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Reg. § 1.863-1 (2006)
Allocation of Gross Income under Section 863(a)
(a) In general. Items of gross income other than those specified in section 861(a) and section
862(a) will generally be separately allocated to sources within or without the United States. See
section 1.863-2 for alternate methods to determine the income from sources within or without the
United States in the case of items specified in section 1.863-2(a). See also sections 865(b) and
(e)(2). In the case of sales of property involving partners and partnerships, the rules of section
1.863-3(g) apply.
(b) Natural resources. (1) In general. Notwithstanding any other provision, except to the extent
provided in paragraph (b)(2) of this section, gross receipts from the sale outside the United States of
products derived from the ownership or operation of any farm, mine, oil or gas well, other natural
deposit, or timber within the United States, must be allocated between sources within and without
the United States based on the fair market value of the product at the export terminal (as defined in
paragraph (b)(3)(iii) of this section). Notwithstanding any other provision, except to the extent
provided in paragraph (b)(2) of this section, gross receipts from the sale within the United States of
products derived from the ownership or operation of any farm, mine, oil or gas well, other natural
deposit, or timber outside the United States must be allocated between sources within and without
the United States based on the fair market value of the product at the export terminal. For place of
sale, see sections 1.861-7(c) and 1.863-3(c)(2). The source of gross receipts equal to the fair market
value of the product at the export terminal will be from sources where the farm, mine, well, deposit,
or uncut timber is located. The source of gross receipts from the sale of the product in excess of its
fair market value at the export terminal (excess gross receipts) will be determined as follows—
(i) If the taxpayer engages in additional production activities subsequent to shipment
from the export terminal and outside the country of sale, the source of excess gross receipts
must be determined under section 1.863-3. For purposes of applying section 1.863-3, only
production assets used in additional production activity subsequent to the export terminal are
taken into account.
(ii) In all other cases, excess gross receipts will be from sources within the country of
sale. This paragraph (b)(1)(ii) applies to a taxpayer that engages in additional production
activities in the country of sale, as well as to a taxpayer that does not engage in additional
production activities at all.In all other cases, excess gross receipts will be from sources within
the country of sale. This paragraph (b)(1)(ii) applies to a taxpayer that engages in additional
production activities in the country of sale, as well as to a taxpayer that does not engage in
additional production activities at all.
(2) Additional production prior to export terminal. Notwithstanding any other provision of
this section, gross receipts from the sale of products derived by a taxpayer who performs additional
production activities as defined in paragraph (b)(3)(ii) of this section before the relevant product is
shipped from the export terminal are allocated between sources within and without the United
States based on the fair market value of the product immediately prior to the additional production
activities. The source of gross receipts equal to the fair market value of the product immediately
prior to the additional production activities will be from sources where the farm, mine, well,
deposit, or uncut timber is located. The source of gross receipts from the sale of the product in
Reg. § 1.863-1(b)
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excess of the fair market value immediately prior to the additional production activities must be
determined under section 1.863-3. For purposes of applying section 1.863-3, only production assets
used in the additional production activities are taken into account.
(3) Definitions.
(i) Production activity. For purposes of this section, production activity means an
activity that creates, fabricates, manufactures, extracts, processes, cures, or ages inventory. See
section 1.864-1. Except as otherwise provided in sections 1.1502-13 or 1.863-3(g)(2), only
production activities conducted directly by the taxpayer are taken into account.
(ii) Additional production activities. For purposes of this section, additional production
activities are substantial production activities performed directly by the taxpayer in addition to
activities from the ownership or operation of any farm, mine, oil or gas well, other natural
deposit, or timber. Whether a taxpayer’s activities constitute additional production activities
will be determined under the principles of section 1.954-3(a)(4). However, in no case will
activities that prepare the natural resource itself for export, including those that are designed to
facilitate the transportation of the natural resource to or from the export terminal, be
considered additional production activities for purposes of this section.
(iii) Export terminal. Where the farm, mine, well, deposit, or uncut timber is located
without the United States, the export terminal will be the final point in a foreign country from
which goods are shipped to the United States. If there is no such final point in a foreign country
(e.g., the property is extracted and produced on the high seas), the export terminal will be the
place of production. Where the farm, mine, well, deposit, or uncut timber is located within the
United States, the export terminal will be the final point in the United States from which goods
are shipped from the United States to a foreign country. The location of the export terminal is
determined without regard to any contractual terms agreed to by the taxpayer and without
regard to whether there is an actual sale of the products at the export terminal.
(4) Determination of fair market value. For purposes of this section, fair market value
depends on all of the facts and circumstances as they exist relative to a party in any particular case.
Where the products are sold to a related party in a transaction subject to section 482, the
determination of fair market value under this section must be consistent with the arm’s length price
determined under section 482.
(5) Determination of gross income. To determine the amount of a taxpayer’s gross income
from sources within or without the United States, the taxpayer’s gross receipts from sources within
or without the United States determined under this paragraph (b) must be reduced by the cost of
goods sold properly attributable to gross receipts from sources within or without the United States.
(6) Tax return disclosure. A taxpayer that determines the source of its income under this
paragraph (b) shall attach a statement to its return explaining the methodology used to determine
fair market value under paragraph (b)(4) of this section, and explaining any additional production
activities (as defined in paragraph (b)(3)(ii) of this section) performed by the taxpayer. In addition,
the taxpayer must provide such other information as is required by section 1.863- 3.
(7) Examples. The following examples illustrate the rules of this paragraph (b):

Example 1. No additional production. U.S. Mines, a U.S. corporation, operates a copper
mine and mill in country X. U.S. Mines extracts copper-bearing rocks from the ground and
transports the rocks to the mill where the rocks are ground and processed to produce copperbearing concentrate. The concentrate is transported to a port where it is dried in preparation
Reg. § 1.863-1(b)
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for export, stored and then shipped to purchasers in the United States. Because title to the
property is passed in the United States and, under the facts and circumstances, none of U.S.
Mine’s activities constitutes additional production prior to the export terminal within the
meaning of paragraph (b)(3)(ii) of this section, under paragraph (b)(1) and (b)(1)(ii) of this
section, gross receipts equal to the fair market value of the concentrate at the export terminal
will be from sources without the United States, and excess gross receipts will be from sources
within the United States.

Example 2. No additional production. US Gas, a U.S. corporation, extracts natural gas
within the United States, and transports the natural gas to a U.S. port where it is liquified in
preparation for shipment. The liquified natural gas is then transported via freighter and sold
without additional production activities in a foreign country. Liquefaction of natural gas is not
an additional production activity because liquefaction prepares the natural gas for
transportation from the export terminal. Therefore, under paragraph (b)(1) and (b)(1)(ii) of
this section, gross receipts equal to the fair market value of the liquefied natural gas at the
export terminal will be from sources within the United States, and excess gross receipts will be
from sources without the United States.
Example 3. Sale in third country. US Gold, a U.S. corporation, mines gold in country X,
produces gold jewelry in the United States, and sells the jewelry in country Y. Assume that the
fair market value of the gold at the export terminal in country X is $40, and that US Gold
ultimately sells the gold jewelry in country Y for $100. Under section 1.863-1(b), $40 of US
Gold’s gross receipts will be allocated to sources without the United States. Under paragraph
(b)(1)(i) of this section, the source of the remaining $60 of gross receipts will be determined
under section 1.863-3. If US Gold applies the 50/50 method described in section 1.863-3, $20
of cost of goods sold is properly attributable to activities subsequent to the export terminal, and
all of US Gold’s production assets subsequent to the export terminal are located in the United
States, then $20 of gross income will be allocated to sources within the United States and $20
of gross income will be allocated to sources without the United States.

