-
tion activity means an activity that 
creates, fabricates, manufactures, ex-
tracts, processes, cures, or ages inven-
tory. See § 1.864–1. Subject to the provi-
sions in § 1.1502–13 or paragraph 
(g)(2)(ii) of this section, the only pro-
duction activities that are taken into 
account for purposes of §§ 1.863–1, 1.863– 
2, and this section are those conducted 
directly by the taxpayer. Where the 
taxpayer’s production assets are lo-
cated only within the United States or 
only outside the United States, the in-
come attributable to production activ-
ity is sourced where the taxpayer’s pro-
duction assets are located. For rules 
regarding the source of income when 
production assets are located both 
within the United States and without 
the United States, see paragraph 
(c)(1)(ii) of this section. 

(B) Definition of production assets. 
Subject to the provisions of § 1.1502–13 
and paragraph (g)(2)(ii) of this section, 
production assets include only tangible 
and intangible assets owned directly by 
the taxpayer that are directly used by 
the taxpayer to produce inventory de-
scribed in paragraph (a) of this section. 
Production assets do not include assets 
that are not directly used to produce 
inventory described in paragraph (a) of 
this section. Thus, production assets do 
not include such assets as accounts re-
ceivables, intangibles not related to 
production of inventory (e.g., mar-
keting intangibles, including trade-
marks and customer lists), transpor-
tation assets, warehouses, the inven-
tory itself, raw materials, or work-in- 
process. In addition, production assets 
do not include cash or other liquid as-
sets (including working capital), in-
vestment assets, prepaid expenses, or 
stock of a subsidiary. 

(C) Location of production assets. For 
purposes of this section, a tangible pro-
duction asset will be considered lo-
cated where the asset is physically lo-
cated. An intangible production asset 
will be considered located where the 
tangible production assets owned by 
the taxpayer to which it relates are lo-
cated. 

(ii) Production both within the United 
States and within foreign countries—(A) 
Source of income. Where the taxpayer’s 
production assets are located both 
within and without the United States, 
income from sources without the 
United States will be determined by 
multiplying the income attributable to 
the taxpayer’s production activity by a 
fraction, the numerator of which is the 
average adjusted basis of production 
assets that are located outside the 
United States and the denominator of 
which is the average adjusted basis of 
all production assets within and with-
out the United States. The remaining 
income is treated as from sources with-
in the United States. 

(B) Adjusted basis of production assets. 
For purposes of paragraph (c)(1)(ii)(A) 
of this section, the adjusted basis of an 
asset is determined under section 1011. 
The average adjusted basis is computed 
by averaging the adjusted basis of the 
asset at the beginning and end of the 
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taxable year, unless by reason of mate-
rial changes during the taxable year 
such average does not fairly represent 
the average for such year. In this 
event, the average adjusted basis will 
be determined upon a more appropriate 
basis. If production assets are used to 
produce inventory sold in Section 863 
Sales and are also used to produce 
other property during the taxable year, 
the portion of its adjusted basis that is 
included in the fraction described in 
paragraph (c)(1)(ii)(A) of this section 
will be determined under any method 
that reasonably reflects the portion of 
the assets that produces inventory sold 
in Section 863 Sales. For example, the 
portion of such an asset that is in-
cluded in the formula may be deter-
mined by multiplying the asset’s aver-
age adjusted basis by a fraction, the 
numerator of which is the gross re-
ceipts from sales of inventory from 
Section 863 Sales produced by the 
asset, and the denominator of which is 
the gross receipts from all property 
produced by that asset. 

(iii) Anti-abuse rule. The purpose of 
this paragraph (c)(1) is to attribute the 
source of the taxpayer’s production in-
come to the location of the taxpayer’s 
production activity. Therefore, if the 
taxpayer has entered into or structured 
one or more transactions with a prin-
cipal purpose of reducing its U.S. tax 
liability by manipulating the formula 
described in paragraph (c)(1)(ii)(A) of 
this section in a manner inconsistent 
with the purpose of this paragraph 
(c)(1), the District Director may make 
appropriate adjustments so that the 
source of the taxpayer’s income from 
production activity more clearly re-
flects the source of that income. 

