924. Foreign trading gross receipts

(a) In general. -- Except as otherw se provided in this
section, for purposes of this subpart, the term"foreign trading
gross recei pts" neans the gross receipts of any FSC which are --

(1) fromthe sale, exchange, or other disposition of export
property,

(2) fromthe |l ease or rental of export property for use by
the | essee outside the United States,

(3) for services which are related and subsidiary to --

(A) any sale, exchange, or other disposition of export
property by such corporation, or

(B) any lease or rental of export property described in
par agraph (2) by such corporation,

(4) for engineering or architectural services for
construction projects |ocated (or proposed for |ocation) outside
the United States, or

(5) for the performance of managerial services for an
unrelated FSC or DI SC in futherance of the production of foreign
tradi ng gross recei pts described in paragraph (1), (2), or (3).
Par agraph (5) shall not apply to a FSC for any taxabl e year
unl ess at least 50 percent of its gross receipts for such taxable
year is derived fromactivities described in paragraph (1), (2),
or (3).

(b) Foreign managenent and foreing econom c process
requi renents. --

(1) In general. -- Except as provided in paragraph (2) --

(A) a FSC shall be treated as having foreign tradi ng gross
recei pts for the taxable yar only if the managenent of such
corporation during such taxable year takes place outside the
United States as required by subsection (c), and

(B) a FSC has foreign tradi ng gross receipts from any
transaction onlyif econom c processes with respect to such
transaction take place outside the United States as required by
subsection (d).

(2) Exception for small FSC. --

(A In general. -- Paragraph (1) shall not apply with
respect to any small FSC.

(B) Limtation on anount of foreign trading gross receipts
of small FSC taken into account. --

(1) In general. -- Any foreign trading gross receipts of a
smal | FSC for the taxable year which exceed $5, 000,000 shall not
be taken into account in determ ning the exenpt foreign trade
i ncome of such corporation and shall not be taken into account
under any ot her provision of this subpart.

(ii) Allocation of limtation. -- |If the foreign trading
gross receipts of a small FSC exceed the limtation of clause (i)
, the corporation may allocate such Iimtation anobng such gross
recei pts in such manner as it may select (at such tinme and in
such nmanner as may be prescribed in regul ations).

(1i1) Receipts of controlled group aggregated. -- For
pur poses of applying clauses (i) and (ii), all small FSC s which
are nmenbers of the sane controlled group of corporations shall be
treated as a single corporation.



(iv) Allocation of limtation anong nenbers of controlled
group. -- The limtation under clause (i) shall be all ocated
anont the foreign trading gross receipts of snmall FSC s which are
menbers of the same controlled group of corporations in a manner
provided in regul ations prescribed by the Secretary.

(c) Requirenent that FSC be nanaged outside the United
States. -- The nmanagenent of a FSC neets the requirenments of
this subsection for the taxable year if --

(1) all neetings of the board of directors of the
corporation, and all neetings of the sharehol ders of al
corporation, are outside the United States,

(2) the principal bank account of the corporation is
mai ntained in a foreign country which neets the requirenents of
section 927(e)(3) or in a possession of the United States at al
times during the taxable year, and

(3) all dividends, |egal and accounting fees, and sal aries
of officers and nenbers of the board of directors of the
corporation disbursed during the taxable year are disbursed out
of bank accounts of the corporation naintained outside the United
St at es.

(d) Requirenents that econom c processes take place outside
the United States. --

(1) 1In general. -- The requirenments of this subsection are
met with respect to the gross receipts of a FSC derived from an
transaction if --

(A) such corporation (or any person acting under a contract
wi th such corporation) has participated outside the United States
in the solicitation (other than advertising), the negotiation, or
the maki ng of the contract relating to such transaction, and

(B) the foreign direct costs incurred by the FSC
attributable to the transaction equal or exceed 50 percent of the
total direct cost attributable to the transaction.

(2) Alternative 85-percent test. -- A corporation shall be
treated as satisfying the requirenents of paragraph (1)(B) with
respect to any transaction if, with respect to each of at |east 2
par agr aphs of subsection (e), the foreign direct costs incurred
by such corporation attributable to activities described in such
par agr aph equal or exceed 85 percent of the total direct costs
attributable to activities described in such paragraph.

(3) Definitions. -- For purposes of this subsection --

(A) Total direct costs. -- The term"total direct costs”
means, With respect to any transaction, the total direct costs
incurred by the FSC attributable to activities described in
subsection (e) perforned at any |ocation by the FSC or any person
acting under a contract with such FSC

(B) Foreign direct costs. -- The term"foreign direct
costs" means, with respect to any transaciton, the portion of the
total direct costs which are attributable to activities perforned
outside the United States.

(4) Rules for commissions, etc. -- The Secretary shal
prescri be such regul ations as may be necessary to carry out the
pur poses of this subsection and subsection (e) in the case of
commi ssions, rentals, and furnishing of services.



(e) Activities relating to disposition of export property.
-- The activities referred to in subsection (d) are --

(1) advertising and sal es pronotion,

(2) the processing of customer orders and the arranging for
delivery of the export property,

(3) transportation fromthe tine of acquisition by the FSC
(or, in the case of a comm ssion relationship, fromthe beginning
of such relationship for such transaction) to the delivery to the
cust oner.

(4) the determnation and transmittal of a final invoice or
statenent of account and the recei pt of paynent, and

(5) the assunption of credit risk.

(f) Certain receipts not included in foreign tradi ng gross
receipts. --

(1) Certain receipts excluded on basis of use; subsidized
recei pts and receipts fromrelated parties excluded. -- The term
"foreign trading gross receipts” shall not inclue receipts of a
FSC froma transaction if --

(A) the export property or services --

(1) are for ultimate use in the United States, or

(i1) are for use by the United States or any instrunentality
t hereof and such use of export property or services is required
by | aw or regul ation.

(B) such transaction is acconplished by a subsidy granted
by the United States or any instrunmentality thereof, or services
is required by |law or regulation.

(© such receipts are from anot her FSC which is a nenber of
the sane controlled group of corporations of which such
corporation is a nmenber.

In the case of gross receipts of a FSC from a transaction

i nvol ving any property, subparagraph (C) shall not apply if such

FSC (and all other FSC s which are nenbers of the sanme controlled
group and whi ch receive gross receipts froma transacion

i nvol vi ng such property) do not use the pricing rules under

par agraph (1) of section 925(a) (or the correspondi ng provisions

of the regul ations prescribed under section 925(b)) with respect

to any transaction involving such property.

(2) Investnent incone; carrying charges. -- The term
"foreign trading gross receipts” shallnot include any investnent
i ncome or carrying charges.

925. Transfer pricing rules

(a) In general. -- In the case of a sale of export
property to a FSC by a person described in section 482, the
t axabl e i ncone of such FSC and such person shall be based upon a
transfer price which would allow such FSC to derive taxable
income attributable to such sale (regardless of the sales price
actually charged) in an anobunt which does not exceed the greatest
of --

(1) 1.83 percent of the foreign trading gross receipts
derived fromthe sale of such property by such FSC

(2) 23 percent of the conbined taxable income of such FSC
and such person which is attributable to the foreign trading



gross receipts derived fromthe sale of such property by such
FSC, or

(3) taxable inconme based upon the sale price actually
charged (but subject to the rules provided in seciton 482).

Par agraphs (1) and (2) shall apply only if the FSC neets the
requi renents of subsection (c) with respect to the sale.

(b) Rules for commi ssions, rentals, and marginal costing. -
- The Secretary shall prescribe regulations setting forth --

(1) rules which are consistent with the rules set forth in
subsection (a) for the application of this section in the case of
conmi ssions, rentals, and other incone, and

(2) rules for the allocation of expenditures in conputing
conbi ned taxabl e i ncone under subsection (a)(2) in those cases
where a FSC is seeking to establish or naintain a nmarket for
export property.

