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Flood Hazard Areas and the map number
and locations where Flood Hazard
Boundary Maps were available for pub-
lic inspection. This list included the City
of Dallas, Texas as an eligible community
and included Map No. H 480171 24 which
indicates that Lot 2, Block U/8120,
Laurel Valley Addition, Dallas, Texas, as
recorded in Volume 45, Page 497 of the
Plat Books of Dallas County, Texas, is in
its entirety within the Special Flood
Hazard Area. It has been detemined by
the Federal Insurance Administration,
after further technical review of the
above map in light of additional, recent-
ly acquired flood information, that
the above property is not within the Spe-
cial Flood Hazard Area. Accordingly, ef-
fective December 13, 1974, Map No. H
480171 24 is hereby corrected to reflect
that the above property is not within the
Special Flood Hazard Area,

(National Flood Insurance Act of 1068 (Title
XIII of Housing and Urban Development Act
of 1968), effective January 28, 1069 (33 P.R.
17804, November 28, 1068), as amended, 42
US.C. 4001-4128; and Secretary's delegation
of authority to Federal Insurance Admin-
istrator 34 F.R. 2680, February 27, 1969, as
amended by 30 P.R. 2787, January 24, 1974).

Issued: June 18, 1975.

J. ROBERT HUNTER,
Acting Federal Insurance
Administrator.

[FR Do¢.75-18372 Filed 7-15-75;8:45 am|]

| Docket No. FI-443)

PART 1915—IDENTIFICATION OF
SPECIAL HAZARD AREAS

Correction

On January 10, 1975, in 40 F.R. 2109,
the Federal Insurance Administrator
published a list of communities with Spe-
cial Flood Hazard Areas and the map
number and locations where Flood Haz-
ard Boundary Maps were avallable for
public inspection. This list included the
City of Dallas, Texas, as an eligible com-
munity and included Map No, H 480171
24 which indicates that Lot 21, Block
F/1820, Laurel Valley Addition, Second
Installment, being 9647 Fieldcrest Drive,
Dallas, Texas, as recorded in Volume 50,
Page 27 of the Map Records of Dallas
County, Texas, is in its entirety within
the Speclal Flood Hazard Area. It has
been determined by the Federal Insur-
ance Administration, after further tech-
nical review of the above map in light of
additional, recently acquired flood in-
formation, that the above property is not
within the Special Flood Hazard Area.
Accordingly, effective December 13, 1974,
Map No. H 480171 24 is hereby corrected
to reflect that the above property is not
within the Special Flood Hazard Area.

(National Flood Insurance Act of 1968 (Title
XIII of Housing and Urban Development Act
of 1968), effective Janunry 28, 1960 (33 FP.R,
17804, November 28, 1068), as amended, 42
US.C. 4001-4128; and Secretary's delegation
of authority to Federal Insurance Adminis-
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trator 34 F.R, 2680, February 27, 1060, aa
amended by 30 F.R. 2787, January 24, 1974),

Issued: June 24, 1975.

J. RoBEaT HUNTER,
Actling Federal Insurance
Administrator,

[FR Doc,75-18452 Flled 7-15-75;8:456 am|

| Docket No. FI-631]

PART 1915—IDENTIFICATION OF
SPECIAL HAZARD AREAS

Correction

On July 18, 1870, in 35 F.R. 11586, the
Federal Insurance Administrator pub-
lished a list of communities with Special
Flood Hazard Areas and the map num-
ber and locations where Flood Hazard
Boundary Maps were available for public
inspection. This list included Chesa-
peake, Virginia, as an eligible com-
munity and included Map No. H 510034
02 which indicates that Lots 8 through
12, Block 68, and Lots 1, 3, 5, 7, 9, 11, 13,
15, 17, 19, 21, and 23, Block 70, Norfolk
Highlands Subdivision 1, Chesapeake,
Virginia, as recorded in Map Book 10,
Pages 63 and 65 in the office of the Clerk
of Chesapeake, Virginia, are in their
entirety within the Special Flood Hazard
Area. It has been determined by the
Federal Insurance Administration, after
further technical review of the above
map in light of additional, recently ac-
quired flood information, that the above
property is not within the Special Flood
Hazard Area. Accordingly, effective
July 18, 1970, Map No. H 510034 02 is
hereby corrected to reflect that the
above property is not within the Special
Flood Hazard Area.

(National Flood  Insurance Act of 1068

(Title XIII of Housing and Urban Develop~

ment Act of 1968), effective January 28, 1069
(33 PF.R. 17804, November 28, 1068), as
amended, 42 US.C. 4001-4128; and Secre-
tary's delegation of authority to Federal
Insurance Administrator 34 FR. 2680,
February 27, 1060, as amended by 390 PR,
2787, January 24, 1074.)

Issued: June 24, 1975.

J. Ropear HUNTER,
Acting Federal Insurance
Administrator.

[FR Doc.756-18454 Filed 7-15-75.8:45 am )

| Docket No. FI-4438]

PART 1915—IDENTIFICATION OF
SPECIAL HAZARD AREAS

Correction

On January 10, 1975, In 40 F.R. 2199,
the Federal Insurance Administrator
published a list of communities with
Special Flood Hazard Areas and the map
number and locations where Flood Haz~
ard Boundary Maps were available for
public inspection. This list included the
City of Dallas, Texas, as an eligible
community and included Map No.
H 480171 24 which indicates that Lot 1,

Block Y/8122, White Rock North, Fifth
Installment, being 9505 Highedge, Dal-
las, Texas, as recorded in Volume 46,
Page 137 in the Map Records of Dallas
County, Texas, is in its entirety within
the Special Flood Hazard Area. It has
been determined by the Federal Insur-
ance Administration, after further tech-
nical review of the above map in light
of additional, recently acquired flood
information, that the above property is
not within the Special Flood Hazard
Area. Accordingly, effective December
13, 1974, Map No. H 480171 24 is hereby
corrected to reflect that the above prop-
erty is not within the Special Flood
Hazard Area.

