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[ Federal Register: July 14, 2005 (Volume 70, Nunber 134)]

[ Rul es and Regul ati ons]
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[ DOCI D: fr 14j y05- 6]

DEPARTMENT OF THE TREASURY
| nt ernal Revenue Service
26 CFR Parts 1 and 602

[ TD 9212]
RI N 1545- AQ72

Source of Conpensation for Labor or Personal Services
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Fi nal regul ati on.

SUVMARY: Thi s docunent contains final regulations that describe the
proper basis for determ ning the source of conpensation for |abor or
personal services performed partly within and partly wi thout the United
States. These final regulations will affect individuals who earn
conpensation for | abor or personal services perfornmed partly within and
partly without the United States and are needed to provide appropriate
gui dance regarding the determ nation of the proper source of that
conpensati on.

DATES: Effective Date: These regul ations are effective July 14, 2005.
Applicability Date: For dates of applicability, see Sec. 1.861-
4(d).

FOR FURTHER | NFORMATI ON CONTACT: Davi d Bergkui st, (202) 622-3850 (not a
toll-free nunber).

SUPPLEMENTARY | NFORMATI ON:
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Paperwor k Reducti on Act

The collections of information contained in these final regulations
have been revi ewed and approved by the Ofice of Managenent and Budget
i n accordance with the Paperwork Reduction Act of 1995 (44 U S. C
3507(d)) under control nunber 1545-1900.

The collections of information in these final regulations are in
Sec. 1.861-4(b)(2) (ii)(Q(1)(i), (b)(2)(ii)(D, and (b)(2)(ii)(D)(6).
The information required in Sec. 1.861-4(b)(2) (ii)(O(1)(i) wll
enabl e an individual, where appropriate, to use an alternative basis
ot her than that described in Sec. 1.861-4(b)(2)(ii)(A or (B) to
determ ne the source of his or her conpensation as an enpl oyee for
| abor or personal services perfornmed partly within and partly w t hout
the United States. The information required in Sec. 1.861-
4(b)(2)(ii1)(D and (D) (6) wll enable an enpl oyee to source certain
fringe benefits on a geographical basis. The collections of information
will, likewse, allowthe IRS to verify these determ nati ons.

An agency may not conduct or sponsor, and a person is not required
to

[ [ Page 40664] ]

respond to, a collection of information unless it displays a valid
control nunber assigned by the Ofice of Managenent and Budget.

Books or records relating to a collection of information nust be
retained as long as their contents m ght beconme material in the
adm ni stration of any internal revenue |aw. Generally, tax returns and
tax return information are confidential, as required by 26 U S. C. 6103.

Backgr ound

Thi s docunent contains anendnents to 26 CFR part 1. On August 6,
2004, proposed revisions to the reqgul ati ons (REG 208254-90) under
section 861 of the Internal Revenue Code (Code) relating to the source
of conpensation for |abor or personal services were published in the
Federal Register (69 FR 47816). In the sanme docunent, a prior notice of
proposed rul emaki ng (REG 208254-90), published in the Federal Register
on January 21, 2000 (65 FR 3401), was withdrawn. A public hearing was
hel d on January 13, 2005. Two witten comments were received. After
consi deration of these comments, the August 6, 2004 proposed
regul ati ons are adopted as anended by this Treasury deci sion.

Summary of Comments and Expl anati on of Revi sions
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These final regulations, as proposed in the notice of proposed
rul emaki ng, retain the facts and circunstances basis as the general
rule for determ ning the source of conpensation for |abor or personal
services perforned partly within and partly wthout the United States
recei ved by persons other than individuals and by individuals who are
not enpl oyees. As proposed, the final regulations provide tw general
bases for determ ning the proper source of conpensation that an
I ndi vi dual receives as an enployee for such | abor or personal services.
Under the first general basis of Sec. 1.861-4(b)(2)(ii)(A), an
I ndi vidual will source conpensation, other than conpensation in the
formof certain fringe benefits, on a tine basis, as defined in Sec.
1.861-4(b)(2)(ii)(E)

Under the second general basis of Sec. 1.861-4(b)(2)(ii)(B) and
(D), an individual will source conpensation in the formof fringe
benefits, as described in Sec. 1.861-4(b)(2) (ii)(D (1) through (6),
on a geographical basis (e.g., at the enployee's principal place of
wor k, as defined in section 217 and Sec. 1.217-2(c)(3)). The fringe
benefits to which this general basis applies are housing, education,
| ocal transportation, tax reinbursenent, hazardous or hardship duty
pay, and novi ng expense rei nbursenent fringe benefits. This general
basis will apply only if the anbunt of the fringe benefit is reasonable
and is substanti ated by adequate cont enporaneous records or sufficient
evi dence under rules simlar to those set forth in Sec. 1.274-5T(c) or
(h) or Sec. 1.132-5.

