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DEPARTMENT OF THE TREASURY
internal Revenue Service

26 CFR Parts 1, 501, 504, 505 506 50?
511, 512, 518 519 and 602 -

[INTL-952-86) .-
Allocation and Apportionment ol
interest Expense and Certain Other
Expenses

AGENCY: Inetnal Revenue Service.,
Treasury.

. ALTIeN: Notice of prapased rulemeking
including cross-reference to temporary
regulations.

sumsany: This document provides
proposed Income Tax Regulations

- e

relating 10 the sllocation and
apportionment of interest expense and
ceriain other expenses for purposes of
the foreign tax credit rules and ceriain
other inlernational lax provisions. In the
rules and regulations portion of this
Federal Regisler. the Inlernal Revenue
Service is issuing temporary regulations
relating lo these matters. The texl of
those iemparary regulations aleo serves
gs the comment document for this notice
of propased rulemaking. Cerlain
additional regulalions are also proposed
by this documenl. This document also
withdrews Lhe nolice of proposed
rulemaking relaling to the same subject
that appeared in Lhe Federal Regisler on
Seplember 11, 1987 (52 FR 34580).
OATES: These regulations arve proposed
1o be effective {or taxabie years
beginning after December 31, 1988. In
general, these reguletions would be
applicable to the allocation and
apportionment of interest expense and
certain other expenses for taxable years
beginning after December 31, 1986,
Comments and requests for a public
hearing must be delivered or mailed
belore December 13, 1988.

ADDRESS: Send comments and requests
for a public hearing to: Commissioner of
Internal Revenue (Attention: CQ:LR:T, -
INTL-952-86), Washington. DC 20224.

"FOR FURTHER INFORMATION CONTACT:

David Merrick, regarding the allocation
and spportionment of inlerest expense,
and Car] Cooper, regarding the
allocation and apporticament of other
expenses, both of the Office of
Associate Chief Counse] {International),
within the Office of Chief Counsel, .-
Internal Revenue Service, 1111 -+ °
Constitution Avenue NW., Washinglon,
DC 2022¢ {Attention: CC:LR:T (INTL~
952-86)) (David Merrick 202-566-6276,
Carl Cooper 202-834-3406, not a toll-free
callj.

SUPPLEMENTARY INFORMATION:

Papenwork Reduction Act

The collection of information
contained in this notice of propasad
rulemaking has been submitted to the
Office of Management and Budget for

" review in accordance with the

Paperwork Reduction Act of 1900 (44
U.5.C. 3504(h])}. Comments on the
colleclion of information should be sent
Lo the Office of Infotrmation and
Regulatory Affairs, Office of
Management and Budgel, Washinglon,
DC 20503, Attention: Desk Officer for
Internal Revenue Service, with copies lo
the Intetnal Revenue Service at the
address previously specified.

The affirmative elections in this
regulation are in § 1.861-9T(g){1][ii).
which requires taxpayers affirmalively

to elect either the gross income or the
asset method of spportionment in the
case of a conirolled foreign corporation,
and in § 1.863-12Tc)(4)(ii). which
permita iaxpayers 1o elecl under cerlein
circumstances 10 reallocale interest
expense that is allocaled o s
noncontrolled section 902 corporation.
This information will be used in audits
of taxpayers. The likely respondents are
businesses and other lor-proiit
inatitulions.

Estimsaled total annual reporting
burden: 2,500 hours.

Estimated annual burden per
respondent: 10 minuias.

Estimaled number of respondents:
15.000.

Eslimaied sonual frequency of
responses: (o occasion.

This eslimale {4 an approximation of
the average time expeciled 1a be
necceanry 10 make the affirmative
elections. I is based on such
information as is available 10 the
Internal Revenue Service. Individual
respondents may require grealer or less
time, depending on their particular
circurnstances.

Background

The temporary regulal.mns pubhshed
in the rules and regulations portion of
this issue of the Federal Register add
new temporary regulations §§ 1.851—8T
through 1.861-14T. For the lext of the
lemporary regulations, see FR Doc. 88—
‘20838 [T.D. 8228] published in the rules
and regulations portion of this issue of
the Federal Register. Certain additional
regulations are also pmposed by this .
document. - . . .

Special Analyses

It has been determined that these
proposed rules are not major rules as
defined in Executive Order 12281,
Therefore, a Regulatory Impact Analysis
is not required. Although this document
is 2 notice of proposed rulemaking that
salicits public comments, the notice and
public procedure requirements of 5
U.S.C. 553 do not apply becanse il has
been determined that these proposed - -
regulations are interpretative, Therefore,
an initial Regulatory Flexibility Analysis
is not required by the Regulatory
Flexibility Act {5 U.S.C. Chapter 6).

Comments and Requests fot a Public
Hearing

Before adopling these proposed
regulations, consideration will be given
te any written cornments that are
submitted (prelerably a signed original
and seven copies) to the Commissioner
of Interna! Revenue. All comments will
be available for publiz inspection and
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copying. A public hearing will be held
wpon written request by any person who
submits writlen comments on the
proposed rulea. Notice of the time and
place for the hearing will be published
in the Federal Register.

Drafting Informalion

The principal author of the praposed
regulations relaling to the allocation and
apportionment of inlerest expense is
David Merrick, and the principal aulher
of the proposed regulations relating 1o
the allocation and apportionment of
oiher expenses is Carl Cooper, both of
the Office of Assaciate Chief Counsel
{Internatianal), within the Office of
Chief Counsel, Internal Revenue
Service. Other persannel from offices of
the Internal Revenue Service and
Treesury Department participaied in
developing these regulalions.

Lisl of Subjects )
25 CFR 1.861-1 through 1.997-1

Income taxes, Aliens. Exports, DISCs,
Fareign investment in U.S.. Foreign tax
credit, FSC, Source of income, U.S,
‘nvestments abroad.

6 CFR Port 6562 .
Riporting and recordkeeping =
equirernents. oL T
Croposed Amendments to the . - .,
legulations T - Lt e

The temporary regulabions, FR Doe """,
88~-20838 [T.D. 8228]. published in the”
rules and regulations portion in this -~
issue of the Federal Register, are hereby
zlso proposed as final regulations under’
sections 851 and 8684 of the Internal ~* -
Revenue Code of 1986. In addition, the -
regulations set forth below are glse
proposed as amendments 1o the Income
Tax Regulations (26 CFR Part 1).

The proposed amendmenis to 26 CFR
Part 1 relating 1o this same subject and
published on September 11, 1987 [S2 FR
34589} are here by withdrawn.

income Tex Aegitations

PART 3—{AMENDED) -

Paragraph 1. The authority for Part1 -
s amended by adding the following
sitations: S

Authority: 26 U.5.C. 7805, * * * Section
-BE1-10 is also issued under 28 U.S.C_ 863[a),
6 Ui%.(: B53(e). 26 U.S.C. BE5(3) snd 28 LIS C.
701

Par. 2. Section 1.861-10 is added al the
ppropriale place {e read as follows:

1.261-10 Special slictations of interest
Xpense, - .

{a) through (b}(3Niii} [Reserved)

-

(v} Analysis of operoting costs. For
taxsble years beginning nfter December
31, 1988, if operating costs other than
interest with respect to the property
exceed 15 percent of the total income
detived from the property in the taxable
year [Jor example, renis or royalties:
then a significani portion of revenue
shall be considered to be derived from
sales, labor. services, or the use of other
property. For this purpose, the term
“operating costs” shall include only
expenses that are deductible solety
under seclion 162,

b3} v) through [4}{vi) [Reserved)

{vii) The term “qualified nonrecourse
indebledness” ahall not include any
transaction that involves excesa
collateralization wilhin the meaning of
paragraph (b)(12) of this section. - -

(b)(S) through {11) [Reserved]

{12) Excess colloteralization. For
taxable years beginning afier December
31, 1689, & loan will be deemed to
involve excess collaleralization if the .
principal amount of the logn iv Jess than
€0 percent of the value of jdentified
property at the time of its purchase {or
construction cost in the case of seif-
construcied asseis). If the principal
emount of the loan is greater than 80 . -
percent of such value, then the loan wil
be deemed not to involve excesa - ..
collateralization. If the principal amount
aof the loan it within the range of 60 to 80
percent.of such value, the determination
of whether the loan involves excess -
collateralization shall be based on facts
and circumstances, taling inio account
factors such as the ratios of loan-to-
value in comparable nonrecourse - .

. borrowings within the relevant industry

or geographic markel. . .- ..

(¢) through (e} [Reserved]
Lawreace B. Gibbe,
Commissioner of internol Revenue.

(FR Doc. 88-2083% Fijed 9-5-88; 845 am]
BLLING CODE 4030-8%-M
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will only occur in circumstances in
which the aggregate debi-to-aaset ratio
of all related controlled foreign
corporations is less thar 80 percent of
the dabt-to-asset ratio of the related
United States shareholder. The value of
the rolated Uniled States sharehalder's
total essets within each separate
limitation category shall then be
reduced by the principal amount of such
shareholder's third party indebtedness
the interest on which is directly
allocated to avch limitation category. If
there ia insuflicient related person

. indebtedness Lo attain the required debt-
to-assel ratio, certain stock in controlled
foreign corparations will be treated as
indebtedness for purposes of this
section. Moreover, in certain casges
involving disproportionate
concentrations of passive assels in

related controlled foreign corporations, - -

the Commissioner may choose not to
apply the rulea of § 1.aa1-10[e] toa -
taxpayer. :

- Affiliated G}oup Appomonmenl of
Interost Expense:

Section 1.861-11T describes the
operation of section 864(e}(1) and (5),
which requires. the affiliated group
apportionment of inierest expense. .
Section 1.861~11T(b) indicates that
section 864(e)(1) and (5) applies to the -

computation of Ioreign source taxable - Eo;;nsne g"m c;:lh cﬂmﬂﬁg‘;ﬁ! b(: .

i i imitati 3 .- defined in the re tons) » .
(relating to various limitations on the © treated as a separate afilizted gronp. In -
' . addition, a bank holding company that

ineome for purposes of section 90§ - -

foreign tax credil), the computation of -
the combined axable income of the

related sapplier and a foreign saled <~ -

corporation [FSC) (under sections 821

" through 927) or a domestic internationat -
sales corporation [DISC) [under sections !

991 and i lication -
through 997). and in te spplication - o il and nonfinancial growps. .

of settion 907 for purpates of
determining reductions in the amount.
allowed as a foreign tax credit under
section 901. Section 884(e)(1) and (5)
does not apply to the computation of
subpart F income of controlled foreign
carporations (under sections 951 through
964), the computation of combined
taxable income of a possessions
corporation and its affliates fundec
section 983}, or the computztion of .
effectively connected taxable income of |
foreige corporations. With regard 1o
section 928 corpocations, the
epportionment of the affiliated group's
interest expense for purposes of
determining the amount of allowable .
credit under section 836 is governed by
section 936, Any rules that are adopted
under section 936(h) could resull in
adjustments to the allocation and
apportionment of interes! expense
pursuant to thesa rules. -
Section 1.8681-11T{c} Indicates that,
except as otherwise provided, the

taxable income of each member of an
effiliated gronp from sources outside the
United States shall be determined by
allocaling and apportioning the interest.
expense of each member according ta
apportionment fractions which are
computed as if all members of such
group were a yingle corporation. Stock
in aifiliated corporations is not taken
inta account in determining
apportionment fractions under the asset
method deacribed in § 1.861-9T[g). In
the casa of an affiliated group that files
a consolidated return, consolidaled
foreign tax credil limitations are
computed for the group in accordance
with: the rulea of § 1.15024.

Section 1.881-11T(d} defines the term
“affiliated group” to have the same
meaning as is given that term by section
1504, excepl that section 1504(b)4) is
inappliceble. Because section 1504[b}(4)
is inappliceble, section 936 corporations
are included within the affiliated group

- for purposes of computing the = . ..

apportionment fractions applicablé to

. interest expense of other members of the -

group. The regulations indicate that
insurance comprnies subject to taxation
under section 801 shall only be

considered ta be membersofthe | .- -
" affilieted group if the parent 8o elects.™ -

under section 1504(c){2}{A} of the Code.
Any members of an affiliated group that

Is regulated under the Bank Holding-

. Company Act of 195¢ is subject to
special rules for purposes of segregating-

and apportioning its-interest expense -
and certain of its assets between the

Under authority granted by sectian

. 7701(f), § 1.881-11T(d) Ferther provides

that certain nnaffiliated corporations
will be considered to constitute
affiliated carparations. These
corporations include any includible

. corporation and certain foreign

corporations with effectively connecied

. income if 80 percent of either the vote ar .

value of all ontstanding shares of such-
corporations are owneqd directly or
indirectly by members of the same
affiliated group.

Section 1.861-11T(e) indicates that, in
the case of loans between members of
an afBliated group, the indebtedness of
the member barrower is not considered
g3 an asset of the member lender. In
general, @ member lender sball include
related person interest income in the
same class of gross income a3 the class
of gross income from which the member
borrower daducts the related person
interest payment. Special rules apply in

the case of loans between afbiliated
caorporations that are financial and
nonfinancial corporations {as
determined under § 1.861-11T(d}]. loans
between affiliated corporations that
generate high wi1kholding tax interest,
end certain back-lo-back loans.

Section 1.861-11T{f) provides tha\ in
the computation of the combined
taxable income of any FSC or DISC and
ite related supplier which is a member of
an affiliated group under the pricing
rules of section 925 ar 994, the combined
taxable income of such FSC or DISC and
its related supplier shall be reduced by
the portion of the tatal interest expense
of the affiliated group that is
apportioned under the asset methad 1o
combined gross income from export
eales involving that FSC or DISC.

Section 1.861-11T{g) addresses the
problem of lneses created through
affiliated group gpportionment in the
case of an affiliated group that could,

. but does nuot, file & consolidated retumn
. orin cases where certain vnafhliated

carporations are treated as members of
the affiliated group under the rules of

§ 1.861-11T(d). Generally, section
1.1502—4 of the regulations pravides for
consolidated determinations of foreign .
tax credit limitations in the case afan
affiliated group filing a consolidated
return. In the case of an affiliated group |

that does not file a consolidated return, . -

or a group that includes an unaffiliated
corporation treated as affiliated under -
§ 1.881-11T{d), the amount of oreign tax

.credits allowed in any separate - - - .

limitation eategory cannot exceed the
credils computed under paragraph-(g). - .:

- The adjustments that may be required
under paragraph [g) eliminate lossesin a

limitation category created within a
given group member through the
apportionment of interest expense and
reduce income of other group members
that have income in the same limitation
category.

Chaorocterization Rules and
Adjustments for Certain Assels

Section 1861-12T provides cules that s
apply in apportioning expenses under an.

esset apportionment method, including -
interest expenses that {s required by
section 864(e)(2) to be apportioned ~
under an asset method

Seclion 1861-12T{b} provides that

. inventoty must be characterized by

reference to the source of sales income
from the inventory for the year.

Section 1.861-12T(c} concerns the
treatment of stock. In general, taxpayers
using the tax book value musl adjust the
adjusted basis of stock in a 10 percent
owned corparation by the amount of
certain samings and profits or any

fi
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deficit therein. This adjustment Is to be
made annually end is noncumulative,
Subject to consistency rules, foreign
corporations are perrmtted to use
financial earnings in liew of earnings and
profits for certain pre-effective dale
years.

Saction 1.861-12T{c) alsc provides
rules for characterizing stock of
controlled foreign corporations. Stock in

" a controtled foreign corparation is
characterized In the bands of the United
States shareholder either by reference to
the assets ot gross income of the
controlled foreign corporation,
depending on which method such
corpoeration uses in the allocation and
gpportionment of ils own &xpenses.

Section 1.861-12T{c) also provides
rules concerning tha treatment of stock
in a noncontrolied section 902 :
corporation. Although the dividends

- {rom each such corporation constitute a
separate limitation category, the
regulations provide a specisi rule
permitting the reallocation of interest -
expense that gives rise to a separate
jimitation loss in & noncontrotled section
902 corporation limitation category to
any separate limitation category that i.s

" in excess credit, provided that such--
" reallocation does not cause a loss in™

such other category. This ren!locannn is
irrevocable and cannot. be revoked by

Section 1.881-12T(d) l:onuzrm the
treatment of notes and nther -
receivables. Notes and other receivables

of affiliated corporations are not taken -

into account, as provided in § 1.661—
-*- §T{g). Notes of any person other than a
"related controllied foreign corporation
.~ are characterized by reference to the: - -
source of the interest income received,
Notes of a related controlled foreign
corporation are characterized according
to the treatment of the interest income
received, as determined under the look-
through rules of section 304(d)}3)(C).
Section 1.861-12T(e] indicates that
certain holders of portfolio securities
that generate foreign source dividends
. ot interest may take into account the -

sovrce of gain on the disposition of such: -
securities. These holders inclede holders -

in whose hands the securilies constitute
inventory and holders 80 percent of
whose gross income from such securities
censists of gaina.

Section 1.851-12T(f) provides that, in
the case of any asset in eonnection with
which interest expensa is capitalized,
deferred, or disallowed nnder any
provision, the adjusted basis or fair
martkst value {depending on the
taxpayer's choice of apportionment
methods) of such an asset ahall be
reduced.

Section 1.881-12T(g) provides rules
concerning the treatment of stock ie a
foreign sales corporation and the
characterization assets that generate
foreign trade income. Stock of e foreign
sales corporation ("FSC™) is generally
not taken inte account in apportionment
of interest for foreign tax credit
purposes. Because the asseta of a FSC
are \aken into account fully In
arsortioning for purposes of computing

SL benefits, the Service believes there
thuuld be no secondary apportionment
to FSC stack for foreign tax credit
purposes. )

Section 1.861-12T[j} pravides rules
concerning the treatment of stock in a
domestic international sales corporation
and the characterization of assets that
generate qualified export receipts.

Section 1.881-13T {relating to
‘ransition rules) has been reserved due
to the fact the transition rules for
interest allocation contained in the -
\echnical corrections bil] (HLR. 4333) has
not yet been enacted. The Service
anticipates thal upon enactment of these
transition rules, § 1.861-13T will be
issued in a form that is substantially
similar to Prop. Reg. § 1.881-11 [52 FR

-. 34800). The primary nnhmpaled c.ha.nges
regulations concern: - T

in those
(1) The addition of a rule to clanfy :
that, in computing the varigus trangition

_ amounts under Prop. Reg. §§ 1.881-11{b} :
“and [c} any indebtedness the interest on

which is directly allacated to identified
property under § l.le—a[e}[z){iv] shal
not be taken into account, .

(2) The uu:orporatmn of & rule

, regarding the averaging of end-of-mdnth "
debt levela in Prop.-Reg. § 1.861-11(c}(7)

for the purpose of computing the amount
of a paydown,

{3} The modification of the rule of.
Prop. Reg. § 1.861-11(g] to provide for
the proration of transition attributes
between a transferor and a transferee in
the year of tra.nsfer. and

{4) The revision of Prop. Reg. § 1.601-
11(g](3) to provide that, when a
transferee acquires stock of a
corporation and the transferee or any

member of its affiliated group assumes ', ..

the transition qualified indebtedness of -
an acquired corporation, such ’
indebtedness will cantinue to be
transition gualified uatil such time as
the transferes disposes of the acquired
corporation, but shall thereafter cease ta
be transition qualified,

The regulations also amend § 1.863—
3(v). Exampie 2. Thai exampie formerly
provided that, in cases in which a
taxpayer appropriately uses it for the
computation of income from certain
sales of personal property derived partly
from within and partly from without the
United States, taxabie income shall first

be computed by deducting from the
gross income derived from the sale of
personal property the expenses, losses,
or other deductions properly allocated
and apportioned thereto in accordance
with the nules set forth in § 1.861-8. The
amount of taxabie income is then splhil
between domestic and foreign sources
based on fractions described in
paragraph (ii} of that example. Changes
to this section indicale that, while the
fractions are unchanged, the income
derived [rom such sales and essets
generating such income are to be split
prior to the allocation and
apportionment of expenses to groas
income in order to avoid complicatian in
the apportionment of interest and other
expenses definitely related to all
fncome. No other change to the
provisions of this example is intended.
Thuas, for purposes of Exemple 2,
expenses that are allocable to the
generation of section 863(b) income
cannot be directly allocated 10 either the
foreign or Jomestic portion thereol but
remain equally allocable to both.

Affiliated Group Allocation and
A ppomonment of Expenses OLber Thon
Interest -

Seclion 1.851-14'!‘ deacribes the
operation of section 884(e)(6), which
requires the affiliated group allocation
and appoctionment of expenses, other
than intetest, which are not direcily |
allocable and apportionabls to any
specific income producing aclivity or
property. Section 1.861-14T(a) outlines ..
the contents of § 1.861-14T and provides -
that § 1.861-14T epplies in geperal to . - -

. taxable years beginning afier December

31, 1986. Section 1.864-14T(b) describes
the operative sections to which seclion
a64{e](6) applies. These are the
computation of foreign source laxable
income for purposes of section 504
{relating to various limilations on the
foreign tax credit), the compytation of
the combined taxable income of the
related supplier and a foreign sales
corpotation (FSC) (under sections 821 *
throvgh 527} or a domestic mtemablmal -

. sales corporation (DI1SC) [under sections

991 through 2987}, and the application of
section %7 for purposes of delerminicg
reductions in the amount allowed as a
[oreign tax credit ender section 991
Section 864{e){6) does not apply lo the
computation of subpart F incoms of
controlled foreign corporations {under
sections 951 through 964) or the
computation of effectively connecied
taxabie tncome of [oreign corporations.
The application of section 864(e)[5) in
connection with section 938
corporations is reaerved.
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Section 1.861-14T(¢] states that the
taxabie income of each member of an
affliated group shal be determined by
allocating and apportioning the
expenses described in § 1.861-14Te} of’
euch member according to

' gopottionment fractions which are
cumputed as if sl membera of such
group were & single corporation. For this
purpose, interaffilizie transactions are
eliminated. In cases in which an asset
method of apportionment & uaed. stock
in affiliated corporetians is nat taken
into account and loang between
members of the affiliated group are
tregled in accordance with § 1.8681-
11T{e). In the case of an aifiiiated group
that fila» a consolidated return,
consolidated foreign tax credit - .
Limitations are computad for the group in
secordance with the rules of § 1.15024.
A special rule is provided in the case of
expenses incurred by one member of an
affilialed group that relate to the gross
income of some, but not all, ather -
members of the affiliated grovp. Such
expenses are to be apportioned only on
the basis of apportionment factors
derived from the member incurring such
expenses and from those other members

- 1o which the expense relates, In other

“wards, only such members (and not all. .

members) ate treated 2 a single - .-
taxpayer for purposes of apperionment
of such expense: In addition, paragraph .
{c) makes clear thatlfuchuntl&u -
applied, adjustment of income and -
expense gmong members of the gmup
pursnant to section 482 is to be made
prior to the allocation and
ppomonmeniufexpenmunderthe‘ e
rule of paragraph [c]. - :

Section 1.861-14T(d} deﬁne.-. the term .

“affiliated gronp’ to have the same -
meaning a5 is given that term by section
- 1504, except that section 1504(b)(4} is
inapplicable. Bacause section 1504{k){4)
is inapplicable, section 938 corporations
are included within the affiliated group
for purposes of computing the
apportionment fractions applicable o
expenses of other members of the group.
In addition, fnancial corporations,.

‘which are treated a3 & separate "~ '

affiliated group for purposes of the = - -
allocation and apportionment of interest
expense under gection 854{e)(5) and
§ 1.861-11T{d). are included within the
affiliated group for purposes of the
allacation and apportionment of
expenses ather than interest, Life
insurance companies taxable under
section 801 are included in an affiliated
group consisting in part of other
companpies only if an election is made -
vnder section 1504[cZHA}

Section 1.861~14T(e) describes the
expenses that are subject to allocation

and apportionment under the rules of
paragraph [c). In general. the expenses
to which paragraph (cj relates do not
include interesi expense or any other
expense which ts directiy ailocable to
specific income producing activities or
property of the member of the affiliated
group that incurred the expense. An
expense js considered to be directly
silocable to specific income producing
acivities o1 property of the member
incurring the expense if, teking into
account the income of all members of
the affiliated group, the expense {s
eonsidered definitely reiated within the
meening of § 1.861-8(b)(2) salely 1o
gross income derived by the member
incurring the expense. Thua, the rules of
paragraph [c) apply lo the expenses of
supportive functions, such as general
and administrative expenses, lo certain
research and experimental sxpenses
[not subject to alloeation to U.S. agurces
under the statutory moratorium), to
certain stewardship expenses, and to
certain generalized legal and accaunting
expenses. Proposed legislation currently
under consideration by Congress may
affect the treatrnent of research and
experimenlal expenses under this
proposed regulation. This proposed ..
regulation will be changed, if necessary,
ta conform to that legislation upon its
enactment, .-

Section 1.861-14T(f) prmndea that the.
combined taxable income of a FSC or
TISC and its related supplier shall be
reduced by the portion of the expenses
of the affiliated group described in.
paragrapk (e) that is incurred in
connectine with export sales involving -

that FSC or DISC. Under this rle,-—- -

expenses of other group members may -
be atizibyted to the combined taxable -
income of a2 FSC or DISC and its related
supplier without affecting the amoun! of:
expenses gtherwise deductible (other
than any commis. {on payablte by the
related supplier to the FSC er DISC) by
the FSC, DISC, related supplier, and
other members of the affiliated group.
The FSC or DISC is entitled to ita
statutory portion of the combined.

taxable income, after reduction by any

epportioned group expense, for finrposes
of determining the Gaasfer price of -
export property sold by the related
supplier to a buy-sell FSC or DISC or the
commission paid by the related supphm-
to 8 commission F5C or DISC

Section 1.B61--14T{g}, by incorporating
by cross-reference the riles of proposed
§ 1.851-11T{g}, addresses the problem of
losses created through affiliated group
apportionment in the case of an -
affiliated group that could, but does not,
fle a consolidated return. Generally,
§ 1.15024 of the regulations provides for

consolidated determinations of foreign
tax credit limjtations in the case of an
affiliated group filing & consolidated
retum_ In the case of an affiliated group
that does not file a consolidated retum,
the amount of foreign tax credits
allowed i any separate limitation
category cannot exceed the credits
computed as required by paragraph [g).
In general, paragraph [g) requires
adjustments to eliminate losees in a
limitation caiegary created through the
apporticnment of expense and
correspondingly reduces income of other
group membere that have income in the

. saIne limitation category.