(National Flood Insurance Aot of 1968 (Title
XIIT of Housing and Urban Development
Act of 1968), effective January 28, 1969 (33
F.R. 17804, November 28, 1068), as amended,
42 US.C. 4001-4128; and Secretary’s delega-
tion of authority to Federal Insurance
Administrator 34 FP.R. 2680, February 27,
1969, as amended by 30 PR, 2787, January
24, 1974).

Issued: June 20, 1975.

J. RoserT HUNTER,
Acting Federal Insurance
Administrator.

|FR Doc.75-18372 Filed 7-15-75;8:45 am |}

| Docket No. F1-629]

PART 1916—CONSULTATION WITH
LOCAL OFFICIALS

Changes Made in Determinations of Gal-
:ieston County, Tex., Base Flood Eleva-
ons

On April 8, 1971, at 36 FR 6747, the
Federal Insurance Administrator pub-
lished a list of communities with Special
Flood Hazard Areas and the map num-
bers and locations where Flood Insurance
Rate Maps were available for public in-
spection, The list included Flood Insur-
ance Rate Maps for portions of Galveston
County.

The Federal Insurance Administrator,
after consultation with the Chief Execu-
tive Officer of Galveston County, has de-
termined that modification of the base
(100-year) flood elevations of some loca-
tions in Galveston County, Texas, is ap-
propriate, These modified elevations are
currently in effect and amend the Flood
Insurance Rate Map, A revised rate map
will be published as soon as possible. The
modifications are made In accordance
with section 206 of the Flood Disaster
Protection Act of 1973 (P.L, 93-234) and
the National Flood Insurance Act of 1968,
as amended (Title XIIT of the Housing
and Urban Development Act of 1068 P.L.
90-448) 42 U.S.C. 4001-4128, and 24 CFR
Part 1916.

For rating purposes, the new commu-
nity number is 485470 B and must be used
for all new policies and renewals.

The changes in base flood elevations
are as follows:
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Provious New base
Previous base flood  New FIA flood
‘:IA m) (:‘lombn ) ono ﬂ:‘v';tllf)n
on map, on )
(M5L)
Zone All..... 185 Zane AV2.... 15

These changes apply only to the area
described as follows:

All or part of that land which is con-
tained in Zone C and Zone of the County
of Galveston, Texas, and which lies East
of the City of Dickinson, Texas, and is
more particularly described by the fol-
lowing:

Beginning at 8 point for corner of the
perimeter of said area of land in the in-
tersection of Galveston, Houston and
Henderson Railroad (G. H. & H. R, R.)
and 16th Street and continuing in a
Northeasterly direction along 16th Street
to the intersection of 16th Street and
F. M. 1266 (Dickinson Avenue) ;

Thence continuing in an Easterly di-
rection in a line which is perpendicular
to F. M. 1266, to the intersection of said
line and Osasis Road to a point for corner;

Thence South and along the entire
length of Oasis Road;

Thence continuing South in a line
which is an extension of Oasis Road to
a point for corner at the intersection of
said line and a County Road which is the
First Road South of Dickinson Bayou,
and Is an approximate distance of 1,250
feet from the end of Oasis Road;

Thence West in a line which is approx-
imately perpendicular to Oasls Road and
parallel and approximately 50 feet to the
South of Park Avenue and continuing
parallel to and approximately 50 feet to
the South of Park Avenue to the inter-
section of Park Avenue and Nichols
Street to a point for corner:

Thence Southwest in a line which Is
perpendicular to Nichols Street to a point
for corner at the intersection of sald line
and 8. H. 3 (Avenue “E") ;

Thence North and along 8. H, No. 3
to the Second County Road, from previ-
ous point for corner, which is the inter-
section of S. H. No. 3 and sald County
Road in which 8. H. No. 3 turns toward
a Northwesterly direction and is an ap-
proximate distance of 600 feet fo a point
for corner;

Thence Northeast and perpendicular
to G. H. & H. RR. to the iIntersection
of sald County Road and G, H. & H.
R.R. to a point for corner;

Thence Northwest and along the G. H.
& H. R.R. to the Place of Beginning.

Under the above mentioned Acts of
1968 and 1973 the Administrator must
develop criteria for flood plain manage-
ment. In order for the community to
continue participation in the National
Flood Insurance Program, the com-
munity must use the modified eleva-
tions to carry out the flood plain man-
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agement measures of the Program, These
modified elevations will also be used to
calculate the appropriate flood insurance
premium rates for new bulldings- and
thelr contents and for the second layer
of insurance on existing buildings and
contents.

From the date of this notice, any per-
son has 90 days In which he can request
through the community that the Federal
Insurance Administrator reconsider the
changes. Any request for reconsideration
must be based on knowledge of changed
conditions or new scientific and technical
data. All interested parties are on notice
that until the 90-day perlod elapses, the
Administrator’s new determination of
elevations may itself be changed.

Any person having knowledge or wish-
ing to comment on these changes should
immediately notify:

Mr. Willlam D, Decker, Atforney for the Com=~
missioners, Court of Galveston County,
Texas, 504 First Hutchings-Sealy National
Bank Bullding, Galveston, Texas 77550,

(National Flood Insurance Act of 1068 (Title
XIII of the Housing and Urban Develop-
ment Act of 1068); effective January 28, 1060
(33 PR, 17804, November 28, 1068), as
amended; 42 US.C. 4001-4128; and Becre-
tary’s delegation of authority to the Federal
Insurance Administrator, 34 P.R, 2680, Peb-
ruary 27, 1969, as amended 39 F.R. 2787, Jan~
uary 24, 1974.)