(c) Requirenents for use of adm nistrative pricing rules. -
- A sale by a FSC neets the requirenents of this subsection if-

(1) all of the activities described in section 924(e)
attributable to such sale, and

(2) all of the activities relating to the solicitation
(ot her than advertising), negotiation, and nmaki ng of the contract
for such sale,
have been perforned by such FSC (or by anot her person acting
under a contract with such FSC)

(d) Limtation on gross receipts pricing rule. -- The
anount determ ned ui nder subsection (a)(1l) with respect to any
transaction shall not exceed 2 tinmes the anmount which woul d be
determ ned under subsection (a)(2) with respect to such
transacti on.

(e) Taxable inconme. -- For purposes of this section, the
taxabl e i ncone of a FSC shall be determ ned w htout regar to
section 921.

(f) Special rule for cooperatives. -- In any case in which
a qualified cooperative sells export property to a FSC, in
conmputing the conbi ned taxable income of such FSC and such
organi zati on for purposes of subsection (a)(2), there shall not
be taken into account any deduction all owabl e under subsection
(b) or (c) of section 1.382 (relating to patronage dividens, per-
unit retain alloations, and nonpatronage distributions).

926. Distributions to sharehol ders

(a) Distributions made first out of foreign trade incone. -
- For purposes of this title, any distribution to a sharehol der
of a FSC by such FSC which is nmade out of earnings and profits
shall be treated as nade --

(1) first, out of earnings and profits attributable to
foreign trade inconme, to the extent thereof, and

(2) then, out of any other ernings and profits.

(b) Distributions by FSC to nonresident aliens and foreign
corporations treated as United States connected. -- For
purposes of this title, any distribution by a FSC which is made
out of earnings and profits attributable to foreign trade incone
to any sharehol der of such corporation which is a foreign



corporation or a nonresident alien invidiudal shall be treated as
a distribution --

(1) which is effectively connected with the conduct of a
trade or business conducted through a pernmanent establishnment of
such shareholder within the United States, and

(2) of income which is derived fromsources wi htin the
United States.

(c) FSCincludes former FSC. -- For purposes of this
section, the term"FSC' includes a fornmer FSC.

927. Other definitions and special rules

(a) Export property. -- For purposes of this subpart --
(1) 1In general. -- The term "export property" neans
property --

(A) manufactured, produced, grown, or extracted in the
United States by a person other than a FSC,

(B) held primarily for sale, |lease, or rental, in the
ordi nary course of trade or business, by, or to, a FSC, for
di rect use, consunption, or dispositon outside the United States,
and

(© not nore than 50 percent of the fair nmarket val ue of
which is attributable to articles inported into the United
St at es.

For purposes of subparagraph (C), the fair market val ue of any
article inmported into the United States ahll be its appraised

val ue, as determi ned by the Secretary under section 402 of the
Tariff Act of 1930 (19 U.S.C. 1401(a) in connection with its

i mportation.

(2) Excluded property. -- The term "export property" shal
not include --

(A) property leased or rented by a FSC for use by any
menber of a controlled group of corporations of which such FSC is
a menber,

(B) patents, inventions, nodels, designs, formulas, or
processes whet her or not patented, copyrights (other than filmns,
tapes, records, or simlar reproductions, for comrercial or hone
use), good will, tradenmarks, trade brands, franchi ses, or other
|i ke property,

(C© oil or gas (or any primary product thereof), or

(D) products the export of whcih is prohibited or curtailed
to effectuate the policy set forth in paragraph (2)(C of section
3 of the Export Adminstration Act of 1979 (relating to the
protection of the donestic econony).

(3) Property in short supply. -- If the President
determ nes that the supply of any property described in paragraph
(1) is insufficient to neet the requirenents of the donestic
econony, he may by Executive order designate the property as in
short supply. Any property so designated shall not be treated as
export property during the period beginning with the date
specified in the Executive order and ending with the date
specified in an Executive order setting forth the President's
detenrination that the property is no longer in short supply.

(4) Qualified cooperative. -- The term"qualified
cooperative" means any organi zation to which part | of subchapter



T applies which is engaged in the marketing of agricultural or
horti cul tural products.

(b) G oss receipts. --

(1) 1In general. -- For purposes of this subpart, the term
"gross receipts”" neans --

(A) the total receipts fromthe sale, |ease, or rental of
property held primarily for sale, |lease, or rental in the
ordi anary course of trade or business, and

(B) gross inconme fromall other sources.

(2) Goss receipts taken into account in case of
conmi ssions. -- In the case of conm ssions on the sale, |ease,
or rental of property, the amount taken into account for purposes
of this subpart as gross receipts whall be the gross receipts on
the sale, |ease, or rental of the property on which such
commi SSi ons ar ose.

(c) Investnent incone. -- For purposes of this subpart,
the term"investnment income" neans --

(1) dividends,

(2) interest,

(3) royalties,

(4) annuities,

(5) rents (other than rents fromthe | ease or rental of
export property for use by the | essee outside of the United
St ates),

(6) gains fromthe sale or exchange of stock or securities,

(7) gains fromfutures transactions in any commodity on, or

subject to the rules of, a board of trade or commodity exchange
(ot her than gains which _arise out of a bona finde hedging
transaction reasnm @R@A@! @ !r @, #@H@ @ @ @ H@ ness of the
FSC in the manner in which such business is customarily conducted
by ot hers),

(8) anmounts includible in conputing the taxable incone of
t he corporation under part | of subchapter J, and

(9) gains fromthe sale or other dispositon of any interest
in an estater or trust.

(d) Oher definitions. -- For purposes of this subpart --

(1) Carrying charges. -- The term "transaction" neans --

(A) carrying charges, and

(B) under regul ations prescribed by the Secretary, any
anount in excess of the price for an inmedi ate cash sal e and any
ot her unstated interest,

(2) Transaction. --

(A) In general. -- The term"transaction"” neans --

(1) any sale, exchange, or other disposition,

(i1) any |ease or rental, and

(ti1) any furnishing of services.

(B) Gouping of transactions. -- To the extent provided in
regul ations, any provision of this subpart which, but for this
subpar agraph, would be applied on a transaction-by-transaction
basis may be applied by the taxpayer on the basis of groups of
transacti ons based on product |ines or recognized industriy or
trade usage. Such regulations may permt different groupings for
di fferent purposes.



(3) United States defined. -- The term"United States”
i ncl udes the Commonweal th of Puerto Rico.

(4) Controlled group of corporations. -- The term
"controll ed group of corporations” has the neaning given to such
term by section 1563(a), except that --

(A) "nore than 50 percent” shall be substituted for
| east 80 percent” each place it appears therein, and

(B) section 1563(b) shall not apply.

(5) Possessions. -- The term "possession of the United
States” nmeans Guam American Sanpa, the Commonweal th of the
Norterhn Mariana Islands, and the Virgin Islands of the United
St at es.

(6) Section 923(a)(2) non-exenpt incone. -- The term
"section 923(a)(2) non-exenpt incone” neans any foreign trade
income froma transaction wth respect to whci h paragraph (1) or
(2) of section 925(a) does not apply and which is not exenpt
foreign trade income. Such termshall not include any incone
which is effectively connected with the conduct of atrade or
business within the United States (determ ned without regard to
this subpart).

(e) Special rules. --

(1) Source rules for related persons. -- Under regulations,
the incone of a person described in section 482 froma
transaction giving rise to foreign trading gross receipts of a
FSC which is treated as from sources outside the United States
shal | not exceed the amobunt which would be treated as foreign
source inconme earned by such person if the pricing rule under
section 994 which corresponds to the rule used under section 925
with respect to such transaction applied to such transacti on.