Example 4. Production in country of sale. US Oil, a U.S. corporation, extracts oil in country
X, transports the oil via pipeline to the export terminal in country Y, refines the oil in the
United States, and sells the refined product in the United States to unrelated persons. Assume
that the fair market value of the oil at the export terminal in country Y is $80, and that US Oil
ultimately sells the refined product for $100. Under paragraph (b)(1) of this section, $80 of US
Oil’s gross receipts will be allocated to sources without the United States, and under paragraph
(b)(1)(ii) of this section the remaining $20 of gross receipts will be allocated to sources within
the United States.
Example 5. Additional production prior to export. The facts are the same as in Example 1,
except that U.S. Mines also operates a smelter in country X. The concentrate output from the
mill is transported to the smelter where it is transformed into smelted copper. The smelted
copper is exported to purchasers in the United States. Under the facts and circumstances, all of
the processes applied to make copper concentrate are considered mining. Therefore, under
paragraph (b)(2) of this section, gross receipts equal to the fair market value of the concentrate
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at the smelter will be from sources without the United States. Under the facts and
circumstances, the conversion of the concentrate into smelted copper is an additional
production activity in a foreign country within the meaning of paragraph (b)(3)(ii) of this
section. Therefore, the source of U.S. Mine’s excess gross receipts will be determined pursuant
to paragraph (b)(2) of this section.
(c) Determination of taxable income. The taxpayer’s taxable income from sources within or
without the United States will be determined under the rules of sections 1.861-8 through 1.861-14T
for determining taxable income from sources within the United States.
(d) Scholarships, fellowship grants, grants, prizes and awards. (1) In general. This paragraph (d)
applies to scholarships, fellowship grants, grants, prizes and awards. The provisions of this
paragraph (d) do not apply to amounts paid as salary or other compensation for services.
(2) Source of income. The source of income from scholarships, fellowship grants, grants,
prizes and awards is determined as follows:
(i) United states source income. Except as provided in paragraph (d)(2)(iii) of this
section, scholarships, fellowship grants, grants, prizes and awards made by a U.S. citizen or
resident, a domestic partnership, a domestic corporation, an estate or trust (other than a
foreign estate or trust within the meaning of section 7701(a)(31)), the United States (or an
instrumentality or agency thereof), a State (or any political subdivision thereof), or the District
of Columbia shall be treated as income from sources within the United States.
(ii) Foreign source income. Scholarships, fellowship grants, grants, prizes and awards
made by a foreign government (or an instrumentality, agency, or any political subdivision
thereof), an international organization (as defined in section 7701(a)(18)), or a person other
than a U.S. person (as defined in section 7701(a)(30)) shall be treated as income from sources
without the United States.
(iii) Certain activities conducted outside the United States. Scholarships, fellowship
grants, targeted grants, and achievement awards received by a person other than a U.S. person
(as defined in section 7701(a)(30)) with respect to activities previously conducted (in the case
of achievement awards) or to be conducted (in the case of scholarships, fellowships grants, and
targeted grants) outside the United States shall be treated as income from sources without the
United States.
(3) Definitions. The following definitions apply for purposes of this paragraph (d):
(i) Scholarships are defined in section 117 and the regulations thereunder.
(ii) Fellowship grants are defined in section 117 and the regulations thereunder.
(iii) Prizes and awards are defined in section 74 and the regulations thereunder.
(iv) Grants are amounts described in subparagraph (3) of section 4945(g) and the
regulations thereunder, and are not amounts otherwise described in paragraphs (d)(3)(i), (ii),
or (iii) of this section. For purposes of this paragraph (d), the reference to section 4945(g)(3) is
applied without regard to the identity of the payor or recipient and without the application of
the objective and nondiscriminatory basis test and the requirement of a procedure approved in
advance.
(v) Targeted grants are grants—
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(A) Issued by an organization described in section 501(c)(3), the United States (or
an instrumentality or agency thereof), a State (or any political subdivision thereof), or the
District of Columbia;
(B)For an activity undertaken in the public interest and not primarily for the
private financial benefit of a specific person or persons or organization.
(vi) Achievement awards are awards—
(A) Issued by an organization described in section 501(c)(3), the United States (or
an instrumentality or agency thereof), a State (or political subdivision thereof), or the
District of Columbia; and
(B) For a past activity undertaken in the public interest and not primarily for the
private financial benefit of a specific person or persons or organization.
(4) Effective dates. The following are the effective dates concerning this paragraph (d):
(i) Scholarships and fellowship grants. This paragraph (d) is effective for scholarship
and fellowship grant payments made after December 31, 1986. However, for scholarship and
fellowship grant payments made after May 14, 1989, and before June 16, 1993, the residence of
the payor rule of paragraph (d)(2)(i) and (ii) of this section may be applied without applying
paragraph (d)(2)(iii) of this section.
(ii) Grants, prizes and awards. This paragraph (d) is effective for payments made for
grants, prizes and awards, targeted grants, and achievement awards after September 25, 1995.
However, the taxpayer may elect to apply the provisions of this paragraph (d) to payments
made for grants, prizes and awards, targeted grants, and achievement awards after December
31, 1986, and before September 26, 1995.
(e) Residual interest in a REMIC.
(1) REMIC inducement fees. An inducement fee (as defined in §1.446-6(b)(2)) shall be
treated as income from sources within the United States.
(2) Excess inclusion income and net losses. [Reserved].
For further guidance, see § 1.863-1T(e)(2).
(f) Effective dates. The rules of paragraphs (a), (b), and (c) of this section apply to taxable years
beginning after December 30, 1996. However, taxpayers may apply the rules of paragraphs (a), (b),
and (c) of this section for taxable years beginning after July 11, 1995, and on or before December 30,
1996. For years beginning before December 30, 1996, see §1.863-1 (as contained in 26 CFR part 1
revised as of April 1, 1996). See paragraph (d)(4) of this section for rules regarding the applicability
date of paragraph (d) of this section. Paragraph (e)(1) of this section is applicable for taxable years
ending on or after May 11, 2004. For further guidance, see § 1.863-1T(f)
[T.D. 8615, 60 FR 44274-44275, Aug. 25, 1995, as amended by T.D. 8687, 61 FR 6054060551, Nov. 29, 1996; corrected at 61 FR 65323, Dec. 12, 1996; amended by T.D. 9128, 69
FR 26041-26042, May 11, 2004; T.D. 9272, 71 FR 43363-43366, Aug. 1, 2006.]
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Sec. 1.863-1T (2006)
Allocation of gross income under section 863(a)
(a) through (d) [Reserved]. For further guidance, see § 1.863-1(a) through (d).
(e) Residual interest in a REMIC
(1) REMIC inducement fees. [Reserved]. For further guidance, see § 1.863-1(e)(1).
(2) Excess inclusion income and net losses. An excess inclusion (as defined in section
860E(c)) shall be treated as income from sources within the United States. To the extent of excess
inclusion income previously taken into account with respect to a residual interest (reduced by net
losses previously taken into account under this paragraph), a net loss (described in section
860C(b)(2)) with respect to the residual interest shall be allocated to the class of gross income and
apportioned to the statutory grouping(s) or residual grouping of gross income to which the excess
inclusion income was assigned.
(f) Effective date. Paragraph (e)(2) of this section applies for taxable years ending after August
1, 2006. For further guidance, see § 1.863-1(f). This section will expire July 31, 2009.
[Added by T.D. 9272, 71 FR 43363-43366, Aug. 1, 2006.]
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Sec. 1.863-2 (1996)
Allocation and apportionment of taxable income
(a) Determination of taxable income. Section 863(b) provides an alternate method for
determining taxable income from sources within the United States in the case of gross income
derived from sources partly within and partly without the United States. Under this method, taxable
income is determined by deducting from such gross income the expenses, losses, or other
deductions properly apportioned or allocated thereto and a ratable part of any other expenses,
losses, or deductions that cannot definitely be allocated to some item or class of gross income. The
income to which this section applies (and that is treated as derived partly from sources within and
partly from sources without the United States) will consist of gains, profits, and income
(1) From certain transportation or other services rendered partly within and partly without
the United States to the extent not within the scope of section 863(c) or other specific provisions of
this title;
(2) From the sale of inventory property (within the meaning of section 865(i)) produced
(in whole or in part) by the taxpayer in the United States and sold outside the United States or
produced (in whole or in part) by the taxpayer outside the United States and sold in the United
States; or
(3) Derived from the purchase of personal property within a possession of the United States
and its sale within the United States, to the extent not excluded from the scope of these regulations
under section 1.936-6(a)(5), Q&A 7.
(b) Determination of source of taxable income. Income treated as derived from sources partly
within and partly without the United States under paragraph (a) of this section may be allocated to
sources within and without the United States pursuant to section 1.863-1 or apportioned to such
sources in accordance with the methods described in other regulations under section 863. To
determine the source of certain types of income described in paragraph (a)(1) of this section, see
section 1.863-4. To determine the source of gross income described in paragraph (a)(2) of this
section, see section 1.863-1 for natural resources and see section 1.863-3 for other inventory.
Taxpayers, at their election, may apply the principles of section 1.863-3(b)(1) and (c) to determine
the source of taxable income (rather than gross income) from sales of inventory property (other
than natural resources). To determine the source of income partly from sources within a possession
of the United States, including income described in paragraph (a)(3) of this section, see section
1.863-3(f).
(c) Effective dates. This section will apply to taxable years beginning after December 30, 1996.
However, taxpayers may apply the rules of this section for taxable years beginning after July 11,
1995, and on or before December 30, 1996. For years beginning before December 30, 1996, see
section 1.863-2 (as contained in 26 CFR part 1 revised as of April 1, 1996).
[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR 14021, Dec. 31, 1960. Revised by T.D.
8687, 61 FR 60540-60551, Nov. 29, 1996; corrected by 61 FR 65323, Dec. 12, 1996.]
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Reg. 1.863-3 (1998)
Allocation and apportionment of income from certain sales of inventory
(a) In general. (1) Scope. Paragraphs (a) through (e) of this section apply to determine the
source of income derived from the sale of inventory property (inventory), which a taxpayer
produces (in whole or in part) within the United States and sells outside the United States, or which
a taxpayer produces (in whole or in part) outside the United States and sells within the United
States (Section 863 Sales). A taxpayer must divide gross income from Section 863 Sales between
production activity and sales activity using one of the methods described in paragraph (b) of this
section. The source of gross income from production activity and from sales activity must then be
determined under paragraph (c) of this section. Taxable income from Section 863 Sales is
determined under paragraph (d) of this section. Paragraph (e) of this section describes the rules for
electing the methods described in paragraph (b) of this section and the information that a taxpayer
must disclose on a tax return. Paragraph (f) of this section applies to determine the source of certain
income derived from a possession of the United States. Paragraph (g) of this section provides special
rules for partnerships for all sales subject to sections 1.863-1 through 1.863-3. Paragraph (h) of this
section provides effective dates for the rules in this section.
(2) Rules of application for section 863 sales. Once a taxpayer has elected a method
described in paragraph (b) of this section, the taxpayer must separately apply that method to
Section 863 Sales in the United States and to Section 863 Sales outside the United States. In
addition, the taxpayer must apply the rules of paragraphs (c) and (d) of this section by aggregating
all Section 863 Sales to which a method described in paragraph (b) of this section applies, after
separately applying that method to Section 863 Sales in the United States and to Section 863 Sales
outside the United States. See section 865(i)(1) for the definition of inventory property. See also
section 865(e)(2). See section 1.861-7(c) and paragraph (c)(2) of this section for the time and place
of sale.
(b) Methods to determine income attributable to production activity and sales activity. (1)
50/50 Method.
(i) Determination of gross income. Generally, gross income from Section 863 Sales
will be apportioned between production activity and sales activity under the 50/50 method as
described in this paragraph (b)(1). Under the 50/50 method, one-half of the taxpayer’s gross
income will be considered income attributable to production activity and the source of that
income will be determined under the rules of paragraph (c)(1) of this section. The remaining
one-half of such gross income will be considered income attributable to sales activity and the
source of that income will be determined under the rules of paragraph (c)(2) of this section. In
lieu of the 50/50 method, the taxpayer may elect to determine the source of income from
Section 863 Sales under the IFP method described in paragraph (b)(2) of this section or, with
the consent of the District Director, the books and records method described in paragraph
(b)(3) of this section.
(ii) Example. The following example illustrates the rules of this paragraph (b)(1):