Issued: June 30, 1975,

J. RopErT HUNTER,
Acting Federal Insurance
Administrator.

|FR Doo,76-18374 Filed 7-15-75.8:45 am |

[Docket No, FI-630)

PART 1916—CONSULTATION WITH
LOCAL OFFICIALS

Notice of Changes Made in Determinations
of Fairfax County, Virginia, Base Flood
Elevations

On January 8, 1972, at 37 FR 281, the
Federal Insurance Administrator pub-
lished a list of communities with Special
Flood Hazard Areas and the map num-
bers and locations where Flood Insurance
Rate Maps were available for public in-
spection. The list inciuded Flood Insur-
ance Rate Maps for portions of Fairfax
County.

The Federal Insurance Administrator,
after consultation with the Chief Execu~
tive Officer of Fairfax County, has deter-
mined that modification of the base (100~
year) flood elevations of some locations
in Fuirfax County, Virginia, is appro-
priate. These modified elevations are
currently in effect and amend the Filood
Insurance Rate Map. A revised rate map
will be published as soon as possible, The
modifications are made in accordance
with Section 206 of the Flood Disaster
Protection Act of 1873 (P.L, 93-234) and
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the National Flood Insurance Act of 1968,
as amended (Title XIII of the Housing
and Urban Development Act of 1968 P.L.
90-448) 42 US.C. 40014128, and 24 CFR
Part 1916,

For rating purposes, the new com-
munity number is 515525 A and must be
used for all new policies and renewals,

The changes in base flood elevations
are as follows:

Previoos Treviaus New bise
FIA tone base flood New FIA flood
(nt oo map)  elevalion ona olovation

(MEL) (MSL)

FIA Map No. H 515525 08 (Tripps Run—1300
feet north of US. route 50)

Zove AZ...... a8

Under the above mentioned Acts of
1968 and 1973 the Administrator must
develop criteria for floodplain manage-
ment. In order for the community to con-
tinue participation In the National Flood
Insurance Program, the community must
use the modified elevation to carry out
the flood plain management measures of
the Program. This modified elevation will
also be used to calculate the appropriate
flood insurance premium rates for new
buildings and their contents and for the
second layer of insurance on existing
buildings and contents,

However, from the date of this notice,
any person has 90 days In which he can
request through the community that the
Federal Insurance Administrator recon-
sider the changes, Any request for recon-
sideration must be based on knowledge of
changed conditions or new sclentific and
technical data. All Interested parties are
on notice that until the 80-day period
clapses, the Administrator’s new deter-
mination of elevations may itself be
changed,

Any person having knowledge or wish-
ing to comment on these changes should
immediately notify:
Office of the Director
Public Worka Department
Falrfax County, Virginia
4100 Chaln Bridge Road
Falrfax, Virginia 23030

(National Flood Insurance Act of 1068 (Title
XIII of the Housing and Urban Development
Aot of 1068); effective January 28, 1060 (33
PR, 17804, November 28, 1068), as amended;
42 US.0, 4001-4128; and Secretary's delega~
tion of suthority to the Federn! Insurance Ad-
ministrator, 34 F.R. 2680, February 27, 1969,
a8 amended 30 PR, 2787, January 24, 1074.)

Issued: June 24, 1975,

J. Rosenr HuNTER,
Acting Federal Insurance
Administrator.

[FR Doc.75-18451 Flled 7-15-75;8:45 am|]

~
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Title 26—Internal Revenue

CHAPTER I—INTERNAL REVENUE SERV-
ICE, DEPARTMENT OF THE TREASURY

SUBCHAPTER A—INCOME TAX
[T.D. 7364]

PART 1—INCOME TAX; TAXABLE YEARS
BEGINNING AFTER DECEMBER 31, 1953

Intercompany Pricing Rules, Includin,
Margln:l. Costing Rules, for DISC’s s

Preamble. By two notices of proposed
rule making, one notice appearing in the
FroEraAL REc1sTER for Thursday, Septem-
ber 21, 1972 (37 F.R. 19625) and the other
notice appearing in the FEDERAL REGISTER
for Wednesday, December 20, 1972 (37
F.R. 28065), amendments to the Income
Tax Regulations (26 CFR Part 1) under
section 994 of the Internal Revenue Code

~ of 1954 were proposed in order to provide
intercompany pricing rules for DISC’s.
After consideration of all such relevant
matter as was presented by interested
persons regarding the rules proposed,
certain changes were made, and the pro-
posed amendments of the regulations,
subject to such changes, are adopted by
this document, The general intercom-
pany pricing rules are provided by
§ 1.994-1 and the marginal costing rules
are provided by § 1.994-2,

‘The contents of § 1.994-1 and the more
important changes in such section made
by this document may be summarized
as follows:

1. Paragraph (a) describes the scope
of the seotion and deflnes the terms
“related party” (which has been substi-
tuted for “related person”) and “related
supplier”, It Is made clear that the
DISC’s taxable income does not include
amounts attributable to the profits of
related parties who supply the related
supplier.

2. Paragraph (b) describes the types
of transactions involving the DISC, &
related supplier, and a third party cus-
tomer to which the intercompany pricing
rules may be applied. These transactions
do not include sales of property to the
DISC which the DISC in turn leases to
third parties or leases of property to the
DISC which the DISC in turn subleases
to third parties for a period or upon
terms of payment which are not com-
parable to the principal lease to the
DISC.