(2) Participation in international boycotts, etc. -- Under
regul ations prescribed by the Secretary, the exenpt foreign trade
income of a FSC for any taxable year shall be Iimted under rules
simlar to the rules of clauses (ii) and (iii) of section 995(b)
(1) (F).

(3) Exchange of information requirenents. -- For purposes
of this title, the term"FSC' shall not include any corporation
whi ch was created or organi zed under the |aws of any foreign
country unless there is in effect between such country and the
United States --

(A) a bilateral or nultilateral agreenent described in
section 274(h)(6)(C (determ ned by treating any reference to a
beneficiary country and by applying such section wthout regard
to clause (ii) thereof), or

(B) an incone tax treaty which contai ns an exchange of
i nformati on program --

(1) which the Secretary certifies (and has not revoked such

at

certification ) is satisfactory in practice for purposes of this
title, and

(ii) to which the FSC is subject.

(4) Disallowance of treaty benefits. -- Any corporation

el ecting to be treated as a FSC under subsection (f)(1) nay not
cl ai many benefits under any incone tax treaty between the United
States and any foreign country.

(5) Coordination with possessions taxation. --



(A) Exenption. -- No tax shall be inposed by any
possession of the United States on any foreign trade incone
derived before January 1, 1987. The precedi ng sentence shall not
apply to any inconme attributable to the sale of property or the
performance of services for ultimte use, consunption, or
di sposition within the possession.

(B) darification that possession nmay exenpt certain incone
fromtax. -- Northing in any provision of |aw shall be construed
as prohibiting any possession of the United States from exenpting
fromtax any foreign trade income of a FSC or any other incone of
a FSC described in paragraph (2) or (3) of section 921(d).

(C No cover over of taxes inposed on FSC. -- Nothing in
any provision of law shall be construed as requiring any tax
i mposed by this title on a FSC to be covered over (or otherw se
transferred) to any possession of the United States.

(f) Election of status as FSC (and as small FSC). --

(1) Election. --

(A) Tinme for making. -- An election by a corporation under
section 922(a)(2) to be treated as a FSC, and an el ecti on under
section 922(b)(1) to be a small FSC, shall be made by such
corporation for a taxable year at any time during the 90-day
period i medi ately precedi ng the begi nning of the taxable year,
except that the Secretary may give his consent to the naking of
an election at such other tinmes as he nay designate.

(B) Manner of election. -- An election under subparagraph
(A) shall be made in such manner as the Secretary shall prescribe
and shall be valid only if all persons who are shareholders in
such corporation on the first day of the first taxable year for
whi ch such election is effective consent to such el ection.

(2) Effect of election. -- If a corporation nakes an
el ecti on under paragraph (1), then the provisions of this subpart
shal |l apply to such corporation for the taxable year of the
corporation for which made and for all succeedi ng taxabl e eyars.

(3) Termnation of election. --

(A) Revocation. -- An election under this subsection made
by any corporation may be term nated by revocati on of such
el ection for any taxable year of the corporation after the first
t axabl e year of the corporation for which the election is
effectve. A term nation under this paragraph shall be effective
with respect to such election --

(1) for the taxable year in which nmade, if nmade at any tine
during the first 90 days of such taxable year, or

(i1i) for the taxable year follow ng the taxable year in
whi ch nmade, if nade after the close of such 90 days, and
for all succeeding taxable years of the corporation. Such
term nation shall be nade in such manner as the Secretary shal
prescri be by regul ati ons.

(B) Continued failure to be a FSC. -- If a corporation is
not a FSC for each of any 5 consecutive taxable years of the
corporation for whih an el ection under this subsection is
effective, the election to be a FSC shall be term nated and not
be in effect for any taxable year of the corporation after such
5th year.

(g) Treatnent of shared FSC's. --



(1) 1In general. -- Except as provided in paragraph (2),
each separate account referred to in paragraph (3) naintai ned by
a shared FSC shall be treated as a separate corporation for
pur poses of this subpart.

(2) Certain requirenents applied at shared FSC | evel . --
Paragraph (1) shall not apply --

(A) for purposes of --

(i) subparagraphs (A), (B), (D, and (E) of section 922(a)
(1),

(ii) paragraph (2) of section 922(a),

(ii1) subsections (b), (c), and (e) of section 924, and

(i1v) subsection (f) of this section, and

(B) for such other purposes as the Secretary may be
regul ati ons prescri be.

(3) Shared FSC. -- For purposes of this subsection, the
term "shared FSC' neans any corporation if --

(A) such corporation naintains a separate account for
transactions with each sharehol der (and persons related to such
shar ehol der),

(B) distributions to each sharehol der are based on the
anounts in the separate account maintained with respect to such
shar ehol der, and

(C© such corporation nmeets such other requirenments as the
Secretary may be regul ati ons prescri be.

931. Incone fromsources within Guam Anerican Sanpa, or the
Nort hern Mariana |sl ands

(a) GCeneral rule. -- In the case of an individual who is a
bona fide resident of a specifiedc possession during the entire
t axabl e year, gross inconme shall not include --

(1) incone derived fromsources within any specified
possessi on, and

(2) incone effectively connected with the conduct of a
trade or business by such individual within any specified
possessi on.

(b) Deductions, etc. allocable to excluded anpbunts not
all owabl e. -- An individual shall not be allowed --

(1) as a deduction fromgross inconme any deductions (other
t han the deduction under section 151, relating to personal
exenptions), or

(2) any credit,
properly allocabl e or chargeabl e agai nst anpbunts excl uded from
gross incone under this section.

(c) Specified possession. -- For purposes of this section,
the term "specified possession” neans Guam Anerican Sanoba, and
t he Northern Mariana |sl ands.

(d) Special rules. -- For purposes of this section --

(1) Enployees of the United States. -- Anobunts paid for
services perfornmed as an enployee of the United States (or any
agency thereof) shall be treated as not described in paragraph
(1) or (2) of subsection (a).

(2) Determnation of source, etc. -- The determ nation as
to whether incone is described in paragraph (1) or (2) of



subsection (a) shall be nmade under regul ations prescribed by the
Secretary.

(3) Determnation of residency. -- For purposes of this
section and section 876, the determ nation of whether an
individual is a bona fide resident of Guam American Sanpa, or
the Northern Mariana |Islands shall be made under regul ations
prescri bed by the Secretary.

932. Coordination of United States and Virgin |Islands incone
t axes
a) Treatment of United States residents. --
1) Application of subsection. -- This subsection shal
to an individual for the taxable yaer if --
A) such individual --

) is acitizen or resident of the United States (other
than a bona fide resident of the Virgin Islands at the cl ose of

t he taxabl e year), and

(1i) has income derived fromsources within the Virgin
| sl ands, or effectively connected with the conduct of a trade or
busi ness wi htin such possession, for the taxable year, or

(B) such individudal files a joint return for the taxable
year with an individual described in subparagraph (A).

(2) Filing requirenent. -- Each individual to whomthis
subsection applies for the taxable year shall file his inconme tax
return for the taxable year with both the United States and the
Virgin |Islands.

(3) Extent of inconme tax liability. -- In the case of an
i ndi vidual to whomthis subsection applies in a taxable year for
pur poses of so much of this title (other than this section and
section 7654) as related to the taxes inposed by this chapter,
the United States shall be treated as including the Virgin
| sl ands.

(b) Portion of United States tax liability payable to the
Virgin Islands. --

(1) In general. -- Each individual to whom subsection (a)
applies for the taxable year shall pay the applicabl e percentage
of the taxes inposed by this chapter for such taxable year
(determ ned without regard to paragraph (3)) to the Virgin
| sl ands.

(2) Applicable percentage. --

(A) In general. -- For purposes of paragraph (1), the term

"applicabl e percentage" neans the percentage which Virgin Islands
adj usted gross inconme bears to adjusted gross incone.