Section 1.681-14T(h] provides special
rules conceming the allocation af
reserve expenses of a life insurance
company.

Section 1.881-14T(i} prmndes
exsmples iflustrating the application of
the rules of this section. -

Special Agalyses

1t has been determined that these
rules vre not major rafes as defined in -
Executive Order 12281. Therefore, a
Regulatory Impact Analysis is not
required. A general natice of proposed
rulemaking is not required by 5 U.S.C.
§ 533 for lemporary regulations.
Therefore, these rules do not constitute
regulations subject to the Regulatory. -
Flexibility Act (5 U.S.C.Chapter 8) and -
a Regulatory Flexibility Analysxs isnot
required. | '

Drafting: ln.fomatmn

The prineipal anthor of the regiﬂahnns
relating to the allocation and .
apportionment of interest expemse is
David Merrick, and the principal anthor
of the regulations relating to the
atlocation and apportionment of certain
expenses other than interestis Carl
Cooper. both of the Dffice of the
Associate Chisf Counsel (International),
within the Office of Chief Counsel,
Intemal Revenue Service. However,
other persennel from offices of the
Internal Revenue Service and the - -
Treasury Department participated in
developing the regulations.

List of Subjects
26 CFH 1.861-1 to 1.997-1

Income iaxes, Aliens. Exports, DISC,
Foreign investment in U.S., Foreign tax
credit, FSC, Source of income, United
States investments abroad.

26 CFR Part 82

Reportiné and recordkeeping
requirements.

fi
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Adoption of Amendments to the

Reguiations .
Accordingly, 28 CFR Parts 1, 602, and

Subchapter G is amended aa follows:

Income Tax Reguiatians

Paragrapa 1 The cathority for Part 1
is amended by adding the following
citations:

Authority: 28 U.S.C. 7805. * * * Sections
1.881-8T through 1.081-14T also issued under
26 11.5.C. 883(r), 28 U.5.C. do4(e}, 26 U.S.C.
B8s[i} and 26 V.S C. 7701(f).

Par. 2. Section 1.861-8 is amended as
follows:

1. By removing the last sentence of
§ 1.881-8(a)[2),

2. By reviging paragraph (b)(3),

3. By redesignating existing paragraph
{c}(2) as paragraph (¢}(3) and adding a
new paragraph {c)(2},

4. By revising paragraphs {c){1}. (d}(2},
and (F)(1)(iii),

5. By rernaving Examples (1) and (2} of
paragraph (g} and reserving those
examples, and

8. By revising Example (24} of
paragraph (g). -

§1.861-¢ Computation of taxable Income
from sources within the Unlted States and
. from other sowces and activities. . "~ = ’
{b) Allocatior.

- - A

(3) Supportive functions. [Reserved]
For guidance, see § 1.861-8T(b}(3}. - .
- T L ] LA - . .

(¢} Apportionment of deductions—(1}
Deductions definitely reloted to a class
of gross income. {Reserved] For ™ -

- guidance, see §1.861-8T(c)(1}. ~

{2} Apportionment based on assets.
{Reserved] For guidance, see § 1.861-
ETe)z). -

(3} Excess of deductions and excluded
and eliminated income.

(2} Allocation and opportionment lp
exempl, exclvded, or eliminoted income.
[Reserved] For guidance, see § 1.861-
OT()2). T T

(e) Aliocation and apporb‘é)'nmenz of -

certain deductions. - <

- - - L L] .

(2) Interest {Reﬁewed] For guidance,
see § 1.861-8T(e)(2).

(f} Miscelloneous motters—{1)
Operative sections.

{iii) DISC taxabie income. [Resurved]
For guidance, see § 1.881-8T(f){1)(1i)

{g) Generol examgles. -

Exomle ; 1). Reserved)

Exarmle {2). [Reserved)

Exampie {24). |Reserved] For
guidance, see § 1.881-8T(g) Example 24.

Par. 3. A new § 1.861-8T is edded
immediately after § 1.801-8 to read as
follows:

§ 1.861-8T Computation of taxabie income
from sources within the United Staies r.nd
from other sources and activities.
{Temporary). :

{2) In general.

1) [Reserved} .=

(2) Allocation and apportionment of -
deductions in generol. 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 affitiated group for purposes of
determining such member's taxable
fncome, except to the extent that
expenses, josses, and other deductions’
are allocated and apportioned aa if all
domestic members of an affiliated group
were & single corporation under section
864(e) and the regulations thereunder.
See § 1.861-9T through § 1.861-11T for
rules regarding the affiliated group - .
allocation and apportionment of interest
expense, and § 1.861-14T for rules
regarding the effilinied group allocation-

. and apportionment of expenses other -

than interest. -~ = -
(3) through (5) [Reserved]
(b} Allocation. -
{1] and (2) [Ressrved] . NS
{3) Supportive functions. Deductions

which are supportive in nature {suck as

. overhead, general and administrative,

and supervisory axpenses) may relate to
other deductions which can more
readily be allocated to groas income. In
such instance, such supportive- ’
deductions may be allocated and
apportioned along with the deductions
te which they relate. On the other hand,
it would be equally acceptable to
attribute supportive deductions on some
reasonable bagis directly to activities or
property which generate, have .. .- -
generated, or could be reasopably

"expecied to generate gross income. This

would ordinarily be accomplished by
allocating 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
paragraph {g) of this section. See

paragraph (e}[4) of this section for the
atlocation and apportionment of
deductions attributable to st-wardship
activities, However, supportive
deductions that are described in § 1.861-
14T(c!(3} shall be aliocated and
apporlioned in accordance with the .
rules of § 1.1861-14T and shall -.at be
alloeated and apportioned by rejerence
only to the gross income of a single
member of an affiliated group of
corporations as defined in § 1.861—~
14T(d).

(4} and {5} (Reserved]

{c) Apportionment of deductions—{1)
Deductions definitely reloted to a cluss
of gross income. Where a deduction has
been allocaled in accordance with
paragraph (b} of this section to a class of
gross income which is included in one
statulory grouping and the residual
grouping, the deduction must be
apportioned between the statutory
grouping and the residual grouping.
Whete a deduction has been allocated -
to & class of gross income which is
included in more than one statuiory
grouping, such deduction must be
apportioned arnong the stamtory
groupings and, where necessary, the .
residval 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 constitules
a statutory grouping of income and all
other income not within that separzate
limitation category (whether domestic or
within a different separate limitation
category) constitutes the residual )
grovping. In this regard, the same - ..~
method of apportionment must be used
in apportioning & deduction to each
separate limitation category. Also, see
paragraph (£)(2){iif) of this secuon with
respect lo the apportionment of
deductions among the statutory
groupings designated in section
804(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 deduction. If
a deduction is not definitely relaied lo..
any gross income, it must be -
apportioned ratably as provided in
paragraph (¢){3) of this section. A
deduclion is epportioned by attributing
the deduclion to groas income {within
the class to which the deduction has
been allocated) which is in one or more
statutory groupings and 1o gross income
(within the class) which is in the
residual grouping. Such attribution must
be accomplished in a manner which
reflects to a reasonably close extent the
factual relationship between the
deduction and the grouping of gross

h
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income. {n appartioning deductions, it
may be that for the taxable year there is
no gross {ncome in the statutory '
grouping or that deductions will exceed
the amount of gross income in the
statutory grouping, See paragraph (d)[(1)
of this section with respect 1o cases in
which deductiona exceed gross income.
In determining the method of -
apportionment for a specific deduction, -
examples 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 of receipts,

[iii) Comparison of costs of goods
sold,

(iv] Comparison of profit centribution,

(v) Comparison of expenses incurred, -

asseta used, salaries paid, space )

" ytilized, and time spent which are-- -~
attributable to the activities or
properties giving rise t6 the class of
grose income, and - -

(iv) Comparison of the amuunt of -
groas income. -

Paragraph (2] (2) tﬁrough {8 of this -

section provides the applicable rules for

allocation end apportionment of
* deductions for interest, research and .

.. devélopment expenses, and certain . ,
*_other deductions. The effects on tax - - -

liability of the apportionment of

-~ deductions and the burden of - 5,

- maintaining records not othemse -
maintained and making computations - _

B . not otherwise made shall be taken into

considersfion in determining whether a
- method of apportionment and its~ -
- application are sufficiently precise. A"

- method of apportionment described i mﬁ -

__ this paragraph (c}(1) may not be used

- when it does not reflect, to a reasonabiy
close extent, the fachial relationship
between the deduction and the
groupings of income. Furthermore,
certain methods of epportionment
described in this paragraph (c}{1) may
not be used in connection with any
deduction for which another method i is
prescribed. The principles set forth
above are applicable in apportioning
both deductions definitely related to a .

. class which constitutes iess than all of -

the taxpayer's gross income and to .
deductions related to all of the
taxpayer's gross income. If o deduction
is not related to any class of gross
income, it must be apportioned ratably
es provided in paragraph (c)(3) of this
section.
{2) Apportionment based on assets.

Certain taxpayers are required by

- paragraph (€)(2) of this section and )
§ 1.861-9T to apportion interest expense
on the basis of assets. A taxpayer may
apportion ‘other deducnous based on the

. section 267(e}(3}. In the case pf any. -

" the meaning of § 1.881~11T{b)(2}{ii}) 10

comparalive value of assels that
generate income withit, each grouping,
provided that such method reflects the
factunl relationship between the
deduction and the groupings of income
end js applied in eccordance with the
rules of § 1.861~8T(g}. In general. such
epportionments must be made either on
the basis of the tax l-20k value of those
agsets or or their fair market value, -
However, once the taxpayer uses fair
market value, the taxpayer and all
relsted persons must continue to nse
such method unless expressly
authorized by the Commissioner to
change methods. For purposes of this
paragraph (c){2) the term “related
persons”’ means two or more persons in
a relationship described in section
267(b}. In determining whether two or
more corporations are members of same
controlled 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 atock owned by the -
application of section 267(t). In
determining whether a corporation ia
related to a partnership under section”
267{b}(10}, a person is considered to own
the partnership interest owned direclly - .
by such person and the partnership_ .- -
interest owned with the application of - .

corporate taxpayer that—
(i) Uses tak book valué, and - "
[if) Owny directly or ind.lmcﬂy [mthm )

percent or more of the tatal combined -
voting power of all classes of stock
entitled to vote in any other corporatmn “
" (domestic or foreign) thatis not a.
metber of the affiliated group (as
defined in section 884{e)(5)), such -
taxpayer shall &djust its basis'in that
stock in the manner described i in

| $1.861-11T(h).

[3) [Reserved)

(d} Excess of deductmns and excluded
and efiminated items of income.

{1} {Reserved]

(2) Aliocation and apportionment to
exempt. excluded or eliminated

. income—i} In general. In the case of . .
taxable yeers beginning after December’ .
". 31, 1986, except to the extent otherwise ~

permitted by § 1.861-13T, the fo[lowmg
mles shall apply to take account of

" income that is exempt of excluded, or

assets generating such income, with
respect to allocation and apportionment’
of deductions.

{A) Allocation of dedvetions. In
allocating deductions that are definitely
related to one or more classes of gross
income, exempt income (ra defined in
paragraph (d){2){ii) of this section) shall
be taken into account.

" dividends from certain foreign -

{B) Appertionment of deductions. In
apportioning deductions that are
definitely related either to a class of
gross income consisting of multiple
groupings of income (whether statutory
or residual) or to all gross income,
exempt income and exempt assets (as
defined in paragraph (d)(2){ii} of this’
section) shell not be taken into sccount,

For purposes of apportioning deductions
which are not taken into account under
§ 1.1502-13{c}(2) in determining gain or
loss from deferred intercompany
transactions, as defined in § 1.1502-
13(a)(2), income from such transactions
shail be taken into account in the year
such income is ulumately included in
gross income,

{il) Exempt income and exempt assest

defined—{A} In general. For purposes of
this section, the term "exempl income”
Imeans apy income that is, in whole or in
part, exempt, excluded, or eliminated for
federal income tax purposes. The term

“exempt asset” means any asset the
income from which is, in whole orin
part, exempt, excluded, or eliminated for
federsal tax purposes,

(B} Certain stock and d:v:dena‘s The
termn “exempt income” includes the.
portion of the dmdends that are.: .
deductible under— -~ .. ferm s

(1) Section 243(a} {1) or (2) (relah.ng tu

. the dividends received deduction],

(2) Section 245(a) [relating to the  © |
dividends received deduction far =~

corperations). - -7

Thus, for purpases of apporhonmg i
deductions using a gross income .

- method, gross income would not include

a dividend to the extent that it gives rise

to a dividend received deduction under. .

either section 243{a)(1}, section 243{a)(2),
or section 245{a). In the case of & life
insurance company taxable under
section 601, the amount of such stock
that is treated as tax exemp( shall not
be reduced becanse a pertion of the -

. dividends received deducton is .

disallowed as attributable to the

- policybolder’s share of such dividends.

See § 1.861~14T(h) for a special rule *

-concerning the sllocation of reserve
expenses of a life insurance company. In

eddition, for purposes of apportioning
deductions vsing an asset method,

assets would not include that portion of

stock equal lo the portion of dividends
paid thereon that would be deductible
under either 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 generaie
qualifyipg dividends deduciible under
section 243(a}(3), such stock shall not .
constitute & tax exempt asset, Such

fi
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stock and the dividends thereon will,
however, be eliminated from
consideration in the epportionment of
interest expense under the consplidation
" rule set forth in § 1L.861-10T{c), and in
the apportionment of other expenses
under the consolidation rules set furl.h in
§ 1.861-14T.

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

(A} In the case of a foreign taxpayer
{including a foreign sales corporation
{FSC)) compnting its effectively
connected income, gross income
{whelher domestic or foreign source)
which ie not effectively connected to the
conduct of a United States trade or
business;

{B) In computing the combined
taxable income of « DISC or FSC and its
related supplier, the gross income of
DICS or aFSC; - -

(C} For ali purposes under subchap!er
N of the Code, Including the
. computation of combined taxable
income of a possessions corporation and
its affilintes under section 936(h), the
gross income of a possessions T
-- corperation for which a credit is al]owed
under section 936(a); and - .

[18]] Fo:mgn eamned income ap defined
in section 911 and the regulations
" §1.911-6 do nol require the allocation
and zpportionment of certain - :
daductions, including home mortgsge
interest, to foreign earned income for
~ purpeses of determining the deducﬁom

" disallowed under section 911(6][6]’].
- {iv) Prior years. For expense
ellocation and apportionment rules
applicable to taxable years beginning
befors January 1, 1987, and for later
years to the extent permitted by § 1,861
13T, see § LB&]-B{&}[Z] Revised as of

(2} Interest. The rules concerning the
allocation and apportionment of interest
expense and certzin interest equivalents
are set forth in §§1.861-9T through
1.861-13T.

{3} through [11) [Reserved)

(f} Miscellaneous matiers—{1}
Operalive sections.

{1) through (1)(ii) [Reserved]

(iii)} Separate limitations to the foreign
tax credit. Section 804(d)(1) requires that
the foreign tax credit limitation be
determined separately in the case of the
types of income spacified therein.
Accordingly, the income within each
separate limitation category constitutes
a statutory grouping of income and all
other income not within that separate
limitation category (whether domestic or
within 8 different separate limitation
category) constitutes the reaidoal

group.
M (1)[1\'1 through [5] [Reserved]
(8) Gener! examples.

Examples /I} through [23) [Reserved)

Example (24)—Exempt, excluded, or
eliminoted income—{i] Income method—{A}
Facts, X, & domestic corparation orgenized on
January 1, 1987, is engaged in a number of
businesses worldwide. X owns a 25-percent
voting interest in each of fve corporations

engiged in the business A, two of which are

domestic and three of which are foreign, X
incurs siewandship expenses in connection
wiih these five stock myvestoents in the.
amount of $100. X appottions its stewardship
" expenses using a gross income method Fach
of the five companies pays a dividend in the
" amount of $100. X ia entitled io claim the B0~
petcent dividends received deduction an
dividends paid by the two gdomestic -
companies, Because tax exempt income is
considersed in the allocation of deductions,

— . X's $100 stewnrdship exprrse is atlocated to
the class of income consisting of dividends
from business A companies. However, -
because tax exempt income is not considered

- in the apportionment of deductions within a
class of gross income, the gross income of the
two domestic companies must be reduced to
refiect the availability of the dividends
received deduction. Thue, for pnrposes of

esch Accordingly, X has total groes income
from business A companies, for purposes of
apportionment, of 3340. As & resull, $28.41 of
X'o stewardship expense is apportioned Lo
each of the foreign compagies and $5.58 of
X's stewardehip expense is apportioned io
esch of the domestic companies.

(ii} Asset method—{A) Facts. X, a domestic
corporalion organized on {anuary 1, 1967,
cefries on a trade or business in the United
Stales. X baw deductible interest expense
incurred in 1987 of $50,000. X owns ail the
slock of Y, a foreign corperation. X also owns
49 percenl of the voting stock of Z, a domestic
corporation. Nejther Y nor Z bas retajned
earmings and profits al the end of 1967, X
apportions its interest expense on the hasis
of the fair market value of iis assets. X has
assets worth $1,500.000 that generate
domestic source income, among which are
tax exempt municapsl bonds worth $100,000,
and the siock of Z, which has a value of
$560,00¢ The Y stock owned by X bas a {air
market value of $2,000.000 and generates
solely foreign source genersal limitation
income.

(B) Allocation. No portion of X's interest
expenae is directly allocable aolely 1o
identified property within the meaning of
§ 1.851~10T. Thus, X's deduction for interest
is definitely refsled to ail i gross income as
8 class,

[C) Apportionment. For purposes of
apportioning expenses, asseis that generate
exempt, eliminated, or excluded income are
not taken into acconnt. Becanse X
municipal bonds are tax exempt, they zre not
taken into account in apportioning interest

- expense. Since X is entitled 13 chaim wnder
section 243 to 80-percent dividends received
deduction with respect to the dividend it
received from Z, 80 percent of the value of
that stock is nol taken into acoount as an

. assel for purpases of aprortionment under

the asset method. X apportions its interest
dedocticn between the statutory grouvping of
foreign source peneral Timitation income and
the residnal grouping of domeatic source
income as follows -

To loreign source general limitation
income: i

General Ymitaton assets that

Interest x are not tax exempt

expense Worldwide assets that are not

tax exempt

= $40,000 .

April 1, 1986). s i i ;
pportionment, the gross income paid by the
(e) Alipcation and apportionment of three foreign companies is cons)dl:ed lz be
certain deductions. $100 each, while the gross income paid by the
{1} [Reserved] domestic companies is considered 10 be$20
. _‘"_"'V' HE I e Ter e st 2000000 - . < -] a7 e
N - . m X
R . i (nou.ouo+sspn.ooo+sz.ouqnmj
Nonexsmpt foreign assets To domestic source income:
Domestic assets hat are pot
20 percent ooexem MNopex -
of Z stock + i +  loreiga o . Interest 1Ax exempt
valne assels- assels expense Worldwide sasets that are not

tax exempl
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20 petent of Z stock vnh:e+nonexempl
domexstic aasetls

20 reent Nonexempt HNonexempt _
stock + domestic +  for ‘om
value assels : arscle |

Exomple (25) and (26). [Reserved]

{b) Effective dotes. In general, the - -
rules of this section, as well as the rules
of §§ 1.861-9T, 1.861-10T, 1.881-11T,
1.861-12T, and 1.881-14T shalil apply for
taxable years beginning efter December
31, 1986. [n the case of corpotate
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. However, the
following rules are effective for laxable
years commencmg after December 31, .
19848:- .

1) Section 1. 861-9’1‘[b)[2] (r;oncem.mg
the trestment of certain foreign currency
borrowmgs}.
(2),Section 1.861-97(d}(2) [concemmg
.- the treatment of interest incurred y
nonresident aliens), ... - -
" (3) Section L&Gl-lﬂ'l‘[b][aj(u} : i
(providing an operating costs test for
purposey of the nonreconrse . .- 7 .7 .
. m&(ie)htedness exceptg?{%;ﬁnd[ s
. 4} Section 1.861-1 a} cnncemmg
excess collaterilization of nom'ecourse
- boirdwings). "~ .. .
" In addition, § 1361—-10’!‘(3) (concemmg
the bréatment of related controlled .
foreign corporation indebtedness) is
effective for taxable years commencing
after December 31, 1887, For rules for
taxable years before January
1, 1967, and for later years to the extent
permitted by § 1.861-13T, see § 1.851-8
(Revised as of April 1, 1988).

§8 1.961~9 andt 1.861-8A [Redesignated as
§5 1.861-15 and 1.8351-16 respectivelyl
. Par 4, Sections 1.861-8 and 1.861-9A
mredesisnatedes 58 1~351-15 and s

.. LB61-18; respectively

Par. 5, The foilowmg new §§ 1. 661-!11'
1.861-10T, 1.861-11T, 1.851-12T and .
1.861-14T are added immediately after -
§ 1.861-8T and § 1.661-13T is added and
reserved to read as follows:

§ 1.861-97 . Allocation and 2pportionment
of interest expense {Temporary
regulations).

{a) In general. Any expense that is
deductible under section 163 (including
original {ssue discount) constitutes
interest expense for purposes of this
section, as well as for purposes of

. gross income which the assets of the .

$100,000 + $900.000

X = $20,000

[$100,000 + $900,000 4 $2.000,000)

4§ 1.861-10T, 1.861-11T, 1.881-12T, and
1.881~13T. The term interes! refers to the
gross amount of interest expense
incurred by a taxpayer in a given tax
year. The method of allocation and
apportionment [or interest set forth in
this section is based on the approach
that, in general, meney is fungible and
that interest expense is attributable to
all activities and property regardless of
any specific purpose for incurring an
obligation on which interest is paid.
Exceptions o the fungibility rule are set
forth in § 1.881-10T. The fungibility
approach recognizes that all activities
and property require funds and that
management has a great deal of
flexibility aa 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
attribute 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 income ;-
producing activities and assets of the
taxpayer and, thus, allocable to all the

taxpayer generate, have generated, or .~
couid reasonably have been expected to
generate, In the case of the interest

expense of members of an affiliated . . -

group, interest expense shall be. o
considered 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
allocate and appertion the interest
expense of each member of the group as
if all members of such group were a

" single corporation. For the method of

determining the interest deduction

allowed to foreign corporations under

section 882(c), see § 1.882-5, ’
(b) Interest equivalents—{1] Certain

" expenses and Josses, Any expense or
“loss (to the extent deduchble] incurred ~-
- in & transaction or series of integrated oF

related transactions in which the -
faxpayer secures the use of funds fora
period shall be subject to allocation and
apportionment under the rules of this
seclion if such expense or loss is
substantially incurred in consideration
of the time value of money. However,
the aliocation and apportionment of a
loas under this paragraph {b} shail not
affect the characterization of such loss

" as capital or ordinary for other purposes

of the Code and the regulations
therunder. The nue of this paragraph

r

" hedging currency exposure arising in the

(b}[l} may be illustrated by the
following example.

Example. W, ¢ domestic corporation,
barrows from X two ounces gl gold at a time
when the spot price [or gold is $500 per
ounce. W agrees (o return the two ounces of
gold n six roonths. W sells the two ounces of
gold to Y for $1000. W then eplers into 2
contract with Z Lo purchase two ounces of
gold six months in the future for $1.050. In
exchange for the use of $1,000 in cash, W has
sustrined & loss of $50 on related
transactions. This loss is subject v allocation
and apportionment under the rules of this
seclion in the same manner aa interest
expense.

(2) Certain foreign cusrency
bomwings—-{i} HRule. If & taxpayer
borrows in 8 nonfunctional currency at
& rale of interest that is less than the
apphcable federal rate (or its equivalent
in functional currency if the functional
currency is not the dollar), any swap,
forward, future, option, or similar
financial arrengement [(or any
combination thereof} entered into by the
taxpayer or by a related person (as- - - -

defined in § 1.851-8T(c)(2)) that exists- ~
. «during the termn of the borrowing and -

that xubstantiaily diminishes currency
risk with respect to the borrowingor -
interest expense thereon willbe - -
presumed to constitute a hedge of such
borrowing, unless the taxpayer can .
demonstrate on the basis of facts and -

circumstances that the two h‘ansachons
-are in fact unrelated. Under this "~ . -

preswmption, the currency loss incarred
on the borrowing during taxable years
beginning after December 31, 1988, in -
connection with hedged nonfunctional
currency borrowings, reduced or
increased by the gain or loss on the
hedge, will be apportioned in the same
manner 83 interest expense. This
presumption can be rebutted by a
showing that the financial arrangement
was entered into in connection with - -
course of a trade br business * -

{other than w:l.h respect to the
borrowing).”

{if) Examples. The principlea of this
paragraph [b){2) may be illustrated by
the following examples.

Example (1). Taxpayer bas & dollar
functional ewrrency 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 currency for a three-year period
bearing interest at the annual rale of 3

fi
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percent and immedintely converts the
procaeds of the borrowing into dollars for uae
in its businesws. Lo the ordinary course of its
business, taxpayer has oo [3. eign currency
expoaure in this carrezcy. [n March 1989,
taxpayer enlers into o three-year swap
agreement that covers moat, but not all, of the
paymeni of interest end principsl. Becauss
the awsp subsiantially diminishes currency
rigk with respect to the borrowing, it is
presumed 1o hedge the Joan. Sipes taxpayer
cannot demonatrate that it was hedging
currency exposure ernising in the ordinary
coucse of ita business {other than currency
expasure with respect {o the bomrowing), the
net currency loss on the barrowing adjusted
for eny gein ot loss on the swap must be
apportioned in the same manner as interest
expense,

Example (2. Assume the same [acts a» in
Example 1. except that the taxpayer borrows
in rwo separate foreign currenciss on terma

" described in Example 1 end enters into &
swap egreement in a single currency that
substantially diminishes the taxpayer's
aggregale [oreign currency risk. The net
cyrrency joss on the borrowings adjusied for
any gain or loas on the swap must be -
appartioned in lhe jame manner as mteres!
expense.