3. Paragraph (c) sets forth the three
methods by which intercompany prices
may be determined. These methods are
the 4-percent gross receipts method, the
50-50 combined taxable income method,
and the section 482 method. Special rules
are provided with respect to incomplete
transactions which have the effect of
postponing the realization of taxable In-
come until a transaction with a third
party customer is consummated. With
respect to incomplete transactions, in the
case of taxable years ending after Au-
gust 15, 1975, the transfer price paid by
the DISC to the related supplier for the
year must be the related supplier's cost
of goods sold for the property trans-
ferred. Por earlier years such transfer
price may exceed the related supplier's
cost of goods sold for the property. The
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provision sets forth the manner of de-
termining the combined taxable income
of the DISC and its related supplier
which determination is necessary to ap-
plication of both the 4-percent gross re-
celpts method and 50-50 combined tax-
able income method. Such combined
taxable income does not include interest
derived from postponed payment of sales
prices from third partles. Concerning
timber to which an election under sec-
tion 631 applies (relating to cutting of
timber considered as a sale or exchange),
cost of goods sold must be determined
by reference to the fair market value as
of the beginning of the year of the
standing timber cut during the year.
The rules with respect to grouping of
transactions for purposes of determining
intercompany prices on the basis of ag-
gregations of transactions have been ex-
panded to permit groupings on the basis
of two-digit major groups, or inferior
classifications or combinations within a
major group, of the Standard Industrial
Classification of products and product
lines as prepared by the Statistical Policy
Division of the Office of Management and
Budget. It is believed that such rule for
grouping will provide taxpayers a greater
degree of certainty in their selection of
a grouping system and will permit suffi-
ciently broad groupings of products or
product lines to promote efficiency In de-
termining intercompany prices. Subdivi-
sion (v) of paragraph (¢)(8), which is
reserved and is the subject of an addi-
tional notice of proposed rule making
published elsewhere in today's Federal
Register, deals with a transfer of ac-
counts receivable by a related supplier to
a DISC for an amount less than face
value,

4. Paragraph (d) describes the appli-
cation of the intercompany pricing rules
to leases, commission transactions, and
services. In general, rents, commissions,
and compensation for services are deter-
mined under the same theories and
similar rules as are involved in deter-
mining intercompany prices on sales.
However, lease and sale transactions may
not be grouped together for purposes of
determining transfer prices and rents.
Rules for grouping of related and subsidi-
ary services have been liberalized to per-
mit grouping of such services the income
from which is reportable for a year fol-
lowing the year in which the income from
the export transaction is reportable.

5. Paragraph (e) sets forth In sub-
paragraph (1) a limitation on DISC in-
come (the “no loss” rule). Subdivision
(1) of subparagraph (1) makes explicit
that the special rule of that subdivision
for applying the 4-percent gross receipts
method to sales may apply even where
there Is no loss to a related supplier
determined under subdivision (i) of such
subparagraph. Paragraph (e)(2) de-
scribes the relationship between sections
482 and 994. Subparagraphs (3), (5), and
(6) of paragraph (e) are reserved and
are the subject of an additional notice
of proposed rule making published else-
where in today's FeoErAL RECISTER. These
subparagraphs deal, respectively, with
Initial payment of transfer price by a
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DISC or commission to a DISC, proce-
dure for adjustment to transfer price or
commission, and examples which illus-
trate initial payments of and later ad-
Justments to transfer prices and commis-
slons. Subparagraphs (3) and (5) as
published in the notice of proposed rule
making on September 21, 1972, are with-
drawn by this document.

6. Paragraph (f) defines in some
length the term “export promotion ex-
penses”, Provision is made for alloca-
tion of expenses or costs where only a
portion of an expense or cost may qualify
as an export promotion expense, It is
made clear that contributions or com-
pensations deductible under section 404
of the Code may be treated as export
promotion expenses, but State and local
income and franchise taxes may not be so0
treated. One-half of freight expense at-
tributable to carriage pursuant to a single
bill of lading by one or more U.S. flag
carriers may be claimed as an export
promotion expénse even though the
freight is shifted between carriers. An
expense may still qualify as an export
promotion expense even if it is accounted
for and paid by a related party if the
DISC reimburses the related party for
its payment of the expense. The time ex-
port promotion expenses may be claimed
with respect to transactions which are
rn&t consummated is set forth in an added

0.

7. Paragraph (g) illustrates the vari-
ous rules of the section through » series of
examples.

The contents of $ 1.994-2 (relating to
marginal costing rules) and the more im-
portant changes in such section made by
this document may be summarized as
follows:

1. Paragraph (a) describes the scope
of the marginal costing section and the
transactions to which the marginal cost-
Ing rules may not be applied. Marginal
costing may be applied in the determina-
tion of combined taxable income where
the 50-50 combined taxable income
method Is used to determine intercom-
pany prices, whether or not the related
supplier of the DISC manufactures, pro-
duces, grows, or extracts the export prop-
erty sold, Marginal costing may not be
applied to transactions giving rise to for-
eign base company sales income under
section 854(d) of the Code, except as pro-
vided to the contrary.

2. Paragraph (b) sets forth the mar-
ginal costing rules for allocations of
cost§. Only costs for direct material and
direct Inbor and export promotion ex-
penses claimed by the DISC which costs
and expenses are attributable to the ex-
port property sold are taken into account
in determining combined taxable Income
of the DISC and Its related supplier. The
overall profit percentage limitation hns
been retained without substantial
change.

3. Paragraph (¢) defines the termsg
“establishing or maintaining a foreign
market”, “overall profit percentage”, and
“full costing method”. Under the overall
profit percentage limitations, the com-
bined taxable income of the DISC and

its related supplier may not as a per-
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centage of gross receipts, when marginal
costing is applied, exceed the percentage
which such persons' combined taxable
income from all sales is of gross re-
ceipts from all sales. The overall profit
percentage may be determined by tak-
ing Into account sales of persons related
to the DISC or its related supplier. Of
course, rules for grouping of transac-
tions are provided with respect to appli-
cation of marginal costing rules.

4. Paragraph (d) sets forth a Hlmita~-
tion on DISC income (the “no loss”
rule). A similar limitation appears at
£ 1.994-1(e) (1) with respect to the ap-
plication of the general intercompany
pricing rules.