(B) Virgin Islands adjustged gross incone. -- For purposes
subpar agraph (A), the term"Virgin Islands adjusted gross incone:
means adj usted gross incone determ ned by taking into account
only income derived fromsources within the Virgin Islands and
deductions properly apportioned or allocable thereto.

(3) Anmounts paid allowed as credit. -- There shall be
allowed as a credit against the tax inposed by this chapter for
t he taxabl e year an anpbunt equal to the taxes required to be paid
to the Virgin Islands under paragraph (1) which are so paid.

(c) Treatnment of Virgin Islands residents. --

(
(
apply
(
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(1) Application of subsection. -- This subsection shal
apply to an individual for the taxable year if --

(A) such indivudal is a bona fide resident of the Virgin
| sl ands at the close of the taxable year, or

(B) such individual files a joint return for the taxable
year with an individual described in subparagraph (A).

(2) Filing requirenent. -- Each individual to whomthis
subsection applies for the taxable year shall file an incone tax
return for the taxable year with the Virgin Islands.

(3) Extent of inconme tax liablitiy. -- In the case of an
i ndi viudal to whomthis subsection applies in a taxable year for
pur poses of so much of this title 9other than this section and
section 7654) as relates to the taxes inposed by this chapter,
the Virgin Islands shall be treated as including the United
St at es.

(4) Residents of the Virgin Islands. -- In the case of an
i ndi vi dual - -

(A) who is a bona fide resident of the Virgin Islands at
the cl ose of the taxable year,

(B) sho, on his return of incone tax to the Virgin Islands,
reports income fromall sources and identifies the source of each
item shown on such return, and

(C© who fully pays his tax liaiblity referred to in section
934(a) to the Virgin Islands with respect to such incone,
for purposes of calculating incone tax liability to the United
States, gross incone shall not include any anmount included in
gross incone on such return, and allocabl e deductions and credits
shal |l not be taken into account.

(d) Speical rule for joint returns. -- In the case of a
joint return, this section shall be applied on the basis of the
resi dence of the spouse who has the greater adjusted gross incone
(determ ned without regard to community property |laws) for the
t axal be year.

(e) Speical rule for applying section to tax inposed in
Virgin Islands. -- In applying this section for purposes of
determ ning incone tax liability incurred to the Virgin Islands,
the provisons of this section shall not be affected by the
provi sions of Federal law referred to in section 934(a).

933. Income fromsources within Puerto Rico

The followi ng itens shall not be included in gross incone
and shall be exenpt fromtaxation under this subtitle:

(1) Resident of Puerto Rico for entire taxable year. -- In
t he case of an individual who is a bona fide resident of Puerto
Rico during the entire taxable year, inconme derived from sources
within Puerto Rico (except anounts received for services
performed as an enpl oyee of the United States or any agency
t hereof); but such indiviudal shall not be all owed as a deduction
fromhis gross incone any deductions (other than the deduction
under section 151, relating to personal exenptions), or any
credit, properly allocable to or chargeabl e agai nst amounts
excl uded from gross i ncone under this paragraph.

(2) Taxable year of change of residence fromPuerto Rico. -



- In the case of an individual citizen of the United States who
has been a bona fide resident of Puerto Rico for a period of at

| east 2 years before the date on which he changes his residence
from Puerto Rico, inconme derived fromsources therein (except
anounts received for services perforned as an enpl oyee of the
United States or any agency thereof) which is attributable to
that part of such period of Puerto Rican residence before such
dat e; but such indivdiual shall not be allowed as a deduction
fromhis gross incone any deductions (other than the deduction
for personal exenptions under section 151), or any credit,
properly allocable to or chargeabl e agai nst anobunts excl uded from
gross incone under this paragraph.

934. Limtation on reduction in incone tax liability incurred to
the Virgin |Islands

(a) GCeneral rule. -- Tax liability incurred to the Virgin
| sl ands pursuant to this subtitle, as nmade applicable in the
Virgin Islands by the Act entitled "An Act nmaking appropriations
for the naval service for the fiscal year ending June 30, 1922,
and for other purposes”, approved July 12, 1921 (48 U. S.C 1397)
, Or pursuant to section 28(a) of the Revised Organic Act of the
Virgin Islands, approved July 22, 1954 (48 U.S.C. 1642), shal
not be reduced or remtted in any way, directly or indirectly,
whet her by grant, subsidy, or other simlar paynent, by any |aw
enacted in the Virgin Islands, except to the extent provided in
subsection (b).

(b) Reductions permtted with respect to certain incone. -

(1) 1In general. -- Except as provided in paragraph (2),
subsection (a) shall not apply with respect to so nuch of the tax
liability referred to in subsection (a) as is attributable to
i ncome derived fromsources within the Virgin Islands or incone
effectively connected with the conduct of a trade or business
within the Virgin Islands.

(2) Exception for liability paid by citizens or residents
of the United States. -- Paragraph (1) shall not apply to any
liability payable to the Virgin Islands under section 932(b).

(3) Special rule for non-United States incone of certain
foreign corporations. --

(A) In general. -- In the case of a qualified foreign
corporation, subsection (a) shall not apply with respect to so
much of the tax liability referred to in subsection (a) as is
attributable to incone which is derived from sources outside the
United States and which is not effectively connected with the
conduct of a trade or business w htin the United States.

(B) Qualified foreign corporation. -- For purposes of
subpar agraph (A), the term"qualified foreign corporation” neans
any foreign corporation if |ess than 10 percent of --

(i) the total voting power of the stock of such
cor poration, and

(ii) the total value of the stock of such corproation, is
onwed or treated as owned (w htin the neaning of section 958) by
1 or nore United States persons.



(4) Determ nation of income source, etc. -- The
determ nation as to whether incone is derived fromsources within
the Virgin Islands or the United States or is effectively
connected with the conduct of a trade or business within the
Virgin Islands or the United States shall be made under
regul ations prescribed by the Secretary.

934A. Repeal ed.
935. Repeal ed.

936. Puerto Rico and possession tax credit

(a) Allowance of credit. --

(1) In general. -- Except as provided in paragraph (3), if
a donestic corproation elects the application of this section and
if the conditions of both subparagraph (A) and subparagraph (B)
of paragraph (2) are satisfied, there shall be allowed as a
credit against the tax inposed by this chapter an anmobunt equal to
the portion of the tax which is attributable to the sumof --

(A) the taxable inconme, fromsources without the United
States, from--

(i) the active conduct of a trade or business within a
possession of the United States, or

(i1i) the sale or exchange of substantially all of the assets
used by the taxpayer in the active conduct of such trade or
busi ness, and

(B) the qualified possession source investnent incone.

(2) Conditions which nmust be satisfied. -- The conditions
referred to in paragraph (1) are:
(A) 3-year period. -- If 80 percent or nore of the gross

i ncome of such domestic corporation for the 3-year period
i mrei datl ey preceding the close fo the taxable eyar (or for such
part of such period i medi ately preceding the close of such
t axabl e year as may be applicable) was derived from sources
Wi thin a possession of the United States (determ ned w thout
regard to section 904(f); and

(B) Trade or business. -- If 75 percent or nore of the
gross incone of such donestic corporation for such period or such
part thereof was derived fromthe active conduct of a trade or
business within a possession of the United States.

(3) Credit not allowed against certain taxes. -- The credit
provi ded by paragraph (1) shall not be allowed against the tax
I nposed by --

(A) section 59A (relating to environnmental tax),

(B) section 531 (relating to the tax on accumul at ed
ear ni ngs),

(C section 541 (relating to personal hol ding conpany tax)
, or

(D) section 1351 (relating to recoveries of foreign

expropriation | osses).