Comments were received that proposed several changes with regard to
the fringe benefits described in Sec. 1.861-4(b)(2)(ii)(D)(1) through
(6). Under one suggestion, the specific definitions of the identified
fringe benefits would be replaced with broad categories. The comrent
further suggested that the housing fringe benefit, education fringe
benefit, and local transportation fringe benefit include enployer-
provi ded al |l owances that are based on estinmated, rather than actual,
expenses. The comment al so requested that the definition of education
fringe benefit be expanded to include paynents for the education of the
enpl oyee's spouse for studies that relate to the foreign | ocation of
t he enpl oynent, such as | anguage courses and job training at the
foreign location, and to include pre-school and post-secondary
educati on, honme schooling costs, and | anguage courses of the enpl oyee's
dependents. Wth respect to the transportation fringe benefit, the
comment requested that autonobile purchase assistance in the host
country be included. The comment al so requested that the anpbunt of
conpensation qualifying for the hazardous or hardship duty pay fringe
benefit not be limted to government-provided anounts. The comrent
suggested that the definition of noving expense reinbursenent fringe
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benefit be expanded to include a list of specific expenses, such as
novi ng al | onances, home sal e/ purchase assi stance, tenporary living, car
| oss reinbursenent, utility setup, appliance installation, auto
registration, driver's license fees, power converters, and other
rel at ed expenses. The comment al so suggested three additional fringe
benefits: hone | eave all owances, cost-of-living allowances, and
exchange rate differential allowances.

The Treasury Departnment and the I RS considered the various comments
regardi ng the approach, scope, and detail of the identified fringe
benefits under the proposed regulations. In response to the comments,
the final regulations nodify the definition of education fringe benefit
to include education expenses of the type described in section
530(b)(4) (A (i) regardl ess of whether the educati on expenses are
i ncurred in connection with enroll nent or attendance at a school. The
final regulations do not incorporate the suggestion for allowances
based on esti mat ed expenses because the Treasury Departnent and the I RS
continue to believe that substantiation of relevant itens is the nore
appropri ate approach. Regardi ng the other proposed changes to the
identified fringe benefits, the Treasury Departnent and the I RS believe
that the regul ati ons provide an appropriate scope of benefits, a
reasonabl e manner of determ ning the appropriate anmount of fringe
benefit to be sourced geographically, and a reasonable |limt to the
anount of an individual's conpensation that nay be sourced under the
exception to the general tinme basis rule of Sec. 1.861-4(b)(2)(ii)(E)
As noted in the preanble to the proposed regul ati ons, the Treasury
Departnent and the IRS intend to keep the Iist and descriptions of
identified fringe benefits current and continue to invite conments on
whet her the identified fringe benefits are appropriately defined and
whet her other fringe benefits should be identified and sourced on a
speci fic geographi c basis.

Furthernore, the final regulations retain the proposed provision
that permts an enployee to use an alternative basis, based upon the
facts and circunstances, to source such conpensation if he or she
establishes to the satisfaction of the Conm ssioner that such an
alternative basis nore properly determ nes the source of the
conpensation. An individual seeking to use an alternative basis need
not obtain the satisfaction of the Conm ssioner prior to filing his or
her return. To obtain the satisfaction of the Conmm ssioner, an
I ndi vi dual who uses an alternative basis nust retain in his or her
records docunentation setting forth why the alternative basis nore
properly determ nes the source of the conpensation than the basis for
determ ni ng source of conpensation described in Sec. 1.861-
4(b)(2)(ii)(A) or (B). One conment requested that substantiation by the
I ndi vidual's enpl oyer be accepted as substantiation by the enpl oyee,
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particularly where the alternative nethod is used by a group of

enpl oyees. Whether an alternative basis nore properly determ nes the
source of an individual's conpensation is based on the facts and

ci rcunstances of the individual's specific case. As a result, it is the
I ndi vi dual enpl oyee, rather than the enpl oyer, who nust denonstrate
that the alternative basis nore properly determ nes the source of the
conpensation than the basis for determ ning source of conpensation
described in Sec. 1.861-4(b)(2)(ii)(A) or (B). It is expected,

however, that the

[ [ Page 40665] ]

I ndi vi dual enpl oyee woul d use, anpong ot her docunentation, docunentation
provi ded by the enployer for such substantiati on.

Anot her comment requested relief fromany penalties that m ght
arise frominaccurate reporting or wthholding if an alternative nethod
Is determ ned not to be acceptable or if the Conm ssioner determ nes
that a nethod other than the two general nethods determ nes the source
of conpensation in a nore reasonabl e manner. The Treasury Depart nent
and the I RS believe that the existing standards of penalty
adm ni stration, including applicable justifications, adequately address
this matter.

Section 1.861-4(b)(2)(ii)(C (1) (i) of the proposed regul ati ons
provided that to assert an alternative basis the individual nust conply
with the requirenents set forth in any adm ni strative pronouncenent
| ssued by the Conm ssioner. The final regulations require that to
assert an alternative basis, the individual nust provide the
information related to the alternative basis required by applicable
Federal tax fornms and acconpanying instructions. It is expected that
the applicable Federal tax forns and acconpanying instructions wll
require individuals wth $250,000 or nore in conpensation for the tax
year that use an alternative basis to respond to questions on the tax
formand to attach to their incone tax returns a witten statenent that
sets forth: (1) The specific conpensation inconme, or the specific
fringe benefit, for which an alternative nethod is used; (2) for each
such item the alternative nethod of allocation of source used; (3) for
each such item a conputation show ng how the alternative all ocation
was conputed; and (4) a conparison of the dollar anmount of the
conpensati on sourced within and without the United States under both
the individual's alternative basis and the basis for determ ning source
of conpensation described in Sec. 1.861-4(b)(2)(ii)(A) or (B)

The proposed reqgulations at Sec. 1.861-4(b)(2)(ii)(O(3) were
reserved with respect to artists and athletes who are enpl oyees.