(iv) Examples. The following examples 
illustrate the rules of this paragraph 
(c)(1): 

Example 1. Source of production income. (i) 
A, a U.S. corporation, produces widgets that 
are sold both within the United States and 
within a foreign country. The initial manu-
facture of all widgets occurs in the United 
States. The second stage of production of 
widgets that are sold within a foreign coun-
try is completed within the country of sale. 
A’s U.S. plant and machinery which is in-
volved in the initial manufacture of the 
widgets has an average adjusted basis of $200. 
A also owns warehouses used to store work- 
in-process. A owns foreign equipment with 

an average adjusted basis of $25. A’s gross re-
ceipts from all sales of widgets is $100, and 
its gross receipts from export sales of widg-
ets is $25. Assume that apportioning average 
adjusted basis using gross receipts is reason-
able. Assume A’s cost of goods sold from the 
sale of widgets in the foreign countries is $13 
and thus, its gross income from widgets sold 
in foreign countries is $12. A uses the 50/50 
method to divide its gross income between 
production activity and sales activity. 

(ii) A determines its production gross in-
come from sources without the United 
States by multiplying one-half of A’s $12 of 
gross income from sales of widgets in foreign 
countries, or $6, by a fraction, the numerator 
of which is all relevant foreign production 
assets, or $25, and the denominator of which 
is all relevant production assets, or $75 ($25 
foreign assets + ($200 U.S. assets × $25 gross 
receipts from export sales/$100 gross receipts 
from all sales)). Therefore, A’s gross produc-
tion income from sources without the United 
States is $2 ($6×($25/$75)). 

Example 2. Location of intangible property. 
Assume the same facts as Example 1, except 
that A employs a patented process that ap-
plies only to the initial production of widg-
ets. In computing the formula used to deter-
mine the source of income from production 
activity, A’s patent, if it has an average ad-
justed basis, would be located in the United 
States. 

Example 3. Anti-abuse rule. (i) Assume the 
same facts as Example 1. A sells its U.S. as-
sets to B, an unrelated U.S. corporation, 
with a principal purpose of reducing its U.S. 
tax liability by manipulating the property 
fraction. A then leases these assets from B. 
After this transaction, under the general 
rule of paragraph (c)(1)(ii) of this section, all 
of A’s production income would be consid-
ered from sources without the United States, 
because all of A’s relevant production assets 
are located within a foreign country. Since 
the leased property is not owned by the tax-
payer, it is not included in the fraction. 

(ii) Because A has entered into a trans-
action with a principal purpose of reducing 
its U.S. tax liability by manipulating the 
formula described in paragraph (c)(1)(ii)(A) 
of this section, A’s income must be adjusted 
to more clearly reflect the source of that in-
come. In this case, the District Director may 
redetermine the source of A’s production in-
come by ignoring the sale-leaseback trans-
actions. 

(2) Income attributable to sales activity. 
The source of the taxpayer’s income 
that is attributable to sales activity 
will be determined under the provisions 
of § 1.861–7(c). However, notwith-
standing any other provision, for pur-
poses of section 863, the place of sale 
will be presumed to be the United 
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States if personal property is wholly 
produced in the United States and the 
property is sold for use, consumption, 
or disposition in the United States. See 
§ 1.864–6(b)(3)(ii) to determine the coun-
try of use, consumption, or disposition. 
Also, in applying this paragraph, prop-
erty will be treated as wholly produced 
in the United States if it is subject to 
no more than packaging, repackaging, 
labeling, or other minor assembly oper-
ations outside the United States, with-
in the meaning of § 1.954–3(a)(4)(iii) 
(property manufactured or produced by 
a controlled foreign corporation). 

(d) Determination of source of taxable 
income. Once the source of gross income 
has been determined under paragraph 
(c) of this section, the taxpayer must 
properly allocate and apportion sepa-
rately under §§ 1.861–8 through 1.861–14T 
the amounts of its expenses, losses, and 
other deductions to its respective 
amounts of gross income from Section 
863 Sales determined separately under 
each method described in paragraph (b) 
of this section. In addition, if the tax-
payer deducts expenses for research 
and development under section 174 that 
may be attributed to its Section 863 
Sales under § 1.861–8(e)(3), the taxpayer 
must separately allocate or apportion 
expenses, losses, and other deductions 
to its respective amounts of gross in-
come from each relevant product cat-
egory that the taxpayer uses in apply-
ing the rules of § 1.861–8(e)(3)(i)(A). In 
the case of gross income from Section 
863 Sales determined under the IFP 
method or the books and records meth-
od, the rules of §§ 1.861–8 through 1.861– 
14T must apply to properly allocate or 
apportion amounts of expenses, losses 
and other deductions allocated and ap-
portioned to such gross income be-
tween gross income from sources with-
in and without the United States. In 
the case of gross income from Section 
863 Sales determined under the 50/50 
method, the amounts of expenses, 
losses, and other deductions allocated 
and apportioned to such gross income 
must be apportioned between sources 
within and without the United States 
pro rata based on the relative amounts 
of gross income from sources within 
and without the United States deter-
mined under the 50/50 method. Re-
search and experimental expenditures 

qualifying under § 1.861–17 are allocated 
under that section, and are not allo-
cated and apportioned pro rata under 
the 50/50 method. 