Reg. § 1.863-3(b)

Treasury Regulations Under Code Section 863

11

Example. 50/50 Method. (i) P, a U.S. corporation, produces widgets in the United States. P
sells the widgets for $100 to D, an unrelated foreign distributor, in another country. P’s cost of
goods sold is $40. Thus, P’s gross income is $60.
(ii) Pursuant to the 50/50 method, one-half of P’s gross income, or $30, is considered
income attributable to production activity, and one-half of P’s gross income, or $30, is
considered income attributable to sales activity.
(2) IFP method.
(i) Establishing an IFP. A taxpayer may elect to allocate gross income earned from
production activity and sales activity using the independent factory price (IFP) method
described in this paragraph (b)(2) if an IFP is fairly established. An IFP is fairly established
based on a sale by the taxpayer only if the taxpayer regularly sells part of its output to wholly
independent distributors or other selling concerns in such a way as to reasonably reflect the
income earned from production activity. A sale will not be considered to fairly establish an IFP
if sales activity by the taxpayer with respect to that sale is significant in relation to all of the
activities with respect to that product.
(ii) Applying the IFP method. If the taxpayer elects to use the IFP method, the amount
of the gross sales price equal to the IFP will be treated as attributable to production activity, and
the excess of the gross sales price over the IFP will be treated as attributable to sales activity. If a
taxpayer elects to use the IFP method, the IFP must be applied to all Section 863 Sales of
inventory that are substantially similar in physical characteristics and function, and are sold at a
similar level of distribution as the inventory sold in the sale fairly establishing an IFP. The IFP
will only be applied to sales that are reasonably contemporaneous with the sale fairly
establishing the IFP. An IFP cannot be applied to sales in other geographic markets if the
markets are substantially different. If the taxpayer elects the IFP method, the rules of this
paragraph will also apply to determine the division of gross receipts between production
activity and sales activity in a Section 863 Sale that itself fairly establishes an IFP. If the
taxpayer elects to apply the IFP method, the IFP method must be applied to all sales for which
an IFP may be fairly established and applied for that taxable year and each subsequent taxable
year. The taxpayer will apply either the 50/50 method described in paragraph (b)(1) of this
section or the books and records method described in paragraph (b)(3) of this section to any
other Section 863 Sale for which an IFP cannot be established or applied for each taxable year.
(iii) Determination of gross income. The amount of a taxpayer’s gross income from
production activity is determined by reducing the amount of gross receipts from production
activity by the cost of goods sold properly attributable to production activity. The amount of a
taxpayer’s gross income from sales activity is determined by reducing the amount of gross
receipts from sales activity by the cost of goods sold (if any) properly attributable to sales
activity. The source of gross income from production activity is determined under the rules of
paragraph (c)(1) of this section, and the source of gross income from sales activity will be
determined under the rules of paragraph (c)(2) of this section.
(iv) Examples. The following examples illustrate the rules of this paragraph (b)(2):

Example 1. IFP Method. (i) P, a U.S. producer, purchases cotton and produces cloth in the
United States. P sells cloth in country X to D, an unrelated foreign clothing manufacturer, for
$100. Cost of goods sold for cloth is $80, entirely attributable to production activity. P does not
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engage in significant sales activity in relation to its other activities in the sales to D. Under these
facts, the sale to D fairly establishes an IFP of $100. Assume that P elects to use the IFP method.
Accordingly, $100 of the gross sales price is treated as attributable to production activity, and
no amount of income from this sale is attributable to sales activity. After reducing the gross
sales price by cost of goods sold, $20 of the gross income is treated as attributable to production
activity ($100 – $80).
(ii) P also sells cloth in country X to A, a unrelated foreign retail outlet, for $110. Because P
elected the IFP method and the cloth is substantially similar to the cloth sold to D, the IFP fairly
established in the sales to D must be used to determine the amount attributable to production
activity in the sale to A. Accordingly, $100 of the gross sales price is treated as attributable to
production activity and $10 ($110 – $100) is attributable to sales activity. After reducing the
gross sales price by cost of goods sold, $20 of the gross income is treated as attributable to
production activity ($100 – $80) and $10 is attributable to sales activity.