Al t hough requested, no comments were received on the definition of
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artists and athletes. The reservation is retained in these final
regul ations. As noted in the preanble to the proposed regulation, it is
I ntended that the specific rules for artists and athletes who are
enpl oyees, when issued, will require such individuals to determ ne the
proper source of conpensation for |abor or personal services on the
basis that nost correctly reflects the proper source of that incone
under the facts and circunstances of the particular case, consistent
with current | aw.

Proposed Sec. 1.861-4(b)(2)(ii)(F) provided that the source of
mul ti-year conpensation of an enployee is generally determ ned on a
time basis over the applicable period to which the conpensation is
attri butable. Determ nation of the applicable period to which the
conpensation is attributable (including whether the conpensation
relates to nore than one taxable year) is based upon the facts and
ci rcunstances of the particular case. Corments requested additiona
gui dance in the area of equity based conpensation, particularly wth
respect to stock options, that relate to services perforned over a
period of nore than one year. These comments requested gui dance rel ated
to pre-grant sourcing, sourcing based upon exercise date, and non-
conventional equity conpensation awards. Because under the regul ations
the applicable period is determ ned based on the facts and
ci rcunstances of the particular case, and a taxpayer nay assert an
alternative nethod to source such conpensation i ncone pursuant to Sec.
1.861-4(b)(2)(ii1)(O (1) (i), the Treasury Departnment and the IRS
concluded that Sec. 1.861-4(b)(2)(ii)(F), as proposed, was reasonable
inits scope and the rules were not nodified in the final regul ations.

Speci al Anal yses

It has been determ ned that this Treasury decision is not a
significant regulatory action as defined in Executive O der 12866.
Therefore, a reqgqulatory assessnent is not required. It is hereby
certified that the collections of information contained in these
regul ations will not have a significant econom c inpact on a
substanti al nunmber of small entities. Accordingly, a regulatory
flexibility analysis is not required. This certification is based upon
that fact that the Treasury Departnent and the IRS believe that a tine
basis generally is the nost appropriate nmethod for determ ning the
source of an individual enployee's conpensation for |abor or personal
services perforned partly within and partly wi thout the United States.
The informati on necessary to apply the tine basis should be readily
avai |l abl e to enpl oyers and enpl oyees. For exanple, Form 2555, " Foreign
Earned I ncone'', requires an individual who clains the foreign earned
I ncome exclusion to provide the IRSwith information relating to the
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nunber of business days spent within the United States and any fringe
benefits received. In addition, if an enployee W shes to use an
alternative nethod to source conpensation, it is the enployee that nust
docunent such alternative nethod. Pursuant to section 7805(f) of the
Code, the notice of proposed rul emaki ng precedi ng these regul ati ons was
submtted to the Chief Counsel for Advocacy of the Small Business

Adm ni stration for comment on its inpact on small business.

Drafting Information
The principal author of these final regulations is David Bergkui st
of the Ofice of Associate Chief Counsel (International). However,
ot her personnel fromthe IRS and the Treasury Departnent partici pated
In their devel opnent.
Li st of Subjects
26 CFR Part 1
| ncone taxes, Reporting and recordkeepi ng requirenents.
26 CFR Part 602
Reporting and recordkeepi ng requirenents.

Adoption of Amendnents to the Regul ations

0
Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:

PART 1--1NCOVE TAXES
0
Paragraph 1. The authority citation for part 1 continues to read, in

part, as foll ows:

Aut hority: 26 U S.C. 7805 * * *

0
Par. 2. Section 1.861-4 is anended as foll ows:

0
1. The heading for paragraph (a) is revised.
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0
2. A sentence is added at the beginning of paragraph (a)(1)
I ntroductory text.

0
3. Paragraph (b) is revised.

4. A sentence is added at the end of paragraph (d).
The revisions and addition read as foll ows:

Sec. 1.861-4 Conpensation for |abor or personal services.

(a) Conpensation for |abor or personal services perfornmed wholly
within the United States. (1) Generally, conpensation for |abor or
personal services, including fees, comm ssions, fringe benefits, and
simlar itens, perfornmed wholly within the United States is gross
I ncome fromsources within the United States. * * *

*x * * % *

(b) Conpensation for |abor or personal services perfornmed partly
within and partly without the United States--(1) Conpensation for | abor
or

[ [ Page 40666] ]

personal services perforned by persons other than individuals--(i) In
general. In the case of conpensation for |abor or personal services
perfornmed partly within and partly without the United States by a
person ot her than an individual, the part of that conpensation that is
attributable to the | abor or personal services perforned within the
United States, and that is therefore included in gross incone as incone
fromsources within the United States, is determ ned on the basis that
nost correctly reflects the proper source of the inconme under the facts
and circunstances of the particular case. In nany cases, the facts and
circunstances will be such that an apportionnent on the tinme basis, as
defined in paragraph (b)(2)(ii)(E) of this section, will be acceptable.

(i1) Exanple. The application of paragraph (b)(1)(i) is illustrated
by the follow ng exanple.

Exanpl e. Corp X, a donestic corporation, receives conpensation

of $150, 000 under a contract for services to be perforned
concurrently in the United States and in several foreign countries
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by nunmerous Corp X enpl oyees. Each Corp X enpl oyee performng
services under this contract perfornms his or her services
exclusively in one jurisdiction. Al though the nunber of enpl oyees
(and hours spent by enpl oyees) perform ng services under the
contract wwthin the United States equals the nunber of enpl oyees
(and hours spent by enpl oyees) perform ng services under the
contract without the United States, the conpensation paid to

enpl oyees perform ng services under the contract within the United
States is higher because of the nore sophisticated nature of the
services perforned by the enployees within the United States.
Accordingly, the payroll cost for enpl oyees perform ng services
under the contract within the United States is $20,000 out of a
total contract payroll cost of $30,000. Under these facts and
circunstances, a determ nation based upon relative payroll costs
woul d be the basis that nost correctly reflects the proper source of
t he i nconme received under the contract. Thus, of the $150, 000 of
conpensation included in Corp X s gross incone, $100,000 ($150,000 x
$20, 000/ $30,000) is attributable to the |abor or personal services
performed within the United States and $50, 000 ($150, 000 x $10, 000/
$30,000) is attributable to the | abor or personal services performnmed
w thout the United States.