(3} Losses on sale of certain
receivables—(1) General rule. Any loss -
on the sale of a trade receivable (as
- defined in § 1.954-2(h}} shall be
... allocated and apportioned, solely for -
.. ‘purposes of this section and §4§ 1861~

. 10T, L851-11T, L861-12T, and 1.861-
. .13T, in the same manner as iclerest .
~ expense, unless at the time of sale of the
* receivable, jt bears interest at & rate -

Y ',whxchnatlenstlmpercentoftheshort_

- term applicable federal rate (as .
determined under section 1274{d} of the

- :”Code), or its equivalent in foreign

- currency in the case of receivables
.. 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
Internal Revenue Code,

{ii) Exceptions. To the extent that a
lass on the ssle of a traZe 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 apphcable

federa) rate (or its equivalent in foreign. -

currency in the case of receivables -
denominated in foreign currency) for the
period commencing with the date on
which the receivable is so0ld and endi

- with the earlier of the date oo which the .
receivable begins to bear interest at ’
such rate or the enticipated payment
date of the receivable, such excess shall
not be alloczted and apportioned in the
same manner as inierest expense but -
rather shall be allocated and
apportioned to the gross income

- generaled by the receivable. In cases of -

transfzrs of re;eivables to & domestic
international sales corporation
described § 1.094-3{c){6){v), the rule of
this paragraph {b}{3} shall not apply for
purposes of computing combined
taxable income. In computing the
combined taxable ncome of a foreign
sales corporativn and 1!a 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 paregraph (b}[3}. See § 1.924{a)}-
1T{)(7). _
Exagple. Og Qctaber 1, X sells & widget to
Y for $100 payable in 30 duys, after which the
receivable will bear stated interest a3 13
percent. On Octlober 4, X sella Y'a obligation
to Z for 398 Assume that the epplicable
federal rate for the month of October is 10
percent. Applying 120 percent of the
applicable federal rate to the $98 received on
the saie of the receivable, the abligation is
discounted at & 12 percent rate for » period of
27 days. Al this discount rate, the chligakion
would have pold for £99.22. Thus, B8 cents of
the $2 loas on the sale is apportioned in the
same MAer a8 interest expense, and $122
of the 52 loss on the sale is directly allocated
to the income generated on the widget aala.

{4) Rent in certain fecsing
{ransaciions. [Reserved.]

" = {5) Trectment of bond premivin—{i} .
" Treatment by the issuer: 1fabond or

other debt obligation i3 jssued at &
preminm, an amount of interest expense
incurred by the issuer on that bond or

other debt obligation equal to the =~

amortized portion of that premium that

is included in gross income for the year

shall be slloeated and spportioned
solely to the amortized portion of -

© premium denved !:ry thenmer furthe o

year, - ¢
(ii} Tmatment by tbe !lofde.r If a bond
or debt obligation is purchesed at a
premium, the portion of that premium
amartized during the year by the holder
under section 171 and the regulations
thereunder shall be allocated and
apportioned solely to interest income
derived from the bond by the holder for
the year.

. (¢) Allowable deductions. In order for

. an interest expense to be allocated and- -
apportioned, it must first be determined -

that the interest expense is currently-
deductible. A number of provisions in -
the Code disallow or suspend
deductions of interest expense or -
require the capitalization thereof,

{1} Disailowed deductions. A taxpayer
does not allocate and appartion interest
expense under this section that is
permanently disallowed as a deduction
by operation of section 163(h), section
263, or any other provision or rule that -
permanently disallows the deduction of
interest expense. .

{2} Section 263A. Section Z63A
requires ‘e capitalization of interest
expense that is allocable to designated
types of property. Any interest expense
that is capitalized under section 283A
does not constitute deductible interest
expense for purpo: s of this section.
Furthermore, interest expense
capitalized in inventory or depreciable
property is not separately allocated and
apporticned when the inventory is sold
or depreciation is allowed. Capitalized
interest expense is effectively allocated
and apportioned as pert of, and In the
same manner aa, the cost of goods sold,
amortization, or deprecistion deduction.

{3} Section 163{d}, Secton 183(d)
suspends the deduction for interest
expense to the extent that it exceeds net
investment income. In the year that
suspended investment interest expense
becomes allowable under the rules of
section 183{d), that interest expense is
spportioned under rmles 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 #69—{i) General rule.
Section 459 puspends the deduction of
passive activity losses 1o the extent that
they exceed passive activity income for
the year. Passive activity losses may
consist in part of interest expense
propetiy alloceble to passive activity. In
the year that suspended interest
expense becomes allowable as a -
dedoction under the riles of section 469,
that inlerest expense is apportioned
under rules set forth in paragraph (d){1)
of thia aection as though it were incunred

mthetaxableyearmwh:chtheexpense I

_ Is deducted.”

{ii) Idenbﬁmtmn of n‘re interest’
component of a suspended possive Joss.
A suspended passive loss may consist of
a variety of items of expense othet than
interest expense. Suspended interest
expense {or any taxab!a year is
computed by multiplying the total

. suspended passive loss for the yearbya

fraction, the numerator of which is
passive interest expense for the year
(determined under regulations issued
under section 163) and the dencminator -
of which is total passive expenses for .
the year. The amount of the suspended

interest expense thal is considered io be -
deductible in & subseguent taxable year -

is computed by multiplying the amonnt
of any cumulative suspended interest
expense (reduced by suspended interest
expense allowed a3 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 -
yvear and the denominator of which is
the cumulative suspended passive
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losses for prior taxable yo..7s (reduced
by mpended passive losses allowed as
deduct.ons in prior taxable years).

(iii) Exampie. The rules of this
peragraph (c)(4} may be illusirated by
the following example,

Example. On ;uu? 11967, A.a United
States cilizen, Invested in a passive activity.
In 1587, the passive activity generated 2o
passive income and $100 in passive losser, all
of which were suspended by operation of

section 489, The suspended lows included $10
of suspended intereat expense. in 1588, the
passive activity generated $30 in passive
income and $150 in pastive expenses which
included $30 of inierest expense. The entire
$100 passive loss was suspended in 1988 and
included $20 of inlerest expense ($100
suspended passive Joas X 330 passive
interest expense/5150 Lotal passive
expenses). Thus, at the end of 1988, A had
totsl suspended passive losses of $200, -
incloding 530 of suspended intereat expense.
In 1989, the passive activily generated $100 in
passive income and no passive expenmes.
Thus, $100 of A's cumulative suspended
passive loss was therefore allowed in 1929,
The $100 of deductible pascive loss includes
$15 of suspended interest expense (330
cumulative suspended inlerest expense X
$100 of cumulative suspended passive Josses
nllowable in 1989{8250 of total cumulative
suspended passive iosses). The $15 of interest
expense is apportioned under the rules of

_. paragraph (d) of this section as Ihouglnt

were incurred in 1589,

{d) Apportionment rules far
individuals, estates, aod certarn trusts—
(1} United States indivicduals. In the case
of taxable years beginning after .
December 31, 1988, individnals-generally
shall apportion interest expense under
different rujes accarding ta the type of
interest expense incurred. The interest
_ expense of individuals shallbe - -
characterized under the regulations -
issued under section 163. However, in

. the cage of an individnal whose [oreign
source income {including income that ia
excinded nnder section 911) does not
exceed a gross amount of $5.000, the
apportionment of interest expense nnder
this section is not required. Such an
individual's interest expense may be
allocated entirely to domestic source
income.

(i) Interest incurred in the conduct of
a trode or business. A individual who
incurs bosiness interest described in
section 183{h}{2}[A) shall apportion such
interest expense using an asset method
by reference to the individual's businesa
assets.

{ii} fovestment Interest. An individual
who incurs investment interest
described in section 183(h)(2)(B) shall
apportion that interest expense on the
basis of the individual's investment
assele,

(iii) Jnterest incurred in o passive
actvity, An individual who incurs

passive activity interest described in
section 163(h}(2}{C} shall apportion that
interest expense on the basis of the
individual's passive activity assets,
Individuals who receive a distributive
share of interest expense incurred in a
partnership are subject 10 special rules
set forth in paragraph {e) of this section.

{iv) Qualified residence and
deductible personal interest. Individnals
who incur qualified residence interest
described in section 163(h}(2}(D) shall
apportion that interest expense ynder a
grosa income method, taking into
account all income (including business,
passive activity, and invesiment
income] but excluding income that is
exempt under section 811. For puposes
of this section, any qualified residence
that is rented shall be considered to be a
buainess asset for the period in which it
iz rented, with the result that the interest
on such & residence is not epportioned
under this subdivision {iv) but instead
under subdivisions {i) or (ii] of this
paragraph {dj(1). To the extent that
personal interest described in section
183(h)(2} remains deductible under
transitional rules, individuals shall
apportion such interest expense in the
same manner as qualified residence
ml.erest.

(v) Example. The {following examp]e
ilustrates the principles of this section.

Exampie-~{i) Focts. A is a resident .
individual texpeyer engaged in the sctive
condoct of a trade or business, which A
operates as & sole proprietor. A's business
generates only domestic source income A's
investment partfolio consists of several less
then 10 percent stock investments. Certain

stocks in which A%s adjusted basis is $40,000 ~
- generate domestic source income and other

stocks in which A's adinsted bexis iy 560000
generate fnreign source passive income. In
addition, A owns his persocial residence,
which iz subject {0 3 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
183{h){2)(D). A’s other indebtedness consists
of a bank Ioan in the amount of $40.000.
Under the regulations issned under section
153(11]. it is deiermined that the proceeds of
the 330,000 loan were divided equaily
between A's business and his investment -
portiolio. In 1847, the gross income of A's
business, before the apportionment of
interest expense, was $50.000. A's investment
portiolic genernted $4.000 in domrestic sonrce
income and 36.000 in foreign source passive
income, All of A’s debt obligations bear
iniereat at the anmmal rate of 10 percent.

[1i) Analysis of business intarest. Under
section 183(h) of the Code, £2.000 of A's
interes! expense is atiributable to his
businest Under the rules of paragraph
(dY}1Mi}. such interest must be epportioned on
the basis of the business as=sets. Applying the
asset method described in paragraph {g) of
thia section, it is determined that all of A's
businesy xazels generate domestic income

and, therefore, constit..ie domestic assets.
Thas, the $2.000 in i :terext expense oo the
business Joan is allocable to domestic soarce
incame.

(i) Apolysis of investment interest Under
section 163(h) of the Code, $2.000 of A's
interest ¢xpense is investment inlerest. Under
the rules of paragraph {d){1}{ii} of this section.
such interest must be apportioned on the
besis of investment a:cets. Applying the
asset method, A's investment asse's consist
of stock generating domeatic source income
with an adjusied basis of $40.000 xnd sieck
generating foreign source passive income
with an adjusted basis of S80,000% Thus, 40
percent [$800) of A's investment interest is
apportioned to domestic source income and
80 percent {31,200} of A's investment imterest
is apportioned lo foreign source passive
income jor purposes of section 004,

(iv) Analysis of gualified residance
interest, The $10,000 of qualified residence
interest expense is gpportioned under the
rules of paragraph [d]{1){iv} of this section on
the basis of all of A’s gross income. A’s gross
income congiats of $50,000, £54,000 of which
is domestic source and $6.000 of which is
foreign source passive income, Thus, 59,000 of
A's qualified residence interest is
spportioned to domestic source income and
$1.000 of A'a goalified residence interest iy
apportioned to foreign source passive
income.

(2) Nonresident aliens—{i) General
ruie. For taxable years beginning on or
after January 1, 1988, interest expense
incurred by a nonresident alien shall be
considered to be connected with income
effectively connected with a United

- Stateg trade or business only o the

extent that interest expense is incurred
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 )
generate such effectively connected
income.

{if) Limitations—(A) Moximum debt
capitalization. Interest expense incurred,
by a nonresident alien is not considered
to be connected with effectively
connected income to the extent that it is
incurred with respect to liabilities that
exceed B0 percent of the gross assets of
the United States trade or business.

(B) Collateralization by other assets.
Interest expense on indebtedness that is
secured by specific assets (not including
the general credit of the nonresident
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. Estales shall be
treated in the same manner as
individeals. In the case of a rust that is
beneficially owned by individnals and is
a complex trust, the trust shall be
treated in the same manner as
individuals under the roles of paragraph
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(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 partnecship or as a
corporation depending on bow the trust
is characterized under the rules of
section 7701 and the regulations
thereunder.

(e) Portnerships—{1) In generai—
aggregate 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 partnership property shall be
treated as directly allocable to the
income generated by such partnership
property. Subject to the exceptions set
forth in paragraph {e}{4). a partner’s
distributive share of the interest
expense of a parinership that js not
directly allocable under § 1.861-10T
generally is considered related to all
income producing activities and assets
of the partner and shall be subjectto .
apportionment under the rules described
in this paragraph For purposes of this
section, a partmer’s percentage interest
in a partnership shall be determined by
reference to the partner's interest in
partnership income for the year.
Similarly, g partner's pro rata share of
partnership assets shall be determined
by reference to the pariner’s interest in
partnership 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 partmership interest

expense by reference to the partner's
assets, inchuding the pariner’s pro rata
share of partnership assets, under the
rules of paragraph (f] of this section if
the corporate partner's direct and
indirect interest in the parinership {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 requirad under

§ 1.851-10T{d)(2). A corporetion using

- the fair market value method of
apportionment shall use the fair market
value of the parinership's essets,
adjusted ¢~ the extent required under .
§ 1.851-1C (d){[2).

" {3) Individuo] partners who are
general pariners or who are limited
pariners with an interest in th >
partnership of 10 percent or more. An
individual partner is subject to the rules
of this paregraph (e}{3] if either the
individual is a general partmer or the
individual's direct and indirect interest
{as determined under the attribution
rules of section 318) in the parinership is
" 10 percent or more. The individual shall

first classify his or her distributive share
of partnership interest expense as
interest incurred in the active conduct of
a trade or business, as passive activity
intereat, or as investment interest under
regulations issued under sections 163
and 469. The individual must then
apportion hia or her interest expense
(including the partner's distributive -
ghare of partnership interest expense}
under the rules of paragraph (d) of this
section. Each such individual pa-tner
shall take into account his or her
distributive share of partnership gross
income or pro rata share of the
partnership assets in applylng such
rules, An individual using the tax book
value method of apportionment shall use
the partnership’s inside basis in its
assets, edjusted to the extent required
under § 1.881-10T{d}(2}). An individual
using the fair market value methed of
gpportionment shall use the fair market
value of the partnership’s assets,
adjusted to the extent required under

§ 1.861~10T(d)(2).

{4) Less than 10 percent Iimited
partners and less than 10 percent
corporoie general partners—entity
rule—{i) Partnership interest 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 lass
than 10 percent shall directly allocate its
distributive share of partnership interest
expense to its distributive share of
parmership gross income. Under
§ 1.904-7(i)(2) of the regulations, such a
partner’s distributive share of foreign
source income of the partnership is .
treated s passive income (subject to the
high taxed income exception of section
904(d}(2)(F)). except in the case of high
withholding tax interest or income from
a partnership interest held in the
ordinary course of the pariner'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 expense that ia
directly allocated to identified property
under § 1.861-10T) shall be apportioned

in aecordance 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 expense is directly
allocated under § 1.861-10T. &
comparable portion of the income to
which such interest expense is allocated
shall be disregarded in determining the
partner's relative distributive share of
gross foreign source income in each
limitation category and domestic source
income. The partner’'s distributive share

et

of the interest expense of the
parinership that is directly allocable
under § 1.861-10T shall be allocated
according to the treatment, after
application of § 1.904-7(i){2), of the
partner's distributive share of the
income to which the expense is
allocated. .

(ii) Other interest expense of the
partner. For purposes of apportioning
ather interest expense of the pariner on
an ssset basis, the partner's interest in
the partnership, and not the partner's
pro rata share of partnership assets, ia
considered to be the relevant asset. The
value of this agsset for apportionment
purposes Is either the tax book value or
fair market value of the pariner's
partnership interest, depending on the
method of epportionment used by the
taxpayer. This amount of & partner's
interest in the parmership is alloceted
among varicus limitation calegories in
the same manner as partnership interest
expense (that is not directly eliocable
under § 1.851-10T) is apportioned in
subdivision [i) of this paragraph {e){4). If
the partner uses the tax book value
method of apportionment, the pariner's
interest in the partnership must be
reduced, for this purpose, to the extent
that the partner's baais consists of
liebilities that are taken into account
under section 752. Under either the tax
book value or fair market value method
of apportionment, 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 partmer the interest
on which is directly allocated to its
partnership interest under § 1.861~10T.

(5) Tiered partnerships. ¥ a
partnership is a pariner in ancther
partnership, the distributive share of
interest expense of a lower-ter
partmership that is subject to the rules of
paragraph (e}{4) shall not be
reapportioned in the hands of any
higher-tier partner. However. the
distributive share of interest expense of
lower-tier partnership that is subject to
the rules of paragraph (e} (2} or (3) shall
be apportioned by the partner of the
higher-tier parinership or by any higher-
tier partnership to which the rules of
paragraph (e}{4) apply, taking into
account the partner’s indirect pro rata
share of the Jower-tier partnership's
income or assets.

{6) Example—{i] Facts. A, B. end C are
pactners in a limited partnership. Aisa
corporate general partner, owns 4 5 percent
interest in the partnership, and haw an
adiusted basis in ite parmership inletest,
determined without regard o section 752 of
the Code, of $5. A's investment in the
partmership is not beld in the ordinary course

hi
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of the taxpayer's active trade or business, as
defined in § 1.904-7{i){2). B, & corporate
limited partiner, owns a 70 percent inteTest in
the partmership, and hos sn adjusted basis in
its partnership interest, delermined without
regard to section 752 of the Code, of $70. C in
an individual imiled partnies, owns a 25
percent inierest in the parinership, and bas
an adjusted basis in the parmership intereat,
determined without regard to section 752 of
the Code, of $25. The partners” intereats in the
profits and Josses of the partnership conform
to their respective interests. None of the
inlerest expense incurred directly by any of
the pariners is directly silocable to their
partnership interest under § 1.861-10T. The
ABC partnership’s sole assets are two
apartment bulldinge. one doraestic and the
uther foreign. The domestic building has an
adjusted ingide bawin of $800 and the foreign
building haw an adjusied inside basis of 5500,
Each of the buildings is subject to &
nonrecourse Lability in the amount of $500
The ABC partnership's total interest expense
for the taxable year is $120, both nonrecourse
lisbilities bearing intereal at the rate of 22
percent. The indebledness on the domestic
building qualifies for direct allocation under
the rules of § 1.861-10T. The indebtedness om
the foreign bailding daes not so qualify. The
partnetship incarred no foreign taxes, The
partnership’s groes income for the taxable
vear is $360, consisting of $100 in foreign
source incoms and 5260 in dotoestic source
income. Undet § 1L.752-1(e}, the nonrecourse
liabilities of the parinership are allocated
among the partoens according to their abere
of the partmesship profits, Accordingly, the
adjusied basis of A. B, and C in their
_ Tespective parimership interesty {for other
than apportiontent parposes) is,
respectively, 555 8770, and $275. -

(it} Determivation of the amoant of
partnership interest expense that is sobject to
ailocation and opportionment. Interest o the
nomrecourse loan on the dome-stic burilding is.
under § £.881-107T, directly allocabie to
income from that imvestment, The interest

loen on the foreign building is not dirsctly
aflocable. The interest expense is therefore
subject to allocation and epportionment.
Thus, 560 of interest expenae is directly
allocable to domestic income and $80 of
interest expense is subject 1o allocation and
apportionment, .

liii) Analy=is for Partoer A A’s distributive
share of the partnership’s gross income is 518,
which consists of 35 in foreign source income
.and 513 in domestic source income. A's
diatribotive shars of the ABC mterest - -
expense is $6. 53 of which s directly :
alioeable to domestic intome and 53 of which
iy subject 10 apportionment  After direct
aliocation of gualifying intereat expense, A's
distributive share of the parmership’s gross
income consists of 35 in foreign source
income and £10 in dogoestic sgurce income.
Because A is s jess then 10 percent corporate
partoer. A%a distributive share of arry foreign
souree parmetship income is considered 10
be passive income. Accordingly. in
appartioning Lhe 53 of partnership inlerest
expense that is subject to apportionment on &
§rovw income method, one-thisd {$1) ia

apportioned ta [oreign source passive income
wnd twa-thirds {$2} is apportioned to
domestic spurce income. In apportioning its
other interest expense, A uses the tax book
value method. A's adjusted basis m A's
partnership interest [355] includes A's share
of the partnership’s liabililiea {350, which are
inc.uded in basis under section 732 For
purpoaes of appartioning other interest
expensa, A's adjusied besis in the
partnerahip musi be reduced to the extent of
such liabilities. Thus, A's adjusted basis in
the partnership, for purposes of
spportionmen, is $5. For the purpase of
appertioning A's othet interest expense, this
$5 in basia is characterized ome-third 69 &
foreign passive asset and two-thirds ns &
domestic asset, which is the ratio determirved
in paragreph {e}{4)(i).

liv) Analyxis for Partner B. B's distributive
share of the ABC interest expense is 584, $42
of which iz direcUy allocable to domestic
income and $42 of which is subject 1o
apportionment. As a corporate limiled
partner whose interest in the partnership [s
10 percent or mote, B ia subject to the rules of
paragraph {2)(2} and paragraph {f] of this
section, These rules require that e cotporate
periner apportion ita distributive share of
partnership inerest expense at the partner
level on the aaset method described in
paragreph (g] of Lhis section by reflerence to
its corporate assets, which include, for this
purpose, 70 percent of Lhe partnership’s
assetls, adjusied in the manner described in
§1.881-10T(e) to reflect directly allocable
interest expense.

{v) Analysis for Portner C. C's distributive

' share of the ABC interest expense in $30. $15

of which is directly aliocable to domestic
income and $15 of which is snbject to
apportionment. As an individusl Fmited
partoer whose interest in the partnership is
10 percent or wore, C is subject to the rules of

. paragraph {e)(3] of this section. These rules

require that an individual's share of
parmership interest expense be claasified
wnder regulations issued under section 163(h}
and then appottioned under the roles

spplicable to individusls, which are set forth

in paragraph {d) of this section.

{7) Foreign partners—{i) Foreign
corporations. The rules of this
paragraph {e) shall apply to foreign
corporatioas that ate partners in
partnerships. Any parinership interest
expense that is deemed to be incurred
directly by such a partner, any
partnership liabilities that are deemed Lo
be incurred directly by such a pariver, .
and any partmership assets that are
deemed to be held directly by such a
partner under the rules of paragraph (e}
(1) and (2) of this section {the aggregate
approach) or after the application of
paragraph (e){5) ehall be taken into
account by such partner in the
application of the rules of § 1.862-5, and
the value of the partnership interest
itself shall be disregarded. Any other
partnership inlerest expense descobed
in paragraph-(e){4) (entity rule} shall be
apportioned between effectively

connected income and noneffectively
connected income of the partnership by
#pplying the rules of § 1.882-5 as if the
parmership were a foreign corporation.
In apportioning under §1.882-5 interest
expense that is deemed incurred direcily
by the pariner under paragraph {e) (1)
aud (2] of this section, any partoership
interest described in paragraph (e}(4}
shall not be considered 1o be an asset
thet generates income effectrvely
cannected with g United States trade or
business.

Example. A is » Ioreign corporation that is
a 50 percent partner in a parinership the only
anset of which is en office building in the
United Statesa. The partnership’s basis in the
building is $1,000, half of which is deemed o
be held directly by A under puragraph {e] (1]
and (2} of this section. A's distributive share
of interest expense of $100 is deemed to be
incurred directly by A umder the rules of this
paragraph. In applying the mles of § 1.882-5,
A shall take account of its ahare of the

. partnerahip liability eng ahall 1ake scooont of

its share of the partnership’'s asset.

{ii) Nonresident aliens. The
distributive share of partnership interest
expense of a nonresident alien who is a
pariner in a parmership shall be
considered to be connected with
effectively connected income based on
the percentage of the assets of the
partnership that generate effectively
comnnected income. No interest expense
directly incurred by the partner may be

-allocated and apportioned to ellectively

connecled income demred by the
partnership.

(1} Corporations—{1} Domestic
corporations. Domestic corporations

. shall apportion intersst expense using

the asset method described in paragraph
{g) of this section and the applicable
rules of § §1.881~10T through 1.861-15T.

{2) Foreign branches of domestic
corporations. In the applicatioa of the
asset method described in paragraph (g)
of this section, a domestic corporation
shall—

(i) Take into account the assets ol any
foreign branch, transiated according to
the rules set forth in paragraph (g} of
this section, and

{ii) Comhine with its own interest
expense any deductible interest expense
incurred by a hranch, transiated
according to the rules of section 937 and
the regulations thereunde:.

For puwrposes of computing cutrency gain
or loss on any remittance from a branch
or other qualiiied business unit (as
defined in § 1.989(a}-1T] under section
987, Lthe rules of this paragraph (f) shall

" not apply. The branch shall compate its

cutrency gain or loss on remittances by
taking into account only its separate
expenses and its separate income.

fi
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Exomple—{i) Facts. X : u domestic
corporstion which operates B, & branch doing
buainess in a foreign country, n 1688, without
regard to branch B, X bas gross domestic
source income of $1.000 and gross foreign
source generel limilation income of $500 and
incurs $200 of interest expense. Using the iax
book valus method of apportionment, X,
without regard to brench B, determines Lhe
velue of its assels that generate domestic
source income to be 56,000 and the velve of
its nssets that generate {oreicn source general
fintitation income to be $1.000. B constitutes a
qualified business unit within the meaning of
section 989 with e functional cirrency other
than the U.5. dollar and uses the profit and
losa method preacribed by section 987.
Applying the ranslation niles of section 987,
D ewrned $500 of groea foreign genersl
limitation income and incurred $100 of
interest expense. B incurred no other
expenses. For 1984, the average functional
currency book value of B's nesets that
generate foreign general limitation income
translated at the year-end rate for 1988 is

(ii) Computation of net income. The
combined asgets of X and B for 1988 - - |
{averaged under the rules of § 1.881-8T(g)(3))
congist 60 perceant of assels generating
domestic sowree income and 40 percent of
assets generating foreign source general
limitation income. The combined inlerest
expense of both X and B is $300. Thua, $180 of
the combined interest expense is spportioned
to domestic source income and $120 is
epportioned to the foreign source income, ™
yielding net domestic source income of $820
and net foreign source general limitation
incomeof$880.- . . . - .. = T .