Example 2. Scope of IFP method. (i) USCo manufactures three dissimilar products. USCo
elects to apply the IFP method. In year 1, an IFP can be established for sales of product X, but
not for products Y and Z. In year 2, an IFP cannot be established for any of USCo’s products. In
year 3, an IFP can be established for products X and Y, but not for product Z.
(ii) In year 1, USCo must apply the IFP method to sales of product X. In year 2, although
USCo’s IFP election remains in effect, USCo is not required to apply the IFP election to any
products. In year 3, USCo is required to apply the IFP method to sales of products X and Y.
(3) Books and records method. A taxpayer may elect to determine the amount of its gross
income from Section 863 Sales that is attributable to production and sales activities for the taxable
year based upon its books of account if it has received in advance the permission of the District
Director having audit responsibility over its tax return. The taxpayer must establish to the
satisfaction of the District Director that the taxpayer, in good faith and unaffected by considerations
of tax liability, will regularly employ in its books of account a detailed allocation of receipts and
expenditures which clearly reflects the amount of the taxpayer’s income from production and sales
activities. If a taxpayer receives permission to apply the books and records method, but does not
comply with a material condition set forth by the District Director, the District Director may, in its
discretion, revoke permission to use the books and records method. The source of gross income
treated as attributable to production activity under this method may be determined under the rules
of paragraph (c)(1) of this section, and the source of gross income attributable to sales activity will
be determined under the rules of paragraph (c)(2) of this section.
(c) Determination of the source of gross income from production activity and sales activity. (1)

Income attributable to production activity.
(i) Production only within the United States or only within foreign countries—
(A) Source of income. For purposes of this section, production activity means an
activity that creates, fabricates, manufactures, extracts, processes, cures, or ages inventory.
See section 1.864-1. Subject to the provisions in section 1.1502-13 or paragraph (g)(2)(ii) of
this section, the only production activities that are taken into account for purposes of
sections 1.863-1, 1.863-2, and this section are those conducted directly by the taxpayer.
Where the taxpayer’s production assets are located only within the United States or only
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outside the United States, the income attributable to production activity is sourced where
the taxpayer’s production assets are located. For rules regarding the source of income when
production assets are located both within the United States and without the United States,
see paragraph (c)(1)(ii) of this section.
(B) Definition of production assets. Subject to the provisions of section 1.1502-13
and paragraph (g)(2)(ii) of this section, production assets include only tangible and
intangible assets owned directly by the taxpayer that are directly used by the taxpayer to
produce inventory described in paragraph (a) of this section. Production assets do not
include assets that are not directly used to produce inventory described in paragraph (a) of
this section. Thus, production assets do not include such assets as accounts receivables,
intangibles not related to production of inventory (e.g., marketing intangibles, including
trademarks and customer lists), transportation assets, warehouses, the inventory itself, raw
materials, or work-in- process. In addition, production assets do not include cash or other
liquid assets (including working capital), investment assets, prepaid expenses, or stock of a
subsidiary.
(C) Location of production assets. For purposes of this section, a tangible
production asset will be considered located where the asset is physically located. An
intangible production asset will be considered located where the tangible production assets
owned by the taxpayer to which it relates are located.
(ii) Production both within the United States and within foreign countries—
(A) Source of income. Where the taxpayer’s production assets are located both
within and without the United States, income from sources without the United States will
be determined by multiplying the income attributable to the taxpayer’s production activity
by a fraction, the numerator of which is the average adjusted basis of production assets that
are located outside the United States and the denominator of which is the average adjusted
basis of all production assets within and without the United States. The remaining income
is treated as from sources within the United States.
(B) Adjusted basis of production assets. For purposes of paragraph (c)(1)(ii)(A) of
this section, the adjusted basis of an asset is determined under section 1011. The average
adjusted basis is computed by averaging the adjusted basis of the asset at the beginning and
end of the taxable year, unless by reason of material changes during the taxable year such
average does not fairly represent the average for such year. In this event, the average
adjusted basis will be determined upon a more appropriate basis. If production assets are
used to produce inventory sold in Section 863 Sales and are also used to produce other
property during the taxable year, the portion of its adjusted basis that is included in the
fraction described in paragraph (c)(1)(ii)(A) of this section will be determined under any
method that reasonably reflects the portion of the assets that produces inventory sold in
Section 863 Sales. For example, the portion of such an asset that is included in the formula
may be determined by multiplying the asset’s average adjusted basis by a fraction, the
numerator of which is the gross receipts from sales of inventory from Section 863 Sales
produced by the asset, and the denominator of which is the gross receipts from all property
produced by that asset.
(iii) Anti -abuse rule. The purpose of this paragraph (c)(1) is to attribute the source of
the taxpayer’s production income to the location of the taxpayer’s production activity.
Therefore, if the taxpayer has entered into or structured one or more transactions with a
principal purpose of reducing its U.S. tax liability by manipulating the formula described in
Reg. § 1.863-3(c)
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paragraph (c)(1)(ii)(A) of this section in a manner inconsistent with the purpose of this
paragraph (c)(1), the District Director may make appropriate adjustments so that the source of
the taxpayer’s income from production activity more clearly reflects the source of that income.
(iv) Examples. The following examples illustrate the rules of this paragraph (c)(1):

Example 1. Source of production income. (i) A, a U.S. corporation, produces widgets that
are sold both within the United States and within a foreign country. The initial manufacture of
all widgets occurs in the United States. The second stage of production of widgets that are sold
within a foreign country is completed within the country of sale. A’s U.S. plant and machinery
which is involved in the initial manufacture of the widgets has an average adjusted basis of
$200. A also owns warehouses used to store work-in-process. A owns foreign equipment with
an average adjusted basis of $25. A’s gross receipts from all sales of widgets is $100, and its
gross receipts from export sales of widgets is $25. Assume that apportioning average adjusted
basis using gross receipts is reasonable. Assume A’s cost of goods sold from the sale of widgets
in the foreign countries is $13 and thus, its gross income from widgets sold in foreign countries
is $12. A uses the 50/50 method to divide its gross income between production activity and
sales activity.
(ii) A determines its production gross income from sources without the United States by
multiplying one-half of A’s $12 of gross income from sales of widgets in foreign countries, or
$6, by a fraction, the numerator of which is all relevant foreign production assets, or $25, and
the denominator of which is all relevant production assets, or $75 ($25 foreign assets + ($200
U.S. assets × $25 gross receipts from export sales/$100 gross receipts from all sales)).
Therefore, A’s gross production income from sources without the United States is $2 ($6 ×
($25/$75)).
Example 2. Location of intangible property. Assume the same facts as Example 1, except
that A employs a patented process that applies only to the initial production of widgets. In
computing the formula used to determine the source of income from production activity, A’s
patent, if it has an average adjusted basis, would be located in the United States.