5. Paragraph (e) illustrates the vari-
ous rules of the marginal costing section
through a series of examples,

Where these regulations under section
994 refer to regulations under section
993 of the Code, the reference Is intended
to refer to such regulations as will be
finally adopted. This procedure Is being
followed because of the need for imme-
diate guidance with respect to the pro-
visions contained in this Treasury deci-
slon. Proposed reégulations correspond-
ing to a reference to regulations under
section 993, which can be used for in-
formational purposes, have been pub-
lished with a notice of proposed rule
making in the PeperaL Rzcister for
Wi , October 4, 1972 (37 F.R.
20853). Section 1.993-1(1)(1) of such
regulations was amended by a further
notice of proposed rule making published
in the Froerar Recistes for Friday,
March 9, 1973 (38 P.R. 6395). In addi-
tion, new proposed regulations under
§ 1.861-8, which can be used for infor-
mational purposes, have been published
with a notice of proposed rule making in
the Feoerarn Recister for Monday,
June 18, 1973 (38 F.R. 15840),

Adoption of amendments to the reg-
ulations. On Thursday, September 21,
1972, and Wednesday, December 20, 1972,
notices of proposed rule making were
published in the FroEraL Recister (37
FR. 19625 and 37 F.R. 28065, respec-
tively) in order to conform the Income
Tax Regulations (26 CFR Part 1) to sec-
tion 994 of the Internal Revenue Code
of 1954. After consideration of all such
relevant matters as were presented by
interested persons regarding the rules
proposed, the amendment of the regula-
tions as proposed in both such notices is
hereby adopted, subject to the changes
set forth below, except that paragraph
(e) (3) and (5) of §1.894-1 are with-
drawn and proposed regulations in lieu
thereof are published elsewhere in to-
day’s FEDERAL REGISTER

Panacrarn 1, Section 1.994-1, as set
forth in the appendix to the notice of
proposed rule making appearing in the
FepErat. RecisTeEr for Thursday, Septem-
ber 21, 1872 (37 F.R. 19625) and as re-
vised by amendment set forth in para-
graph 1 of the appendix to the notice of
proposed rule making appearing in the
FroeraL Recistenr for Wednesday, Decem-
ber 20, 1972 (37 F.R. 28065), is amended

by—
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1. Revising paragraph (a) by adding
a sentence at the end of paragraph (a)
(1) and revising paragraph (8)(3),

2. Revising parsgraph (b) 1), (2),
and (4),

3. Revising paragraph (¢),

4. Revising h (d),

5. Revising paragraph (e) (1) (D), add-
ing a sentence at the end of paragraph
(e) (1) (iii), revising paragraph (e)(2),
reserving paragraph (e)(3), adding a
sentence at the end of paragraph (e) (4),
and by reserving paragraph (e) (5) and
6,

6. Revising paragraph (f) (1), (2), (3),
(4) (O, (dy), and (v), (5), and (T 1D,
(i), and (v), adding a new paragraph
«f) (1) (vi), and revising paragraph (0)
(8), and

7. Revising paragraph (g) by revising
examples (3), (4), and (5) and by adding
additional material at the end of exam-
ple (6). >

Par. 2. Section 1.994-2, as set forth in
paragraph 2 of the appendix to the no-
tice of proposed rule making appearing
in the Feoeral RecisTer for Wednesday,
December 20, 1972 (37 F.R. 28065), is
amended by revising paragraph (a),
paragraph (b) (2), and paragraph (¢) (2)
(1) (@) and (i) and (3) (D).

{Sec. 7805, Internal Revenue Code of 1954;
G8A Stat, 917; 26 US.C. 7805)

[seaL] Doxatn C. ALEXANDER,
Commissioner of Internal Revenue.

Approved: June 20, 1975.

Freperic W. HICKMAN,
Assistant Secretary
of the Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) to section
994 of the Internal Revenue Code of
1954, as added by section 501 of the
Revenue Act of 1971 (85 Stat. 543), such
regulations are amended by adding the
following new sections immediately after
§ 1.992-4. The amendments in general
are effective for taxable years ending
after December 31, 1971,

§ 1,994 Suatutory  provisions
company pricing rules,

Sxe. 904, Intercompany pricing rules—
(a) In general. In the case of a sale of ex-
port property to a DISC by a person deseribed
In section 482, the taxable income of such
DISC and such person shall be based upon a
transfer price which would allow such DISCO
to derive taxable Income attributable to such
sale (regardless of the sales price actually
charged) in an amount which does not ex-
ceed the greatest of —

(1) 4 percent of the qualified export re-
celpts on the sale of such property by the
DISC plus 10 percent of the promo-
tion expeuses of such DISC attributable to
wuch recelpts,

(2) 50 percent of the combined taxable
income of such DISC and such person which
is attributable to the qualified export re-
ceipts on such property derived as the result
of & sale by the DISC plus 10 percent of the
export promotion expenses of such DISC at-
tributable to such receipts, or

(3) Taxable income based upon the sale
price actually charged (but subject to the
rules provided in section 482).

(b) Rules for commissions, rentals, and
marginal costing. Theo Secretary or his dele-

inter-
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gato shall prescribe regulations setilng
forth—

(1) Rules which are consistent with the
rules set forth in subsection (a) for the ap-
plication of this section In the case of com-
missions, rentals, and other income, and

(2) Rules for the allocation of expendi-
tures in computing combined taxable income
under subsection (a) (2) in those cases where
a DISC is seeking to establish or maintain
n market for export property.

(¢) Ezport promotion erpenses, For pur-
poses of this section, the term “export pro-
motion expenses’” means those expenses in-
curred to advance the distribution or sale
of o roperty for use, consumption, or
distribution outside of the United States, but
does not Include income taxes, Such ex-
penses shall also include freight expenses to

“$he extent of 50 percent of the cost of ship-

ping export property aboard airplanes owned
and operated by U.S. persons or ships doou-
mented under the laws of the United States
in those cases where law or regulations does
not require that such property be shipped
aboard such alrplanes or ships.