{iii) Computntion of currency gain or loss.
For purposes of computing currency gain or
loss on branch remittances, B takes into
sccount only jts gross income and its - - -
separate expenses. In 1988, B therefore has a
net amount of income in foreign
units equal in value to $400. Gain or loss on
remittances shall be computed by reference
to this amount . -

(3) Controlled foreign corporations—
(i) In general. For purposes of computing
subpart F income and computing
earnings 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, snbject to the rules of

subdivisioas {ii} and (iii} of this -
paragraph (f}{(2). However, th- gross
income method described in r._ragraph
(j) of this section is not available to any
zontrolled foreign corporation if a
United States shareholder and the
members of its affiliated group (as
defined in § 1.861-11T{d)} constitute
controlling shareholders of such
controlled foreign corporation and such
affiliated group elects the fair market
value method of approtionment under
paragraph (g) of this section.

(ii) Manner of election. Ti.e election to
nse the mssel method described in
paragreph {g) of this section or the
modified groas income method
described in paragraph [j) of this section
may be made eitker by the controlied
foreign corporation or by the controlling
United States shareholders on behalf of
the controlied foreign corporation. The
term “controlling United States
shareholders” means those Unijted
States shiareholders {as defined in
section 951(b)) who, in sggregate, own
[within the meaning of section 958{a})
greater than 50 percent of the total
combined veting power of all classes of
stock of the foreign corperation entitled
to vole. 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 clesses of stock in
suck corporation, the lerm “controlling
United States shareholders” means all
the United States sharehoiders {as
defined in section 951{b})} who own
{within the meaning of section 958{a}}
stock of the controlled foreign
corporation. All United States
shareholders are bound by the election
of either the controlled foreign
corporation or the controlling United
States shareholders. The election shall
be made by filing a written statement .

. described in § 1.984-1(c]{3){ii) at the

time and in the manner described
therein and providing a written notice
described in §1.964-1{c}{3)(iii), except -

that no soch written statement or notice .

March13,1989. . ...

(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
affitiated group (as defined in § 1.861-
11T(d)) constitute controlling United
States shareholders. A controlled
foreign corporation that is required by
this paragraph ([)(3)(iii} to utilize a
particular method of apportionroent .
must do so with respect to all United
States shareholders. =~ - - - 77

(iv} Stock cheracterization. Pursuant
to § 1.861-12T{c)(2}. the stock of a
controlled foreign corporation shall be
characterized in the hands of any United
States shareholder using the same
method that the controlled foreign
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 1.851-12T sets forth
rules relating lo basis adjustments for

is required 1o be filed or sent before. . -

stock in nonafhiliated 10 percent owned
corporatons, special rules relating to
the consideration and characterization
of certain assets in '2e apportionment of
interest expense, and to other special
rulea 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
applicabie to taxable years beginning
after 1986. In the case of an affiliated
group of corporations aa defined in
§ 1.8681-11T{d), any reference in
§4§1.881-8T through 1.881-13T to the
“taxpayer” with respect to the
allocation and apportionment of interest
expense generelly denotes the entire
affiliated group of corporations and not
the separate members thereof, unless
the context otherwise requires.

(g) Asset method—{1) In general. (i}
Under the asset method, the taxpayer

- apportions interest expense to the

various 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
§1.851-12T. Except to the extent
otherwizse provided [see, e.g.. paragraph
{d)(1){iv] of this section), tax;yayers 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 determine
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 the fair
market value method, see paragraph (h}
of this section. In the case of an
affiliated group—

{A)} The parent of which vsed the fair
. market value method prior to 1987, or

(B) A substantial portion of which
used the fair market value method prior
fo 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 commencing
in 1988 without regard to which method
was used in its tax year commencing in
19867 and without securing the
Commissioner's consent. The use of the
fair market value method in 1988,
bhowever, shall operate as a binding
election as described in § 1.861-8T(c}(2).
For rules requiring consistency in the
use of the tax book value or fair market
value method, see § 1.851-8T(c)(2).

fi
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[iii] A taxpayer electing to appottion
its interest expense on the basis of the
fair market value of ils assets must
establish the [air market value to the
satisfaction of the Commisasioner. If a

© taxpayer fails ta establish the fair
market value of an asset \o the
satisfaction of the Commissioner, the
Commissioner may determine the
approptiate asset value. If a taxpayer
fails to establish 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 relatmg to earnings and
profits adjustments by taxpayers using
the tax book value method for the stock
in certain nonaffiliated 10 percent
owned corpora tions, see § 1.881-12T(b).

{v] The provisions of this paragraph
[g){1) may be tl}ustrated by the following
examples.

Example f1)-{i) Focts. X, 8 domzs!ir.
corporation organized on January 1, 1987, haa
deductible interest expense in 1887 in the
amouni of $150,000. X spportions its expenses
according to the tax book valua 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 genetal limitation incotne.

() Affocation. No portion of the $150,000
deduction is directly allocable solely to
identified property within the meaning of -

§ 1.861~10T. Thus, X's deducton for interest
- isrelated to all its activities and szgets.

(i} Apportibnment X apportions ity -
interest expease 33 foliows: .

To foreign source g:neral Ihmtauon .
income:” - ; ) o
I315Bmx 53,600,000 ...‘..__.._'

To domestic source income:

Exomple {2}—{i) Facts. Asscme the same
facls as in Example {1), except that X
apportions its interest expense on the basis
of the fair market value of its assats, X's total
assels have a fair market value of $4,0600,000,
53.200,000 of which generate domestic source
income and $800,000 of which generale
foreign zource general limitation income.

{ii} Aflocation. Na portion of the $150,000_.
deduction is directly allocable solely 15
identified property within the meaning of .

§ 1 861-10T. Thus. X's deduction for interest
is related to all its activities and properties.

[iii) Apportiomment. If it establishes the fair
market value of its as- s Jo the satisfaction
of the Commissioner, X may apportion its
interest expense as follows:

To [oreign source general kimitation

income;
$300,000
$150.000 X o4 006000 < - - - -
To domestic source income:
$3.200.000
5=.000,000

- F150.000 x

(2} Asset values—(i) Generel nile. 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 al the
beginning and end of the year. For the
first taxable year beginning after 1986, a.
taxpayer may choose to determine asset
values solely by reference to the year-
end value of its assets, provided that atl
the members of an affiliated group as
defined in § 1.861-11T(d} make the same
choice. Thus, no averaging is required’
far the first taxable year beginning after
1986. Where a substantial distortion of
asset values would reault from
averaging beginning-of-year and yesr-
end values, as might be the case in the -
event of a major corporate acquisition or
disposition, the taxpayer must nse a
different method of asset valuation thet
more clearly reflects the average value
of assets weighted to reflect the time
such assets are held by the taxpayer -
during the taxable year. -

{ii}) Special rule for qualified busmess
units of domestic corporations with
functionol currency other than the U.5.
dollar-—{A) Tax book velue method. In

- the case of taxpayers using the tax book

value method of apportionment, the
following rules shall apply to determine
the value of the assets of & qualified
business unit (as defined in section
989(3)) of a domestic corporation with a
functional currency other than the .
dollar.

{1} Profit and Joss branch. In theé case
of a branch for which an elechon is not
effective under § 1.985-2T 1o use the =

" dollar approximate separate

transactions method of computing

: currency gain or loss, the tax book value

shall be determined by applying the
rules of paragraph (g}{2}(i} and (3) of this
section with respect to begmmng-of-year
and end-of-year tax book value in units
of functional currency that are
translated into dollars at the end-of-year
exchange rate batween the functionat
currency and the U5, dollar.

Example. At the end of 1937, a profit ‘and.

loss branch has assets that generate foreign
source general limitation income with a tax

book vaiue in wnits of functional carrency of

100. At the end of 1987, the unit is worth $1.
Al the end of 1988, the branch has asse(s that
generate foreign source peneratl limitation
income with e tax book velue in units of
functionai currency of 80 At the end of 1988,
the untit is worth §£2 The average value of
foreign source general limitation assets lor
1933 is 90 unity, which is wocth 5180,

(2} Approximate separate
transastions method. In the case of a
branch for which an election is effective
under § 1.985-2T to use the dollar

gnproximate sej.arate transactions
method to compute currency gain or
lasa, the beginning-of-year dollar
amount of the ysets shall be
determined by r.ference to the end-of-
year balance she:t of the branch for the
immediately preceding taxabie year,
adjusted for Uriiad States generally
accepted accounting principlus and
United States tax accounting principles,
and translated into U.8. doliars as
provided in §1.985~-3T. The year-end
dollar amoun! of the assels of the
branch shall be determined in the same
manner by reference to the end-of-year
balance sheet for the cur- 1 taxable
year. The beginning-of-ye«. and end-of-
year dollar tax book value of assels, as
3o determined, within each grouping
must then be averaged as provided in
patagraph (g}(2}(i) of this section.

{B) Fair market value method. In the
case of taxpayers using the fair markst
vaiue method of apporticnment, the
beginning-of-year and end-of-yesr {air
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 direcify allocated
interest. Prior to averaging, the year-end
value of any asset lo which interest
expense is direcily allocated during the
current taxahle year under the rules of
§1.861-10T [b) or [c) shali be reduced
(but not below zero) by the percentage
of the principal amount of indebledness
outstanding at year-end equal to the
percentage of all interest on the debt for
the taxable year that is dnrectly
allocated.

- (iv) Assets in defen-ed mfercompany ’

tmnsacaans, In thie application of the
asset method described in this
paragraph (g), th= tax bock value of
assets transferred between affiliated
corporations in deferred intercompany
tranisactions shall be determined
without regard to the gain or loss that is
deferred under the regulations 1ssued
under section 1502.

" (v} Exampie. X is a domestic corporation

- that uses the fair market value mthod of

apportionment. X is a calendar year -

,uxpayer.)(umz.':pmntoﬂhestocko{ ’

A, a noncontrolled apction 902 corporation. -
At the end ol 1587, the fair markel valoe of
X's asscts by income grouping are es follows:

Domestic $1,000.000
Foreign general imita ot .. 500,000
Foreign passive 50C,030
Noncontrolied section 992

corpotalion 50,000

For ity 1937 tax year, X apporlions iis
interest expense by reference to the 1587
year-end values. In July of 1968, X selis a
portion of its investment in A end in an assel
acquisition purchasct 2 shipping business,
the asaets of which generate exclusivehy

fi



35484 Federal Register.l Vol._sa. No. 178 / Wednesday, September 14, 1988 / Rules and Regulations

foreign shipping income. Al the end of 1988,
the fair market vaiues of X's assets by
income grouping are as follows.

Domeslic. $800.000
Foreign general limitation. ... 800.000
Foreign passive. 300,000
Noncontrolled seclion 802

corporation 40,000
Foreign shipping 100,000

For ils 1988 Lax year, X shal) apportion its
interest expense by reference to the average
of the 1968 beginning-of-year values (the 1987
yrar-end values) ang the 1966 year-end
values, aasuming that the averaging of
beginning-of-year and end-of-year values
does not ceuse a substantial distortion of
aseet values. Thesa averages are as follows:

Domestic $900,000
Foreign general limitation . 700,000
Foreign passive 400,000
Foreign shipping 50,000
Noncontrolled aection 902

corparation 45,000

(3) Characterization of asseis. Assels
are charactrized for purposes of this
section according to the source and type
of the income that they generate, have
generated, or mey reasonably be
expected to generate. The physical
location of agsets is not relevant to this
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
beginning and end of each year shall be
determined by dividing the taxpayer's
assets into three types— . =~
(i) Single category assets. Assets that
generate income that is exclusively -
within a single statutory grouping or the
() Muitipie category assets. Assets
" that generate income within more than
one grouping of income (statutory or -
residual}; and .
 (iii) Assets without directly
identifinble yield. Assets that produce
no directly identifiable income yieid or
that contribute equally to the generation
of all the income of the taxpayer (such
as assets used in general and
administrative functions}.
Single category assets are directly
_attributable to the relevant statutory or
residual grouping of income. In order to -
attribute multiple category assets to thé
relevant groupings of income, the
income yield of each such asset for the
taxable year must be analyzed to
determine the proportion of gross
income generated by it within each
relevant 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
directly identifiable income yield must
be identified. However, because

prorating the vajue of such assets .
cannot alter the ratio of assets within
the various groupings of income (as
determined by reference to the single
and multipie category assets), they are
not tsken into account in determining
that ratio. Special asset characterization
rules that are set forth in £ 1.861-12T,
An example demonstrating the
application of the asset method is set

" forth In § 1.8681-12T(d).

(h) The foir market value method. An
affiliated group {as defined in § 1.6861-
11T{d}} or other taxpayer (the
“taxpayer”) that elects to use the fair
market value method of apportionment
shall value its assets according to the
following methodology.

(1) Petermination of values—{i} -
Valuation of group ossets. The taxpayer
shail first determine the eggregate value
of the assets of the taxpayer on the last
day of its taxable year without
excluding the value of stock in foreign
subsidiaries or any other assat. In the
case of a publicly traded corporation,
this determination shail be equal to the
aggregate trading velue of the taxpayer's
stock traded on established securities
markety at year-end increased by the
taxpayer's year-end liabilities to.
unrelated persons and its pro rata share
of year-end liabilities of all related -
persons owed to unrelated persons. In
deterrnining whether persons are

. related, § 1.881-8T{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 either case, control premivm

shafl not be taken into account. . .
{ii) Valvation 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, extluding stock or
indebtedness in such persons. any
intangible property as defined in section
936(h}{3)(B]. or gocdwill or going

concemn value intangibles. Such

. valuations shall be made using generally

accepted vajuation techniques. For this |
parpose, assets may be combined into
reasopable groupings. Statistical
methods of valuation may only be used
in connection with fangible 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, except that ne liabilities shall

be taken into account, .

{iii) Computation of intangible asset
valve. The value of the intangible assets
of the taxpayer and of intangible assets
of all related persons attributable to the

taxpayer's awnership in related persons
is equal to the amount obtained by
gubtracting the amount determined
under paragraph (h){1)(ii} of this section
from the amount determined under
paragraph (h){1){i) of this section,

{2) Apportionment of intangible assel
volve. The value of the intangible assets
determined under paragraph (h}{1}(iii) of
this section is apportioned among Lhe
taxpayer and al related persons in
proportion ta the net income before
interest expense of the taxpayer and the
taxpayer's pro rata share of the net
income before interest expense of each
ralaled person held by the taxpayer,
excluding income that is passive under
§ 1.504—4(b). For this purpose, 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 thalis
related to the taxpayer.

(3) Characterization of affiliated
group’s portion of intangible asset value.,
The protion of the value of intagible
assets of the taxpayer and related
persons that is appoertioned lo the
taxpayer 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
statntory 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
egquais the sum of the following amounts
teduced by the taxpayer’s pro rata share
of liabilities of such related person: -~

{i} The portion of the valuesf - .-

" intangibie assets of the taxpayer and

related persons that is apportioned to
such related person under paragraph
(h}{2} of this section;

(ii) The taxpayer's pro rata share of
tangible assets held by the related
person (as determined under paragraph
[(h){1}{ii} of this section); and
- {iii) The total value of stock in all
related person held by the related
person as determined under this
paragraph (h){4). S

{5) Characterizing stock in refated
persons. Stock in a related person held
by the taxpayer ot by antother related
person shall be characlerized on the
basis of the fair market value of the
taxpayer's pro rata share of assets held
by the related person attributed to each
statutory grouping and the residuat
grouping under the stock
chz-acterizaticn rules of § 1.861-
12T{c}(3){ii}, excep! that the portion of
the value of intangible assets of the
taxpayer and related persons that is
apportioned to the refated person undzr

i
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paragraph (h)(2] of this section shail be
characterized 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 passwe under § 1.904—
4(b}}.

{8) Adjustments for apportioning
relgted person expenses. For putposes
of apportioning expenses of a related
persan, the value of stock in & second -
related person as otherwise determined
under paragraph (h}(4} of this section
{which is determined on the basis of the
taxpayer's percentage awnership
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 extent it is larger.

"Example. Assume that @ taxpayer owns 80 _

percent of CFC1, which ownas 100 percent of
CFC2 The value of CFC1 is delermined
generally under paragraph (h){4) on the basis

* of the laxpaysr'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 wnder

= paragraph (h){4) of this section, increased by’
" 25 percent of such amount to reflect the fact *

- that CFC1 owns 100 percant nnd nol 8 -
percentafCFCL -

L]

(i}[Reserved] . _

-(j} Modified gross income me:hod
Snb;ect to ruies set forth in paragmph
{f)(3] of this section, the interest expense

" of a controlled foreign corporation may

_be allocated accordmg to lhe followmg

" rules. D . =

1) Smgle- ner controh'ed fore:gn

corporation, In the case of a controlled

fore:gn corporation that does not hold
stock in any lower-tier controlled
foreign corporation, the interest expense
of the controlled foreign corporation
shall be apportioned based on its gross
income.

(2) Muitiple vertically owned
controdied foreign corporotions. In the

controlled foreign corporation, the
interest expense of that controlled -
foreign corporation and such upper-tier
conirolled foreign corporation shall be
apportioned based on the {ollowing
methodology:

{i) Stgp 1. Commencing with the
lowest-tier controlled foreign
corparation in the chain, allocate and
apportion its interest expense based on
its gross income as provided in
parag.aph U}[l] of this section, yielding
gross income in each grouping net of
- interest expense,

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

(A] Exclude from the gross income of

" the upper-ltier corporation any dividends

ar other payments received from the
lower-tier corporation other than
interest subject to look-threugh under
section 904{d)(3); and

(B) Exclude from the gross income net
of interest expense of any lower-tier
corporation eny subpart F income (net
of interest expense apportioned to such
income).
Then apportion the interest expense of
the higher-tier controlled foreign
corporation based on the adjusted
combined gross income amounts. Repeat
this step 2 for each next higher-tier -
controlled foreign corporation in the
chain. For purposes of this paragraph |
(G)(2)(ii). pro rata share shalt be .
determined under principles similar to
section 951{a}{2}.

§ 1.861-10T Special allouﬂons of Is\t_erut

_expense {Temporary regulations).

{(a) In general. This section apphes to
all taxpayers and provides three -
exceptions to the rules of § 1. 861-9'1‘ that

“ require 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 describes the direct allocation of
", interest expense to the income -~ - )
- generated by certain assets that are’”” - ‘

subject to qualified nonrecourse
indebtedness. Paragraph (c) of this )
section describes the direct allocation of
interest expense to income generated by
certain assets that are acquired in
integrated financial ransaction.
Paragraph (d) of this section provides
special rules that are applicable to all
transactions described in paragraphs [b)
and (c) of this section. Paragraph (e} of -

‘this section requires the direct allocation
. of third party interest of an affiliated- ™ ¢
" group to such group's investment in

related controlled foreign corporations
in cases involving excess related person
indebtedness {as defined therein). See
also § 1.851-9T(b)(5). which requires
direct allocation of amortizable bond
premium.

(b} Quelified nonrecourse
indebtedness—{1) In general. In the case
of qualified nonrecourse indebtedness
{as defined in paragraph (b}{2) of this
section), the deduction for interest shall
be cousidered 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
reasonably be expected to generale.

23) Qualified nonrecourse
indebtedness defined. The term
“qualified nonrecourse indebtedness™
means any borrowing that is not
excluded by paragraph (b}(4) of this
section if:

(i} The barrowing is specifically
incurred for Lhe purpose of purchasing,
constructing, or improving identified
property that is either depreciable
tangible persanal property or real
property with a useful life of more than
one year or for the purpose of
purchasing amortizable intangible
personal property 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 certsin third party

guarantees in leveraged lease

~ transactions). the creditar can look only

to the identified property (or any lease
or other interest therein) as security for

payment of the principal and interest on

the loan and, thus, cannot look to any
other property, the borrower, 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 fuifill the terms and; .
conditions of the Joan agreement with
respect to the amount and timing of
payments of interest and original issue
discount and periodic payments of
principal in each such year; and

{v) There are restriclions in the loan
agreement on the disposal or use of the
property consistent with the
assumptions described in subdivisions
{iii) and (iv} of this paragraph (b}{2).

[3) Cask flow defired—{i}) In general.
The term “cash flow from the property"”
as used in peragraph (b)(2)(iv) of this -

seclion means a stream of revenue {as .~

‘computed under paragraph (b)(3}(ii} of
this section} substantially all of which .
derives directly from the property. 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 property does not constitute cash
flow from the property, including plaat
or equipment used in the manufacturz
and sale or lease, or purchase and saie
ot lease, of such inventory or similar
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property. In addition. revenue derived in
part from the performance of services
that are not ancillary and subsidiary to
the use of property does aot constitute
cash fiow from the property.

(it) Self-constructed assets. The
activities associated with self-
construction of assets shall be
considered to caastitute labor or
services for purposes of paragraph
(b](3}(i} only if the self-constructed
assel—

{A) Is constructed for the purpose of
resale, or

{Bj Without regard to purpose, is sold
to an pnrelated person within one year
from the date that the property is placed
in service for purposes of section 167.

(iii) Computation of cash flow. Cash
flow is computed by subtracting cash
disbursements excluding debt service
from cash receipts, o

{iv) Analysis of operating cosis.
[Reserved]

(v) Examples. The principles of this |
paragraph may be demonstrated by the
following examples.” ~ | )

Example {1} 1n 1987, X borrows $100,000 in
order to purchese an apartment building,
which X then purchases. The loan is secured

only by the building and the lenses thereon.
Annuel debt service on the loan is $12,000. . °

Annual grosa rents from the building are
$20.000, Anaus) taxes on the butlding are

52,000, Other expenses deductible under - - -
section 182 ars $2.000. Rents are reasonably -

expected o remain stable or incresse in
subsequent years, and taxes and expenses
are reasonably expected to remain
proportional to gross reats in subsequent
years. X provides security, maintenance, and
utilities to the tenants of the building. Based

on facts and cirqomstances, it is determined

that, although services are provided to
tenants, these services are ancillary and
subsidiary o the occupancy of the
apartments. Accordingly, the case flow of
$18,000 i» considered to constinie a return
{rom the property. Furthermore, such cash
fiow i3 sufficient ta fulfill the terms and
cenditions of the Joan agreement as reguired
by paragraph {(b)(2){iti).

Example (2). n 1987, X borrows funds in
order Lo purchase a botel, 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 significant in relation to
amounis paid lo occupy the rooms. Thus, a
significant portion of the cash flow is derived
from the performance of services incideniat
to the occupancy of holal rooms. Accordingly.
the cish flow from the holel is considered not
to constitute a retern on or from the property.

Exampie {3). In 1967, X borrows funds in
otder to build 2 factaryswhich X then builds
and operates. The loan is secured anly by the
factory and Lhe equipment therein. Based on
the facts and circemstances, it is determined
that the operation of the lactory involves
significan! exprnditures for labor and raw
mzterials. Thus, a significanl portion of the

cash flow is denved from labor and the
processing of raw materials. Accordingly. the
cash flow from the factory is considered not
to conatitute a return on or from the property.

(4) Exclusions. The term “qualified
ponrecourse indebtedness’ shall not
include any transaction that—

(i) Lacks economic significance within
the meaning of paragraph [b)(5] of this
seclion:

(ii} Involves cross collateralization
within the meaning of paragraph (b][8}
of this section;

{iii} Except in the case of a leveraged
lease described in paragraph {b)(7)(ii) of
this section, involves credit
cubancement within the meaning of
paragraph (b)(7) of this section or, with
respect to loans made on or after
Qctober 14, 1988, does not under the
terms of the loan documents, prohibit
the acquisition by the holder of bond
insurance or similar forma of credit
enhancement;

(iv} Involves the purchase of
inventory;

{v} Involves the purchase of any
financial asset, including stock in a
corporation, an interest in a parinership
or a trust, or the debt obligation of any
obligor {although interest incurred in

order to purchase certain financial - -

instruments may qualify for direct
allocation under paregraph (¢} of this
‘section); R .

(vi) Involves interest expense that -
constitutes qualified residence interest
29 defined in section 183(h}{3); or

(vii) [Reserved]. -

{5] Economic significance. -+ - -
Indebtedness that otherwise gualifies

under paragraph [b}(2) shall nonetheless. :

be subject to apportionment under

. - § 1.881-0T if, taking into account all the
- facts and circumstances, the transaction

(including the security arrangement)
lacks economic significance.

{6) Cross collaterolization. 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 related
person, as defined in § 1.861-8T{c){2). .

{7) Credit enhancement—{i} In

" generol. Except as provided in

paragraph (b](7){ii} of this section, the
term “credit enhancement” refers to any
device, including a contract, letter of
credit. or guaranty, that expands the
creditor's rights, directly or indirectly.
beyond the identified property
purchased, constructed, or improved
with the funds advanced and, thus,
effectively pravides as security for a
loan the assets of any person other than
the borruwet. The acquisition of hond
insurance or any other contract of

suretyship by an initis] or subsequent
halder of an cbligation shall constitute
credit enhancement.

{ii) Special rule for leveroged leases.
Far purposes of this paragraph (b}, the
term “credit enhancement™ suall not
include any device under which any
person that is not a related person
within the meaning of § 1.881-8T{c})(2)
agrees to guarantee, without recourse 1o
the lessor or any person related to the
lessor, a lessor's payment of principal
and interest on indebtedness that was
incurred in order to purchase or improve
an asset that is depreciable tangible
personal property or depreciabie
tangible real property (and the land on
which such real property is situated)
that is leased to a lessee that is not a
related peraon in a transaction that
constitutes a lease for federai income
tax purposes.

{iii} Syndication of credit risk and
sale of loan participations. The term
“syndication of credit risk” refers to an
arrangement in which one primary
lender secures the promise of a
secondery lender to'bear a portion of
the primary lender’s credit risk on a
loan. The term "sale of loan

participations” refers to en arrangement.

in which one primary lender divides a
loan into several portions, sells and .
assigns all rights with respect to one or
more portions to participating secondary
lenders, and does not remain at risk in -
any manner with respect to the portion
assigned. For purposes of this paragraph
(b). the syndication of credit risk shall -
constitute credit enhancement because
the primary lender can lock to '
secondary lenders for payment of the
loan, notwithstanding limitations on the -
amount of the secondary lender's
liability. Conversely. the sale of loan
participations does not constitute credit
enhancement, because the holder of
each portion of the loan can look solely
t4 the asset securing the loan and not to
the credit or other assets of any person.