Example 3. Anti-abuse rule. (i) Assume the same facts as Example 1. A sells its U.S. assets to
3, an unrelated U.S. corporation, with a principal purpose of reducing its U.S. tax liability by
manipulating the property fraction. A then leases these assets from B. After this transaction,
under the general rule of paragraph (c)(1)(ii) of this section, all of A’s production income would
be considered from sources without the United States, because all of A’s relevant production
assets are located within a foreign country. Since the leased property is not owned by the
taxpayer, it is not included in the fraction.
(ii) Because A has entered into a transaction with a principal purpose of reducing its U.S.
tax liability by manipulating the formula described in paragraph (c)(1)(ii)(A) of this section, A’s
income must be adjusted to more clearly reflect the source of that income. In this case, the
District Director may redetermine the source of A’s production income by ignoring the saleleaseback transactions.
(2)Income attributable to sales activity. The source of the taxpayer’s income that is
attributable to sales activity will be determined under the provisions of section 1.861-7(c). However,
Reg. § 1.863-3(c)
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notwithstanding any other provision, for purposes of section 863, the place of sale will be presumed
to be the United States if personal property is wholly produced in the United States and the
property is sold for use, consumption, or disposition in the United States. See section 1.8646(b)(3)(ii) to determine the country of use, consumption, or disposition. Also, in applying this
paragraph, property will be treated as wholly produced in the United States if it is subject to no
more than packaging, repackaging, labeling, or other minor assembly operations outside the United
States, within the meaning of section 1.954-3(a)(4)(iii)(property manufactured or produced by a
controlled foreign corporation).
(d) Determination of source of taxable income. Once the source of gross income has been
determined under paragraph (c) of this section, the taxpayer must properly allocate and apportion
separately under sections 1.861-8 through 1.861-14T the amounts of its expenses, losses, and other
deductions to its respective amounts of gross income from Section 863 Sales determined separately
under each method described in paragraph (b) of this section. In addition, if the taxpayer deducts
expenses for research and development under section 174 that may be attributed to its Section 863
Sales under section 1.861-8(e)(3), the taxpayer must separately allocate or apportion expenses,
losses, and other deductions to its respective amounts of gross income from each relevant product
category that the taxpayer uses in applying the rules of section 1.861-8(e)(3)(i)(A). In the case of
gross income from Section 863 Sales determined under the IFP method or the books and records
method, the rules of sections 1.861-8 through 1.861-14T must apply to properly allocate or
apportion amounts of expenses, losses and other deductions allocated and apportioned to such gross
income between gross income from sources within and without the United States. In the case of
gross income from Section 863 Sales determined under the 50/50 method, the amounts of
expenses, losses, and other deductions allocated and apportioned to such gross income must be
apportioned between sources within and without the United States pro rata based on the relative
amounts of gross income from sources within and without the United States determined under the
50/50 method. Research and experimental expenditures qualifying under section 1.861-17 are
allocated under that section, and are not allocated and apportioned pro rata under the 50/50
method.
(e) Election and reporting rules. (1) Elections under paragraph (b) of this section. If a taxpayer
does not elect a method specified in paragraph (b)(2) or (3) of this section, the taxpayer must apply
the method specified in paragraph (b)(1) of this section. The taxpayer may elect to apply the
method specified in paragraph (b)(2) of this section by using the method on a timely filed original
return (including extensions). A taxpayer may elect to apply the method specified in paragraph
(b)(3) of this section by using the method on a timely filed original return (including extensions),
but only if the taxpayer has received permission from the District Director to apply that method.
Once a method under paragraph (b) of this section has been used, that method must be used in later
taxable years unless the Commissioner consents to a change. However, if a taxpayer elects to
change to or from the method specified in paragraph (b)(3) of this section, the taxpayer must obtain
permission from the District Director instead of the Commissioner. Permission to change methods
from one year to another year will not be withheld unless the change would result in a substantial
distortion of the source of the taxpayer’s income.
(2) Disclosure on tax return. A taxpayer who uses one of the methods described in
paragraph (b) of this section must fully explain in a statement attached to the return the
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methodology used, the circumstances justifying use of that methodology, the extent that sales are
aggregated, and the amount of income so allocated.
(f) Income partly from sources within a possession of the United States. (1) In general. This
paragraph (f) relates to gains, profits, and income, which are treated as derived partly from sources
within the United States and partly from sources within a possession of the United States (Section
863 Possession Sales). This paragraph (f) applies to determine the source of income derived from
the sale of inventory produced (in whole or in part) by the taxpayer within the United States and
sold within a possession, or produced (in whole or in part) by a taxpayer in a possession and sold
within the United States (Possession Production Sales). It also applies to determine the source of
income derived from the purchase of personal property within a possession of the United States and
its sale within the United States (Possession Purchase Sales). A taxpayer subject to this paragraph
(f) must divide gross income from Section 863 Possession Sales using one of the methods described
in either paragraph (f)(2)(i) of this section (in the case of Possession Production Sales) or paragraph
(f)(3)(i) of this section (in the case of Possession Purchase Sales).
Once a taxpayer has elected a method, the taxpayer must separately apply that method to the
applicable category of Section 863 Possession Sales in the United States and to those in a
possession. The source of gross income from each type of activity must then be determined under
either paragraph (f)(2)(ii) or (3)(ii) of this section, as appropriate. The source of taxable income
from Section 863 Possession Sales is determined under paragraph (f)(4) of this section. The
taxpayer must apply the rules for computing gross and taxable income by aggregating all Section
863 Possession Sales to which a method in this section applies after separately applying that method
to Section 863 Possession Sales in the United States and to Section 863 Possession Sales in a
possession. This section does not apply to determine the source of a taxpayer’s gross income derived
from a sale of inventory purchased from a corporation that has an election in effect under section
936, if the taxpayer’s income from sales of that inventory is taken into account to determine
benefits under section 936 for the section 936 corporation. For rules to be applied to determine the
source of such income, see section 1.936- 6(a)(5) Q&A 7a and 1.936-6(b)(1) Q&A 13.
(2) Allocation or apportionment for Possession Production Sales.
(i) Methods for determining the source of gross income for Possession Production