(b) Amounts received in United States. -- In determ ning
t axabl e i ncone for purposes of subsection (a), there shall not be
taken into account as inconme from sources wthout the United
States any gross incone which was received by suchdonestic



corporation within the United states, whether derived from
sources within or wihtout the United states. The subsection
shall not apply to any anount described in subsectin (a)(1)(A)
(1) received froma person who is not a realted person (within

t he neani ng of subsection (h)(But without regard to subparagraphs
(D (ii)(l) and (E)(i) thereof) with respect to the donestic

cor porati on.

(c) Treatnment of certain foreign taxes. -- For purposes of
this title, any tax of a foreign country or a possession of the
United States which is paid or accrued with respect to taxable
i ncome which is taken into account in conputing the credit under
subsection (a) shall not be treated as incone, war profits, or
excess profits taxes paid or accrued to a foreign country or
possession of the United States, and no deduction shall be
al l owed under this title with respect to any anounts so paid or
accrued.

(d) Definitions and special rules. -- For purposes of this
section --
(1) Possession. -- The term "possession of the United

States" includes the Conmonwealth of Puerto Rico and the Virgin
| sl ands.

(2) Qualified possession source investnent inconme. -- The
term"qualified posession source investnent incone" neans gross
i ncone which --

(A) is fromsources within a possession of the United
States in which a trade or business is actively conducted, and

(B) the taxpayer established to the satisfaction of the
Secretary is attributable to the investnment in such possession
(for use therein) of funds derived fromthe active conduct of a
trade or business in such possession, or from such investnent,
| ess the deductins properly apportioned or allocated thereto.

(3) Carryover basis property. --

(A) In general. -- Incone fromthe sale or exchange of any
asset the basis of which is determned in whole or in part by
reference to its basis in the hands of another person shall not
be treated as incone described in subparagraph (A) or (B) of
subsection (a)(1).

(B) Exception for possessions corporations, etc. -- For
pur poses of subparagraph (A), the holding of any asset by anot her
person shall not be taken incot account if throughout the period
for which such asset was held by such person section 931, this
section, or secction 957(c) (as in effect on the day before the
date of the enactnment of the Tax Reform Act of 1986) applied to
such person

(4) Investnment in qualified Caribbean Basin countries. --

(A) In general. -- For purposes of paragraph (2)(B), an
investnment in a financial institution shall, subject to such
conditions as the Secretary may prescribe by regul ations, be
treated as for use in Puerto Rico to the extent used by such
financial institution (or by the Governnent Devel opnent Bank for
Puerto Rico or the Puerto Rico Ecnom c Devel opnent Bank) --

(1) for investnment, consistent with the golas and purposes
of the Cari bbean Basin Econom c Recovery Act, in --



(I') active business assets in a qualified Caribbena Basin
country, or

(I'l) devel opnment projects in a qualified Caribbean Basin
country, and

(1i) in accordance with a specific authorization granted by
t he Conm ssioner of Financial Institutions of Puerto Rico
pursuant to regul ations issued by such Comm ssi oner.

A simlar rule shall apply in the case of a direct investnent in
t he Governnent Devel opment Bank for Puerto Rico or the Puerto
Ri co Econom ¢ Devel opnent Bank.

(B) Qualified Caribbean Basin country. -- For purposes of
this subsection, the term"qualified Cari bbean Basin country"
means any beneficiary country (within the neaning of section 212
(a)(1) (A of the Caribbean Basin Econom ¢ Recovery Act) which
neets the requirenents of clauses (i) and (ii) of section 274(h)
(6)(A) and the Virgin Islands.

(C© Additional requirenments. -- Subparagraph (A) shall not
apply to any investnent made by a financial institution (or by
t he Governnent Devel opment Bank for Puerto Rico or the Puerto
Ri co Econom ¢ Devel opnment Bank) unl ess --

(1) the person in whose trade or business such investnents
is made (or such other recipient of the investnent) and the
finacial institution or such Bank certify to the Secretary and
t he Conmi ssioner of Financial Institutions of Puerto Rico that
the proceeds of the loan will be pronptly used to acquire active
busi nes assets or to make ot her authorized expenditures, and

(1i) the financial insitution (or the Governnent Devel opnent
Bank for Puerto Rico or the Puerto Rico Econom c Devel opnent
Bank) and the receipient of the investnment funds agree to permt
the Secretary and the Comm ssioner of Financial Institutions of
Puerto Rico to exam ne such of their books and records as may be
necessary to ensure that the requirenents of this paragraph are
met .

(D) Requirenent for investnent in Cari bbean Basin
countries. --

(i) In general. -- For each cal endar year, the governnent
of Puerto Rico shall take such steps as may be necessary to
ensure that at |east $100, 000,000 of qualified Caribbean Basin
country investnents are made during such cal endar year.

(1i) Qualified Caribbean Basin country investnment. -- For
pur poses of clause (i), the term™"qualified Cari bbean Basin
country investnent” means any investnent if --

(I') the income fromsuch investnent is treated as qualified
possessi on source investnment incone by reason of subparagraph (A)
, and

(I'l) such investnent is not (directly or indirectly) a
refinancing of a prior investnent (whether or not such prior
i nvestnment was a qualified Caribbean Basin country investnent).

(e) Election. --

(1) Period of election. -- The election provided in
subsection (a) shall be made at such tinme and in such manner as
the Secretarty may by regul ati ons prescribe. Any such el ection
shall apply to the first taxable year for which such el ection was
made and for which the donestic corporation satisfied the



condi tions of subparagraphs (A) and (B) of subsection (a)(2) and
for each taxable eyar thereafter until such election is revoked

by the donestic corporation under paragraph (2). If any such
el ection is revoked by the domestic corporation under paragraph
(2). If any such election is revoked by the donestic corproation

udner paragraph (2), such domestic corporation my nake a
subsequent el ection under subsection (a) for any taxable year
thereafter for whcih such donestic corporation satisfies the
condi tions of subparagraphs (A) and (B) of subsection (a)(2) and
any such subsequent election shall remain in effect until revoked
by such donestic corporation under paragraph (2).

(2) Revocation. -- An election under subsection (a) --

(A) may be revoked for any taxable year beginning before
the expiration of the 9th taxable year followi ng the taxabl e eyar
for which such election first applies only with the consent of
the Secretary; and

(B) may be revoked for any taxable eyar beginning after the
expiration of such 9th taxable year without the consent of the
Secretary.

(f) Limtation on credit for DISCs and FSC's. -- No credit
shall be all owed under this section to a corporation for any
t axabl e year --

(1) for whichis is a D SC or former DI SC, or

(2) in whichit owns at any tine stock in a --

(A) D SCor fornmer DI SC, or

(B) FSC or former FSC.

(g) Exception to accunul ated earnings tax. --

(1) For purposes of section 535, the term "accumul at ed

t axabl e i ncome” shall not include taxable inconme entitled to the
credit under subsection (a).

(2) For purposes of section 537, the term "reasonabl e needs
of the business” includes assets which produce incone eligible
for the credit under subsection (a).

(h) Tax treatnent of intangible property income. --

(1) In general. --

(A) Incone attributable to shareholders. -- The intangible
property inconme of a corporation electing the application of this
section for any taxable year shall be included on a pro rata
basis in the gross inconme of all sharehol ders of such el ecting
corporation at the close of the taxable year of such electing
corporation as inconme fromsources within the United States for
t he taxabl e year of such shareholder in which or with which the
t axabl e year of such el ecting corporation ends.

(B) Exclusion fromthe income of an el ecting corporation.
- Any intangi ble property incone of a corporation electing the
applicaton of thissection which is included in the gross incone
of a sharehol der of such corporation by reasons of subparagraph
(A) shall be excluded fromthe gross inconme of such corporation.

(2) Foreign sharehol ders; sharehol ders not subject to tax.

(A) In general. -- Paragraph (1)(A) shall not apply with
respect ot any sharehol der --

(i) who is not a United states person, or



(i1i) who is not subject to tax under this title on
i ntangi bl e property income which would be allocated to such
shar ehol der (but for this subparagraph).