(e) Election and reporting rules—(1) 
Elections under paragraph (b) of this sec-
tion. If a taxpayer does not elect a 
method specified in paragraph (b) (2) or 
(3) of this section, the taxpayer must 
apply the method specified in para-
graph (b)(1) of this section. The tax-
payer may elect to apply the method 
specified in paragraph (b)(2) of this sec-
tion by using the method on a timely 
filed original return (including exten-
sions). A taxpayer may elect to apply 
the method specified in paragraph 
(b)(3) of this section by using the meth-
od on a timely filed original return (in-
cluding extensions), but only if the tax-
payer has received permission from the 
District Director to apply that method. 
Once a method under paragraph (b) of 
this section has been used, that method 
must be used in later taxable years un-
less the Commissioner consents to a 
change. However, if a taxpayer elects 
to change to or from the method speci-
fied in paragraph (b)(3) of this section, 
the taxpayer must obtain permission 
from the District Director instead of 
the Commissioner. Permission to 
change methods from one year to an-
other year will not be withheld unless 
the change would result in a substan-
tial distortion of the source of the tax-
payer’s income. 

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

(f) Income partly from sources within a 
possession of the United States—(1) In 
general. This paragraph (f) relates to 
gains, profits, and income, which are 
treated as derived partly from sources 
within the United States and partly 
from sources within a possession of the 
United States (Section 863 Possession 
Sales). This paragraph (f) applies to de-
termine the source of income derived 
from the sale of inventory produced (in 
whole or in part) by the taxpayer with-
in the United States and sold within a 
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possession, or produced (in whole or in 
part) by a taxpayer in a possession and 
sold within the United States (Posses-
sion Production Sales). It also applies 
to determine the source of income de-
rived from the purchase of personal 
property within a possession of the 
United States and its sale within the 
United States (Possession Purchase 
Sales). A taxpayer subject to this para-
graph (f) must divide gross income 
from Section 863 Possession Sales using 
one of the methods described in either 
paragraph (f)(2)(i) of this section (in 
the case of Possession Production 
Sales) or paragraph (f)(3)(i) of this sec-
tion (in the case of Possession Pur-
chase Sales). Once a taxpayer has 
elected a method, the taxpayer must 
separately apply that method to the 
applicable category of Section 863 Pos-
session Sales in the United States and 
to those in a possession. The source of 
gross income from each type of activ-
ity must then be determined under ei-
ther paragraph (f)(2)(ii) or (3)(ii) of this 
section, as appropriate. The source of 
taxable income from Section 863 Pos-
session Sales is determined under para-
graph (f)(4) of this section. The tax-
payer must apply the rules for com-
puting gross and taxable income by ag-
gregating all Section 863 Possession 
Sales to which a method in this section 
applies after separately applying that 
method to Section 863 Possession Sales 
in the United States and to Section 863 
Possession Sales in a possession. This 
section does not apply to determine the 
source of a taxpayer’s gross income de-
rived from a sale of inventory pur-
chased from a corporation that has an 
election in effect under section 936, if 
the taxpayer’s income from sales of 
that inventory is taken into account to 
determine benefits under section 936 
for the section 936 corporation. For 
rules to be applied to determine the 
source of such income, see § 1.936–6(a)(5) 
Q&A 7a and 1.936–6(b)(1) Q&A 13. 

(2) Allocation or apportionment for Pos-
session Production Sales—(i) Methods for 
determining the source of gross income for 
Possession Production Sales—(A) Posses-
sion 50/50 method. Under the possession 
50/50 method, gross income from Pos-
session Production Sales is allocated 
between production activity and busi-
ness sales activity as described in this 

paragraph (f)(2)(i)(A). Under the posses-
sion 50/50 method, one-half of the tax-
payer’s gross income will be considered 
income attributable to production ac-
tivity and the source of that income 
will be determined under the rules of 
paragraph (f)(2)(ii)(A) of this section. 
The remaining one-half of such gross 
income will be considered income at-
tributable to business sales activity 
and the source of that income will be 
determined under the rules of para-
graph (f)(2)(ii)(B) of this section. 