Sales.
(A) Possession 50/50 method. Under the possession 50/50 method, gross income
from Possession Production Sales is allocated between production activity and business
sales activity as described in this paragraph (f)(2)(i)(A). Under the possession 50/50
method, one-half of the taxpayer’s gross income will be considered income attributable to
production activity and the source of that income will be determined under the rules of
paragraph (f)(2)(ii)(A) of this section. The remaining one-half of such gross income will be
considered income attributable to business sales activity and the source of that income will
be determined under the rules of paragraph (f)(2)(ii)(B) of this section.
(B) IFP method. In lieu of the possession 50/50 method, a taxpayer may elect the
independent factory price (IFP) method. Under the IFP method, gross income from
Possession Production Sales is allocated to production activity or sales activity using the IFP
method, as described in paragraph (b)(2) of this section, if an IFP is fairly established under
the rules of paragraph (b)(2) of this section. See paragraphs (f)(2)(ii)(A) and (C) of this
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section for rules for determining the source of gross income attributable to production
activity and sales activity.
(C) Books and records method. A taxpayer may elect to allocate gross income using
the books and records method described in paragraph (b)(3) of this section, if it has
received in advance the permission of the District Director having audit responsibility over
its return. See paragraph (f)(2)(ii) of this section for rules for determining the source of
gross income.
(ii) Determination of source of qross income from production, business sales, and sales
activity—
(A) Gross income attributable to production activity. The source of gross income
from production activity is determined under the rules of paragraph (c)(1) of this section,
except that the term possession is substituted for foreign country wherever it appears.
(B) Gross income attributable to business sales activity.
(1) Source of gross income. Gross income from the taxpayer’s business sales
activity is sourced in the possession in the same proportion that the amount of the
taxpayer’s business sales activity for the taxable year within the possession bears to the
amount of the taxpayer’s business sales activity for the taxable year both within the
possession and outside the possession, with respect to Possession Production Sales. The
remaining income is sourced in the United States.
(2) Business sales activity. For purposes of this paragraph (f)(2)(ii)(B), the
taxpayer’s business sales activity is equal to the sum of—
(i) The amounts for the taxable period paid for wages, salaries, and other
compensation of employees, and other expenses attributable to Possession
Production Sales (other than amounts that are nondeductible under section 263A,
interest, and research and development); and
(ii) Possession Production Sales for the taxable period.
(3) Location of business sales activity. For purposes of determining the
location of the taxpayer’s business activity within a possession, the following rules
apply:
(i) Sales. Receipts from gross sales will be attributed to a possession under
the provisions of paragraph (c)(2) of this section.
(ii) Expenses. Expenses will be attributed to a possession under the rules
of sections 1.861-8 through 1.861-14T.
(C) Gross income attributable to sales activity. The source of the taxpayer’s income
that is attributable to sales activity, as determined under the IFP method or the books and
records method, will be determined under the provisions of paragraph (c)(2) of this
section.
(3) Allocation or apportionment for Possession Purchase Sales.
(i) Methods for determining the source of gross income for Possession Purchase Sales.
(A) Business activity method. Gross income from Possession Purchase Sales is
allocated in its entirety to the taxpayer’s business activity, and is then apportioned between
U.S. and possession sources under paragraph (f)(3)(ii) of this section.
(B) Books and records method. A taxpayer may elect to allocate gross income using
the books and records method described in paragraph (b)(3) of this section, subject to the
Reg. § 1.863-3(f)
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conditions set forth in paragraph (b)(3) of this section. See paragraph (f)(2)(ii) of this
section for rules for determining the source of gross income.
(ii) Determination of source of gross income from business activity.
(A) Source of gross income. Gross income from the taxpayer’s business activity is
sourced in the possession in the same proportion that the amount of the taxpayer’s business
activity for the taxable year within the possession bears to the amount of the taxpayer’s
business activity for the taxable year both within the possession and outside the possession,
with respect to Possession Purchase Sales. The remaining income is sourced in the United
States.
(B) Business activity. For purposes of this paragraph (f)(3)(ii), the taxpayer’s
business activity is equal to the sum of—
(1) The amounts for the taxable period paid for wages, salaries, and other
compensation of employees, and other expenses attributable to Possession Purchase
Sales (other than amounts that are nondeductible under section 263A, interernet, and
research and development);
(2) Cost of goods sold attributable to Possession Purchase Sales during the
taxable period; and
(3) Possession Purchase Sales for the taxable period.
(C) Location of business activity. For purposes of determining the location of the
taxpayer’s business activity within a possession, the following rules apply:
(1) Sales. Receipts from gross sales will be attributed to a possession under the
provisions of paragraph (c)(2) of this section.
(2) Cost of goods sold. Payments for cost of goods sold will be properly
attributable to gross receipts from sources within the possession only to the extent that
the property purchased was manufactured, produced, grown, or extracted in the
possession (within the meaning of section 954(d)(1)(A)).
(3) Expenses. Expenses will be attributed to a possession under the rules of
sections 1.861-8 through 1.861-14T.
(iii) Examples. The following examples illustrate the rules of paragraph (f)(3)(ii) of this
section relating to the determination of source of gross income from business activity:

Example 1. (i) U.S. Co. purchases in a possession product X for $80 from A. A
manufactures X in the possession. Without further production, U.S. Co. sells X in the United
States for $100. Assume U.S. Co. has sales and administrative expenses in the possession of
$10.
(ii) To determine the source of U.S. Co.’s gross income, the $100 gross income from sales
of X is allocated entirely to U.S. Co.’s business activity. Forty-seven dollars of U.S. Co.’s gross
income is sourced in the possession. [Possession expenses ($10) plus possession purchases (i.e.,
cost of goods sold) ($80) plus possessions sales ($0), divided by total expenses ($10) plus total
purchases ($80) plus total sales ($100).] The remaining $53 is sourced in the United States.

Example 2. (i) Assume the same facts as in Example 1, except that A manufactures X
outside the possession.
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(ii) To determine the source of U.S. Co.’s gross income, the $100 gross income is allocated
entirely to U.S. Co.’s business activity. Five dollars of U.S. Co.’s gross income is sourced in the
possession. [Possession expenses ($10) plus possession purchases ($0) plus possession sales
($0), divided by total expenses ($10) plus total purchases ($80) plus total sales ($100).] The
$80 purchase is not included in the numerator used to determine U.S. Co.’s business activity in
the possession, since product X was not manufactured in the possession. The remaining $95 is
sourced in the United States.
(4) Determination of source of taxable income. Once the source of gross income has been
determined under paragraph (f)(2) or (3) of this section, the taxpayer must properly allocate and
apportion separately under sections 1.861-8 through 1.861-14T the amounts of its expenses, losses,
and other deductions to its respective amounts of gross income from Section 863 Possession Sales
determined separately under each method described in paragraph (f)(2) or (3) of this section. In
addition, if the taxpayer deducts expenses for research and development under section 174 that may
be attributed to its Section 863 Possession Sales under section 1.861-17, the taxpayer must
separately allocate or apportion expenses, losses, and other deductions to its respective amounts of
gross income from each relevant product category that the taxpayer uses in applying the rules of
section 1.861-17. Thus, in the case of gross income from Section 863 Possession Sales determined
under the IFP method or books and records method, a taxpayer must apply the rules of sections
1.861-8 through 1.861-14T to properly allocate or apportion amounts of expenses, losses and other
deductions, allocated and apportioned to such gross income, between gross income from sources
within and without the United States. However, in the case of gross income from Possession
Production Sales determined under the possessions 50/50 method or gross income from Possession
Purchase Sales computed under the business activity method, the amounts of expenses, losses, and
other deductions allocated and apportioned to such gross income must be apportioned between
sources within and without the United States pro rata based on the relative amounts of gross
income from sources within and without the United States determined under those methods,
except that the rules regarding the allocation and apportionment of research and experimental
expenditures in section 1.861-17 shall apply to such expenditures of taxpayers using the 50/50
method.
(5) Special rules for partnerships. In applying the rules of this paragraph (f) to transactions
involving partners and partnerships, the rules of paragraph (g) of this section apply.
(6) Election and reportinq rules.
(i) Elections under paragraph (f)(2) or (3) of this section. If a taxpayer does not elect
one of the methods specified in paragraph (f)(2) or (3) of this section, the taxpayer must apply
the possession 50/50 method in the case of Possession Production Sales or the business activity
method in the case of Possession Purchase Sales. The taxpayer may elect to apply a method
specified in either paragraph (f)(2) or (3) of this section by using the method on a timely filed
original return (including extensions). Once a method has been used, that method must be
used in later taxable years unless the Commissioner consents to a change. Permission to change
methods from one year to another year will be granted unless the change would result in a
substantial distortion of the source of the taxpayer’s income.
(ii) Disclosure on tax return. A taxpayer who uses one of the methods described in
paragraph (f)(2) or (3) of this section must fully explain in a statement attached to the tax
return the methodology used, the circumstances justifying use of that methodology, the extent
that sales are aggregated, and the amount of income so allocated.
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(g) Special rules for partnerships. (1) General rule. For purposes of section 1.863-1 and this
section, a taxpayer’s production or sales activity does not include production and sales activities
conducted by a partnership of which the taxpayer is a partner either directly or through one or more
partnerships, except as otherwise provided in paragraph (g)(2) of this section.
(2) Exceptions.
(i) In general. For purposes of determining the source of the partner’s distributive
share of partnership income or determining the source of the partner’s income from the sale of
inventory property which the partnership distributes to the partner in kind, the partner’s
production or sales activity includes an activity conducted by the partnership. In addition, the
production activity of a partnership includes the production activity of a taxpayer that is a
partner either directly or through one or more partnerships, to the extent that the partner’s
production activity is related to inventory that the partner contributes to the partnership in a
transaction described under section 721.
(ii) Attribution of production assets to or from a partnership. A partner will be treated
as owning its proportionate share of the partnership’s production assets only to the extent that,
under paragraph (g)(2)(i) of this section, the partner’s activity includes production activity
conducted through a partnership. A partner’s share of partnership assets will be determined by
reference to the partner’s distributive share of partnership income for the year attributable to
such production assets. Similarly, to the extent a partnership’s activities include the production
activities of a partner, the partnership will be treated as owning the partner’s production assets
related to the inventory that is contributed in kind to the partnership. See paragraph
(c)(1)(ii)(B) of this section for rules apportioning the basis of assets to Section 863 Sales.
(iii) Basis. For purposes of this section, in those cases where the partner is treated as
owning its proportionate share of the partnership’s production assets, the partner’s basis in
production assets held through a partnership shall be determined by reference to the
partnership’s adjusted basis in its assets (including a partner’s special basis adjustment, if any,
under section 743). Similarly, a partnership’s basis in a partner’s production assets is
determined with reference to the partner’s adjusted basis in its assets.
(iv) Separate application of methods. If, under paragraph (g)(2) of this section, a
partner is treated as conducting the activity of a partnership, and is treated as owning its
proportionate share of a partnership’s production assets, a partner must apply the method it has
elected under paragraph (b) of this section separately to Section 863 Sales described in this
paragraph (g) and all other Section 863 Sales.
(3) Examples. The following examples illustrate the rules of this paragraph (g):