(B) Treatnent of nonallocated intangi ble property incone. -
- For purposes of this subtitle, intangible property inconme of a
corporation electing the application of this section which is not
included in the gross inconme of a sharehol der of such corporation
by reason of subparagraph (A) --

(i) shall be treated as incone fromsources within the
United States, and

(1i) shall not be taken into account under subsection (a)

(2).

(3) Intangible property incone. -- For purposes of this
subsection --

(A) In general. -- The term"intangi ble property incone"

means the gross incone of a corporation attributable to any

i ntangi bl e property other than intangible property which has been
licensed to such corporation since prior to 1948 and is in use by
such corporation on the date of the enactnent of this

subpar agr aph.
(B) Intangible property. -- The term "intangible property"”
neans any - -

(i) patent, invention, fornula, process, design, pattern,
or know how,

(ii) copyright, literary, nsuical, or artistic conposition;
(ti1) trademark, trade nane, or brand nane;
(iv) franchise, license, or contract:

(v) nethod, program system procedure, canpaign survey,
study, forecase, estimate, custoner |ist, or technical data; or

(vi) any simlar item
whi ch has substantial val ue i ndependent of the services of any
i ndi vdi ual

(© Exclusion of reasonable profit. -- The term
"intangi bl e property incone"” shall not include any portion of the
income fromthe sale, exchange or other disposition of any
product, or fromthe rendering of services, by a corproation
el ecting the appliation of this section which is determ ned by
the Secretary to be a reasonable profit on the direct and
indirect costs incurred by such electing corporation which are
attributable to such incone.

(D) Related person. --

(i) In general. -- A person (hereinafter referred to as
the "related person”) is related to any person if --

(I') the related person bears a relationship to such person
specified in sectin 267(b) or section 707(b) (1), or

(I'l) the related person and such person are nenbers of the
sanme controlled group of corporations.

(ii) Special rule. -- For purposes of clause (i), section
267(b) and section 707(b)(1) shall be applied by substituting "10
percent” for "50 percent".

(E) Controlled group of corporations. -- The term
"controll ed group of corporations” has the neaning given to such
term by sectin 1563(a), except that --



(1) "nore than 10 percent' shall be substituted for "at
| east 80 percent” and "nore than "50 percent” each place either
appears in section 1563(a), and

(ii) the determ nation shall be made w thout regard to
subsections (a)(4), (b)(2), and (e)(3)(c) of section 1563.

(4) Distributions to neet qualifications requirenents. --

(A) In general. -- If the Secretary determnes that a
corporation does not satisfy a condition specified in
subpar agraph (A) or (B) of subsection (a)(2) for any taxable year
by reason of the exclusion fromgross inconme under paragraph (1)
(B), such corporation shall nevertheless be treated as satisfying
such condition for such eyar if it makes a pro rata distribution
of property after the close of such taxable eyar to its
shar ehol ders (designated at the tine of such distribution as a
distribution to neet qualification requirenments) with respect to
their stock in an anount which is equal to --

(1) if the condition of subsection (a)(2)(A) is not
satisfied, that portion of the gross incone for the period
descri bed in subsection (a)(2)(A) --

(1) which was not derived from sources within a possession,
and

(I'l) which exceeds the amobunt of such incone for such period
whi ch woul d enabl e such corporation to satisfy the condition of
subsection (a)(2) (A,

(ii) if the condi tion of subsection (a)(2)(B) is not
satisfied, that portion of the gross incone for such period --

(1) which was not derived fromthe active conduct of a
trade or business within a possession, and

(I'l) which exceeds the amobunt of such incone for such period
whi ch woul d enabl e such corporation to satisfy the conditions of
subsection (a)(2)(B), or

(i) if nei t her of such conditions is satisfied, that
portion of the gross incone which exceeds the anount of gr oss
i ncome for such period which would enabl e such corporation to
satisfy the conditions of subparagraphs (A and (B) of subsection
(a)(2).

(B) Effectively connected incone. -- In the case of a
shar ehol der who is a nonresident alien individual or a foreign
corporation, trust, or estae, any distribution described in
subpar agraph (A) shall be treated as income which is effectively
connected with the conduct of a trade or business conducted
t hrough a permanent establishnment of such sharehol der wihtin the
United States.

(C Distribution denied in case of fraud or wllful
neglect. -- Subparagraph (A) shall not apply to a corporation if
the determ nation of th Secretary described in subparagraph (a)
contains a finding that the failure of such corporation to
satisfy the conditions in subsectin (a)(2) was due in whole or in
part to fraud with intent to evade tax or willful neglect on the
part of such corporation.

(5) Election out.--

(A) In general. -- The rules contained in paragraphs (1)
t hrough (4) do not apply for any taxable year if an el ection



prusuant to subparagraph (F) is in effect to use one of the
met hod specified in subparagraph (C

(B) FEigibility. --

(1) Requirenment of significant busines presence. -- An
el ection may be nade to use one of the nmethods specified in
subparagraph (C) with respect to a product or type of service
only if an electing corporation has a significant business
presence in a possession with respect to such product or type of
service. An election may remain in effect with respect to such
product or type of service for any subsequent taxable year only
i f such electing corporation naintains a significant business
presence in a possession with respect to such product or type of
service in such subsequent taxable year. |If an election is not
in effect for a taxable eyar because of the precedi ng sentence,
the el ecting corporation shall be deened to have revoked the
el ection on the first day of such taxable year.

(ii) Definitions. -- For purposes of this subparagraph, an
el ecting corporation has a "significant business presence” in a
possession for a taxal be year with respect to a product or type
of service if:

(I') the total production costs (other than direct materi al
costs and other than interest excluded by regul ations prescribed
by the Secretary) incurred by the electing corporation in the
possession in producing units of that product sold or otherw se
di sposed of during the taxal be year by the affiliated group to
person who are not nenbers of the affiliated group are not |ess
than 25 percent of the difference between (a) the gorss receipts
fromsal es or other dispostions during the taxable year by the
affiliated group to dispositions during the taxable eyar by the
affiliated group to persons who are not nenber so the affilaited
group of such unites of the product produced, in whole or in
part, by the electing corporation in the possession, and (b) the
direct material costs of the purchase of materials for such
units of that product by all nenbers of the affiliated group from
persons who are not nenbers of the affiliated group; or

(I'l) no less than 65 percent of the direct |abor costs of
the affiliate dgroup for units of the product produced during the
taxabl e eyar in whol or in part by the electing corporation or
for the type of service rendered by the el ecting corporation
during the taxable year, is incurred by the electing corporation
and is conpensation for service perforned in the possession; or

(') with respect to purchases and sal es by an el ecting
corporation of all goods not produced in whole or in part by any
menber of the affiliated group and sold by the el ecting
corporation to persons other than nenbers of the affiliated
group, no less than 65 percentof the total direct |abor costs of
the affilated group in connection with all purchases and sal es of
such goods sold during the taxable year by such el ecting
corporation is incurred by such electing corporation and is
conpensation for services perforned in the possession.

Not wi t hst andi ng sati sfaction of one of the foregoing tests, an

el ecting corporation shall not be treated as having a significant
busi ness presence in a possession with respect to a product
produced in whole or in part by the electing corporation int he



possessi on, for purposes of an election to use the nethod
specified in subparagraph (O (ii), unless such product is
manuf act ured or produced in the possession by the el ecting
corporation within the neaning of subsection (d)(1)(A) of section
954,

(ti1) Special rules. --

(I') An electing corporation which produces a product or
renders a type of service in a possession on the date of the
enactnent of this clause is not required to nmeet the significatn
busi ness presence test in a possession with respect to such
product or type of service for its taxable years begi nning befoe
January 1, 1986.