[Sec. 994 as sdded by sec. 501, Rev, Act 1071
(85 Stat. 543) |

§ 1.994=1 Inter-company pricing rules
for DISC's.

(a) In general—(1) Scope. In the
case of a transaction described !n para-
graph (b) of this section, section 994
permits a person related to a DISC to
determine the allowable transfer price
charged the DISC (or commission paid
the DISC) by its choice of three meth-
ods described in paragraph (e) (2), (3),
and (4) of this section: The ‘4 percent”
gross receipts method, the “50-50" com~
bined taxable income meéthod, and the
section 482 method. Under the first two
methods, the DISC is entitled to 10 per-
cent of its export promotion expenses as
additional taxable income. When the
gross receipts method or combined taxa-
ble Income method is applied to a trans-
action, the Commissioner may not make
distributions, apportionments, or alloca-
tions as provided by section 482 and the
regulations thereunder. For rules as to
certain “incomplete transactions” and
for computing combined taxable income,
see paragraph (¢) (5) and (8) of this
section. Grouping of transactions for
purposes of applying the method chosen
is provided by paragraph (¢)(7) of this
section. The rules in paragraph (¢) of
this section are directly applicable only
In the case of sales or exchanges of ex-
port property to a DISC for resale, and
are applicable by analogy to leases, com-
missions, and services as provided iIn
paragraph (d) of this section. For rules
limitihg the application of the gross re-
celpts method and combined taxable in-
come method so that the supplier re-
Iated to the DISC will not incur a loss
on transactions, see paragraph (e) (1)
of this section. Paragraph (e) (2) of thiy
section provides for the applicability of
section 482 to resales by the DISC to
related persons, Paragraph (e) (3) of this
section provides for the time by which a
reasonable estimate of the transfer price
(including commissions and other pay-
ments) should be pald. The subsequent
determination and further adjustments
to transfer prices are set forth in para~
graph (e) (4) of this section. Export pro-

16, 1975




29828

motion expenses are defined in para-
graph (1) of this section. Paragraph (g)
of this section has several examples il-
lustrating the provisions of this section.
Section 1.994-2 prescribes the marginal
costi;g rules authorized by section 994
(b1(2),

(2) Relationship to section 993. If the
minimum requirements of paragraph ()
of § 1.993-1 that must be met for a DISC
to be subject to section 994 have been
satisfied, the application of section 994
(a) (1) or (2) does not depend on the
extent to which the DISC performs sub-
stantial economic functions, except with
respect to export promotion expenses,

(3) Related party and related sup-
plier. For the purposes of this section—

(1) The term “related party” means
& person which is owned or controlled
directly or indirectly by the same inter-
ests as the DISC within the meaning
of section 482 and § 1.482-1(n).

(il) The term “related supplier” means
a related party which singly engages
in a transaction directly with the DISC
which is subject to the rules of section
994 and this section. However, a DISC
may have different related suppliers with
respect to different transactions. If, for
example, X owns all the stock of Y, a
corporation, and of Z, a DISC, and sells
a product to Y which is resold to Z, only
Y 1s the related supplier of Z, and, thus,
only the resale from Y to Z is subject
to section 994 and this section. If, how-
ever, X sells directly to Z and Y also sells
directly to Z, then, as to the transac-
tions involving direct sales to Z, each of
X and Y is a related suppler of Z.

(b) Transactions to whick section 994
applies. Section 994(a) (3) may be ap-
plied, as described in paragraph (a) of
this section, to any transaction between
a related supplier and a DISC, Section
994(a) (1) or (2) may be applied, as
described In paragraph (a) of this sec-
tion, to & transaction between a related
supplier and a DISC only In the following
cises:

(1) Where the related supplier sells
export property to the DISC for resale
or where the DISC is commission agent
for the related supplier on sales by the
related supplier of export property to
third parties whether or not related par-
ties, For purposes of this section, refer-
ences to sales include exchanges,

(2) Where the related supplier leases
export property to the DISC for sublease
for a comparable period with comparable
terms of payment or where the DISC is
commission agent for the related sup-
plier on leases by the related supplier
of export properly to third parties
whether or not related parties,

(3) Where services are furnished by
a related supplier which are related and
subsidiary to any sale or lease by the
DISC, acting as principal or commission
agent, of export property under sub-
paragraph (1) or (2) of this paragraph.

(4) Where engineering or architec-
tural services for construction projects
located (or proposed for location) out-
side of the United States are furnished
by = related supplier where the DISC is
acting as principal or commission agent
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with respect to the furnishing of such
services to a third party whether or not
a related party.

(5) Where the related supplier fur-
nishes managerial services in further-
ance of the production of qualified ex-
port receipts of an unrelated DISC where
the related DISC is acting as principal
or commission agent with respect to the
furnishing of such services to an unre-
lated DISC.

Transactions are included, for purposes
of this paragraph, only if they give rise
to qualified export receipts (within the
meaning of section 993(a)) In the hands
of the related DISC, If & transaction is
not included in subparagraph (1), (2),
(3), (4), or (5) of this paragraph, the
rules of section 994(a) (1) or (2) do not
apply. Thus, for example, the rules of
section 994(a) (1) or (2) would not ap-
ply if a DISC purchased export prop-
erty from its related supplier and leased
such property to a third party.

(¢) Transfer price for sales of export
property—(1) In general, Under this
paragraph, rules are prescribed for com-
puting the allowable price for a trans-
fer from a related supplier to a DISC
in the case of a sale of export property
described in paragraph (b)(1) of this
section.

(2) The “d-percent” gross receipts
method. Under the gross receipts method
of pricing, the transfer price for a sale
by the related supplier to the DISC is the
price as a result of which the taxable
income derived by the DISC from the
sale will not exceed the sum of (1) 4 per-
cent of the gqualified export receipts of
the DISC derived from the sale of the
export property (as defined in section 993
(¢)) and (i) 10 percent of the export
promotion expenses (as defined in para-
graph (f) of this section) of the DISC
atiributable to such qualified export
receipts.