(2) Conpensation for |abor or personal services perfornmed by an
I ndi vidual --(i) In general. Except as provided in paragraph (b)(2)(ii)
of this section, in the case of conpensation for |abor or personal
services perfornmed partly within and partly wthout the United States
by an individual, the part of such conpensation that is attributable to
t he | abor or personal services perfornmed within the United States, and
that is therefore included in gross incone as inconme from sources
within the United States, is determ ned on the basis that nost
correctly reflects the proper source of that inconme under the facts and
circunstances of the particular case. In nmany cases, the facts and
circunstances will be such that an apportionnent on a tine basis, as
defined in paragraph (b)(2)(ii)(E) of this section, wll be acceptable.

(i1) Enpl oyee conpensation--(A) In general. Except as provided in
paragraph (b)(2)(ii)(B) or (C of this section, in the case of
conpensation for |abor or personal services perforned partly within and
partly without the United States by an individual as an enpl oyee, the
part of such conpensation that is attributable to the | abor or personal
services performed wthin the United States, and that is therefore
I ncl uded in gross incone as incone fromsources within the United
States, is determned on a tinme basis, as defined in paragraph
(b)(2)(ii1)(E) of this section.

(B) Certain fringe benefits sourced on a geographical basis. Except
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as provided in paragraph (b)(2)(ii)(C of this section, itens of
conpensati on of an individual as an enpl oyee for | abor or personal
services perforned partly within and partly wthout the United States
that are described in paragraphs (b)(2)(ii)(D)(1) through (6) of this
section are sourced on a geographical basis in accordance with those
par agr aphs.

(O Exceptions and special rules--(1) Alternative basis--(i)
| ndi vi dual as an enpl oyee generally. An individual nay determ ne the
source of his or her conpensation as an enpl oyee for | abor or personal
services perforned partly within and partly wthout the United States
under an alternative basis if the individual establishes to the
satisfaction of the Comm ssioner that, under the facts and
ci rcunstances of the particular case, the alternative basis nore
properly determ nes the source of the conpensation than a basis
descri bed in paragraph (b)(2)(ii)(A) or (B), whichever is applicable,
of this section. An individual that uses an alternative basis nust
retain in his or her records docunentation setting forth why the
alternative basis nore properly determ nes the source of the
conpensation. In addition, the individual nust provide the information
related to the alternative basis required by applicable Federal tax
fornms and acconpanyi ng instructions.

(ii) Determ nation by Conmm ssioner. The Conm ssioner nmay, under the
facts and circunstances of the particular case, determ ne the source of
conpensation that is received by an individual as an enpl oyee for | abor
or personal services perforned partly wthin and partly w thout the
United States under an alternative basis other than a basis described
i n paragraph (b)(2)(ii)(A) or (B) of this section if such conpensation
either is not for a specific tine period or constitutes in substance a
fringe benefit described in paragraph (b)(2)(ii)(D) of this section
notwi thstanding a failure to neet any requirenent of paragraph
(b)(2)(ii)(D) of this section. The Comm ssioner may make this
determ nation only if such alternative basis determ nes the source of
conpensation in a nore reasonabl e manner than the basis used by the
I ndi vi dual pursuant to paragraph (b)(2)(ii)(A) or (B) of this section.

(2) Ruling or other adm nistrative pronouncenent with respect to
groups of taxpayers. The Conmm ssioner may, by ruling or other
adm ni strative pronouncenent applying to simlarly situated taxpayers
generally, permt individuals to determ ne the source of their
conpensati on as an enpl oyee for |abor or personal services perforned
partly wthin and partly without the United States under an alternative
basis. Any such individual shall be treated as having net the
requi rement to establish such alternative basis to the satisfaction of
t he Comm ssi oner under the facts and circunstances of the particul ar
case, provided that the individual neets the other requirenents of
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paragraph (b)(2)(1i)(CO(1)(i) of this section. The Comm ssioner al so
may, by ruling or other adm nistrative pronouncenent, indicate the
circunstances in which he will require individuals to determ ne the
source of certain conpensation as an enpl oyee for |abor or persona
services perforned partly within and partly wthout the United States
under an alternative basis pursuant to the authority under paragraph
(b)(2)(ii1)(O (1) (ii) of this section.

(3) Artists and athletes. [Reserved.]

(D) Fringe benefits sourced on a geographical basis. Except as
provided in paragraph (b)(2)(ii)(C of this section, conpensation of an
I ndi vi dual as an enpl oyee for | abor or personal services perforned
partly wthin and partly without the United States in the formof the
following fringe benefits is sourced on a geographical basis as
i ndicated in this paragraph (b)(2)(ii)(D). The anmount of the
conpensation in the formof the fringe benefit nust be reasonabl e, and
t he individual nust substantiate such anmounts by adequate records or by
sufficient evidence under rules simlar to those set forth in Sec.
1.274-5T(c) or (h) or Sec. 1.132-5. For purposes of this paragraph
(b)(2)(i1i1)(D), the termprincipal place of work has the sane
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nmeani ng that it has for purposes of section 217 and Sec. 1.217-
2(c)(3).