Example 1. Distributive share of partnership income. A, a U.S. corporation, forms a
partnership in the United States with B, a country X corporation. A and B each have a 50
percent interest in the income, gains, losses, deductions and credits of the partnership. The
partnership is engaged in the manufacture and sale of widgets. The widgets are manufactured
in the partnership’s plant located in the United States and are sold by the partnership outside
the United States. The partnership owns the manufacturing facility and all other production
assets used to produce the widgets. A’s distributive share of partnership income includes 50
percent of the sales income from these sales. In applying the rules of section 863 to determine
the source of its distributive share of partnership income from the export sales of widgets, A is
treated as carrying on the activity of the partnership related to production of these widgets and
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as owning a proportionate share of the partnership’s assets related to production of the widgets,
based upon its distributive share of partnership income.

Example 2. Distribution in kind. Assume the same facts as in Example 1 except that the
partnership, instead of selling the widgets, distributes the widgets to A and B. A then further
processes the widgets and then sells them outside the United States. In determining the source
of the income earned by A on the sales outside the United States, A is treated as conducting the
activities of the partnership related to production of the distributed widgets. Thus, the source of
gross income on the sale of the widgets is determined under section 863 and these regulations.
A applies the 50/50 method described in paragraph (b)(1) of this section to determine the
source of income from the sales. In applying paragraph (c)(1) of this section, A is treated as
owning its proportionate share of the partnership’s production assets based upon its distributive
share of partnership income.
(h) Effective dates. The rules of this section apply to taxable years beginning after December 30,
1996. However, taxpayers may apply these regulations for taxable years beginning after July 11,
1995, and on or before December 30, 1996. For years beginning before December 30, 1996, see
sections 1.863-3A and 1.863-3AT. However, the rules of paragraph (f) of this section apply to
taxable years beginning on or after November 13, 1998.
[T.D. 8687, 61 FR 60540-60551, Nov. 29, 1996; corrected by 61 FR 65323, Dec. 12, 1996;
amended by T.D. 8786, 63 FR 55020-55025, Oct. 14, 1998.]
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Reg. § 1.863-3A (1996)
Income from the sale of personal property derived partly from within and
partly from without the United States
(a) General. (1) Classes of income. Income from the sale of property to which paragraph (b) (2)
and (3) of section 1.863-2 applies is divided into two classes for purposes of this section, namely,
income which is treated as derived partly from sources within the United States and partly from
sources within a foreign country, and income which is treated as derived partly from sources within
the United States and partly from sources within a possession of the United States.
(2) Definition. For purposes of this section, the word “produced” includes created,
fabricated, manufactured, extracted, processed, cured, or aged. For determining the time and place
of sale of personal property for purposes of this section, see paragraph (c) of section 1.861-7.
(b) Income partly from sources within a foreign country. (1) General. This paragraph relates to
gains, profits, and income derived from the sale of personal property produced (in whole or in part)
by the taxpayer within the United States and sold within a foreign country, or produced (in whole
or in part) by the taxpayer within a foreign country and sold within the United States. Pursuant to
section 863(b) such items shall be treated as derived partly from sources within the United States
and partly from sources within a foreign country.
(2) Allocation or apportionment. The taxable income from sources within the United
States, in the case of the items to which this paragraph applies, shall be determined according to the
examples set forth in this subparagraph. For such purposes, the deductions for the personal
exemptions shall not be taken into account, but the special deductions described in paragraph (c) of
section 1.861-8 shall be taken into account.

Example (1). Where the manufacturer or producer regularly sells part of his output to
wholly independent distributors or other selling concerns in such a way as to establish fairly an
independent factory or production price--or shows to the satisfaction of the district director (or,
if applicable, the Director of International Operations) that such an independent factory or
production price has been otherwise established--unaffected by considerations of tax liability
and the selling or distributing branch or department of the business is located in a different
country from that in which the factory is located or the production carried on, the taxable
income attributable to sources within the United States shall be computed by an accounting
which treats the products as sold by the factory or productive department of the business to the
distributing or selling department at the independent factory price so established. In all such
cases the basis of the accounting shall be fully explained in a statement attached to the return
for the taxable year.

Example (2). (i) and (ii) [Reserved] For guidance, see section 863-3T(b)(2) Example (2)(i)
and (ii).
(iii) The term “gross sales”, as used in this example, refers only to the sales of personal
property produced (in whole or in part) by the taxpayer within the United States and sold
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within a foreign country or produced (in whole or in part) by the taxpayer within a foreign
country and sold within the United States.
(iv) The term “property”, as used in this example, includes only the property held or used
to produce income which is derived from such sales. Such property should be taken at its actual
value, which in the case of property valued or appraised for purposes of inventory, depreciation,
depletion, or other purposes of taxation shall be the highest amount at which so valued or
appraised, and which in other cases shall be deemed to be its book value in the absence of
affirmative evidence showing such value to be greater or less than the actual value. The average
value during the taxable year or period shall be employed. The average value of property as
above prescribed at the beginning and end of the taxable year or period ordinarily may be used,
unless by reason of material changes during the taxable year or period such average does not
fairly represent the average for such year or period, in which event the average shall be
determined upon a monthly or daily basis.
(v) Bills and accounts receivable shall (unless satisfactory reason for a different treatment is
shown) be assigned or allocated to the United States when the debtor resides in the United
States, unless the taxpayer has no office, branch, or agent in the United States.