(8} Other arrangements that do not
constitute cross collaterafization or
credil enhancement. For purposes of
paragraphs {b) (6) and (7} of this section,
the following arrangements do not
constitute cross collateralization or
credit enhancement:

(i) Integroted projects. A taxpayer's
pledge of multiple assets of an
integrated project, p: svided that the
integrated project. An integraied project
consists of functionally related and
geographically contiguous assets that, as
to the taxpaver, are used in the same
trade or business, .

(ii} Insurance. A taxpayer's purchase
of third-party casualty and liability
insurance on the collateral or. by
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contract, bearing the risk of losa
associated with destruction of the
collateral or with respect to the
attachment of third party liability
claims.

(iii) After-ocquired property.
Extension of a creditor's security
interest to improvements made to the
collateral, provided that the extension
does not constitute excess
collateralization under paragraph (bj(6).
determined by taking into account the
value of improvements at the time the
improvements are made and the value
of the original property at the time the
loan was made.

(iv)] Worranties of completion and
rmuintenance, A taxpayer's warranty o
a creditor {hat it will complete
construction or manufacture of the
collateral or that it will maintain the
collaterzl in good condition.

{v) Substitntion of colioteral. A
taxpayer's right to substitute collateral
under sny loan contract. However, after
the right is exercised, the loan shall ne
longer constitute qualified nonrecourse
indebtedness.

(9] Refinancings. If a texpayer
refinances qualified nonrecourse
indebtedness (as defined in paragraph
- (b}{2) of this section) with new

" indebtedness, such new indebtedness
shall continue to qualify only i[—
(i} The principal amount of the new

- indebtedness does not exceed by more -

than five percent the remaining principal
amount of the original indebtedness,

(ii) The term of the new indebtedness '

does not exceed by more than six
months the remaining term of the ., -

-original indebtedness, and . U T -
_. {iii) The reguirements of this
paragraph (other than those of
paragraph (b}(2) (i} and (ii) of this
section] are satisfied at the time of the
refinancing, and the exclusions
con:ained in this paragraph (b}{(4) do not
apply.

(10} Post-construction permanent
financing. Financing that is obtained
efter the completion of constructed
property will be deemed to satisfy the
requirements of paragraph (b}{2) {i) and
{ii] of thia section if— . . .

(i} The fnancing is obtained within
one year after the constructed property
or substantizlly all of & constructed
integrated project (as defined in
paragraph (4}(9)(i} of this section) is
placed in service for purposes of section
187; and

(ii) The financing does not exceed the
cost of construction (including
construction period interest).

[11) Assumplions of pre-existing
gualified nonrecourse indebledness. If a
transferee of property that is subject to

. section 904 and the reguiations

qualified nonrecourse indebtedness
assumes such indebtedness, the
indebtedness shall continue to
constitute qualified nonrecourse
indebtedness, provided that the
sasumption in no way alters the
qualified status of the debt.

{12) Excess collateralization.
{Reserved]

(c) Direct allocations in the case of
certain integroted financial
tronsactions—(1) General rule. Interest
expense incurred on funds borrowed in
connection with an integrated financial
transaction (as defined in paragraph
{c)(2} of this section) 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
purpose of making an identified term
investment,

(B} Identifiea the indebtedness as
incurred for such purpose at the time the
indebtedness j» incurred. and

(C) Makea the identified term
investment within ten business days _
after incurring the indebtedness;

{ii} The return on the inveatment is
reasonably expected to be sufficient
throughout the term of the investment to
fulfill the terms and conditions of the
loan egreement 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 - .
- constitnte income equivalent to interest

if earned by a controlled foreign
corporation (as described in § 1.95
2T{h}} CoL

(iv) The debt incurred and the
investment mature within ten business
daya of each other;

{v) The investment does not relate in
eny way to the operation of, and is not
made in the normal course of, the ada
or business of the taxpayer or any
related person. including the financing

.-of the sale of goods or the performance

of services by the taxpayer or any
related person, or the compensatien of
the taxpayer's employees {including any
contribution or loan to an employee
stock ownership plan (as defined in
section 4975(e)(7)} or other plan that is
qualified under section 401(a}}; and

{vi) The borrower does not constitute
a financial services entity {as defined in

thereunder).
{(3) Roliovers. In the event that a
taxpayer sells of otherwise liquidates an

investment described in paragraph (c}{2)
of this section. the interest expense
incurred on the borrowing shall,
subsequent to that liquidation, no longer
qualify for direct allocation under this
paragraph (c).

{8) Exammples. The principles of this
paragraph (c) may be demonstrated by
the following examples.

Example {1}. X is & manufscturer and does
not conatitute s financial eervices entity as
defined in the regulations under section 904.
On January 1, 1908, X barrows $100 for 8
months at an annyal interest rate of 10

* percent X identifies on its books and records

by the close of that day that the indebiedness
iz being incurred for the purpose of making
an {nvestmer.l that is inlended to qualify aa
an integrated financial transection. On
January 5, 1988, X uses the proceeds to
purchase a portfolio of slock thet
approximates the composition of Lhe
Standerd & Poor‘s 500 Index. On that day, X
also enters intg a forward sale contract (hat
requires X to sell the stock on fune 1. 1888 for
$110. X identifies on its books and records by
the close of January 5, 1998, that the portiolio
stock purchases and the forward sale
contract constituta part of the integrated
financial transaction with respect o which
the identified borrowing was incurred. Under
§ 1.954-ZT(h}, lhe income derived from the
transaction would constitute income
equivalent to interest. Assuming that the
return on the investment to be derived on
June 1. 1964, will be sufficient to pay the -
interest due on June 1, 1928, the interest on
the borrowing ia directly allocated to the gain
from the investment. -
Example {2). X does not constitule &
financinl aervices entity as defined in the
regulstions under section 904. X is in the
business of, emoag other things, issuing
credit cards to consumers and pwrchasing -
from merchagts who accept the X card the
receivables of consumers who make

" purchases with the X card X barrows from Y

in order to purchase X-credii card receivables
from Z, a merchant. Assuming that the Y
borrowing satisfies the other requiremenis of
paragraph {g){2) of this section, the
transaction nonethelesa cannot constitate an
integrated Bnencial ransaction because the
purchase relates to the operation of X's trade
or business.

Example (3], Assume the same facis as in
Example 2, except that X borrows i order to
purchase the receivables of A, a merchant -
whao does not accept the X card and is not
otherwise eagrged directly or indirectly in
any business transaction with X Because the
borrowing is not related to the operation of
X's trade or busineas, the borrowing may
qualify ss an integrated fnancial transaction
if the ather requirements of parsgraph (c)2)
of this section are satisfied.

(d) Special rules. In applying

paragraphs {b] and (c) of this section,

the following special rules shall apply.

(1) Reloted person tronsoctions. The
rules of this section shall not apply to
the extent that any transaction—

fi
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(i) Involves either indebtedness
between related persons {as defined in
section § 1.861-8T{c)(2)) or indebtedness
incurred from unrelaled persons for the
purpose of purchasing property from a
related person; or

(ii) Involves the purchase of property
that is leased to z related person (as
defined in § 1.861-8T{c](2)) in a
transaction described in paragraph (b)
of this section. If a taxpayer purchases
property and leases such praperty in
whole or in part to a related person, a
portion of the interest incurred in
connection with such an acguisition.
based on the ratio that the value of the
property leac:d to the related person
bears to the total value of the property.
shall not quelify for direct allocation
undet this section. :

{2) Consideration of assets or income
1o which interest is directly allocated in
apportioning other inferest expense. In
apportioning interest expense under
& 1.861-9T, the year-end value of any
asset to which interast expense is
directly allocated under this section
during the current taxable year shall be
reduced to the extent provided in
§ 1.861-0T(g}{2)(iii) to reflect the portion
of the principal amount of the
indebtedness outstanding at year-end
relating to the interest which is directly
allocated. A similar adjustment shall be
. made to the end-of-year value of assets
for the prior year for purposes of - . -
determining the beginning-of-year value
of assets for the current year. These .
adjustments shall be made priorto
averaging beginning-of-year and end-of-
year values pursuant to § 1.861-5T(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 expense is
directly allecated nnder this section.

{e) Tregtment of certain related
controlled foreign corporation
indebtedness—{1) In generol. In taxable
vears beginning after 1987, if a United
States sharehoider has incurred
substantialty disproportionate
indebtedness in relation 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 thia paragraph
{e)(1). the third party interest expense of
the related United States shareholder
{excluding amounts allocated under
paragraphs (b) and (c)) in an amount
equal 1o the interest income received on
such excess related person indebtedness

shall be allocated 1o gross income in the
various separate limitation categories
described in section 904(d}{1) in the
manner prescribed in step 6 in )
subdivision (vi) of thia paragraph (e){1).
This computation shall be performed as
follows.

(i} Step 1: Compute the debt-lo-osset
rotio of the related United States
shareholder. 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 sharehalder
taking into account debt owing to any
obligee who is not a related person as
defined in section § 1.881-8T[c){2), and

(B) The velue of assets {tax book or
fair market) of the related United States

. shareholder including stockholdings and

abligations of related controlled foreign
corporations but exclnding
stockholdings and ebligations of
members of the affiliated group (as
defined in § 1.861-11T(d}).

(ii) Step 2: Compute aggregate debt-to-
asset ratio of all reloted controiled
foreign corporations. The aggregate
debi-to-asset ratio of all related
controlled foreign corporstions is the
ratio between—

(A} The average aggregate month-end
debt level of all related controiled
foreign corporations for their taxable
years ending during the related United
States shareholder's taxable year taking
into account only indebtedness owing to
persons other than the related United
States shareholder or the related 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
Ugited States shareholder’s taxable year
excluding stockholdings in and
obligations of the related United States
shareholder or the related United States
shareholder’s other related cantrolled
foreign corporations.

{i}) Step 3: Compute aggregate related
person debt of cll related controlfed . .
foreign 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 !o the related United
States shareholder {"'related person
indebtedness"). :

(iv) Step 4: Computation of excess
related person indebtedness ond
computation of the income therefrom—
{A) General rule. If the rabo computed
under step 2 is less than spplicable
percentage of the ratio computed under
step 1, the taxpayer shall add to the
aggregate third party indebtedness of all
related controlled foreign corporations
determined under paragraph (e}(1}{ii}{A}
of this section that portion of the related
person indebtedness cor. puted 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 contrelled foreign
corporations is considered to constitute
excesa related person indebtednesa. For
purposes of this paragraph (e)(1){iv}{A).
the term “applicable percentage” means
the designated percentages for taxable
years beginning during the following
calendar years:

Taxable yoars begioning in pescent
1968 50
1985 &5
1590 and thereaft . B0

- [B) Elective quadratic formula. In
calculating the ambunt of excess related
party indebtedness of related controlled

. foreign corporations, the United States

shareholder’s debt-lo-asset ratio may be
adjusted to reflect the amount by which
its debt and assets would be reduced
had the related controlled foreign
corporations incurred the excess related
party indebtedness directly to third
parties. In such case, the ratio computed
in Step 1 is adjusted to refiect a
reduction of both portions of the ralio by
the amount of excess related person
indebtedness as computed under this
paragraph (e){1)(ii}{A). Excess related
indebiedness may be computed

under the following formula, under

which excess related person
indebtedness equals the smallest
positive amount (not exceeding the
aggregate amount of related controlled
foreign corporation indebtedness) that is
a solution to the following formula (with
X equalling the amount of excess refated
person indebtedness):

fi
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APgre-gnte third party debt

Aggregate third party debt

related US sharehalder Apghca- of relsted CFCa + X
X pemnlage
US sharehoider assets for year Related CFC aasets

Guidance concerning the solution of this
equation is set forth in Exampie {2} of
§ 1.861-12{k)-

{Q) Computation of interest income
received on excess reloted party .
Indebtedness. The amount of interest
income received on excess related
person indebtedness equals the total
interest income on related person
indebtedness derived by the related
United States ahareholder during the
taxable year multiplied by the ratio of
excess related person {ndebtedness over
tha aggregate relaied person
indebtedness for the taxable year. _

[v) Step 5: Determine the aggregale -
amount of related controlled foreign
corporation obligations held by the
related Uniled States shareholder in
each limilation category. The aggregate
amount of related controlleqd oreign
corporation obligations held by the

related United States shareholder in -
each limitetion category equals the sum -

of the value of all such obligations in

each limitation category. Sclely for.-

- purposes of this pmgraph (e}(1}(v}.

- each debt ebligation in-a related

- controlled foreign corpora
* related United States sha:eholder shall

beattributed to separate imitation

categories in the sarne manner as the

stock of the obligor would be atiributed

- pnder the rules of § 1.861-12T(c}{3}, -~

" whether or nor-such stock is held .
directly by such related United States
shareholder. .

{vi) & Direct oliocation of United

- States shareholder third party interest
expense. Third party interest expense of
the related United States shareholder
equal to the amount of interest income
received on excess related person
indebtedness as determined in step 4
shali be allocated among the varions

- separste limitation categories in -

" proportion lo the relative aggregate

amount of related controlled foreign
corporation obligations held by the
related United States shareholder in
each such category, aa delermined under
step 5. The remaining portion of third
party interest expense will be
appottioned as provided in §§ 1.861-8T
through 1.861-13T, excluding this
paragraph.

[2) Definitions--{i} United Stotes
shareholder. For purposes of this
paragraph, the term “United States

tion heid by a '

shareholder" has the seme meaning =
defined by section 957, except that, in
the case of 2 United States shareholder
that is 8 member an effiliated group (a3
defined in § 1.861~11T(d)}), the enlire
affiliated group shall be considered to
constitute a single United States
shareholder. The term “related United
States shereholder” is the United States
shareholder {as delined in this
paragraph (eK2)(i)} with respect to
which related controlled foreign
corperations (as defined in paragraph
(e){2){ii) of this section) are related

. within the meaning of that paragraph.

- {ii) Related controlled foreign
corporation. For purposes of thia
section, the term “related controlled
foreign corporation” 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}[z)[i} of this
section}. -

(iii} Value of assets end amount of
liabilities. 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
currency, the average of the beginning-
of-year snd end-of-year values is
determined in foreign carrency.and.

. translated 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
denominated in foreign currency, the
average month-end debt level of such
liabilities is determined in foreign
currency and then translated into
dollars using exchange rates on the last
day of the related United States
shareholder's taxable year.

(3) Treatment of certain stock. To the
extent that there 15 insufficient related
person indebtedness of all related
controlied foreign corporations under
etep 3 in paragraph (e}1)(iii} of this
section to achieve as equal retio in step
4 of paragraph {e)(1){iv) of this section,
certain stock held by the related United
States shareholder will be treated as
related person indebtedness. Such stock
includes—

(i) Any stock in the related controlied
foreign corporation that is treated in the
same manner 85 debt under the law of
any foreign country that granis a

deduction for interest or original issue
discount reiating to such stock, and

(ii} Any stock in a relaled controlled
foreign corporation that has made loans
to, or held atock described in this
paragraph (2){3) in, another related
controlled foreign corporation. However,

- such stock shall be treated as related

person indebledness only 1o the extent
of the principal amount of such loans.
For purposes of computing income from
excess related person indebiedness in

" step 4 of paragraph (e](1)(iv] of this

section, stock that is treated under this
paragreph a3 related person
indebtedness shall be considered to
yield interest in ap smount equal to the
interest that would be computed on an
equel amount of indebiedness under
section 1274. Only dividends actually
paid thereon shell be included in gross
income for other purposes.

(8) Adfustments to-asseis in
apportioning other interest expense. In
apportioning interest expense under
§ 1.861~-9T, the value of assets in each
separate limjtation 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 sharsholder the
interest expense on which js allocated
to each such category under paragraph
(e)(1) of this section.

{5) Exceptions—{i} Per company rule.

(A) A related controlled foreign
corporation with obligations owing tc &
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 ransfers
between the related controlled foreign
corporation and the related United
States shareholder,
the Commissioner, in his discretion, may
choose to excinde such & corporation
fram other related controlled foreign
corporations in the application of the
rules of this paragraph (e).

(ii) Aggregate rule. If it is determined
that, in aggregate, the epplication of the
rules of this paragraph (e] increases a
taxpayer's foreign tax credit as

fi
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determined under section 901(a). the
Commissioner, in hi. discretion, may
choose not to apply the rules of this
paragraph. If the Commissioner
exercises discretion under this
paragraph {e}{5)(ii), then paragraph {e)
shall not apply to any extent to any
interest expense of the taxpayer.

§ 1.861-11T Special rules for allocating
and apporiioning Interest expense of an
affiliated group of corporations (Temporary
reguiations.)

(a) In general. Sections 1.861-9T,
1.861-10T, 1.861~12T, and 1.881-13T
provide rules that are generally
spplicable in apportioning interest
expense, The rules of this section relate
10 affiliated groups of corporations and
implement section B64(e} (1} and (5},
which requires affiliated group :
allocation and apportionment of interest
expense. The rules of this section apply
to taxable years beginning after ;
December 31, 1985, except as otherwise
provided in § 1.861~13T. Paragraph (b}
of this section describes the scope of the
application of the rule for the allocation
and apportionment of interest expense
of affiliated groups of corporations,
which is contained in paragraph [c) of
this section. Paragraph (d) of this section
* sets forth the definition of the term
“affiliated group” for pirposes of this
section. Paragraph {e) describes the
treatment of loans between members of
an affiliated group, Paragraph (f) of this
section provides rules concerning the .
affiliated group allocation and o
apportionment of interest expense in

computing the combined taxable income -

of a FSC or DISC and ils related |
supplier, Paragraph (g) of this section ...
describes the treatment of losses caused

-by apportionment of interest expense in
the case of an affiliated group that does
not file a consolidated retum. )

(b} Scope of application—{1)
Application of section 864{e} {1} and (5}
{concerning the definition and irealment
of affiliated groups). Section 864(e] (1)
and (5) and the portions of this section
implementing section 854(e) (1) and (5)
apply to the computation of foreign
source taxable income for purposes of
section 904 (relating to various -
limitations on the foreign tax credit}. |
Section 904 imposes separate foreign tax
credit limitations on passive income,
high withholding interest income,
financial services income, shipping
income, income consisting of dividends
from each noncentrolled section 902
corporation, income consisting of
dividends from a DISC or former DISC;
taxable income attributable to foreign
trade income within the mearping 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 8684{e) {1) and [5) and the
portions of this section implementing
section 864(e) (1) and (5] also apply in
connection 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 portions of this section
implementing section 864{e) (1) and {5)
also apply to the computation of the
combined taxable income of the retated
aupplier and a foreign sales corporation
{FSC) (under sections 921 through 927}
as well ag the combined taxabie income
of the related supplier and a domestic
international sales corporation (DISC)
{under sections 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 thia section implementing
section 864(e) (1) and {5) do not apply to
the computation of subpart F income of
controlled foreign corporations (under
sectiona 851 through 964}, the
computation of combined taxable
income of a possessions corporation and
its affiliates (under section 938). or the
computation of effectively connected
taxable income of foreign corporations:
For tt e rules with respect to the
allocation and apportionment of interest
expenses of foreign corporations other
than controlled foreign corperdtions, see
§5§ 1.682—4 and 1.882-5. o

(c) Generaf rule for affiliated
corporctions. Except as otherwise
provided in this section, the taxable

_income of each member of an affiliated .

group within each statotory grouping .
shall be determined by allocating and
apportioning 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 determining these
apportionment fractions, stock in
corporations within the affiliated group
(as defined in section 864{e}(5] and the
rules of this section} shall not be taken
into eccount. In the case of an affiliated
group of corporations that files a
consolidated retarn, consolidated
foreign tax credit limitations are
computed for the group in accordance
with the rules of § 1.1502-4. Excep! aa
vtherwise provided, all the interest
expense of all members of thz group will
be treated as definitely related and
therefore allocable to all the gross
incore of the members of the group and
all the assets of all the members of the
group shall be taken into account in
apportioning this interest expense. For

purposes ol this section, th. term
"taxpayer” refers to the affiliated group
{regardlesa of whether the group files a
consolidated return), rather than to the
separate members thereof.

{(d) Definition of affiliated group—{1}
Ceneral nele. For purposes of the
section, in general, the term “affiliated
group” has the same meaning as is given
that term by section 1504, except that
section 936 comp -nies are also included
within the affiliated group. Section
1504(a) defines an affiliated group as
one o more chains of includible
corporations connected through 80-
percent stock ownership with a coramon
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
allocated and apportioned as if all -
members of the group were a single
corporation. In this regard, assets held
during the period of membership shall
be taken into account. Other interest
expense incurred by the group member
during its taxable year but not during
the period of membership shall be

_ allocated and apportioned without-

regard to other members of the group. -

(2) Inclusion of section 936 Tt
corporations—{i) The exclusion from the
affiliated group of section 936 oo
corporations under section 1504{b}{4) is
inoperative for purposes of this section.
TFhus, a possessions corporation meeting
the ownership requirements of section -
1504({a) with respect to which an ’
election under section 936 is in effect for
the taxsble year is 2 member of the
affiliated group.

(ii) Example—{A) Facts. X is the common
parent of Y and Z. XY constitutes an
affilisted group of corporations within the
meaning of section 1504(a} and uses the tax
book value method of apportionment. Y owns
all the stock of Z, & possessions corporation
with respect to which an election under
section 938 is in effect for the taxable year. Z
menufactures widgets in Puerto Rico. Y -
purchases these widgels and markets them ~
exclusively in the United States. Ol the three
corporations, only Z has foreign source .
income, which includes both qualified
posseasions source investment income and
general limitation income. For purposes of
section 904, Z's qualified possessions source

. investment income constitules foreign source

passive income. In computing the section 936
benefit, Y and Z have elected the cost sharing
method. Of the three corporations. only X has
debt and, thus, only X incurs interesi
expense,

(B] Analysis. As provided in paragraph
(b)(2} of this section., sections 864(e}{1) and

fi
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(5} do not applyin the computation of
benefits under section %36{h]. The effect of
inchuding Z in the affiliated group relates to
the fact that X, the only debtor corporation in
the group. must, under the gsset method
described in § 1861-9T(g). apportion & part of
its interest expense 1o foreign source paisive
income and foreign source general limitation
income. This is because the assets of Z that
generate qualified possessions source
investment income and general limitatien
income are included in computing the group
appotiionment fractions. The result is that,
under section 904(f), X has an overall [oreign
lass in both the passive and general
limitation categories, which currently offsets
domestic Income and must be recaptured
againat any subsequent years' foreign passive
income and genersa] limitation income,
respectively, under the rules of that section.

(3} Treatment of life insurance
companies subject to taxation under
section 801—{i} General ruie. 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 taxable 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 witk respect to such an-

. insurance company under paragraph (g}

of this section. e T

(ii) Treatment of stock. Stock of a life
insurance company that is subject to .
taxation under section 801 that is not
ingluded in an affiliated group shall be.
disregarded in the allocation and .
apportionment of the interest expense of
such aftiliated group.-* -

{4} Treatment of certain financie!

corporations—{i} In general. In the case -

_of an affiliated group (as defined in

. paragraph [d){1) of this section}, any
member that constitutes financial
"corporations as defined in paragraph
(d){4)(ii} of this secticn shail be treated
as a separate affiliated group consisting
of financial corporations (the “financial
group"}. The membets of the group that
do not constitute financial corporations
shall be treated as members of a
separate affiliated group consisting of

. nonfinsncial corporations (“the '
- nonfinancial group™).- -

(if) Financial corporation defined. The

term "financial corporation” means any
corporation which meets all of the
following conditions:

{A) It is described in section 581
{relating to the definition of a bank} or
section 591 (relating to the deduction for
dividends paid on deposits by mutual
savings banks, cooperative banks,
domestic building and loan associations,
and other savings institutions chartered
and supervised as savings and loan or
similar associations};

(B} Its business is predominantly with
persons other than related persons
{within the meaning of section 864{d}{4)
and the regulations thereunder) or their
customers; and

{C) 1t is required by state or Federal
law to be operated separately from any
other entity which is not such an
institution. .

{iii) Treatment of bank holding
companies. The total aggregate interest
expense 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 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 engaged in the .
active conduct of a banking, financing,
or similer business shall be considered
to be a financial corporation for
purposes of this paragraph (d}{4). The
interest expense of the bank holding
company must be further apportioned in
accordance with § 1.861-9T(f) to the
various section 904(d) categories 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 computing 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 ewned 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
members of one group held by members
of the cther group. In apportioning

- interesi expense, the nonfinancial group

shall not take into account the stock of
any lower-tier corporation thatis
treated as a member of the finnneial
group under paragraph (d}{4)(i) of this
section. Conversely, in apportioning
interest 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
section. For the treatment of loans
between members of the financial group
and members of the norfinancial group.
see paragraph [e){1) of this section -
{5) Exampie-——{i} Focts. X, s domestic
corporation which ia not 5 baok bolding

" Z's basis in the C stock [nol

company, is the parent of domestic
corporations Y and Z. Z owns 100 percent of
the stock Z1, which is also a2 domestic
corporation. X. Y, Z, and Z1 were organized
after January 1, 1967, and constituie an
affiliated group with:n the mesning 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, 8 domestic corporation. Y
owns 25 percent of the voting stock of B, a
foreign corporation thzt is not a controlled
foreign corporation. Z owns lcss than 10
percent of the voting stock of C, another
foreign corporation. The foreign source
income generated by Y's or Z's ditecl gssels
is exclusively financial services income. The -
foreign source income gencrated by X's or
Z1's direct assets is exclusively general
limiiation income. X and Z1 are not financial
corporations described in paragraph {3}{4}{ii)
of this section. Y and Z, therefore, constitute
a separale affiliated group apart from X and
Z1 for purposes of section 854(e). The
combined interest expense of Y and Z of
$100,000 ($50,000 each} is apportioned
separalely on the basia of their assets. The
combined interest expense of X and Z1 of
$50.000 {$25.000 each) is allocaied on the
basis of the assels of the XZ1 group.