(3) The “50-50" combined taxable in-
come method. Under the combined tax-
able income method of pricing, the trans-
fer price for a sale by the related sup-
plier to the DISC is the price as u result
of which the taxable income derived by
the DISC from the sale will not exceed
the sum of (1) 50 percent of the com-
bined taxable income (as defined in sub-
paragraph (6) of this paragraph) of
the DISC and its related supplier at-
tributable to the qualified export re-
ceipts from such sale and (i) 10 per-
cent of the expor{ promotion expenses
(as defined in paragraph (f) of this sec-
tion) of the DISC attributable to such
qualified export receipts.

(4) Section 482 method. If the rules
of subparagraphs (2) and (3) of this
paragraph are inapplicable to a sale
or a taxpayer does not choose to use
them, the transfer price for a sale by the
related supplier to the DISC is to be
determined on the basis of the sale price
actually charged but subject to the rules
provided by section 482 and the regula-
tions thereunder.

(5) Incomplete transactions. (1) For
purposes of the gross receipts and com-
bined taxable income methods, where
property (encompassed within a trans-
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action or group chosen under subpara-
graph (7) of this paragraph) is trans-
ferred by a related supplier to a DISC
during a taxable year of either the DISC
or related supplier, but some or all of
such property is not sold by the DISC
during such year—

(@) The transfer price of such property
sold by the DISC during such year shall
be computed separately from the trans-
fer price of the property not sold by the
DISC during such year,

(b) With respect to such propérty not
sold by the DISC during such year, the
transfer price paid by the DISC for such
year shall be the related supplier’'s cost
of goods sold (see subparagraph (6) (i)
of this paragraph) with respect to the
property, except that, with respect to
such taxable years ending on or before
August 15, 1975, the transfer price paid
by the DISC shall be at least (but need
not exceed) the related supplier's cost of
goods sold with respect to the property..

(¢) For the subsequent taxable year
during which such property is resold by
the DISC, an additional amount shall be
paid by the DISC (to be treated as in-
come for such year by the related sup-
plier) equal to the excess of the amount
which would have been the transfer price
under this section had the transfer to
the DISC by the related supplier and the
resale by the DISC taken place during
the taxable year of the DISC during
which it resold the property over the
amount already pald under (b) of this
subdivision.

(d) The time and manner of payment
of transfer prices required by (b) and (¢)
of this subdivision shall be determined
under paragraph (e) (3), (4), and (5) of
this section.

(i) For purposes of this paragraph, a
DISC may determine the year in which it
receives property from a related supplier
and the year in which it sells property in
asccordance with the method of identify-
ing goods in its inventory properly used
under section 471 or 472 (relating re-
spectively to general rule for inventories
and to LIFO inventories), Transporta-
tion expense of the related supplier In
connection with a transaction to which
this subparagraph sapplies shall be
treated as an {tem of cost of goods sold
with respect to the property if the re-
lated supplier includes the cost of in-
tracompany transportation between its
branches, divisions, plants, or other units
in its cost of goods sold (see subpara-
graph (6) (i) of this paragraph).

(6) Combined taxable income. For
purposes of this section, the combined
taxable income of a DISC and its related
supplier from & sale of export property
is the excess of the gross receipts (as de-
fined In section 993(1) ) of the DISC from
such sale over the total costs of the DISC
and related supplier which relate to such
gross receipts. Gross receipts from a sale
do not Include interest with respect
to the sale. Combined taxable income
under this paragraph shall be determined
after taking into sccount under para-
graph (e)(2) of this seetion all adjust-
ments required by section 482 with
respect to transactions to which such sec-
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tion is applicable. In detérmining the
gross receipts of the DISC and the total
costs of the DISC and related supplier
which relate to such gross receipts, the
following rules shall be applied:

(1) Subject to subdivisions (ii) through
(v) of this subparagraph, the taxpayer’s
method of accounting used in computing
taxable income will be accepted for pur-
poses of determining amounts and the
taxable year for which items of income
and expense (including depreciation) are
taken into account. See § 1.991-1(b) (2)
with respect to the method of accounting
which may be used by a DISC.

(i1) Cost of goods sold shall be deter-
mined in accordance with the provisions
of §1.61-3. See sections 471 and 472 and
the regulations thereunder with respect
to inventories. With respect to property
to which an election under section 631
applies (relating to cutting of timber
considered as a sale or exchange), cost
of goods sold shall be determined by
applying § 1.631-1 (d) (3) and (e) (re-
lating to fair market value as of the
beginning of the taxable year of the
standing timber cut during the year con-
sidered as its cost) .

(1) Costs (other than cost of goods
sold) which shall be treated as relating
to gross receipts from sales of export
property are (a) the expenses, losses,
and other deductions definitely related,
and therefore allocated and apportioned,
thereto, and (b) a ratable part of any
other expenses, losses, or other deduc-
tions which are not definitely related to a
class of gross income, determined In
a manner consistent with the rules set
forth in § 1.861-8,

(ily) The taxpayer's choice in accord-
ance with subparagraph (7) of this para-
graph as to the grouping of transactions
shall be controlling, and costs deductible
in a taxable year shall be allocated and
apportioned to the items or classes of
gross income of such taxable year result-
ing from such grouping.

(v) [Reserved)

(7) Grouping transactions. (1) Gen-
erally, the determinations under this sec-
tion are to be made on & transaction-by-
transaction basis. However, at the annual
choice of the taxpayer some or all of these
determinations may be made on the basis
of groups consisting of products or prod-
uct lines.