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

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

(ii) Determination of source of gross in-
come from production, business sales, and 
sales activity—(A) Gross income attrib-
utable to production activity. The source 
of gross income from production activ-
ity is determined under the rules of 
paragraph (c)(1) of this section, except 
that the term possession is substituted 
for foreign country wherever it ap-
pears. 

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

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

(i) The amounts for the taxable pe-
riod paid for wages, salaries, and other 
compensation of employees, and other 
expenses attributable to Possession 
Production Sales (other than amounts 
that are nondeductible under section 
263A, interest, and research and devel-
opment); and 

(ii) Possession Production Sales for 
the taxable period. 

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

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

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

(C) Gross income attributable to sales 
activity. The source of the taxpayer’s 
income that is attributable to sales ac-
tivity, as determined under the IFP 
method or the books and records meth-
od, will be determined under the provi-
sions of paragraph (c)(2) of this section. 

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

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

(ii) Determination of source of gross in-
come from business activity—(A) Source of 
gross income. Gross income from the 
taxpayer’s business activity is sourced 
in the possession in the same propor-
tion that the amount of the taxpayer’s 
business activity for the taxable year 
within the possession bears to the 
amount of the taxpayer’s business ac-
tivity for the taxable year both within 
the possession and outside the posses-
sion, with respect to Possession Pur-
chase Sales. The remaining income is 
sourced in the United States. 

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

(1) The amounts for the taxable pe-
riod paid for wages, salaries, and other 
compensation of employees, and other 
expenses attributable to Possession 
Purchase Sales (other than amounts 
that are nondeductible under section 
263A, interest, and research and devel-
opment); 

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

(3) Possession Purchase Sales for the 
taxable period. 

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

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

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

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

(iii) Examples. The following exam-
ples illustrate the rules of paragraph 
(f)(3)(ii) of this section relating to the 
determination of source of gross in-
come from business activity: 

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

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

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

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

(4) Determination of source of taxable 
income. Once the source of gross income 
has been determined under paragraph 
(f)(2) or (3) of this section, the taxpayer 
must properly allocate and apportion 
separately under §§ 1.861–8 through 
1.861–14T the amounts of its expenses, 
losses, and other deductions to its re-
spective amounts of gross income from 
Section 863 Possession Sales deter-
mined separately under each method 
described in paragraph (f)(2) or (3) of 
this section. In addition, if the tax-
payer deducts expenses for research 
and development under section 174 that 
may be attributed to its Section 863 
Possession Sales under § 1.861–17, the 
taxpayer must separately allocate or 
apportion expenses, losses, and other 
deductions to its respective amounts of 
gross income from each relevant prod-
uct category that the taxpayer uses in 
applying the rules of § 1.861–17. Thus, in 
the case of gross income from Section 
863 Possession Sales determined under 
the IFP method or books and records 
method, a taxpayer must apply the 
rules of §§ 1.861–8 through 1.861–14T to 
properly allocate or apportion amounts 
of expenses, losses and other deduc-
tions, allocated and apportioned to 

such gross income, between gross in-
come from sources within and without 
the United States. However, in the case 
of gross income from Possession Pro-
duction Sales determined under the 
possessions 50/50 method or gross in-
come from Possession Purchase Sales 
computed under the business activity 
method, the amounts of expenses, 
losses, and other deductions allocated 
and apportioned to such gross income 
must be apportioned between sources 
within and without the United States 
pro rata based on the relative amounts 
of gross income from sources within 
and without the United States deter-
mined under those methods, except 
that the rules regarding the allocation 
and apportionment of research and ex-
perimental expenditures in § 1.861–17 
shall apply to such expenditures of tax-
payers using the 50/50 method. 

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

(6) Election and reporting rules—(i) 
Elections under paragraph (f)(2) or (3) of 
this section. If a taxpayer does not elect 
one of the methods specified in para-
graph (f)(2) or (3) of this section, the 
taxpayer must apply the possession 50/ 
50 method in the case of Possession 
Production Sales or the business activ-
ity method in the case of Possession 
Purchase Sales. The taxpayer may 
elect to apply a method specified in ei-
ther paragraph (f)(2) or (3) of this sec-
tion by using the method on a timely 
filed original return (including exten-
sions). Once a method has been used, 
that method must be used in later tax-
able years unless the Commissioner 
consents to a change. Permission to 
change methods from one year to an-
other year will be granted unless the 
change would result in a substantial 
distortion of the source of the tax-
payer’s income. 