(1) Housing fringe benefit. The source of conpensation in the form
of a housing fringe benefit is determ ned based on the I ocation of the
i ndi vidual 's principal place of work. For purposes of this paragraph
(b)(2)(1i1)(D (1), a housing fringe benefit includes paynents to or on
behal f of an individual (and the individual's famly if the famly
resides with the individual) only for rent, utilities (other than
t el ephone charges), real and personal property insurance, occupancy
t axes not deducti bl e under section 164 or 216(a), nonrefundabl e fees
paid for securing a | easehold, rental of furniture and accessori es,
househol d repairs, residential parking, and the fair rental value of
housi ng provided in kind by the individual's enployer. A housing fringe
benefit does not include paynents for expenses or itens set forth in
Sec. 1.911-4(b)(2).

(2) Education fringe benefit. The source of conpensation in the
formof an education fringe benefit for the education expenses of the
I ndi vidual 's dependents is determ ned based on the | ocation of the
I ndi vidual 's principal place of work. For purposes of this paragraph
(b)(2)(11)(D(2), an education fringe benefit includes paynents only
for qualified tuition and expenses of the type described in section
530(b)(4)(A) (i) (regardless of whether incurred in connection with
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enrol | ment or attendance at a school) and expenditures for room and
board and uniforns as described in section 530(b)(4)(A(ii) wth
respect to education at an el enentary or secondary educati onal

I nstitution.

(3) Local transportation fringe benefit. The source of conpensation
in the formof a local transportation fringe benefit is determ ned
based on the | ocation of the individual's principal place of work. For
pur poses of this paragraph (b)(2)(ii)(D)(3), an individual's |ocal
transportation fringe benefit is the anount that the individual
recei ves as conpensation for local transportation of the individual or
the individual's spouse or dependents at the | ocation of the
I ndi vidual "s principal place of work. The anmount treated as a | ocal
transportation fringe benefit is limted to the actual expenses
i ncurred for local transportation and the fair rental value of any
vehi cl e provided by the enpl oyer and used predom nantly by the
I ndi vidual or the individual's spouse or dependents for |ocal
transportation. For this purpose, actual expenses incurred for |ocal
transportation do not include the cost (including interest) of the
purchase by the individual, or on behalf of the individual, of an
aut onobi l e or ot her vehicle.

(4) Tax reinbursenent fringe benefit. The source of conpensation in
the formof a foreign tax reinbursenent fringe benefit is determ ned
based on the location of the jurisdiction that inposed the tax for
whi ch the individual is reinbursed.

(5) Hazardous or hardship duty pay fringe benefit. The source of
conpensation in the formof a hazardous or hardship duty pay fringe
benefit is determ ned based on the | ocation of the hazardous or
hardshi p duty zone for which the hazardous or hardship duty pay fringe
benefit is paid. For purposes of this paragraph (b)(2)(ii)(D(5), a
hazar dous or hardship duty zone is any place in a foreign country which
Is either designated by the Secretary of State as a place where |iving
conditions are extraordinarily difficult, notably unhealthy, or where
excessi ve physical hardshi ps exist, and for which a post differential
of 15 percent or nore would be provided under section 5925(b) of Title
5 of the U S. Code to any officer or enployee of the U S. Governnent
present at that place, or where a civil insurrection, civil war,
terrorism or wartinme conditions threatens physical harm or inm nent
danger to the health and well-being of the individual. Conpensation
provi ded an enpl oyee during the period that the enpl oyee perforns | abor
or personal services in a hazardous or hardship duty zone may be
treated as a hazardous or hardship duty pay fringe benefit only if the
enpl oyer provides the hazardous or hardship duty pay fringe benefit
only to enpl oyees perform ng | abor or personal services in a hazardous
or hardship duty zone. The anpbunt of conpensation treated as a
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hazardous or hardship duty pay fringe benefit may not exceed the
maxi mum anount that the U S. governnent would allowits officers or
enpl oyees present at that | ocation.

(6) Moving expense rei nbursenent fringe benefit. Except as
ot herwi se provided in this paragraph (b)(2)(ii)(D)(6), the source of
conpensation in the formof a noving expense rei nbursenent is
determ ned based on the | ocation of the enpl oyee's new principal place
of work. The source of such conpensation is determ ned based on the
| ocation of the enployee's fornmer principal place of work, however, if
t he individual provides sufficient evidence that such determ nation of
source is nore appropriate under the facts and circunstances of the
particul ar case. For purposes of this paragraph (b)(2)(ii)(D)(6),
sufficient evidence generally requires an agreenent, between the
enpl oyer and the enployee, or a witten statenent of conpany policy,
which is reduced to witing before the nove and which is entered into
or established to induce the enpl oyee or enpl oyees to nove to anot her
country. Such witten statenent or agreenent nust state that the
enpl oyer will reinburse the enpl oyee for noving expenses that the
enpl oyee incurs to return to the enployee's fornmer principal place of
wor k regardl ess of whether he or she continues to work for the enpl oyer
after returning to that location. The witing may contain certain
condi ti ons upon which the right to reinbursenent is determ ned as | ong
as those conditions set forth standards that are definitely
ascertainable and can only be fulfilled prior to, or through conpletion
of, the enployee's return nove to the enpl oyee's fornmer principal place
of work.