Example (3). Application for permission to base the return upon the taxpayer’s books of
account will be considered by the district director (or, if applicable, the Director of
International Operations) in the case of any taxpayer who, in good faith and unaffected by
considerations of tax liability, regularly employs in his books of account a detailed allocation of
receipts and expenditures which reflects more clearly than the processes or formulas herein
prescribed the taxable income derived from sources within the United States.
(c) Income partly from sources within a possession of the United States. (1) General. This
paragraph relates to gains, profits, and income which, pursuant to section 863(b), are treated as
derived partly from sources within the United States and partly from sources within a possession of
the United States. The items so treated are described in subparagraphs (3) and (4) of this paragraph.
(2) Allocation or apportionment. The taxable income from sources within the United
States, in the case of the items to which this paragraph applies, shall be determined according to the
examples set forth in subparagraphs (3) and (4) of this paragraph. For such purposes, the
deductions for the personal exemptions shall not be taken into account, but the special deductions
described in paragraph (c) of section 1.861-8 shall be taken into account.
(3) Personal property produced and sold. This subparagraph relates to gross income derived
from the sale of personal property produced (in whole or in part) by the taxpayer within the United
States and sold within a possession of the United States, or produced (in whole or in part) by the
taxpayer within a possession of the United States and sold within the United States.

Example (1). Same as example (1) under paragraph (b)(2) of this section.
Example (2). (i) Where an independent factory or production price has not been
established as provided under example (1), the taxable income shall first be computed by
deducting from the gross income derived from the sale of personal property produced (in whole
or in part) by the taxpayer within the United States and sold within a possession of the United
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States, or produced (in whole or in part) by the taxpayer within a possession of the United
States and sold within the United States, the expenses, losses, or other deductions properly
allocated and apportioned thereto in accordance with the rules set forth in section 1.861-8.
(ii) Of the amount of taxable income so determined, one-half shall be apportioned in
accordance with the value of the taxpayer’s property within the United States and within the
possession of the United States, the portion attributable to sources within the United States
being determined by multiplying such one-half by a fraction the numerator of which consists of
the value of the taxpayer’s property within the United States, and the denominator of which
consists of the value of the taxpayer’s property both within the United States and within the
possession of the United States. The remaining one-half of such taxable income shall be
apportioned in accordance with the total business of the taxpayer within the United States and
within the possession of the United States, the portion attributable to sources within the United
States being determined by multiplying such one-half by a fraction the numerator of which
consists of the amount of the taxpayer’s business for the taxable year or period within the
United States, and the denominator of which consists of the amount of the taxpayer’s business
for the taxable year or period both within the United States and within the possession of the
United States.
(iii) “The business of the taxpayer”, as used in this example, shall be measured by the
amounts which the taxpayer paid out during the taxable year or period for wages, salaries, and
other compensation of employees and for the purchase of goods, materials, and supplies
consumed in the regular course of business, plus the amounts received during the taxable year
or period from gross sales, such expenses, purchases, and gross sales being limited to those
attributable to the production (in whole or in part) of personal property within the United
States and its sale within a possession of the United States or to the production (in whole or in
part) of personal property within a possession of the United States and its sale within the
United States. The term “property”, as used in this example, includes only the property held or
used to produce income which is derived from such sales.

Example (3). Same as example (3) under paragraph (b)(2) of this section.
(4) Personal property purchased and sold. This subparagraph relates to gross income
derived from the purchase of personal property within a possession of the United States and its sale
within the United States.
Example (1). (i) The taxable income shall first be computed by deducting from such gross
income the expenses, losses, or other deductions properly allocated or apportioned thereto in
accordance with the rules set forth in section 1.861-8.
(ii) The amount of taxable income so determined shall be apportioned in accordance with
the total business of the taxpayer within the United States and within the possession of the
United States, the portion attributable to sources within the United States being that
percentage of such taxable income which the amount of the taxpayer’s business for the taxable
year or period within the United States bears to the amount of the taxpayer’s business for the
taxable year or period both within the United States and within the possession of the United
States.
(iii) The “business of the taxpayer”, as that term is used in this example, shall be measured
by the amounts which the taxpayer paid out during the taxable year or period for wages,
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salaries, and other compensation of employees and for the purchase of goods, materials, and
supplies sold or consumed in the regular course of business, plus the amount received during
the taxable year or period from gross sales, such expenses, purchases, and gross sales being
limited to those attributable to the purchase of personal property within a possession of the
United States and its sale within the United States.
Example (2). Same as example (3) under paragraph (b)(2) of this section.
[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as amended by T.D. 7456, 42 FR 1214, Jan. 6,
1977; T.D. 8228, 53 FR 35506, Sept. 14, 1988; Redesignated from section 1.8633 by T.D.
8687, 61 FR 60540-60551, Nov. 29, 1996.]
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Reg. § 1.863-3AT (1996)
Income from the sale of personal property derived partly from within and
partly from without the United States
(a) [Reserved]
(b) Income partly from sources within a foreign country. (1) [Reserved]
(2) Allocation or apportionment.

Example (1). [Reserved]
Example (2). (i) Where an independent factory or production price has not been
established as provided under Example (1), the gross income derived from the sale of personal
property produced (in whole or in part) by the taxpayer within the United States and sold
within a foreign country or produced (in whole or in part) by the taxpayer within a foreign
country and sold within the United States shall be computed.
(ii) Of this gross amount, one-half shall be apportioned in accordance with the value of the
taxpayer’s property within the United States and within the foreign country, the portion
attributable to sources within the United States being determined by multiplying such one-half
by a fraction, the numerator of which consists of the value of the taxpayer’s property within the
United States and the denominator of which consists of the value of the taxpayer’s property
both within the United States and within the foreign country. The remaining one-half of such
gross income shall be apportioned in accordance with the gross sales of the taxpayer within the
United States and within the foreign country, the portion attributable to sources within the
United States being determined by multiplying such one-half by a fraction the numerator of
which consists of the taxpayer’s gross sales for the taxable year or period within the United
States, and the denominator of which consists of the taxpayer’s gross sales for the taxable year
or period both within the United States and within the foreign country. Deductions from gross
income that are allocable and apportionable to gross income described in paragraph (i) of this
Example 2 shall be apportioned between the United States and foreign source portions of such
income, as determined under this paragraph (ii), on a pro rata basis, without regard to whether
the deduction relates primarily or exclusively to the production of property or to the sale of
property.
(b)(2) Example (2)(iii) through (c)(4) [Reserved]
[T.D. 8228, 53 FR 35506, Sept. 14, 1988; Redesignated from section 1.863-3T by T.D.
8687, 61 FR 60540-60551, Nov. 29, 1996.]
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Reg. § 1.863-6 (2005)
Income from Sources Within a Foreign Country
The principles applied in sections 861 through 863 and section 865 and the regulations
thereunder for determining the gross and the taxable income from sources within and without the
United States shall generally be applied in determining the gross and the taxable income from
sources within and without a particular foreign country when such a determination must be made
under any provision of Subtitle A of the Internal Revenue Code, including section 952(a)(5). This
section shall not apply, however, to the extent it is determined by applying § 1.863-3 that a portion
of the taxable income is from sources within the United States and the balance of the taxable
income is from sources within a foreign country. In the application of this section, the name of the
particular foreign country shall be used instead of the term United States, and the term domestic
shall be construed to mean created or organized in such foreign country. In applying section 861
and the regulations thereunder for purposes of this section, references to sections 243 and 245 shall
be excluded, and the exception in section 861(a)(3) shall not apply. In the case of any item of
income, the income from sources within a foreign country shall not exceed the amount which, by
applying any provision of sections 861 through 863 and section 865 and the regulations thereunder
without reference to this section, is treated as income from sources without the United States. See §
1.937-2T for rules for determining income from sources within a possession of the United States.
[T.D. 7378, 40 FR 45435, Oct. 2, 1975; revised by T.D. 9194, 70 FR 18919-18948, Apr. 11,
2005.]
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