Analysis of the YZ group assets

Adjusted basis of assets of the
YZ group that generate for-

- eign source financial services
income (excluding stock of
foreign subsidiaries not in-
cluded in the YZ affiliated
group}

§200.000

adjusted by the allocable

amount of C's eamings and

profits because Z owns less

than 10 percent of the stock)

which wonld be considered to

generate passive income in

the hands of a nonfinancial

services entity bult is consid-

ered to generate financial

services income when in the

hands of 2, a financial serv-

ices entity
Y's basis in the B siock (adjust-

ed by the allocable amount of

B's earnings and profils)

which generates dividends

subject to a separate limita-

ton for B dividends— ... 5100,000
Adjusied basis of assets of the

YZ group that generate U.S.

spurce income . —_ 5500000

Total assets .. $1.000,000
Analysis of the XZ1 group assets

Adjusted basis of assets of the
XZ1 group that generate for-
eign source general limitation
income :

Adjusted basis of assets of the
XZ1 group other than A stock
that generate domestic source
income

$100.000

S5500.000

$1,900.000

fi
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X's basis in the A stock adjust-
ed by the allocable amount of
A's earnings snd profits ., $100,000

Total domestic assets $2,000,000
Total $2,500.000

{ii} Allacation. No portion of the 350,000
deduction of the YZ group 1s definitely
related aolely to specific property within the
meaning of § 1.861-10T. Thus, the YZ group’s
deduction for inlesest Is relaled to all iis
activities and properties, Similarly, no
portion of the $50.000 daduction of the XZ1
group is definitely related solely to specific
property within the meaning of § 1.861-10T.
Thus. the XZ1 group's deduction lor interest
is related to all ita activities and properties.

{iif) Apportionment. The YZ group would
apportion its intecest expense as follows:
To gross finsncial services income from

scurces oulside the United States:

$00.000

To gross income subject 10 & separate
limitation for dividends from B:

ST 100000 T F
$50.000 X ———
$1,000,000

To gross income from sources inside the
United States: . -

550,000 X

$1.000000 - .

The XZ1 group would apportion: its interest
expense as follows:
To gross genetal limitation income from
sources outside the United Slates:
500,000
850,000 X —
. $2.500,00¢
To gross income from sources inside the
United States: i
SZ:W.IIO
$2,500,000

S50.000 X

{6) Certein unaffiliated corporations.
Certain corporations that are not
described in paragraph {d)(1} of this
section will nonetheless be considered
to constitute affiliated corporations for
purposes of §§ 1.861-4T through 1.861-
13T. These corporations include:

(i} Any includible corporation [as
defined in section 1504(b) without
regard 1o section 1504(b)(4)} if 60 percent
of either the vote or value of all
outstanding stock of such corporation is
owned directly or indirectly by an
includible corporation or by members of
an affiliated group, and

{ii} Any {oreign corporstion if 80
percent 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 income of such
corporation for the taxable 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 cotporation ia effectively
connected income, then all the assets of
such corporation and all of its interest
expense shall be taken into account. 1f
batween 50 and 80 percent of the groas
income of such corporation is effectively
connected income, then only the assets
of such corpotation that generate
effectively connected income and a
percentage of its interest expense equal
to the percentage of its assets that
generate effectively connected income
shall be taken into account.

" The attribution rules of section 318‘ shali.

apply in determining indirect ownership
untder this paragraph {d)(6). The

-Commissioner shall bave the autherity

to disregard trusts, partnerships, and
pass-through entities that break
affiliated status. Corporations described
in this paragraph (d}{6} shall be
considered to constitute members of an
affiliated group that doesnot filea - .
consolidated return and shall therefore
be subject to the limitations imposed .
under paragraph (g} of this section. The
affiliated group fling & consolidated
return shall be considered to constitute
a single corporation for purposes of
2pplying the rules of paragraph {g) of
this section. -

(e} Loans between members of an
affiliated group--{1) General rule. 1n the
case of loans [including any receivable}
between members of an affiliated group,
as defined in paragraph (d) of this
section, for purposes of apportioning
interest expense, the indebtedness of the
member borrower shall not be
considered 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 indebledness of the member
borrower shall be considered an asset of
the member lender and such asset shall
be characterized by reference 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
end received by members of the rame
affiliated group as defined in paragraph
(d) of this section.

(2) Treotment of interest expense
within the affiliated grovp—{i) Geveral
rufe. A member borrov-_.r shall duluct
related person interest payments in the
same manner ag unrelated person
interest expense using group
apporlionment fractions computed .
under § 1.861-0T(f]. A member lender
shall include related person intersst
income in the same class of gross
income as the class of gross income
from which the member borrower

' deducts the related person interest

payment.

(i) Special rule for loans between
finaacial and nonfinoncial affiliated
corporations. In ihe case of a ioan
between two affiliated corporations
only one of which constituies a financial
corporation under paragraph (d}{4) of
this section, the member borrower sh
allocate and spportion related person
interest payments in the same manner
a3 unrelated person interest expense
using group apportionment fractions
computed 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 cese of an affiliated
corporation that pays interest that is
high withholding tax interest under
§ 1.904-5{f){1} to another affiliated
corporation, the interest expense of the
payor shail be allocated tohigh .
withholding tax interest,

{3) Back-to-back loans. If a member of
the affiliated group makes aloanto a
nonmember who makes a joan to a
member borrower, the rule of
paragraphs {e) (1) and (2) of this section
shall apply, in the Commissioner’s
discretion, as if the member lender made
the loan directly to the member
borrower, provided that the loans
constitute a back-to-back loan
transaction. Such loans will constitute a
back-to-back loan for purposes of this
paragraph (e} if the ioan by the
nonmember would not have been made
or maintzained on substantially the same
terms irrespective of the loan of funds
by the lending merober to the
nonmember or other intermediary party.

{8) Examples. The rules of this
paragraph {¢) may be itlustrated by the
following examples.

Exomple (1). X, 2 domestic corporation, is
the parent of Y, a domestic corporation. X
and Y were organized after Janvary 1. 1587,
and constitute an affiliated group within the

fi
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meaning of paragr:+h (d){1) of this section.
Among X's assets - .he note of ¥ for the
amount of $100,00t. isecause X and Y are
members of an affiliated group, Y's note does
not constitule an asset for parposes of

- apportionmenl. The spportionment fractions
for the relevant tax yesr of the XY group are
50 percent domestic, 40 percent foreign
general. and 10 percent foreign passive. Y
deducts ita relaled person interest payment
using those apportionment frectionas. Of the
$10,000 in related person inlerest income
received by X, $5.000 consista 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
organized siter January 1, 1957. X owns all
the stock of Y, s domestic corporaiton. On
June 1, 1987, X loans $100.000 to Z, an
unrelated person Om June 2, 1987, Z makes &
loan to Y wilh terms substantially similar to
those of the loan from X to Z. Based on the
facts and circurnstances of the transaction, it
is determined that Z would not have made
the loan to Y on the same termas if X had not
made the loan io Z. Becsuse the trensaction
constitutes & back-to-back ioen, as defined in
paragraph {2)(3) of this section. the . _

- Commissioner may require, in his discretion,
that peither the note of Y nor the note of Z
may be considered an asset of X for purposes
of this section.

() Computations of combined taxable
income. In the computation of the -
combined taxable income of any FSC or
DISC and its related supplier which is a
member of an affiliated group vader 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 theé group used in connection -

. with export sales involving that FSC or,
DISC. This amount shall be computed by
muitiplying 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

" generating foreign trade income or gross
income attributable to qualified expert
receipts, as the case may be, and the

_denominator of which is the total assets

_of the affiliated group and the FSC or
DISC. Under this rule, interest of other
group members may be attributed to the
combined taxable income of a FSC or
DISC and its related supplier without
affecting the amount of interest
otherwise deductible by the FS(; or
DISC, the related supplier or other
member of the afiiliated group. The FSC
or DISC is entitled to only the statutory
portion of the combined {axable income.
net of any deemed interest expense,
which determines the commission paid
to the FSC or DISC or the transfer price
of qualifying export property sold to the
FSC or DISC.

_ {g) Losses creoted through .
apportionment—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 described in paragraph
(d){8} of this section, the foreign tax
credits in any separale limitation
category are limited to the credits
computed under the rules of this
paragraph {g). As a consequence of the

_ sffiliated group allocation and
apportionment of interest expense
required by section 864{e}(1} and this
section, interest expense of a group
member may be apportioned for section
$04 purposes to a limitation category in
which that member haa no gross income,.
resulting in a loss in that limitation
category. The same is true in connection
with any expense other than interest -
that is subject to apportionment under
the rules of section 884(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 paragraph, the term “limitation
category™ includes domestic source
income, as well as the types of income
described in section 804(d)(1) {A)
through (I). A loss of one effiliate in a
limitation category will reduce the
income of another 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 oceur. Accordingly, in

such a case, the following adjustments
among members are required in order to
give effect to the group allocation of -
_ interest expense: - S .
{i) Losses created through group .
apportionment of interest expense in
one ot more limitation categories within
a giver member must be eliminated; and
{ii) A corresponding amount of income
of other members in the same limitation
category must be recharacterized.
Such adjustments shall be
accomplished, in accordance with
paragraph (g)(2) of this section, without
ing the total taxable income of any
member and before the application of

-, section 904(f). Section 904{f} {including -

section 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 paragraph
(g){2)(ii) of this section. For purposes of
this section, the terms “limitation
adjustment” and “recharacterization”
mean the techaracterization of income
in one limitation category as income in
another limitation category. ' '
(2} Mechanics of computation—i)
Step 1: Computation of consolidated
taxable income. The members of an
affiliated group most first allocate and

apportion all other deductible expenses
other than interest. The members must
then dec: --~t from their respective gross
incomes svithin each limmitation category
interest expense apportioned under the
rules of § 1.881-9T{f]. The taxable
income of the entire affiliated group
within each limitation category is then
totalled.

{ii} Step 2: Loss offset adjustments. If,
after step 1, 8 member has losses ina
given limitation category or limitation
categories created through
appartionment of interest expense, any
such Joss [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
within the same limitation category as
the loss. If the member haa taxable
income in more than one limitation
category, then the losa shall offset
laxable income in all such limitation
categories on a pro rata basis. If there is
insufficient domestic income of the
member to offset the net losses in all
foreign limitation categories caused by
the apportionment of interest expense,
the losses in each limitation category
shall be recharacterized as domestic
losses to the extent of the taxable
income of othet members in the same
respective limitation categories. After
these adjustments are made, the income-
of the entire affiliated group within each
limitation category is totalled again.

{iii} Step 3: Determination of cmount
subject to recharacterizetion. In order to.
determine the amount of income to be
recharacterized in step 4, the income
totals computed under step 1 in each
limitation category shall be subiracted
from the income totals computed under
step 2 in each limitation category.

(iv) Step ¢: Recharacterization.
Because any differences determined
under step 3 represent deviations from
the consolidated totals computed under
Step 1. such differences (in any
limitation 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 reduced on a pro rata basis [by
reference to net income figures as
determined under Step 2} to the extent
of such positive change (“limitation
reductions”). Each member shall
sepatately compute the sum of the
limitation reductions.

(B) Limitation categories to be
Increased. In any case in which only one
limitation category has a negative
change in Step 3. the sum of the

fi
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limitation reductions within each
member iz added to that limitation
category. in the case in which multiple
limitation categories have negative
changes in Step 3, the sum of the
limitation reductions 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 ic the total of all negative changea
for the entire group in al] limitation
categories.

(3) Examples. The following examples
illustrate the principles of this
paragraph.

Example {1}i) Facts. X, a domestic
corparatian, is the parent of domestic
corporalions Y und Z. X, Y, and Z were
organized gfter Janaury 1, 1987, constitule sn
affilinted group within the meening of
paragraph (d}{1] of this section, but do not ktle
a consolidated return. The XYZ group
apportions ita intersst expense on the basis
of the lair market value of its assets. X, Y, .
and Z have the [ollowing asseis, interest
expense, and taxable income before

apportioning interest expense: _

Assaly X h i F 4 Tolat
Domestic. 000.00|..6~ 11,000.00[5.600.00 -
Foru_ign Passive_ [ £0.00| S50.00| 100.00

Foreign Genesal ] 0 |70000| 200.00| 90C.00
wpense | 48.00| 1200| BD.O0| 140.00.
Taxable income |~ .. PEPE Y N PRI R

‘10000) 0 | 6200 16300

{pre-intavest):

Domestic

Fm N . - - - a

_Passivcj‘ 0 500| © 500 1000 -
roreign - - -

Gewrsi_|- "0 | 6000|3500 ‘9500

(i1} Step 1 Computation of onsolidoted -~
taxabls income, Each member of the XYZ ~ -
group apportions ity interest expense
according to group apportionment retios
determined under the asset method decribed
in § 1.861-9T1f). yielding the following results:

Apportioned merest X Y z Total

L
Domestic | 3600| 9.00| 60.06] 10500
Foreign Passive | 120| 030 200 350
Forsign weo|- 2m) 18.00| 3150

“Tot " -l aeoo| 1200|.80.00] 140.00

The members of the group then compute
taxable income within each calegory by
deducting the apportioned interest expense
from the amounts of pre-interest taxable
incoms specified in the facts in paragraph (i},
vielding the following results:

Taxable ncome X Y 2z Total

Domeste — | 64001900 3.03] 58.00
Foresgn Passive ... 1=120| 4.70| 300l &£50
Foremn Genevat  |-10.8] 57.30| 17.00| 63.50

Taxable income X Y Z Tokat

Totsl——___| 5200 53.00 za.oo‘l1zaou

[iii) Siep 2: Loss offset adfustments.
Pecause X and Y bave losses created through
apportionment, these losses must be
eliminaled by reducing taxable income of the
member in other limjlation categories.
Because X has a tota) of $12 in apportionment
losaes and because ft haa only one limitation
category wilh income (2. domestic),
domestic income must be reduced by $12,
thua eliminating its apportionment losses.
Because Y has a tota] of $9 in apporlionment
losaes and becsuse it has two limitation
categories with income (7., foreign pasalve
and foreign generai limitation}, the income in
these two limitation categories must be
reduced on & pro rata basis in order to
eliminate its apportionment losses. In
summary, the following adjustments are
required: :

m X Y | Z | To
Domeatic ~1200| +000 0] =300
Foreign Passive +120| —088| 0| 4032
Forsign Goneral |+ 10.80| —8.32| 0| +248

These adjustments yield the following
adjusted taxable income figores: - . -

$17. Therefore, §1.64 is drawn from Y and $.64
is drawn from Z .

The members muct then separately
compute the sum of the limitation reductions.
Y bas limitation reductions of $0.30 in the
foreign passive limitation calegory and $1.84
in the foreign general limitation category,
yielding tetal limitation reduction of $2.14
Under these facts, domestic income is the
only limitation category requiring a positive
sdjustment. Accordingly, Y's domestic
income i increesed by $2.14. Z has limitation
teductions of $0.22 In the foreign passive
limitation category and $0.84 in the forejgn
general limitation category, yielding tatal
limitation reductions of $0.86. Under these
{acts, domestic income is the only limitation
categoty of Z requiring s posilive adjustment.
Accordingly, Z's domeslic income is
increased by $0.88.

F -
X Y 2 |Towd .

AdpERnEty

Domestc_ . O|+2.14 |4 0858 |43.00
Foreign Passive ... 0|—0.%0|-022 |—0.52
Foreign General O|—1.84[~064 (248

These recharacterization adjustments yield-
the following fiaal taxable income figures:

Final taxmbie income x Y 2 Total

TDlorminstic - B200| 214 386 58.00

Adjusiad taxable -
ncome . { ¥ z | Tow

Y
Domestc | 5200|- 0 | anol: 5800
Foreign Passive...—| © 402 00| TD2
Foreign Gederal—| D ~ | 4898

C Tom_— | 5200 52.00( 2300} 12800

{iv) Step ¥ Deterninotion of amount - -
subject to rization. The - -°
adjustmenits
change in the group’s taxable income within
each limitation category. The total loss offset
adjustments column shown in paragraph (iil)
above showi the net deviations between Step
1and 2

(v} Step 4: Recharacterization. The loss
ofiset adjustments yield a positive changs in
the foreign passive and the foreign general
limitation categories. Y end Z both have
income in these limitation categories.
Accordingly, the income of Y and Z in each of
these limitaticn categories must be reduced .
on & pro rata basis (by reference to the .
sdjusted taxable tncome figures) 1o the extent
of the positive change in each limitation k
category. The lotal positive change in the
foreign passive limitation category is $0.52
The adjusted taxable income of Y in the
foreign passive limitation category is $4.02
and the adjusted 1axable income of Z in the
foreign passive limitation category is 53.
Therefore, $0.30 is drawn from Y and $0.22 is
drewn from Z. The total pesitive change in
the foreign general limitation category is
$2.48. The adjusted taxable income of Y in
the foreign general limitation category is
$48.98, and the adjusted tabable income ol £
in the foreign general limitation category is

17.00| 65.98 .

under Step 2ledton-

Foroign Passive .| 0 azz| 278| - €50
Forsign Geoaral .| 0 | 47.14]1636| 6350

Totd 5200 53.00) 23.00} 128.00-

Exampfe {2)-—{i) Facts. X. a domeatic
corporation, is the parent of domestic
corporations ¥ and Z X, Y, and Z were
organized after January 2, 1967, constitule an
affiliated group within the meaning of -~
paragraph (d){1} of this section. but do not file
a consalidated return. Moreover, X has -
gerved as the sole borrower in the group and.
a3 a resuit, has sustained an overall loss. The
XYZ group apportions 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
inlerest expense:

Assats X Y Z Total
Domestic 2000] - 0] 1,000] 2000
Foreign Passive ... o 50 50 100
Foreipn Ganersl 0| Jvoa| 200 900
Inkarest Exponsa .| 140 (] /] 140
Tuxable Income

(pre-interesi):
Domestic 100 ol 100 200
Foreign Passive.... 0 5 s 10
Foreign General ... 4] 70 s 105

(ii) Step 1 Computation of consolidated
toxable income. Each member of the XYZ
group apportions its interest expense
sccording to group apportionment ratios
determined under the asset method described
in § 1.861-5T(g), yielding the following
results:

fi
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Apporboned ntere”t
X ¥ Z | Towl
D £ 105.00 ] 0| 105.00
Foreign Passive | 350 0 6| 350
Foreign General.— ] 3150 o 0| 350
Total 140,00 1 0| 140.00

The members of the group then compute
texable income within each category by
deducting the apportioned interest expense
from the amounts of pre-interest taxable
income specified in the facts in paragraph (i),

yielding the following resulls:

‘_Tmm ncoma X Y - Z Towd

Domestic — .t =500/ 0 | 10000 @500

Formgn Passiva.—| —3.50| 500 500 650

Foceign General | —31.50| 70.00| 35.00| 73.50
Total —40.00| 75.00| 140.00| 175.00

{iii) Step Z Loss offset adjustment, Because
X has insufficient domestic ncome to offset
the sum of the losaes in the foreign limitation
categories caused by apportionment, the
amount of apportionment losses in each
limitation category shail be recharacterized
a3 domestic losses 1o the extent of taxable
income of other members in the same
limitation cetegory. This is accomplished by
adding to each foreign limitation categories
an amount equal io the loss therein and by - -
" gubtracting the sum of such foreign losses -
from domestic income, as follows:

-« 7 Loss offset " -

- sdiustrhents - X .Y 2z T‘fu
Comest ‘|l-3soe| - o|-.  o)-as.00
Forsign Passive____~_ | +31.50 [ 0| +350
Foreign Gonwral | +31.50 4} 0|+3150
adjusted taxable income figures: o

Adiustted taxable

ncome ) X h Z | Towm
Domest —40| o 00 &0
Foreign Pagsive c 5 E] 10
Foreign Genoral | Q| ™| 35 105
Totd | —4Q| 75} 140 175

(iv] Step 3: Determination of amount
subject to izertion. The .
adjustments performed mnder Step 2 Jed to a

in the group’s taxable income within
each limitation category. The total loss offset
adjustment column shown ir paragraph (iii)
above shows the net deviations between
Steps1andz . ’

(v) Siep £: Recharacterization. The loss
oifset adjustments yield a positive change in
the foreign passive and the foreign general
limnitation categories. Y end Z both have
income in these limitation categories,
Accordingly, the income of Y and Z in each of
these limitation categories must be reduced
on & pro rata basis (by reference to the
adjusted taxable income figures) (o the exteny
of the positive change in each limitation

categor: "he total positive char e in the
foreign passive limitation category is $3.50.
The adjusied taxable income of Y in the
foreign passive limitation cetegory is $5, and
the adjusted taxable income of Z in the
foreign passive limitation category is $5.
‘Therefore, $1.75 is drawn from Y and $1.75 is
drawn [rom Z. The lotal positive change in
the foreign genera] limilation category is

L 8 adjusted taxable income of Y in
the foreign general limitation category is $70,
and the adjusted tabable income of Z in the
foreign general limitation category is $35.
Therelore, $21 is drawn from Y and §1050 is
drawn [rom Z.

The members must then sepatately
compute the sum of the limitation reductions.
Y has limitation reductions of $1.75 in the
foreign passive limitation category and $21 in
the foreign general limilation category,
yielding tota] limitation reductions of $22.75.
Under these facls, domestic income is the
only limitation calegory requiring & positive
adjustment. Accordingiy. Y's domestic
income is increaned by $22.75. Z bas .
limitation reductions of $1.75 in the foreign
passive limitation category and $10.50 in the
foreign general limitation category, yielding
totsl limitetion reductions of $12.25. Under
these fzcts, domestic income i the only
limilation category requiring a positive
adjustment. Accordingly. Z's domestic
income i increased by $12.25.

von | x | v z

adjustments Total

Domestic | ©042275|+12.25|+3500
Foreign Passive____ | 0| —1.75| ~1.75| —~-3.50
Foreign Ganeseal 0|—21.00|—10.50|—-31.50

Thess recharacterization adjustments yield
the following final taxable income figures:

- Frg) lcgtie x | ¥ | Z | 7o
Domestic__ | —4000| 2275 | 19225 5500
Foreign Passive._] 0 325| 325! 650
Foresgn General __| [+] 4900 | 2450| 7350
Total —40.00 | 75.00| 14000 17500

§ 1.861-12T Characterization rules and
adjustments for certain aasets {Temporary
requlations.}

(a) In general. These rules are
applicable to taxpayers in apportioning
expenses under an asset method to -

- income 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 epply 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 concems
the treatment of various stock assets.
Paragraph (c){2) of this section describes
a basis adjustment for stock in
nonaffiliated 10 percent owned

corporations. Paragraph (¢)(3} of 1.8
section sets forth rules for characterizing
the stock in controlled [oreign
cerporations. Paragreph (c)(4) of this
section describes the treatment of stock
of noncontrolled section 902
corpofations. Paragreph [d){1) of this
section concerns the treatment of notes.
Paragraph {d){2) of this gection concerns
the treatment of the no‘es of controlled
foreign corporations. Paragraph [e) of
this section describes the treatment of
certain portfolic securities Lhat
constitute inventory or generate income
primarily in the form of gains. Paragraph
(1) 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 sssels
of the related supplier generating foreign
trade income. Paragraph (h) of this
section concerns the treatment of DISC
stock and of asseta of the related
supplier generating qualified export
receipls. Paragraph (i) of this section is
reserved. Paragraph (i} of this section
sets forth an example illusirating the
rules of this section, as well as the nules
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 inventory.
from that inventoty during the taxable
year. If a laxpayer maintains separate .
inventories for any feder:: 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 (¢) 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 defined
in § 1.851-11T{d)) does not take into
eccount the stock of any member in the
application of the asset method.

(2) Basis adjustment for stock in

- nenaffiliated 10 percent owned

corporations—{i) Toxpayers using the
tax book value method. For purposes of
apportioning expenses on the basis of
the tax book value of assets, the
adjusled basis of any stock in a 19
percent owned corporation owned
directly by the taxpayer shail be—

[{A) Increased by the amount of the
earnings and profits of such corperation
{and of lower-tier 10 percent owned
corporations) attributabile to such stock
and accumulated during the period the
taxpayer or other members of its ’
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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
. guch corporation (and of lower-tier 10
erit owned corporations)
atributable to such stock for such
period.
Salely for putposes of this section, a
taxpayer’s basia in the stock of a
contralled foreign corporation shall not
include any amount included in basis
ander section 961 or 1293{d] of the Code.
For purposes of this paragrapl@ {eX2).
earnings and profits and deficits are
computed under the rules of section 312
and, in the case of a foreign corporation,
_section 902 and the regulations
thereunder for taxable years of the 10
nt 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 thet is atiributable
to stock without regard to whether
earned and profits for deficits) were
derived (or incurred) during taxable
years beginning before or after

December 31, 1962 Thiy adjustment is to

— be made annually and is noncumulative.
“Thus, the adjusted basis of the stock
_ {determined without prior years’

_adjustments under this section) is to be

adjusted apnually by the amount of -
accumulated 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 business
. unit that hes a functional currency other
~than the dollar must be computed under
this paragraph {c){2) in functional -~
~ currency and translated into dollars
nsing the exchange rate at the end of the
taxpayer’'s current taxable year with
respect to which interest is being
allocated (and oot the exchange rates
for the years in which the earnings and
profits or deficits were derived or
incurred). _ e

{ii) 12 percent owned corporation
defined—{A) In general. The term “10
percent owned corporation” means any
corparation {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
taxpayer's affiliated group own directly
or indirectly 10 percent or more of the
total combined voting power of all
classes of the stock entitled to vote, and

[3) Which is taken into account for
purposes of apportionment.