(ii) Disclosure on tax return. A tax-
payer who uses one of the methods de-
scribed in paragraph (f)(2) or (3) of this 
section must fully explain in a state-
ment attached to the tax return the 
methodology used, the circumstances 
justifying use of that methodology, the 
extent that sales are aggregated, and 
the amount of income so allocated. 
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(g) Special rules for partnerships—(1) 
General rule. For purposes of § 1.863–1 
and this section, a taxpayer’s produc-
tion or sales activity does not include 
production and sales activities con-
ducted by a partnership of which the 
taxpayer is a partner either directly or 
through one or more partnerships, ex-
cept as otherwise provided in para-
graph (g)(2) of this section. 

(2) Exceptions—(i) In general. For pur-
poses of determining the source of the 
partner’s distributive share of partner-
ship income or determining the source 
of the partner’s income from the sale of 
inventory property which the partner-
ship distributes to the partner in kind, 
the partner’s production or sales activ-
ity includes an activity conducted by 
the partnership. In addition, the pro-
duction activity of a partnership in-
cludes the production activity of a tax-
payer that is a partner either directly 
or through one or more partnerships, 
to the extent that the partner’s pro-
duction activity is related to inventory 
that the partner contributes to the 
partnership in a transaction described 
under section 721. 

(ii) Attribution of production assets to 
or from a partnership. A partner will be 
treated as owning its proportionate 
share of the partnership’s production 
assets only to the extent that, under 
paragraph (g)(2)(i) of this section, the 
partner’s activity includes production 
activity conducted through a partner-
ship. A partner’s share of partnership 
assets will be determined by reference 
to the partner’s distributive share of 
partnership income for the year attrib-
utable to such production assets. Simi-
larly, to the extent a partnership’s ac-
tivities include the production activi-
ties of a partner, the partnership will 
be treated as owning the partner’s pro-
duction assets related to the inventory 
that is contributed in kind to the part-
nership. See paragraph (c)(1)(ii)(B) of 
this section for rules apportioning the 
basis of assets to Section 863 Sales. 

(iii) Basis. For purposes of this sec-
tion, in those cases where the partner 
is treated as owning its proportionate 
share of the partnership’s production 
assets, the partner’s basis in produc-
tion assets held through a partnership 
shall be determined by reference to the 
partnership’s adjusted basis in its as-

sets (including a partner’s special basis 
adjustment, if any, under section 743). 
Similarly, a partnership’s basis in a 
partner’s production assets is deter-
mined with reference to the partner’s 
adjusted basis in its assets. 

(iv) Separate application of methods. If, 
under paragraph (g)(2) of this section, a 
partner is treated as conducting the ac-
tivity of a partnership, and is treated 
as owning its proportionate share of a 
partnership’s production assets, a part-
ner must apply the method it has elect-
ed under paragraph (b) of this section 
separately to Section 863 Sales de-
scribed in this paragraph (g) and all 
other Section 863 Sales. 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(g): 

Example 1. Distributive share of partnership 
income. A, a U.S. corporation, forms a part-
nership in the United States with B, a coun-
try X corporation. A and B each have a 50 
percent interest in the income, gains, losses, 
deductions and credits of the partnership. 
The partnership is engaged in the manufac-
ture and sale of widgets. The widgets are 
manufactured in the partnership’s plant lo-
cated in the United States and are sold by 
the partnership outside the United States. 
The partnership owns the manufacturing fa-
cility and all other production assets used to 
produce the widgets. A’s distributive share of 
partnership income includes 50 percent of the 
sales income from these sales. In applying 
the rules of section 863 to determine the 
source of its distributive share of partner-
ship income from the export sales of widgets, 
A is treated as carrying on the activity of 
the partnership related to production of 
these widgets and as owning a proportionate 
share of the partnership’s assets related to 
production of the widgets, based upon its dis-
tributive share of partnership income. 