(E) Tine basis. The anmount of conpensation for |abor or personal
services performed wthin the United States determned on a tine basis
Is the anbunt that bears the sane relation to the individual's total
conpensati on as the nunber of days of perfornmance of the | abor or
personal services by the individual within the United States bears to
his or her total nunber of days of performance of |abor or personal
services. A unit of tinme less than a day may be appropriate for
purposes of this calculation. The tinme period for which the
conpensation for |abor or personal services is nmade is presuned to be
t he cal endar year in which the | abor or personal services are
performed, unless the taxpayer establishes to the satisfaction of the
Conmi ssi oner, or the Comm ssioner determ nes, that another distinct,
separate, and continuous period of tine is nore appropriate. For
exanple, a transfer during a year froma position in the United States
to a foreign posting that |asted through the end of that year would
general ly establish two separate tine periods within that taxable year.
The first of these tine periods would be the portion of the year
preceding the start of the foreign posting, and the second of these
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time periods would be the portion of the year following the start of
the foreign posting. However, in the case of a foreign posting that
requires short-termreturns to the United States to perform services
for the enployer, such short-termreturns would not be sufficient to
establish distinct, separate, and continuous tinme periods within the
foreign posting tine period but would be relevant to the allocation of
conpensation relating to the overal

[ [ Page 40668] ]

tinme period. In each case, the source of the conpensation on a tine
basis is based upon the nunber of days (or unit of tinme less than a
day, if appropriate) in that separate tine period.

(F) Multi-year conpensation arrangenents. The source of nulti-year
conpensation is determned generally on a tinme basis, as defined in
paragraph (b)(2)(ii)(E) of this section, over the period to which such
conpensation is attributable. For purposes of this paragraph
(b)(2)(ii)(F), multi-year conpensation neans conpensation that is
i ncluded in the incone of an individual in one taxable year but that is
attributable to a period that includes two or nore taxable years. The
determ nation of the period to which such conpensation is attri butable,
for purposes of determning its source, is based upon the facts and
circunstances of the particular case. For exanple, an anount of
conpensation that specifically relates to a period of tine that
I ncl udes several calendar years is attributable to the entirety of that
mul ti-year period. The anmpunt of such conpensation that is treated as
fromsources within the United States is the anmount that bears the sane
relationship to the total nulti-year conpensation as the nunber of days
(or unit of tine less than a day, if appropriate) that |abor or
personal services were performed within the United States in connection
Wi th the project bears to the total nunber of days (or unit of tine
| ess than a day, if appropriate) that |abor or personal services were
perfornmed in connection with the project. In the case of stock options,
the facts and circunstances generally will be such that the applicable
period to which the conpensation is attributable is the period between
the grant of an option and the date on which all enploynent-rel ated
conditions for its exercise have been satisfied (the vesting of the
option).

(G Exanples. The follow ng exanples illustrate the application of
this paragraph (b)(2)(ii):

Exanple 1. B, a nonresident alien individual, was enpl oyed by

Corp M a donestic corporation, fromMarch 1 to Decenber 25 of the
taxabl e year, a total of 300 days, for which B received conpensation
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in the anobunt of $80,000. Under B's enploynent contract wwth Corp M
B was subject to call at all tinmes by Corp Mand was in a paynent
status on a 7-day week basis. Pursuant to that contract, B perforned
services (or was available to performservices) within the United
States for 180 days and perfornmed services (or was available to
performservices) wthout the United States for 120 days. None of
B's $80, 000 conpensation was for fringe benefits as identified in
paragraph (b)(2)(ii)(D) of this section. B determ ned the anmount of
conpensation that is attributable to his | abor or personal services
performed within the United States on a tinme basis under paragraph
(b)(2)(ii)(A and (E) of this section. B did not assert, pursuant to
paragraph (b)(2)(ii)(C(1)(i) of this section, that, under the
particular facts and circunstances, an alternative basis nore
properly determ nes the source of that conpensation than the tine
basis. Therefore, B nust include in incone fromsources within the
United States $48,000 ($80,000 x 180/300) of his conpensation from
Corporati on M

Exanple 2. (i) Sanme facts as in Exanple 1 except that Corp M had
a conpany-w de arrangenent with its enpl oyees, including B, that
t hey woul d receive an education fringe benefit, as described in
paragraph (b)(2)(ii)(D)(2) of this section, while working in the
United States. During the taxable year, B incurred education
expenses for his dependent daughter that qualified for the education
fringe benefit in the ambunt of $10,000, for which B received a
rei mbursement fromCorp M B did not maintain adequate records or
sufficient evidence of this fringe benefit as required by paragraph
(b)(2)(ii)(D) of this section. When B filed his Federal incone tax
return for the taxable year, B did not apply paragraphs
(b)(2)(ii)(B) and (D)(2) of this section to treat the conpensation
in the formof the education fringe benefit as incone from sources
within the United States, the |ocation of his principal place of
wor k during the 300-day period. Rather, B conbined the $10, 000
rei mbursenment with his base conpensation of $80,000 and applied the
time basis of paragraph (b)(2)(ii)(A) of this section to determ ne
t he source of his gross incone.