[B) Rule of ottribution. Stock that is
owned by a corporation, parmership, or

trust shall be treated as being indirectly
owned proportionately by its
shareholders, partners, or beneficiaries.
For this purpose, & partner’s interest in
stock held by a pertnership shall be
determined by reference to the partner's
distributive share of partnership income.
(iii) Earnings and profils of lower-tier
corporations loken into gccount. For
purposes of the adjustment to the basis
of the stock of the 10 percent owned
corporation owned by the taxpayer
under paragraph (c){2){i} of this section,
the earnings and profits of that
corporation shall include it 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 21l such
lower-tier corporations. The affiliated
group shall then adjust its basia in the
stock of the first-tier corporation by its
pro rata share of the total combined
earnings 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
include 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 .~ .
corporations in pre-effective date tax .
years. Solely for purposes of
determining the adjustment required
under paragraph [c}{2)(i) of this section,

_~ for tax years beginning after 1912 and

before 1987, financial earnings (or
losses) of a foreign corporation
computed using United States generally
accepted acvounting principles may be
substituted {or earnings and profits in
making the adjustment required by
paragraph (c}{2)(i} of this section. A
taxpayer is not required to isoiate the
financial earnings of a foreign
corporation derived or incurred during
its period of 10 percent ownership ar - -
during the post-1912 taxable years and
determine earnings and profits [or
deficits) attributable under section 1246
principles o the taxpayer's stock in a 10
percent owned corporation. Instead, the
taxpayer may include all historic
financial earniogs for purposes of this
edjustment. If the affiliated group elects
to use financial earings with respect to
any foreign corporation, financial
earnings must be used by that group
with respect to all foreign corporations,

except that eamnings and prefits may in
any event be used for controlled foreign
carporations for taxable years beginning
after 1962 and before 1587, However, if
the affiliated group elects to use
earnings and profits with respect to any
single controlled foreign corporation for
the 1983 through 1988 period, such
election shall apply with respect to all
its controlled foreign corporations.

{v) Taxpoyers vsing the fo:. -..crket
vajue method. Because the fo. murket
value of any asset which ia 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 earnings 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 exampies,

Example {1). X, an affiliated group that
uses the tax book value method of
apportiorunent, owns 20 percent of the stock
of ¥, which owns 50 percent of the stock of Z.
X's besia in the Y astock is $1.000. X. Y, end Z

" have calendar taxable years. The

undistributed earnings and profits of Y and Z
at year-end aliributable to X's period of

- ownership are 580 and $40, respectively. -

Becauase Y owna half of the Z stock, X's pro
rata share of Z's earnings and profits ~

- attributable to X'a Y stock is $4. X's prorata
. share of Y's eatnings atkibutable to X's ¥

stock ix $18. For purposes of apportionment,

" the tax book value of the Y stock is, ~
. therefore, considersd o be $1,020.

Exampie {2} X, an unaffiliated dohwﬁc

“¢orporation that was organized on January 1,
- 1987, has owned all the stock of Y. a foreign

corporation with s functiopal currency other

- than the US. dollar, since Jan:- 7 1, 1967. .

Both X and ¥ have calendar ta>able years.
All of Y's asaets generate general limitation

income. X has a deductible intecest expense

tncurred in 1987 of $160.000. X apportions its
interest expense using the tax book valve
method. The adjusted basis of its assets that
generate domestic income is 57,500,000. The
adjusted basis of iis assets thal generate
foreign soyrce general limitation income
(other than the stock of Y} is $400,000. X's
adjusted basis ir the Y stock is $2.000,000. Y
has undistributed earnings and profits for
1987 of $100.000, trenslated into dollars from
Y's Runctional coarency at the exchange rate
on the last day of X's taxable yrear. Because X
is required under paragraph (b)(1) of this
§ 1.861-10T to increase itc basis in the Y
stock by the computed amount of sarnings
and profits, X's adjusted basis in the Y stock
is considersd to be £7,100.000, a. 1 its
adjusted basis of assels that generate foreign
source general limitation income is. thos,
considered to be 52,500,000, X would
apportion its interest expense as ioliows:

To foreign source general limitation
income:

4
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Adjusted basis of foreign general limitation assety

Interest
ex;::e x Adjusied basis of lorelgn general limitation + Adjusted basis of domestic
nasels arsets
$2,500,000
$160,000 X = $40,000
$2,500,000+ §7.500.000

To domestic source income:

Adjusted basis of domestic assets

fi

Interest -
expehse Adjusted basis of foreign geaeral limitation + Adjusted basis of domestic
assela ansety
T © $7.500,000 - .
$180.000 X =  $120,000
£2.500,000+ $7,500.000

7 (3) Characterization of stock of :

. controlled fare:gn corporations—{i) In

general. Stock in a controlled foreign

. corporation (as defined in cection 857)

" shall be characterized as an asset in the
various separaie imitation calegones
either on the basisof: -~

(A] The asset method described in
. paragraph (c)(3)(ii) of this section, or ~ " -
(B} The modified gross income method
." described in pa:agraph (c](s}{ulj of this =

- section. . 2

Stockina mntmlled forengn corporatwn
whose interest expenss it sppoctioned
on-the basis of assets shallbe -
characterized in the hands of its United
States shareholders under the asset
method described in paragraph [¢)(3)(ii).
Stock in a controlled foreign corporation
whose interest expense is apportioned
on the basis of gross income shall be
characterized in the hands of its United -

States sharehclders under the gross «~.--
income method described in pamgmph

(c){3j(iii). -

(ii} Asset method. Under the asset
method, the taxpayer characterizes the
tax book value or fair market value of
the stock of a conirolied foreign
corporation based on an analysis of the
assets owned by the controlled foreign
corporation during the foreign .
corporation's taxable yeer that ends
with or within the taxpayer’s taxable
year. This process is based on the
application of §1.862-9T(g) at the level
of the controlled foreign corporation. In

the case of a contmlled forelgn
corporation that owns stock in one or *
more lower-tier controlled foreign

corporations in which the United States

taxpayer is a United States sharehoider,
the characterization of the tax book -
value of the fair market valoe of the

stock of the first-tier controlled foreign

corporation to the various separate
limitation categories of the aHfiliated

- group must teke into account the stock_'_j-

in lower-tier corporations. For this
purpose, the stock of each such lower-
tier corporation 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 corporations
must begin at the Jowest-tier controlied
foreign corporation and proceed up the -
chain to the first-tier controlied foreign
corporation. For purposes of this -

~ paragraph {c], the value of any pa.mve 7
esset to which related person interest is

allocated under § 1.904-5(c}{2}{ii) must
be reduced by the principal 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 § 1.851—
9T(g){2){iii). See § 1.861-9T(h)(S) for
further guidance concerning
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
controlled foreign corporation based on
the gross income net of interest expense
of the controlled forei:m corparation {as
computed uader § 1.861-9T(j} within
each relevant category for the laxable

" year of the controlled foreign .~

corporation ending with or w:thm the
taxable year of the taxpayer. For this
purpose, however, the gross income of
the first-tier controlled foreign -
corporation shall include the total
amount of net subpart F income of any
lower-tier controlled foreign corporation
that was excluded under the rules of

§ 1.B63-ST[i}2)[Hi}{B).

(4) Stock of roncontrolled section 902
corporation—{i) General rule. Because
esch noacontrolled section 502.
corporation constitutes & ;epamte

- limitation category, the value of such B

stock, increased to the extent required
under paregraph {c}{2} of this section, is
atributable solely to each such
category.

{i1) Special rule for separote limitation
losses—{A} Election. If, as a result of the
aliocation and apportiorment of interest
expense using the asset method
described in § 1.861-8T(g), the taxpayer
has a loss in the separate limitation
category for a given noncontrolled
section 902 corporation, the taxpayer
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may elect to reallocate interes: expense
equal to such loss o any other separate
limitation category that is in excess
credit (without regard to carrovers
from other years), to the extent that the
reallocation of such interest 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 o
which the foreign income taxes paid or
accrued for the current taxable year
exceed the Limilalion computad under
section 904 with respect to such
category, The election to reallocate
interest expense under this paragraph
shall be made in the manner prescribed
in §1.861-8T(f)({3) [relating to the
election lo use a gross tncome method
for controlled foreign corporations).
Furthermore, such election is
irrevocable and, thus, cannot be
gmended by an amended return.

(B) Exemple. X. a domestic corporation
otganized on January 1. 1987, incurred
deductible inrierest 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 noncontrolied
section 502 corporation. At the end of 1967,
the 1ax book value of X's assets by income

. grouping are as fnllows.
Domeslic. $3,500.200
Foreign general lm'utahon.. +ressme 1,000,000
Noncoatrolied section 502 .
corporation. 500,000

" 1z 1987, A paid no dividends. X recejusd

- $100,000 of fareign genersal limitation incoms,

on which it incurred £50,000 of tax to fomgn
governments.

- The stock of A constitutes ten percent of
X's assets. Therelore, len percent of X's
interest expense ($100,000) is allocated and

" epportioned to the separate limitation. . .
category for dindenda on the A stock. Since
A paid no dividends, this amount would
constite a separate limitation loss ucder the
res of section 904{f){5).

Because X incurred more tax to foreign -
governments on its foreign general limitation
income than it can credit against its 1.5, tax
liability, for the current tax year, and because
the reallocation of interest expense ailocated
end apportioned to dividends from A to
foreign general limitation income would not
create a loss in that category, szyeledto

- reallocate such interest expense to the -~
foreign general limitation category to the -

extent of the loss io the separate I.imitalion -

catepory for dividends received from A.

(d) Trectment of notes—{(1) General
ruie. Subject to the adjustments and
special rules of this paragraph (4} and
paragraph {e) of this section, all notes
held by a taxpayer are taken into
account in the application of the asset
method described in §1.861-9T(2).
However, the notes of an affiliated
corporation 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) Charecterization of related
con:rolled foreign corporotion notes.
The debt of a controlled foreign
corporation shall be characterized .
according to the taxpayer's treatment of
the interest income derived from that
debt obligation after application of the
Jook-through rule of secticn 904{d){3}[C).
Thus. a United States shareholder
includes interest income from a
controlled foreign corporation in the
same categary of income as the calegory
of income from which the controlled
foreign corporation deducts the interest
expense. See section 954(b)(5} and
£ 1.904-5(c)(2) for rules concerning the
allocation of related person interest
payments to the foreign persanal
bolding company income of a controlled
foreign corporation.

{e) Porifolio securities that constitule
inventory or gererute primarily gains.
Because 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 securities
that otherwise generate foreign source
dividends and interest {or domestic
source dividends and interest in the
case of a foreign resident), Although .
under paragraphs (¢) and (d) of thia.
section securities are characterized 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

- atcount for purposes of characterizin§:' B

portfolio securities if:

(1) The securities constitute mvenlnry )

in the bands of the holder, or .

{2} 80 percent or more of the gross
income 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
respect to which the taxpayer.is a

. United States shareholder under sec-ﬁoh

- 957, a noncontiolled section 902 T
corporation with respect to the
taxpayer, ot & 10 percent owned .
corporation as defined in § 1.861~
12{e){2){ii). In taking gains into account,
a taxpayer must treat all portfolio
securities generating foreign source
dividends and interest as a single 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 genecated by
those securities in the taxable year.

{f) Assets funded by disoliowed
interest—(1) Rule. In the case of any
assel in connection with which interest
expense accruing al the end of the
taxable year is capitalized, deferred. or
disallowed under any provision of the
Code, the adjusted basis or fair market
value (depending on the taxpayer's
choice of apportionment methods) of
such an asset shall be reduced by the
principal amount of indebtedness the
interest on which is so capitalized,
deferred, or disallowed.

(2} Example. The rules of this
naragraph () may be illustrated by the
following example.

Example. X is 8 domestic corporation
which uses the 1ax book value method of
apportionment. X has $1000 of indebiedness
end $100 of interest expense. X constructs an
msset with an adjusied basis of $800 before
interesl capitalization and is required under
the rules of section 263 A to capilalize $80 in
interest expense, Becouse interest on $800 of
debt is capitalized and because the
production period is in progress at the end of
X's taxable year, $000 of the principal amount
of X3 debt is aliocable o the building. The
5800 of debt allocabie to the building. The
$800 of debt allocable to the building reduces
its adjusted basis for purposes of
spportioning the balance of X's mteresl
expense (520).

ig) Special rules for FSCs—{1)
Treatment of FSC stock. No interest
expense shall be allocated or .
apportioned to stock of a fore;gn sales
corporation (“*FSC"} to the extent that
the FSC stock is attributable to the
saparate limitation for certain FSC -
distributions described’in secticn
964(d){1)(H]. F5C stock is considered to
be attributable solely to the separate
limitation category described in section
004{d)(1)(H} unless the taxpayer can
demonstrate that more than 20 percent
of the FSC's gross income for the
taxable year consists of income other
than foreign trading income.

(2) Treatment of assets that generate
Joreign trade income. Assets of the
related supplier that penerate foreign
trade income must be prorated between
assets attributable to foreign source - .-
general limitation income and assets. . -
attributable to domestic source income - -
in propottion ta foreign source general
limitation income and domestic source
income derived from transactions
generating foreign trade income.

(i) Value of assets attributable (o
foreign sousce income. The value of
assets attributable to foreign soucce
general limitation income is computed
by multiplying the value of assets for the
taxable year generating foreign trading
gross receipts by a fraction:

{A) The numerator of which is foreign
source general limitation income for the

fi
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vaxable yesr derived from transactions
giving rise to foreign trading gross
receipts, after the application 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
foreign trading gross receipts.

(iij Value of assets attributable ta
domestic source income. The value of
assets atiributable to domestic source
income is computed by subtracting from
the total value of asseta for the taxable
year generaling foreign trading grosa .
receipts the value of assets attributable
to foreign source general limitation
income as computed under paragraph
(g)(2){i) of this section.

(b} Speciai rules for DISCs—{1)
Treatment of DISC stock. No interest
shall be allocsted or apportioned to
stock in a DISC (or stock in & former
DISC to the extent that the stock in the
former DISC ia atributable to the
separate limitation category described
in section 904{d){1){F)). .
. [2) Treatment of ossets that genemle

quolified export receipts. Assels of the
related supplier that generate qualified
export receipts must be prorated

. belween assels attributable to foreign .-
source general limitation income and -~ -

assets attributeble to domestic source
income in proportion to foreign source
general limitation income and domestic -
source income derived from transacnons
during the taxable year from ..
transactions gener .ng quahﬁed export
receipts. .

{i} {Reserved.] -

(i} Examples. Cértain of the rnles in
this section and §§ 1.861-9T(g) and _
1.861-10{e} are illustrated by the
following example.

Example (1%

(1) Focts. X, a domestic corporation
organized on January 1, 1967, has a calendar
taxable year and apportions ils inlerest
expense on the basis of the tax book value of
ils asaets. In 1987, X incurted a deductible
thisd-party interest expense of $100,000 on an
average month-end debl amount of $1 million.
The !otal tax book valve of X'c assets

(adjusted as required under paragraph {b) of ’
this section for retained earnings and profits)

is S2 million. X manufactures widgets. One-
half of the widgets are sold in the United
States and one-half are exported and sold
through a foreign branch with Gitle passing
vulside the Umled States.

X pwns sl the stock of Y, a controlled
foreign corporation that aiso has » calendar
taxable year and is ailso engeged in the
manufacture and sale of widgets. Y bas no
easnings and profits or deficits in eamings
and profils prior to 1987, For 1987, Y has
taxable income and enmings and profits of
£50,000 before the deductibie (or retated
person interest expense. Hall of the $50,000 is
foreign source personal holding company

income end the other half is derived from
widgel sales nnd constitutes foreign source
genera) [imitation income., Assume that Y has
no deductibles from groas income other than
interest expense Y'v foreign personal holding
company tuxable income is included in Xs
gross income nader section 951. Y paid no
dividends in 2967, Prior to 1587, Y did not
borrow any funds from X. The avernse
month-end level of borrowings by Y from X in
1587 is $100,000, on which Y paid s 1otal of
$10.000 in interest. The tolal tax book valae
of Y's ssacty in 1387 is 5500.000. ¥ has no
Habilities to third parties. X elects pursuant
to § 1.861-0T for Y to apportian Y's interest
expense under the grosa income method
prescribed in § 1.861-8T{g).

In addition to its stock in Y, X owns 20
percent.ol the atock of Z, & noncontrolied
section 902 corporation.

X's iotal assets and their tax book values sre:

Tax book
Assel value
Plant & equapment $1,000,000
Corporawe headquariers . 500,000
_ Iventory . 200,000

Automobiles. 20,000
Paloris 50,000
Trad rh 10,000
Y stock (nchading paragraph {c)(2) ad-

prstment) B0.000
¥ nots 100,000
Z stoek 40,000°

{2} Categorization of Axseu.
Single Category Assets

1. Automobiles: X’s antomobiles are used

exclusively by ity domestic saies 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.theYnotemlhehandsof Xis

sccording to X's treatment of -
the interest income received on the Y note. In
determining the source and character of the
inierest 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 reduces. Y's foreign personal holding
company income of 525.000 [yielding foregin
personal holding company taxable income of
$15.000). Therefore, the Y note ix attributable
sulely to the statolory grouping of foreign
BourCe passive income,

3. Z stock: Because Z is a nonmlrolled
section 902 corporation. the dividends peid
by Z are subject to a separate limitation
under section 904(d){1}(E]. Thus, this sssel is
atiributable solely to the statutory grouping
consisting of Z dividends.

Mulliple Category Assets

1. Plant & equipment, inventory, palents,
and trademarks: In 1987, X sold helf its
widgets in lhe United States and exported
half outside Lhe United Stales. A portion of
the taxable income from export sales will be
foreign source income. since the expart sales
were nccomplished through a foreign branch
and title passed outside the United States.

Thus, these asxets are attnibutablc both to the
stetulory groupir.¢ of foreign general
kmitation and the grouping of domestic
income.

2. Y Stack: Since Y's interest expense is
spportioned under the gross income method
prescribed in § 1.861-9T(j}. the Y stock must
be char. .« erized under the gross income
method uescribed in paragraph [¢)(3){i) of
this section,

Assets without Directly Idecrifiable Yield

1. Corporate headquariers: This asset
generates no directly identifiable income
yield. The value of the asset is disregarded.

(3) Analysis of Income Yield for Multiple
Cotegory Assets.

1. Plant & Equipment, Inventory, patents,
and trademarks: As noled above, X's 19587
widgel sales were half comesti- and half
foreign. Assume that Example 2 of § 1.8683~
3{b){2) epplies in sourcing the export income

. from the export sales. Under Example 2, the.

income generated by the export sales ia
sourced half domeatic and hall forsign. The “
income gnerated by the domestic sales is
entirely domestic asurce. Accordingly, three-
quarters of the income gnerated on all sales
is domestic source end one-quatier of the
income ia foriegn source, Thus, three-quariers
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 asscis is attribuled to the
slatutory grouping of forelgn sowte gtmeral
limitation income.

2. Y Stock: Under the gross income method
described in paragraph (€)(3)(iii) of ihis
section, Y's grass income net of intersat
expenses in each limitation category must be
determined—$25,000 foreign source general,
limitation income end $15.000 of foreign .
source passive income. Of X's adjusted basis
of $80,000 in Y stock, $50,000 is stiributable to
foreign source general limitation income and
$30,000 is attributable to foreign source
passive income. - T

{4) Application of the Special Allocation
Rule of § 1.561-10T7e). Assume that the
taxable year in question is 1990 and that the -
appliable percentage prescribed by § 1.851~
10TTe)1)(iv){A] is BO percent. Assume that X
bas elected 1o use the quadratic formuia
provided in § 1.861-10T(e)(1)[iv){B).

Stgp 1. X's average month-end level of debt
owning to unrejated persons is $1 million.
The tax book value of X's assets is 52 million_
Thus, X's debt-to-asset catio computed vader
§ 1.861-10T e}{1)(i}is 1 10 2

Step 2 The tax book value of Y's asaets is
$500,000. Because Y has no debt to persons _
other then X, Y'n debt-to-asset ratio
computed nnder § 1.861-10T(e}{1)ii} is $0 o
£500,000.

Step 3. Y's average month-end liabilities to
X, as computed under § 1.861-10T(e){1 )i}
for 1987 are $100,000.

Step 4. Adding the $.00.000 of Y's liabililies
owed 10 X as computed under Step 3to Y's
third party liabilities (50} would be
insufficient to make Y's debi-lo-asset ratio
coriputed in Step 2 [$100,000-10-5500,000, of
1.5} equai to at least 80 percent of X's debt-lo-
asset ralio computed under Siep 1, as
edjusied to reflect a reduction in X's debt and
assets by the $100,000 of excess related
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person indebledness (80 x $5.  Of
$1.900.000 or 1:28}. Therefore., we entire
amount of Y's linbilities to X ($100,000)
constitule excess related
indebtedness under § 1.861-1GT{e)(1Xii).
'l"hus. the entire $10,000 of interest received
¥ from Y during 1987 cons' “ales interesl

recem,-d on excess related person
indebtedness.

Step 5. The Y note held by X has s tax

book value of $100,000. Solely for purpases of

§ 1.881-10{e)(1)(v}. the ¥ note is attributed to
separate limitation calegoriea in the same
menner as the Y stock. Under paragraph
{<){3}(iii) of this section. of the $80.000 of ¥
stock held by X, $50,000 is stiributable to
foreign source general limilation income, und

passive income. Thua, for purposes of $1.861-
10T e 1} v], $82.500 of the $100.000 Y note is
eonsidered to be o foreign source general
limitation asset and $37.500 of the $100.000 Y
note is considered 1o be 2 foreign source
passive asset.

Step 8. Since $8.000 of the $20,000 In reiated
person interest income received by Y
constilutes interest received on excessive
relaied person indebtedness, $10,000 of X's
third party inierest expense is allocated to
X's debl investment in Y. Under § 1.561-
10T e}{1)(vi}. B2.5 percent of the $10,000 of X's
third party inierest expense [$6,250] is
allocated to foreign source general limitation
income and 37.5 percent of the $10,000 of X's
third party intereat expense [$3.750) is

As a result of this direct sflocation the value
of X'z asexts generating foreign source
general limitation income shall be reduced by
the principal amount of indebtedness the
interest on which is directly aliocaied to
foreign source general limitation income
{562,500}, and X's assets genersting foseign
general limitation income shall be reduced by
the principal amount of indebtedness the
interest on which is directly allacated to
foreign passive income [$37,500).

(5] Totals.

Having allocated $10.000 of its third party
itnlerest expense ta its debt investmentin Y,
X would apportion the $90.000 balance of its
interest according to the following

]

$30,00¢ is attributable to foreign source aliocated to foreign source peessive income. appuortionment Iractions:
Ansol Domesiic Foveign Foremn Noocontrotind
[, ] p section 502

Piaml and ey it £750.000 £250,000

Wveniory $150000 350000

Automobies. £20,000

Patonts $I7500 $12.500

Trad £ £7.500 £2.500

Y whook £50,000 £30,000

Y note $100.000

Z stock $40.000
Totals. - $965,000 $365,000 $130,000 340000
Adhustcnants jor dirocty slocable irterast {$62.250) 7750 e
Adpucsted ol $965.000 - $302,750 $92.250 $40,000
tag &9 -] '3 3

Exampiez-ﬂmmet-hsumefamuin .

" Exampie 1, except that ¥ has $100.000 of third

party indebledness. Further, sanmne for

purposes of tba application of the special

allocation rule of § 1.861-10T(e) that the

taxable year in 1990 and that the applicable

perceniage prescribed by § 1.591-

10T{e}1)iv}{A) in B percent. The application

}:f the § um—:o(e) would be modified as
DH.DW..

Aggregate third pa:rty debt of related US.
holder—X

U.5 sharebolder aspets — X

Supplymglhef-daumwueqmuon
:sasfollm o

1.000,000 ~ X 1oc.noo+x
_— - -
melﬂx 500,000

Multiply both sides by son.noo and
{2,000,000 X}, yleidms:

“

B=

Step 1. X's debt-lo-asset ratio cormputed

under § 1.861-20T{e}{1](i} remains 1 ta Z (or

0.5}
Step 2. The uxbookvalue.on's assets is

S500,000. Y has $100.000 of indebtedness \o
third parties. Y's debt-to-asset ratio computed
under § m-wr[e)mm is $100,000 to
$500,000 {15 o 0.2).

X Appliceble percentage for year [(0.8) =

. Step 2. Y's average month-end liabitities to
X, a3 computed under § 1.861-10T{e)}1Niii}
remain $100,000.

Step 4. X's debit-to-asset ratio is 0.5 and bO
percent of 0.5 is 0.4. Because Y's debt-to-asset
ratio is 0.2, there is excess related person
indebtedness, the amount of which can be
computed based on the following formula:

Aggregate third party debt of related CFCs+ X

" Related CFC assels

fi
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4101~ 400.000X = 2% 10+ 2,000,0004 ~
100,000X —X*

Since there is an X* in this equation, &
quadratic formula must be utilized to solve
for X. Group \he components in this equation,
"~ segregating the X and the X%

X34 [—2.300,000)X +{2 X 101} =9

Apply the quadratic formula;

'_.b:l:\/b‘-l(a)(n]
2{a)

a=1 {coefficient of X%
b= — 2,300,000 {coefliciznt of X
c=2x10" {remaining elemeni of equalion}
Therefore, X equals either 90,519 or
(221 10"} far purposes of computing excess
related person indebtedness, X is the towest
positive amount derived from this equation,
which is 90,519.
Sieps 5 end 6 xre unchanged from Example
1, except that the total emount of interest on
excess reisted party indebtedness is $9,051.

§ 1.861-13T Transition rules for interest
expenses (Temporary reguiations.}
[ne-served

’ § 1.851-141‘ ' Special nudes for aﬂmﬂng
and apportioning certain expenses [other
than Interest expense) of an sffillated
group of oorpc:aﬂons (remporary
reguiations.) -

(a) In gmemf Section 1.851-11'1‘
provides special rules for allocating and.
apportioning igterest expense of an
affiliated group of corperations. The

. rules of this § 1.861-14T also relate ta

_ affiliated groups of corporations and

implement section 864{e}{6), which
requires affiliated group allocation and
apportionment of expenses other than
interest which are not directly allocable
and apportionable to any specific
incotne 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

application of the nue for the allocation

and apportionment of such expenses of

affiliated groups of corporations. Such
rules is then set forth in paragraph (¢) of
this section. Paragraph (d) of this section
contains the definition of the term
“affiliated group” for purposes of this

. section. Paragraph (e) of this secton
describes the expenses subject to
allocation and apportionment under the
rules of this section. Paragraph (f) of this
sectic : provides rules concerning the
aﬂihated group allocation and
apportionment of such expenses in

computing the combined taxable income
of & FSC or DISC and its reiated
supplier. Paragraph (g} of this section
describes the treatment of losses caused
by apportionment of such expenses in
the case of an affiliated group that does
not file a consolidated reiurn. Paragraph
{h) of this section providesrules
concerning the treatment of the reserve
expenses of a life insurance company.
Paragraph {j) of this section provides
examples iliuatrating the application of
this section.