Example 2. Distribution in kind. Assume the 
same facts as in Example 1 except that the 
partnership, instead of selling the widgets, 
distributes the widgets to A and B. A then 
further processes the widgets and then sells 
them outside the United States. In deter-
mining the source of the income earned by A 
on the sales outside the United States, A is 
treated as conducting the activities of the 
partnership related to production of the dis-
tributed widgets. Thus, the source of gross 
income on the sale of the widgets is deter-
mined under section 863 and these regula-
tions. A applies the 50/50 method described in 
paragraph (b)(1) of this section to determine 
the source of income from the sales. In ap-
plying paragraph (c)(1) of this section, A is 
treated as owning its proportionate share of 
the partnership’s production assets based 
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upon its distributive share of partnership in-
come. 

(h) Effective dates. The rules of this 
section apply to taxable years begin-
ning after December 30, 1996. However, 
taxpayers may apply these regulations 
for taxable years beginning after July 
11, 1995, and on or before December 30, 
1996. For years beginning before De-
cember 30, 1996, see §§ 1.863–3A and 
1.863–3AT. However, the rules of para-
graph (f) of this section apply to tax-
able years beginning on or after No-
vember 13, 1998. 

[T.D. 8687, 61 FR 60547, Nov. 29, 1996; 61 FR 
65323, Dec. 12, 1996, as amended by T.D. 8786, 
63 FR 55023, Oct. 14, 1998] 

REGULATIONS APPLICABLE TO TAXABLE 
YEARS PRIOR TO DECEMBER 30, 1996 

§ 1.863–3A Income from the sale of per-
sonal property derived partly from 
within and partly from without the 
United States. 

(a) General—(1) Classes of income. In-
come from the sale of property to 
which paragraph (b) (2) and (3) of 
§ 1.863–2 applies is divided into two 
classes for purposes of this section, 
namely, income which is treated as de-
rived partly from sources within the 
United States and partly from sources 
within a foreign country, and income 
which is treated as derived partly from 
sources within the United States and 
partly from sources within a possession 
of the United States. 

(2) Definition. For purposes of this 
section, the word ‘‘produced’’ includes 
created, fabricated, manufactured, ex-
tracted, processed, cured, or aged. For 
determining the time and place of sale 
of personal property for purposes of 
this section, see paragraph (c) of § 1.861– 
7. 

(b) Income partly from sources within a 
foreign country—(1) General. This para-
graph relates to gains, profits, and in-
come derived from the sale of personal 
property produced (in whole or in part) 
by the taxpayer within the United 
States and sold within a foreign coun-
try, or produced (in whole or in part) 
by the taxpayer within a foreign coun-
try and sold within the United States. 
Pursuant to section 863(b) such items 
shall be treated as derived partly from 
sources within the United States and 

partly from sources within a foreign 
country. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in this subparagraph. For 
such purposes, the deductions for the 
personal exemptions shall not be taken 
into account, but the special deduc-
tions described in paragraph (c) of 
§ 1.861–8 shall be taken into account. 

Example 1. Where the manufacturer or pro-
ducer regularly sells part of his output to 
wholly independent distributors or other 
selling concerns in such a way as to establish 
fairly an independent factory or production 
price—or shows to the satisfaction of the dis-
trict director (or, if applicable, the Director 
of International Operations) that such an 
independent factory or production price has 
been otherwise established—unaffected by 
considerations of tax liability and the selling 
or distributing branch or department of the 
business is located in a different country 
from that in which the factory is located or 
the production carried on, the taxable in-
come attributable to sources within the 
United States shall be computed by an ac-
counting which treats the products as sold 
by the factory or productive department of 
the business to the distributing or selling de-
partment at the independent factory price so 
established. In all such cases the basis of the 
accounting shall be fully explained in a 
statement attached to the return for the tax-
able year. 

Example 2. (i)–(ii) [Reserved] For guidance, 
see § 863–3T(b)(2) Example (2)(i) and (ii). 

(iii) The term ‘‘gross sales’’, as used in this 
example, refers only to the sales of personal 
property produced (in whole or in part) by 
the taxpayer within the United States and 
sold within a foreign country or produced (in 
whole or in part) by the taxpayer within a 
foreign country and sold within the United 
States. 

(iv) The term ‘‘property’’, as used in this 
example, includes only the property held or 
used to produce income which is derived 
from such sales. Such property should be 
taken at its actual value, which in the case 
of property valued or appraised for purposes 
of inventory, depreciation, depletion, or 
other purposes of taxation shall be the high-
est amount at which so valued or appraised, 
and which in other cases shall be deemed to 
be its book value in the absence of affirma-
tive evidence showing such value to be great-
er or less than the actual value. The average 
value during the taxable year or period shall 
be employed. The average value of property 
as above prescribed at the beginning and end 
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