(ii) On audit, B argues that because he failed to substantiate
t he education fringe benefit in accordance w th paragraph
(b)(2)(ii)(D) of this section, his entire enploynent conpensation
fromCorp Mis sourced on a tine basis pursuant to paragraph
(b)(2)(ii)(A) of this section. The Conmm ssioner, after review ng
Corp Ms fringe benefit arrangenent, determ nes, pursuant to
paragraph (b)(2)(ii)(QO(1)(ii) of this section, that the $10, 000
educati onal expense rei nbursenent constitutes in substance a fringe
benefit described in paragraph (b)(2)(ii)(D)(2) of this section,
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notwi thstanding a failure to neet all of the requirenents of
paragraph (b)(2)(ii)(D) of this section, and that an alternative
geogr aphi ¢ source basis, under the facts and circunstances of this
particular case, is a nore reasonable nmanner to determ ne the source
of the conpensation than the tinme basis used by B.

Exanple 3. (i) A a United States citizen, is enployed by Corp
N, a donestic corporation. A's principal place of work is in the
United States. A earns an annual salary of $100,000. During the
first quarter of the cal endar year (which is also A's taxable year),
A perfornmed services entirely within the United States. At the
begi nning of the second quarter of the cal endar year, A was
transferred to Country X for the remai nder of the year and received,
in addition to her annual salary, $30,000 in fringe benefits that
are attributable to her new principal place of work in Country X
Corp N paid these fringe benefits separately from A s annual salary.
Corp N supplied Awith a statenent detailing that $25,000 of the
fringe benefit was paid for housing, as defined in paragraph
(b)(2)(ii)(D (1) of this section, and $5,000 of the fringe benefit
was paid for |local transportation, as defined in paragraph
(b)(2)(1i1)(D(3) of this section. None of the |local transportation
fringe benefit is excluded fromthe enployee's gross incone as a
gualified transportation fringe benefit under section 132(a)(5).
Under A's enploynent contract, A was required to work on a 5-day
week basis, Mnday through Friday. During the |ast three quarters of
the year, A perforned services 30 days in the United States and 150
days in Country X and other foreign countries.

(ii) A determ ned the source of all of her conpensation from
Corp N pursuant to paragraphs (b)(2)(ii)(A, (B), and (D) (1) and (3)
of this section. A did not assert, pursuant to paragraph
(b)(2)(11)(O (L) (i) of this section, that, under the particul ar
facts and circunstances, an alternative basis nore properly
determ nes the source of that conpensation than the bases set forth
I n paragraphs (b)(2)(ii)(A, (B), and (D (1) and (3) of this
section. However, in applying the tinme basis set forth in paragraph
(b)(2)(ii1)(E) of this section, A establishes to the satisfaction of
t he Commi ssioner that the first quarter of the cal endar year and the
| ast three quarters of the cal endar year are two separate, distinct,
and continuous periods of tinme. Accordingly, $25,000 of A s annual
salary is attributable to the first quarter of the year (25 percent
of $100,000). This anobunt is entirely conpensation that was
attributable to the | abor or personal services perforned within the
United States and is, therefore, included in gross incone as incone
fromsources within the United States. The bal ance of A's
conpensation as an enpl oyee of Corp N, $105, 000 (which includes the
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$30,000 in fringe benefits that are attributable to the | ocation of
A's principal place of work in Country X), is conpensation
attributable to the final three quarters of her taxable year. During
those three quarters, A's periodic performance of services in the
United States does not result in distinct, separate, and conti nuous
periods of tine. O the $75,000 paid for annual salary, $12,500 (30/
180 x $75,000) is conpensation that was attributable to the [ abor or
personal services perforned within the United States and $62, 500
(150/ 180 x $75,000) is conpensation that was attributable to the
| abor or personal services perforned outside the United States.
Pursuant to paragraphs (b)(2)(ii)(B) and (D)(1) and (3) of this
section, A sourced the $25,000 received for the housing fringe
benefit and the $5,000 received for the local transportation fringe
benefit based on the | ocation of her principal place of work,
Country X. Accordingly, A included the $30,000 in fringe benefits in
her gross inconme as incone from sources without the United States.
Exanple 4. Sane facts as in Exanple 3. O the 150 days during
whi ch A perfornmed services in Country X and in other foreign
countries (during the final three quarters of A's taxable year), she
perfornmed 30 days of those services in Country Y. Country Y is a
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country designated by the Secretary of State as a place where |iving
conditions are extrenely difficult, notably unhealthy, or where
excessi ve physical hardshi ps exist and for which a post differenti al
of 15 percent or nore would be provi ded under section 5925(b) of
Title 5 of the U S. Code to any officer or enployee of the U S.
governnent present at that place. Corp N has a policy of paying its
enpl oyees a $65 prem um per day for each day worked in countries so
desi gnated. The $65 prem um per day does not exceed the nmaxi mum
anmpunt that the U S. governnent would pay its officers or enpl oyees
stationed in Country Y. Because A perforned services in Country Y
for 30 days, she earned additional conpensation of $1,950. The
$1,950 is considered a hazardous duty or hardship pay fringe benefit
and i s sourced under paragraphs (b)(2)(ii)(B) and (D)(5) of this
section based on the | ocation of the hazardous or hardship duty
zone, Country Y. Accordingly, A included the anmount of the hazardous
duty or hardship pay fringe benefit ($1,950) in her gross incone as
I ncome from sources wi thout the United States.

Exanple 5. (i) During 2006 and 2007, Corp P, a donestic
corporation, enployed four United States citizens, E, F, G and Hto
work in its manufacturing plant in Country V. As part of his or her
conpensati on package, each enpl oyee arranged for | ocal
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transportation unrelated to Corp P's business needs. None of the

| ocal transportation fringe benefit is excluded fromthe enpl oyee's
gross incone as a qualified transportation fringe benefit under
section 132(a)(5) and (f).