(I'l) For purposes of this subparagraph, the costs incurred
by an el ecting corporation or any other nenmber of the affiliated
group in connectionw ith contract manufacturing by a person other
than a nmenber fo the affiliated group, or in connection with a
simlar arrangenent thereto, shall be treated as direct | abor
costs of the affiliated group and shall not be treated as
production costs incurred by the electing corporation in the
possession or as diret material costs or as conpensation for
service perforned in the possession, except to the extent as may
be otherw se provided in regualtions prescribed by the Secretary.

(iv) Regulations. -- The Secretary may prescribe regul ations
setting forth:

(I') an appropriate tanstiitonal (but not in excess of three
t axabl e years) significant business presence test for
conmencenent in a possession of operations with respect to
products or types of service after the date of the enactnent of
this clause and not described in subparagraph (B)(iii)(l),

(I'l) a significant business presence test for other
appropriate cases, consistent with the test specified in
subpar agraph (B)(ii),

(I'11) rules for the definition of a product or type of
service, and

(I'V) rules for treating conmponents produced in whole or in
part by a related person as materials, and the costs (including
direct | abor costs) related thereto as a cost of materials, where
there is an independent resale price for such conponents or where
ot herwi se consistent with the intent of the substantial business
presence tests.

(© Methods of conputation of taxable inconme. -- If an
el ection of one of the following nethods is in effect pursuant to
subpar agraph (F) with respect to a product or type of service, an
el ecting corportion shall conpute its inconme derived fromthe
active conduct of a trade or business in a possession with
respect to such product or type of service in accordance with the
nmet hod which is el eted.

(i) Cost sharing. --

(1) Pyanment of cost sharing. -- If an election of this
method is in effect, the electing corporation nust nake a paynent
for its share of the cost (if any) of product area research which
is paid or accrued by the affiliated group during that taxable
year. Such share shall not be less than the sam proportion of
110 percent of the cost of such product area research which the



anount of "possession sal es" bears to the anobunt of "total sales”
of the affiliated group. The costs of product area research paid
or accrued solely by the electing corporation in a taxable eyar

(excluding amounts paid directly or indirectly to or on behal f of
real ted persons and excl udi ng anobunts paid under any cost sharing

agreenents with related persons) will reduce (but not bel ow zero)
t he amount of the electing corporation's cost sharing paynment
under this nethod for that year. |In the case of intangible

property described in subsection (h)(3)(B)(i) which the electing
corporation is treated as owni ng under subclause (I1), in no
event shall the paynent required under this subclause be |ess
than the inclusion or paynment which woul d be required under
section 367(d)(2)(A)(ii) or section 482 if the electing
corporation were a foreign corporation.

(a) Product area research. -- For purposes of this
section, the term ' product area reasearch"” includes
(notw t hstandi ng any provision to the contrary) the research,
devel opnent and experinmental costs, |osses, expenses and ot her
rel ated deductions -- including anmounts paid or accrued for the
performance of research or simlar activities by another person;
qual i fied research expenses within the nmearning of section 41(b)
; ampunts paid or accrued for the use of, or the right to use,
research or any of the itens specified in subsection (h)(3)(B)
(i) -- which are propertly apportioned or allocated to the sane
produce area as that in which the electing corporation conducts
its activities, and a ratable part of any such costs, |osses,
expenses and ot her deductions which cannot definitely be
all ocated to a particular product area.

(b) Affiliated group. -- For purposes of this subsection,
the term"affiliated group” shall nmean the electing corportion
and all other organi zations, trades or businesses (whether or not
i ncor proat ed, whether or not affiliated) owned or controlled
directly or indirecly by the same interests, within the neaning
of section 482.

(c) Possession sales. -- For purposes of this section, the
term "possessi on sal es” nmeans the aggregate sales or other
di spositions for the taxable year to persons who are not nenbers
of the affiliated group by nenbers of the affiliated group of
products produced, in whole or in part, by the electing
corporation in the possession which are in the sane product area
as is used for determ ning the anount of product area research
and of services rendered, in whole or in part, in the possession
in such product area to persons who are not nenbers of the
affiliated group.

(d) Total sales. -- For purposes of this section, the term
"total sal es" neans the aggregate sales or other dispositions for
the taxable year to persons who are not nenbers of the affiliated
group by menbers of the affiliated group of all products in the
sanme product area as is ued for determ ning the anount of product
area research, and of services rendered in such product area to
persons who are not nenbers of the affiliated group.

(e) Produce area. -- For purposes of this section, the term
"product area" shall be defined by reference to the three-digit
classification of the Standard Industrial C assification code.



The Secretary may provide for the aggregation of two or nore
three-digit classifications where appropriate, and for a
classification systemother than the Standard | ndustri al

Cl assification code in appropriate cases.

(1) Effect of election. -- For purposes of determning the
anount of its gross incone derived fromthe active conduct of a
trade or business in a possession with respect to a product
produced by, or type ofservice rendered by, the el ecting
corporation for a taxable yar, if an election of this nmethod is
in effect, the electing corporation shall be treated as the owner
(for purposes of obtaining areturn thereon) ofintangible
property described in subsection (h)(3)(B)(i) which is related to
the units of the produce produced, or type of service rendered,
by the electing corporation. Such electing corproation sahll not
be treated as the owner (for purposes of obtaining a return
t hereon) of any intangi ble property described in subsection (h)
(3)(B)(ii) through (v) (to the extent not described in subsection
(h)(3)(B)(i)) or of any other nonmanufacturing intangible.

Not wi t hst andi ng the precedi ng sentence, an el ecting corporation
shall be treated as the owner (for purposes of obtaining a return
t hereon) of (a) intangible property which was devel oped solely by
such corporation in a possession and is onwed by such
corporation, (b) intangible property described in subsection (h)
(3)(B)(ii) through (v) to the extent not described in subsection
(h)(3)(B)(i)) and other nomanufacturing intangibles whcih relate
to sales of units of products, or services rendered, to unrel ated
persons for ultimte consunption or use in the possession in

whi ch the el ecting corporation conducts its trade or business.

(I'11) Paynment provisions. --

(a) The cost sharing paynent determ ned under subparagraph
(O (i)(l) for any taxable year shall be nade to the person or
persons specified in subparagraph (O (i)(1V)(a) not l|ater thanthe
time prescrivbed by law for filing the electing corporation's
return for such taxable year (including any extensions thereof).
If all or part of such paynent is not tinely nmade, the anmount of
the cost sharing paynent required to be paid shall be increased
by the amount of interest that would have been due under section
6601(a) had the portion of the cost sharing paynent that is not
timely made been an anount of tax inposed by this title and had
the | ast date prescribed for paynent been the due date of the
el ecting corporations return (determ ned wi htout regard to any
extension thereof). The amount by which a cost sharing paynment
det erm ned under subparagraph (C)(i)(l) is increased by reason of
t he precedi ng sentence shall not be treated as a cost sharing
paynent or as interest If failure to nmake tinely paynent is due
in whole or in part to fraud or willful neglect, the electing
corporatio shall be deened to have revoked the el ection nade
under subparagraph (A) on the first day of the taxable yar for
whi ch the cost sharing pyanent was required.

(b) For purposes of this tile, any tax of a foreign country
of possession of the United States which is paid or accrued with
respect to the paynent or receipt of a cost sharing paynent
det erm ned under subparagraph (O (i)(1) or of an anount of
increase referred to in subparagraph (C(i)(I1l11)(a) shall not be



treated as incone, war profits, or excess profits taxes paid or
accrued to a foreign country or possession of the United States,
and no deduction shall be allowed under this title w ht respect
ot any amounts of such tax so paid or accrued.