(b) Scope—{1} Application of section
864{e}(6]. Section 864(e}(B) and this
section apply to the computation of
taxable income for purposes of
computing separate limitations on the
foreipn tax credit under section 904.
Section 884{e)(8) and this section also
apply in connection with section 907 (o
determine reductions i the amount
allowed as & foreign tax credit under
section 901. Section 864{e)(6) and this
section also apply 1o the computation of
the combined taxable income of the
related supplier and a foreign sales
corporation (FSC} (under sections 821
through 927} as well as the combined
taxable incoms of the related supplier
and a domestic international sales
corporation (DISC) (under sectiona 991

{2) Nenapplication of section
864fe)(8). Section 864(e}(6) and this
section do not apply to the computation
of Subpart F income of controlled
foreign corporations {under sections 951
through 964} or the computation of
effectively connected taxable income of
foreign corporations.

(3) Application of section 854(e)(8) io
the computation of combined taxable
Income of a possessions corporation and
its affiliotes. [Reserved.

(c) General nule for affiliated
corporations—{1) General rule, i}
Except as otherwise 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 appartioning the
expenses described in paragraph (e) of
this section of each according
to apportionment fractions which are
computed as if all members of such
group were a single corporation. For
purposes of determining these
apportionment fractions, any )
interaffiliate ransactions or p° operty
that are duplicative with respect to the
measure of apportionment chosen 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 i¢a:.. between members of
an affiliated group sheall be trealed in
accordance with the rules of § 1.861-
11T{e). Similarly, in the application of a
gross income method of apportionment,
interaffiliate dividends and interest,
gross-income from sales or services, and
other interaffiliate gross income shall be
eliminated. Likewise, in the application
of a method of apportionment based on
units sold or salea receipty, interaffiliate
sales shall be eliminated,

(il) Except as otherwise provided in
this section, the rulea of § 1.861-8T
apply to the allocation and
spportionment of the expenses
described in peragraph (e) of this
section. Thuy, allocation under this
parugraph {c) is accomplished 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 aifiliated
group must be taken io account. Then,
the expense is apportioned by
attribuiing the expense tp gross income
(within the class to which the expense
bas been allocated) which is in the
statutory grouping and to gross income
{within the class) which is in the
residual grouping, Section 1.8681-8T(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 epportionment method
chosen must be applied consistently by
each member of the affiliated group in
apportioning the expense when more
than one member incurred the expense
ot when members incarred separate
portions of the expense. The
apportionment fraction must ake inio
account the apportionment factars
contributed by all members of the
affiliated group. In the case of an
affiliated group of corporations that files
B consolidated return, consolidated
foreign tax credit limitations are
computed for the group in accordance
with the rules of § 1.1502—4. For * -
purposes of this section the term
“taxpayer” refers to the afftliated group
(tegardiess of whether the group files a
cansolidated return), rather than to the
sepzrate members thereof.

(2) Expenses reloting lo fewer than afl
members. An expense relates to fewer
than all members of an affiliated group
if the expense is allocable under
paragraph [2)(1) of this section to gross
income of at least one member other
than the member that incurred the

fi
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exyronse but fewer than all members of
the affiliated group. The taxable income
of the member that incurred the expense
shall be determined by apportioning that
expense under the rules of paregraph
(c)(1) of this section ax if the members of
the affiliated group that derive groas
income to which such expense is
allocable under paragraph (e}{1) were
treated as & single corporation.

{3) Prior application of section 432.
The rules of this section do not
supersede the application of section 482
and the regulations thereunder. Section
482 may be applied elfectively to deny a
deduction for an expense to one member
of an affiliated group acd to allow a
daduction for that expense to another
member of the affiliated group. [n cases
to which section 482 is applied,
expenses shall be realiocated and
reapportioned under section 864{e)(6)
end this section after taking into
eccount the application of section 482

(d) Definition of affiliated group—{1)
General riuje. For purposes of this
section, the term “affiliated group” has
the same meaning as is given that term
by section 1504, except that section 936
companies are &lso included within the
affilinted group. Section 1504{a} defines
an affiliated group as one or more -
chains of inciudible corporations
connected through 80% stock ownership
with a commoaa 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
iaxable year, only the expenses incurred
by the group member during the period
of membership shall be aliocated and
apportioned as if all members of the -
group were 2 single corporation. In this
regard, the apportionment factor chosen
shall relate only to the period of
membership. For example, if
apportionment on the basis of assets is
choseq, the average amount of assets
{tax book value or fair market vatue] for
the taxable year shall be muftiplied by a
fraction, the numerator of which is the
number of menths of the corporation’s
taxabie year during which the -~
corporation was a member of the
affiliated group, and the denominator of
which is the number of months within
the corpotation’s taxable year. If
apportiomument on the basis of gross
income is chosen, account shall be taken
of gross income generated only during
the period of membership. If
spporticnment on the basis of units sold
or 5ales receipts is chosen, account shall
be taken of units sold or sales receipts
only during the period of membership.
Expenses incuited by the group member

during its texsble year, but not during
the period of membership, shall be
aliocated end apportioned without
regard to cther members of the group.

(2} Inclusion of section $36
corporations. The exclusion from the
affiliated group of section 936 :
corporations under section 1504{b}{4
does not apply for r.orposes of this .
section. Thus, & possassions corporation
meeting the ownership requirements of
section 1504(a) with respect to which an
election under section 936 is in effect for
the taxable year is a member of the
affiliated group.

(3) Inclusion of financial corporations.
For purposes of this section, in the case
of Bn effiliated group (as defined in
paragraph (d}(1] of this section}, any
membets that constitute fnancial
corporations as defined in § 1.861~
11T(d){4)(ii) shall be treated as members
of the rffiliated group, The rule of
§ 1.861-11T{d)[4){i}, which treats such
finencial corporations as a separate
affiliated group, applies only for
purposes of allocation and
apportionment of interest expense and
does not apply to the allocation and
apportionment of other expenses under
this section.

(4) Treatment of life insurance
companies subject to taxation under
section 801. A life insurance company
that is subject to taxation under section
801 shall be considered to constitute &
member of the affiliated group -~
compased of companies not taxable
under section 801 only if a parent
corpotation s¢ elects gnder section
1504(c)(2){A] of the Code." - _ |

{e} Expenses to be allocated and
apportioned ander this section—{1})
Expenses not directly traceable to
specific income producing activities or
property. {i) The expenses that are
required to be allocated end
apportioned under the rules of this
section are expenses related to certzain
supportive functions, research and
experimental expenses, stewardship
expenses, and legal and accounting
expenses, 1o the extent that such

_expenses are not directly allocable to
specific income producing activities or
property solely of the member of the
affiliated group that incurred the
expense. 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 section. Expenses that are included
in inventory costs or that are capitalized
are ot subject to allocation and
apportionment under the rules of this
secticn.

(ii) An item of expense is not
considered to be directly allocable to

specific income producing activities or
property solely of the member incurring
the expensc if, were all members of the
affiliated group trea'ed as a single
corporation, the expense would not be
considered defintely relaled, witkin the
meaning of § 1.851-8T{b}{2). only lo a
class of gross income detived solely by
the member which actually incurred the
expense. Furthermore, the expense is
presumed not to be definitely related
only to & class of gross income derived
solely by the member incurring the
expense [and is, therefore, presumed not
to be directly allocable to speciflic
income producing aciivities or property
of that member) unless the texpayer is
able affirmatively to establish
otherwise. As provided in paragraph
(M1} of this section, expenses described
in this paragraph (2){1) generslly shall
be apporticned by the member incurring
the expense according to apportionment
fractions computed as if all members of
the affiliated group were a single .
corporation. Under paragraph [c)(2) of
thia section, however, an expense shall
be apportioned according 1o
apportionment fractions computed as if
only some (but fewer than all) members
of the affiliated group were a single
corporation, if the expense is considered
aliocable to gross income of at least one
member other than the member )
incurring 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 oi the group if, were all
members of the affiliated group treated
as g single corporation, the expense
would not be considered definitely
related within the meaning of § 1.861~
8T(b){2) to gross income derived by all
members of the group. In such 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 generated (or
could reasonably be expected to
generate) the gross income to which the
expense would be considered definitely
related if the group were treated ss a
single corporation.

(2) Research and experimental
expenses—

(i} In general The ailocation and
apportionment! of research and
experimental expeases is governed by
the rules of § 1.861-8T(e)(3). In the case
of research and experimental expenses
incurred by a member of an affiliated
group, the nules of § 1.861-8T(e)(3) shall
be applied as if all members of the
affiliated group were a single taxpayer.
Thus, research and experimental
expenses shall be allocated to all
income of all members of the affiliated
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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 relavant 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 corporalion. See Example (1) of
paragraph {j) of this section. Such
expenses shall then be apportioned, if
the sales method is used, in accordance
with the rules of § 1.861-8T{e}{3)(ii]
between the statulory grouping {within
the class of gross income} and the
residual grouping (within the class of
gross income) taking inte account the
amount of sales of nll members of the -
affilisted group from the product
category which resulled in such gross
income. Section 1.861-8T(e}{3)(ii){D).
relating to sales of controlled parties,
shall be applied as if all members of the
affiliated group were the “taxpayer”
referred 1o therein. If either of the
optional gross income methods of
apportionment j8 used, gross income of
. all members of the affiliated group that -
generate, have genersted, or could
reasonably have been expected to -
generate gross incorae within the. . .
- relevant class of gross income must be
taken into account. . e
{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
Junctions. Expenses which are
supportive in nature {such as overhead,
genetal and administrative, supervisory
expenses, advertising, marketing, and
other sales expenses) are to be allocated
and apportioned in accordance with the
rules of § 1.861-8T(b)(3). To the extent
that such expenses are not directly
allocable under paragiaph (e)(1)(i) of
this section to specific income producing
activities or property of the member of

. the affiliated group that incurred the
expense, such expensea must be
allocated and apportioned as if all
members of the affiliated group were a -
single corporation in accordance with
the rles of paragraph (c) of this section.
Specifically, such expenses must be
allpcated to a class of gross income that
take into acconnt 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

determined under paregraph {c)(2) of
this section, then those expenses must
be apportioned under the rules of
paragraph (¢}(2) of this section, as if
those fewer members were a single
corporation. See Exampie (3) of
paragraph {j) of this section. Such
expenses must be apportioned between

" statutory and residual groupings of

income within the appropriate class of
gross income by reference to the
apportionment factors contributed by
the members of the affiliated group that
sre treated as & single corporation.

{4) Stewardship expenses.
Stewardship expenses are o be
allocated and apportioned in
accordance with the rules of § 1.861-
6T{e)(4). in general, stewardship
expenses are considered definitely -
related and allocable to dividends
received or 10 be received from a related
corporation. If members of the affilinted
group, other than the member that
incurred the stewardship expense,
receive or may receive dividends from

"+ the related corporation, such expense

miust be allocated and apportioned in
accordance with the mies of paragraph

[¢) of this section as if all such members

of the affiliated group that receive or - .
may receive dividends were a single.
cotporation. See Example (4) of
paragraph (j} of this section. Such .
expenses must be apportioned between
statutory and residual groupings of
income within the appropriate class of
gross income by reference to the
apportionmesnt factora contributed by
the members of the affiliated group. ..
treated aa a single corporation.

{5) Legal and accounting fees and
expenses. Legal and accounting fees and
expenses are to be allocated and.
apportioned undet the roles of § 1.851—
8T {e}(5). To the extent that such
expenses are not directly allocable
under paragraph (e}{1){ii} of this section
to specific income producing activitiez
or property of the member of the
affiliated group that incurred the
expense, such expenses must be
allocated and apportioned as if all
members of the affiliated group were &
single corporation. Specifically, such
expenses must be allocated to a class of
gross income that takes into account the
gross income which is generated. has
bren generated, 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 income 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 & single
corporation. See Example {5} of
paragraph (j) of this section. Such
expenses must be apportioned taking
into nccount the apportionment factors
contribuféd by the members of the group
that nre treated as a single corporation.

(f) Compu-ation of FSC er DISC
combined taxable income. In the
computation under the pricing rules of
sections 925 and 994 of the combined
taxable income of any FSC or DISC and
its related supplier which are members
of an affiliried group, the combined
taxable income of such FSC or DISC and
its related 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 1o determine
the portion of the expenses of the
affiliated group that is incurred in
connection with export sales by or
through & FSC ar DISC, the portion of
the total of the apportionment facior
chosen that relates to the generation of
that export income must be determined.
Thus, if gross income is the
apportionment factor chosen, the
portion of total gross income of the
affiliated group that consists of

. combined grogs income derived from

transactions involving the FSC oxr DISC -
and related supplier must be
determnined. Similarly, if units sold or
sales receipts is the apportionment
factor chosen, the portion of {otal 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 numerator
of which is the export related
apportionment 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 cna
fraction, the numerator of which is
export related combined gross income of
the F5C or DISC and related supplier
and the denominator of which is the
total gross income of the affiliated
group. Similarly, if units sold or saies °
receipts is the apportionment factor
chosen. the fraction is the units soid 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 atiributad o the
combined gross income of a FSC of
DISC and its related supplier without
affecting the amount of expenses {other
than any commission payable by the
related supplier to the FSC or DISC)

f
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otherwise deductible by the F5C 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 attributed from
other members of the affiliated group to
determine the commission derived by -
the FSC or DIAC or the tratsler price of
qualifying export property soid ta the
FSC or DISC.

(g) Losses created through
apportionment. In the case of an
- affiliated group that does net file a
consaolidated return, the taxable income
in any separate limitation category must
be adjusted under this paragraph (g) for
purposes of computing the separate
foreign tax credit limitations under
section 904(d). As a consequence of the
affiliated group allocation and
apporuonment of expenses required by
section 854(e}{6) and this section,
expenses of a group member may be
apportioned for section 904 purposes to
a limitakion category with a consequent
loss in that limitation category. For
purposes of this paragraph. 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 aifiliate in
& limitation category will reduce the
income of another member in the same
limitation category if a consolidated
- return is filed. (See § 1.1502—4.} I a-
consohdated return is not filed, this

Appartionment of research expense to Uniled
States source gross income:

$70,000
Total apportioned deduction for T
research $100,000
Of which—

Apportioned to foreign source gross

$106.000

netling does not occur. Accordingly, in
such a case, the jollowing adjustments
among members are required, in order to
give effect 1o the group allocation of
expense:

{1} Losses created through group
apportionment of expense in one or
more limitation categories within a
given member must be eliminated: and

{2} A corresponding amount of income
of other members in the same limitation
category must be recharacterized. -
Such adjustments shall be accomphshed
in accordence with the rules of § 1.861-
11T{g}.

(k) Special rule for the allocation of
reserve experses of a life insuronce
company. An amount of reserve
expenses of a lile insurance company
equal ta 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 remaining reserve -
expenses of such company shall be .
allocated and apportioned under the -
rules of § 1.861-8 and this section.

{i} (Reserved.]

(i) Examples. The rules of this secuon
may be illustrated by the following

examples. All of these examples assume.
- that section 482 has not been applied by

the Commissioner.

Example (1}—{i) Facts. P owns all of 'ihe
stock of X and all of the stock of Y. P, X and
Y are domestic corporations. P is a holding -

$200,000+$200,000

$109,000 4 $100.00¢
$300.000 + $200,000

I

company lor the stock of X and ¥. Both X and
Y manufacture and sell a product which is
included 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 Slates. In 1988, the domestic sales
by X of the product totalled $400,000 and the
loreign asles of the product totalled $200,000;
Y's domestic sales of the :-roduct totalled
$200.000 and Y's foreign saves of the product
lotalled $200,000. In 1988, X's gross income is
$300.000, of which $200,000 is from domesiic
sales and $100,000 is from {oreign sales; ¥'s
grosz income is $200,000 of which $100,000 is
from domestic sales and $100,000 is from
foreign sales.

(i)} P. X and Y are affilialed corporations
within the meaning of section 884fe){5) and
this section. There search expenses incurred
by X are aliocable to all income connected
wilh Lhe relevant brosd category listed in
§1.861-8T(e)(3){i). Bolth X end Y have gross
income includible within the claas of gross
income related {o that product category.
Accordingly, the research and experimental
expenses tncurred by X are 1o be sllocated
and apportioned a1 if X and Y were a single
corporation. The apporuonment for 19848 is o3
follows:

Tentahve Apportionment on the Basis of

Sales

Research expenses 1o be
apportionsd

- Exclusive apportionment ta United

States source gross income.— ... $30.000
Research expense to be apportioned
on the basis of sales $70.000
Apportionment of research expense to foreign
source general limitation income: -

b4 — = $24.000
$600,000-4 $400.000 - e
5200,000+- $200,000
b4 = $42,000
$600,000 -+ 3400,000
income $28.000 Tentative Apportionment on the Basis of
Apportioned to .5, source gross Gross Income
income‘ ($90.000 +$42,000). —..vee—onc ~$72000  Research expense apportianed lo foreign

source grass income:

—5$100,000

fi
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Research expense apportioned to United
States income:

$100.000 X

Exaomple (2)—{i} Facts. P owns all of the
stock of X, which owns al] of the stock of Y.
P, X and Y are all domestic corporations. P
has incured general training program
expenses of $100,000 in 1987. Employees of P,
X and Y perticipate in the training program.
In 1987, P had Uniled Stales source grass
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

£200.000 + $100,000
$300,000 -+ $200,000

source genersl imitation 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 affilisted
group of corporations within the meening of
section 864{e)(5). The training expenses
incurred by P are not definitely related solely
1o specific income producing activities or
property of P. The employees of X and Y slso

= $60,000

participale in the training program. Thus, thia
expense relates to gross income generated by
P, X and Y. This expense is definitely related
and allocable to all of the grogs income from
foreign and domestic sources of P, X and Y. It
is assumed tha! appartionment on the basis
of gross income is rens-.nable, The
apportionment of the & _ ense is as follows:
Apportionment of $100,000 expense Lo foreign
source general limitation income:

$200,000 + $100,000 4 $100,000
$100,006 x = $40,000
$400,000-4 $200,000 + $400,000
Apportionment of $100,000 expense to United .
States source gross income: .
. $200,000 -+ 5100,000 -+ £300,000 "
. $100,000 = $60.000

.Total apportioned expense._______ $100.000

Example {3)—{1) Facts. The facts mre the
same as in Example (2) above, except that
only empioyees of Pand X pertunpate in the
. irmmns program. - -

$100.000

Apportionment of $100.000 expense o U.S.
SOUITE gross income:

$100.000

Example {¢}—i) Facts. P owns all of the
stock of X which owns all of the stock of Y. P
and X are domestic corporations; Yis a
foreign corporation. In 1887 P incwred $10,000
of stewardship expenses relating to an audit
of Y.

(ii) Analysis. The stewardship expenses
inrurred by P are not directly allocable to
specific income producing activities or
property of P. The expense is definitely -

$400.000-+$200,000 -+ $400,000

{if) Amlym.t. Because only the employees

" of P and X participate mthemumngprogrm

and they perform no services for Y, the

aWomd as ff P and X were a single

corporation. The apportionment of the
$100,000 expense is as follows:

smttedm{b;t;sﬁ’go G ordi - Apportionment of $100,000 expease to foreign
) ﬂmz:penumustbeaﬂmredgnd . source general limitation incoms: -

$200,000 + $100.000 .

X = $50,000 .
§400,000 4 $200,000
$200.000-+ $100.000 R

X = 550,000
400,000 -+ $200,000

relaied and allocable to dividends received
or to be received by X. Accordingly, the
expense of P is allocated and apportioned as
il P and X were 2 single corporation. The
expense is definitely related to dividends
received or to be received by X from Y, a
foreign corporation. Such dividends are
foreign sonrce general limitation income.
Thus, the entire amount of the expense must

be allocated to foreign source dividend
income

Example {5—{i) Focts. P owns all of the
stock of X which owns all of the stock of ¥ P,
X and Y are all domestic corporations. In
1967, P incwrred $10.000 legal expense relating
1o the testimony of certain employees of P in
connection with Jitigation to which Yisa
party. This expense is not allocable to
specilic income of Y, In 1967, Y bad $100.000
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foreign source general limitation income and
£300.000 U.S. source gross income.

(ii) Analysis. The legal expenses incirred
by P are not definiiely related solely to
specific income producing activities or
proparty of P. The expenss is definitely
related and allocable to the clasa of gross
income which includes only gruss income
generated by Y. Accordingly, the expense of
P is allocated and apportioned ns if Y were
the only member of the affiliated group, as
follows:

Apportionment of iegal expenses to foreign
- source general limitation income:

$100.000
 $400,000

$10000 x

Apportionment of legal expenses to U5
source grosx income:

$300,000
$400.000

Example {6/—{i} Facts. P owns all of the
atoek of R, which owns all of the stock of F. P
and R are domestic corporstions, and F is a
foreign sales corporation under section 922 of
the Code. R and F bave enlered into an
agreement whereby F is paid & commission

$10.000. x

- with respect to sales of product A. In 1367, P -

"~ had gross receipis of $1,000,000 from’

domestic sales of product A, and gross
receipts of $1,000,000 from forsign sales of

" product A. R had gross receipts of $1.000,000

from domeatic sales of product A, and

- $1,000,000 from export sales of product AL R's

cost of goods sold attributable to export sales
is £500,000. R bas deductible expenses of
£100,000 directly related to its export zales,’
and F has such dedoctibie expenses of

. $100,000. During 1887, Pmned:nexpense

I Were a

-

of $200.000 for marketing studies involving
the worldwide market for product AL

fii) Aralysis. P and R are an affiliated
group of corporations within the meaning of

- section 854{e}f5) and this section. The

expense incorred 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 a!so to the
activities of R. This expense must be
allocated and spportioned under the rules of
paragraph {e)1) of this section, asif Pand R
single corporation. The expense is
allocable 10 the class of gross income that -

mmdmaﬂmmmgmuttedbysales R

. of product A Apportionment on the bagis of
- gross receipts is reasonable under these facts.

F, a foreign corporation, ia not a member of
the afiliated group. However, for purposes of
determining '+ commission on its sales, the
corcbined groas income of F and R must be
reduced by the portion of the marketing
studies expense of P that is incurred in

connection with export sales invalving F
under e rules of paragraph (f) of this
section. The computation of the combined
taxable income of R and F is as fvilows:
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 ded.clibie expenses... 100,000
Apportionment of P's ex-
pense:
$1,000.000
$200,000 X “g506,600 4 SZ,000.000 ¢ 25000
Total $225.000

Combined Taxable Income.....—..... 5275000

Par. 6. Seclion 1.863-3 is amended by
revising paragraph {b){2) Example {2},
subdivisions (i) and [ii) to read as
follows:

§ 1.863-3 lﬂcomelromltauhot

personal dertved partty from
within ana partly from without the United
States.

.- e T e » -

(b) Jncomes party from sources wrthm
a fore:gn country

{2) Adlocation or apportionment,
Example (2). 1) and (ii) [Resesved] For .
md?nlu. see § 363—3T[b1[2] Example (z)h]
11

- - - * »

Par.7. Ane.vw -51.863—:';'['15 adaed“

-immediately after § 1.&53—-3 to read as

follows:

§ 1.863-3T Income lrom the sale of
personal property desived partly trom
within and partiy from without the United
States (Temporary regulations).

{a) [Reserved)

(b) /ncome partly from sources within
a foreign countiry.

[1) [Reserved)
" (2) Allocation or apportionment.

Emmp!e (1) [Reserved] -

Example {2). (1} Where en independent.
factory or production price has not been
eatablished as provided under Exampie (1),
the gross income derived from the sale of
personal property produced (in whole or in
pari) by the taxpayet within the United
States and aold within & foreign country or
produced (in whole or in part) by the

taxpayer within & foreign country and sold
within the United States shall be computed.

{ii) Of this gross amount, one-half shall be
apportioned in sccordance with the value of
the taxpayer’s property within the United
States and within the foreign country, the
portion atzibutabi= 10 sources vwithin the
United States being determined by
multiplying such one-half by & fraction, the
numerator of which consists of the value of
the 1axpayer's property within the United
States and the denominator of which consists
of the value of the taxpayer's property both
withir: the United Siates and within the
foreign country. The remaining one-half of
such groas income shall be apportioned in
accordance with the gross selea of the
taxpayer within the Uaited Statey and within
the foreign country, th- portion atiributable
ta sources within the United Slates being
determined by multiplying such one-half by a
fraction the numerator of which congists of
the taxpayer's gross sales for the taxable
year or petiod within the United States, and
the denominator of which conaists of the
taxpayer's gross sales for the taxable year or
period both within the United States and
within the foreign country, Deductions from
gross income that are allocable and
apporuonable to gross income described in
parsgraph (i} of this Examp/e z shall be
apportioned between the United States and
foreign rource portions of such intome, as
determinied undet this paragraph [ii]. on a pro
rala basis, without regard 1o whether the
deduction relates primarily or exclusively te
the production of property or to the sale of
property.

(b){2) Example [2){ii) through [c)e)
[Reserved]

Subchapter G——{ Amended]
Rezulation: 'Jnder Tix Conventions .

Par. 8. The [o]lowing regnlations under
tax conventions ars hereby removed. -
1. Part 501-—Australia
2. Part 504—Belgium

- 3. Part 505—Netheriands

4. Part 506—Japan

5. Part 507—United Kingdom
6. Part 511~Finiand

7. Part 512~Italy

8, Part 516—New Zealand

9. Part 519-—Canada

-DMB Conlbrol Numbers the Papemodc

Reduction Act

PART 602—AMENDED]

Par. 9. The aunthority citation for Part
602 continues o read as follows:
Authority: 26 U.S.C. 7805,

f
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§602.101 [Amended]
Par. 10. Section 502.101(c) is amended
by inserting in the eppropriate place in

the table: - - ]
§1.861-9T. . 15451072

§ 1.861-12T, 1545-1072.

Lawrence B. Gibbe,- - I

Commissioner of Internal Revenue.
Approved: August 24, 1968. -

0. Donaldson Chapoton,

Assistant Secretary of the Treasury.

[FR Doc. B8-20838 Filed 9-5-88; 8:45 am}]
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