(i1) Under the terns of the conpensation package that E
negotiated with Corp P, Corp P permtted E to use an autonobile
owned by Corp P. In addition, Corp P agreed to reinburse E for all
expenses incurred by E in maintaining and operating the autonobile,

I ncl udi ng gas and parking. Provided that the |ocal transportation
fringe benefit neets the requirenents of paragraph (b)(2)(ii)(D)(3)
of this section, E s conpensation with respect to the fair rental
val ue of the autonobile and rei nbursenent for the expenses E

i ncurred is sourced under paragraphs (b)(2)(ii)(B) and (D)(3) of
this section based on E' s principal place of work in Country V.
Thus, the local transportation fringe benefit will be included in
E's gross inconme as incone fromsources without the United States.

(i11) Under the terns of the conpensation package that F
negotiated with Corp P, Corp P let F use an autonobile owned by Corp
P. However, Corp P did not agree to reinburse F for any expenses
i ncurred by F in maintaining and operating the autonobile. Provided
that the local transportation fringe benefit neets the requirenents
of paragraph (b)(2)(ii)(D)(3) of this section, F s conpensation with
respect to the fair rental value of the autonobile is sourced under
paragraphs (b)(2)(ii)(B) and (D)(3) of this section based on F's
princi pal place of work in Country V. Thus, the local transportation
fringe benefit will be included in F's gross incone as inconme from
sources wi thout the United States.

(iv) Under the terns of the conpensation package that G
negotiated with Corp P, Corp P agreed to reinburse G for the
purchase price of an autonobile that G purchased in Country V. Corp
P did not agree to reinburse G for any expenses incurred by Gin
mai nt ai ni ng and operating the autonobile. Because the cost to
purchase an autonobile is not a |local transportation fringe benefit
as defined in paragraph (b)(2)(ii)(D)(3) of this section, the source
of the conpensation to Gw Il be determ ned pursuant to paragraph
(b)(2)(ii)(A or (C of this section.

(v) Under the terns of the conpensati on package that H
negotiated with Corp P, Corp P agreed to reinburse H for the
expenses that Hincurred in maintaining and operating an autonobil e,
I ncl udi ng gas and parki ng, which H purchased in Country V. Provided
that the I ocal transportation fringe benefit neets the requirenents
of paragraph (b)(2)(ii)(D(3) of this section, H's conpensation with
respect to the reinbursenent for the expenses Hincurred is sourced
under paragraphs (b)(2)(ii1)(B) and (D)(3) of this section based on
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H s principal place of work in Country V. Thus, the | ocal
transportation fringe benefit wll be included in Hs gross incone
as inconme fromsources wthout the United States.

Exanple 6. (i) On January 1, 2006, Conpany Q conpensates
enployee J with a grant of options to which section 421 does not
apply that do not have a readily ascertainable fair market val ue
when granted. The stock options permt J to purchase 100 shares of
Conmpany Q stock for $5 per share. The stock options do not becone
exerci sable unless and until J perforns services for Conpany Q (or a
rel ated conpany) for 5 years. J works for Conpany Q for the 5 years
requi red by the stock option grant. In years 2006-08, J perforns all
of his services for Conpany Qwthin the United States. In 2009, J
perforns \1/2\ of his services for Conpany Qwithin the United
States and \1/2\ of his services for Conpany Q without the United
States. In year 2010, J perforns his services entirely wthout the
United States. On Decenber 31, 2012, J exercises the options when
the stock is worth $10 per share. J recognizes $500 in taxable
conpensation (($10-$5) x 100) in 2012.

(i1) Under the facts and circunstances, the applicable period is
the 5-year period between the date of grant (January 1, 2006) and
the date the stock options becone exercisable (Decenber 31, 2010).
On the date the stock options becone exercisable, J perforns all
servi ces necessary to obtain the conpensation from Conpany Q
Accordingly, the services perforned after the date the stock options
becone exerci sable are not taken into account in sourcing the
conpensation fromthe stock options. Therefore, pursuant to
paragraph (b)(2)(ii)(A), since J perforns 3\1/2\ years of services
for Conpany Qwthin the United States and 1\ 1/ 2\ years of services
for Conpany Q without the United States during the 5-year period, 7/
10 of the $500 of conpensation (or $350) recognized in 2012 is
I nconme fromsources within the United States and the remaining 3/10
of the conpensation (or $150) is incone from sources w thout the
United States.

*x * * % *

(d) Effective date. * * * Paragraph (b) and the first sentence of
paragraph (a)(1) of this section apply to taxable years begi nning on or
after July 14, 2005.

PART 602--0OVB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT
0

Par. 3. The authority citation for part 602 continues to read as
fol |l ows:
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Authority: 26 U. S. C. 7805.
0

Par. 4. In Sec. 602.101, paragraph (b) is anended by adding an entry
for Sec. 1.861-4 in nunerical order to the table to read as foll ows:

Sec. 602.101 OWB Control nunbers.

*x * % * %

(b)***
Current OVB
CFR part or section where ldentified and descri bed control No.
*x * * % *
L. BB d- 4. . 1545- 1900

Mark E. Matthews,

Deputy Conmm ssioner for Services and Enforcenent.
Approved: July 5, 2005.

Eri c Sol onon,

Acting Deputy Assistant Secretary for Tax Policy.

[ FR Doc. 05-13681 Filed 7-13-05; 8:45 am

Bl LLI NG CODE 4830-01-P
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