(I'V) Special rules. --

(a) The amount of the cost sharing paynment determ ned under
subparagraph (O (i)(1), and any increase in the anount thereof in
accordance with subparagraph (O¢i)(Irr)(a), shall not be treated
as incone of the recipient, but shall reduce the anount of the
deductions (and the anount of reductions in earnings and profits)
otherwi se allowable to the appropriate donestic nmenber or nenbers
(other than an electing corporation) of the affiliated group, or,
if there is no such donestic nenber, to the foreign nenber or
menbers of such affiliated group as the Secretary may provide
under regul ati ons.

(b) If an election of this nmethod is in effect, the
el ecting corporation shall determne its interconpany pricing
under the appropriate section 482 nethod, provided, however, that
an electing corporation shall not be denied use of the resale
price method for purposes of such interconpany pricing nmerely
because the reseller adds nore than an insubstantial anmobunt to
t he val ue of the product by the use of intangible property.

(c) The amount of qualified research expenses, within the
nmeani ng of section 41, of any nenber of the controlled group of
corporations (as defined in section 41(f)) of which the el ecting
corporation is a nmenber shall not be affected by the cost sharing
paynent required under this mnethod.

(ii) Profit split. --

(I') GCeneral rule. -- If an election of this nmethod is in
effect, the electing corporation's taxable incone derived from
the active conduct of a trade or business in a possession with
respect to units of a product produced or type of service
rendered, in whole or in part, by the electing corporation shal
be equal to 50 percent of the conbined taxable incone of the
affiliated group (other than foreign affiliates) derived from
covered sales of units of the product produced or type of service
rendered, in whol or in part, by the electing corporation in a
possessi on.

(I'l) Conputation of conbined taxable inconme. -- Conbined
taxabl e i ncone shall be conputed separately for each product
produced or type of service rendered, in whole or in part, by the
el ecting corporation in a possession. Conbined taxable incone
shal | be conmputed (notw thstandi ng any provision to the contrary)
for each such product or type of service rendered by deducting
fromthe gross incone of the affiliated group (other than foreign
affiliates) derived fromcovered sal es of such product or type of
service all expenses, |osses, and other deductions properly
apportioned or allocated to gross incone fromsuch sales or
services, and a ratablepart of all expenses, |osses, and ot her
deductions properly apportioned or allocated to gross incone from
such sales or services, and a ratable part of all expenses,
| osses, or other deductions which cannot definitely be all ocated
to sonme itemor class of gross incone, which are incurred by the
affilitated group (other than foreign affiliates).



Not wi t hsat ndi ng any other provision to the contrary, in conputing
t he conbi ned taxabl e inconme for each such product or type of
service rendered, the research, devel opnment, and experinenta
costs, expenses and rel ated deductions for the taxable year which
woul d ot herwi se be apportioned or allocated to the gross incone
of the affiliated group (other than foreign affilaites) derived
from covered sal es of such product produced or type of service
rendered, in whole or in part, by the electing corporation in a
possessi on shall not be | ess than the sane proportion of the
anount of the share of product area research determ ned under
subparagraph (O (i)(l1) (wthout regard to the third and fourth
sentences thereof, but substituting "120 percent” for "110
percent” in the second sentence thereof) in the product area

whi ch includes such product or type of service, that such gross
income fromthe product or type of service bears to such gross
income fromall products and types of services, within such
product area, produced or rendered, in whole or in part, by the
el ecting corporation in a possession.

(I'11) D vision of conbined taxable inconme. -- 50 percent of
t he conbi ned taxabl e i ncome conputed as provided in subparagraph
(O (ii)(ll) shall be allocated to the el ecting corporation.

Conmbi ned t axabl e i nconme, conputed without regard to the | ast

sent ence of subparagraph (C (ii)(ll), less the anmount all ocated
to the el ecting corporation under the preceding sentence, shal

be allocated ot the appropriate donmestic nmenber or nenbers (other
than any el ecting corporation) of the affiliated group and shal
be treated as incone fromsource within the United States, or, if
there is no such donestic nenber, to a foreign nmenber or nenbers
of such affiliated group as the Secretary may provi de under
regul ati ons.

(I'V) Covered sales. -- For purposes of this paragraph, the
term "covered sal es” neans sal es by nenbers of the affiliated
group (other than foreign affilaites) to persons who are not
menbers of the affilaited group or to foreign affilaties.

(D) Unrel ated person. -- For purposes of this paragraph, th
term"un-rel ated person” means any person other than a person
related within the nmeaning of paragraph (3)(D) to the el ecting
corpration

(E) Electing corporation. -- For purposes of this
subsection, th term"electing corporation” neans a donestic
corporation for which an election under this section is in
ef fect.

(F) Tinme and manner of election; revocation.--

(1) In general. -- An election under subparagraph (A to
use one of the methods under subparagraph (C) shall be nmade only
on or before the due date prescribed by Iaw (including
extensions) for filing the tax return of the electing corporation
for its first taxable year beginning after Decenber 31, 1982. |If
an election of one of such nethods is nmade, such nmethod nust be
used for each taxable year thereafter until such election is
revoked by the electing corporation under subparagraph (F)(iii).
| f any such election is revoked by the el ecting corporation under
subparagraph (F)(iii), such electing corporation my nake a



subsequent el ection under subparagraph (A) only with the consent
of the Secretary.

(ii) Manner of meking election. -- An el ection under
subpar agraph (A) to useone of the nethods under subparagraph (O
shall be made by filing a statement to such effect with the
return referred to in subparagraph (F)(i) or in such other manner
as the Secretary may prescribe by regul ations.

(i1i1) Revocation. --

(I') Except as provided in subparagraph (F)(iii)(Il1), an
el ection may be revoked for any taxable year only with the
consent of the Secretary.

(I'1) An election shall be deened revoked for the year in
whi ch the electing corporation is deened to have revoked such
el ecti on under subparagraph (B)(i) or (O ((i)(Il11)(a).

(iv) Aggregation. --

(I') Were nore than one electing corporation in the
affiliated group produces any product or renders any services in
t he sane product area, all such electing corporations nust el ect
to compute their taxable income under the sanme nmethod under
subpar agraph (O .

(I'1) Al electing corporations in the sane affiliated group
t hat produce any products or render any services in the sane
product area may el ect, subject to such ternms and conditions as
the Secretary may prescribe by regulations, to conpute their
taxabl e i ncone from export sales under a different method from
that used for all other sales and services. For this purpose,
export sales neans all sales by the electing corporation of
products to foreign persons for use or consunption outside the
United States and its possessions, provided such products are
manuf actured or produced in thepossession within the nmeaning of
subsection (d)(1)(A) of section 954, and further provided (except
to the extent otherw se provided by regulations) the incone
derived by such foreign person on resale of such products (in the
sanme state or in an altered state) is not included in foreign
base conpany inconme for purposes of section 954(a).

(rrr)y Al nmenbers of an affiliated group nmust consent to an
el ection under this subsection at such tine and in such manner as
shal | be presecribed by the Secretary by regul ati ons.

(6) Treatnent of certain sales made after July 1, 1982. --

(A) In general. -- For purposes of this section, in the
case of a dispositon of intangible property made by a corporation
after July 1, 1982, any gain or |loss fromsuch di spositon shal
be treated as gain or loss fromsources within the United States
to whi ch paragraph (5) does not apply.

(B) Exception. -- Subparagraph (A) shallnot apply to any
di sposition by a corporation of intangible property if such
di spostion is to a person who is not a related person to such
cor porati on.

(C Paragraph does not affect eligibility. -- This
par agr aph shall not apply for purposes of determ ning whether the
corporation neets the requirenments of subsection (a)(2).

(7) Section 864(e)(1) not to apply. -- This subsection
shall be applied as if section 864(e)(1) (relating to treatnent
of affiliated groups) had not been enact ed.



(8) Regulations. -- The Secretary shall prescribe such
regul ations as may be necessary or appropriate to carry out the
pur poses of this subsection, including rules for the application
of this subsection to inconme fromleasing of products to
unrel at ed persons.