(i1) A determination by a taxpayer as
to & product or a product line will be ac-
cepted by & district director if such deter-
minsation conforms to any one of the fol-
lowing standards: (a) A recognized in-
dustry or trade usage, or (b) the 2-digit
major groups (or any inferior classifica~
tions or combinations thereof, within a
major group) of the Standard Industrial
Classification as prepared by the Statisti-
cal Policy Division of the Office of Man-
agement and Budget, Executive Office of
the President,

(1ii) A choice by the taxpayer to group
transactions for a taxable year on a
product or product line basis shall ap-
ply to all transactions with respect to
that product or product line consum-
mated during the taxable year, However,
the choice of a product or product line
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grouping applies only to transactions
covered by the grouping and, as to trans-
actions not encompassed by the group-
ing, the determinations are made on a
transaction-by-transaction basis. For ex-
ample, the taxpayer may choose & prod-
uct grouping with respect to one product
and use the transaction-by-transaction
method for another product within the
same taxable year.

(iv) For rules as to grouping certain
related and subsidiary services, see para-
graph (d) (3) (di) of this section.

(d) Rules under section 994(a) (1)
and (2) for transactions other than sales.
The following rules are prescribed for
purposes of applying the gross receipts
method or combined taxable income
method to transactions other than sales:

(1) Leases. In the case of a lease of
export property by a related supplier to
a DISC for sublease by the DISC to pro-
duce gross receipts, for any taxable year
the amount of rent the DISC must pay
to the related supplier shall be deter-
mined under the DISC's lease with its re-
lated supplier but must be computed in
a manner consistent with the rules in
paragraph (¢) of this section for com-
puting the transfer price in the case of
sales and resales of export property un-
der the gross receipts method or com-
bined taxable income method. For pur-
poses of applying this subparagraph,
transactions may not be so grouped on a
product or product line basis under the
rules of paragraph (¢) (7) of this section
as to combine in any one group of trans-
actions both lease transactions and sale
transactions involving the same product
or product line,

(2) Commissions. If any transaction
to which section 994 applies is handled
on a commission basis for a related sup-
plier by & DISC and such commissions
give rise to qualified export receipts un-
der section 993(a) — v

(1) The amount of the income that
may be earned by the DISC in any year
is the amount, computed in a manner
consistent with paragraph (¢) of this
section, which the DISC would have been
permitted to earn under the gross re-
ceipts method, the combined taxable in-
come method, or section 482 method if
the related supplier had sold (or leased)
the property or service to the DISC and
the DISC in turn sold (or subleased) toa
third party, whether or not a related
party, and

(i) The maximum commission the
DISC may charge the related supplier
is the sum of the amount of income de-
termined under subdivision (1) of this
subparagraph plus the DISC's total costs
for the transaction as determined under
paragraph (¢) (6) of this section.

(3) Reccipts from services—(1) Re-
lated and subsidiary services attributa-
ble to the year of the export transaction,
The gross receipts for related and subsid-
fary services described In paragraph
(b) (3) of this section shall be treated
as part of the receipts from the export
transaction to which such services are
related and subsidiary, but only If, under
the arrangement between the DISC and
its related supplier and the accounting
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method otherwise employed by the
DISC, the income from such services Is
includible for the same taxable year as
income from such export transaction.

(1i) Other services. In the case of re-
lated and subsidiary services to which
subdivision (1) of this subparagraph does
not apply and other services described
in paragraph (b) (4) or (5) of this sec-
tion performed by a related supplier (re-
lating respectively to engineering and
architectural services and certain mana-
gerial services), the amount of taxable
income which the DISC may derive for
any taxable year shall be determined
under the arrangement between the
DISC and its related supplier and shall
be computed in & manner consistent with
the rules In paragraph (¢) of this sec-
tion for computing the transfer price in
the case of sales for resale of export
property under the gross receipts method
or combined taxable income method. Re-
Jated and subsidiary services to which
subdivision (1) of this subparagraph does
not apply may be grouped, under the
rules for grouping of transactions in par-
agraph (¢) (7) of this section, with the
products or product lines to which they
are related and subsidiary, so long as the
grouping of services chosen is consistent
with the grouping of products or product
lines chosen for the taxable year in which
either the products or product lines were
sold or iIn which payment for such serv-
ices is received or accrued. The rules
for grouping of transactions_ in para-
graph (¢) (7) of this section shall not
apply with respect to the determination
of taxable income which the DISC may
derive from other services described in
paragraph (b) (4) or (6) of this section
performed by a related supplier or com-
missions on such services, and such de-
termination shall be made only on a
transaction-by-transaction basis,

(¢) Methods of applying paragraphs
(¢) and (d) of this section—(1) Limila-
tion on DISC income (“no loss” rule)—
() In general. Except as otherwise pro-
vided in this subparagraph, neither the
gross receipts method nor the combined
taxable income method may be applied
to cause In any taxable year a loss to the
related supplier, but either method may
be applied to the extent it does not cause
& loss. A loss to a related supplier would
result if the taxable income of the DISC
would exceed the combined taxable in-
come of the related supplier and the
DISC. If, however, there is no combined
taxable income of the DISC and the re-
lated supplier (because, for example, a
combined loss is incurred), a transfer
price (or commission) will not be deemed
to cause a loss to the related supplier if
it allows the DISC to recover an amount
not in excess of its costs (f any),

(i) Special rule jor applying ‘4 per-
cent” gross receipts method to sales. A
transfer price or commission, determined
under the “4 percent” gross receipts
method (determined without regard to
subdivision (1) of this subparagraph),
for a sale of export property re-
ferred to in paragraph (b)(1) of this
section, will not be considered to cause
& loss for the related supplier If for the
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DISC's taxable year, the ratio that (a)
the taxable income of the DISC derived
from such sale by using such price or
commission bears to (b) the DISC's gross
receipts from such sale is not greater
than the ratio that (c) all of the taxable
income of the related supplier and the
DISC from all sales of the same product
or product line (domestic and foreign)
to third parties whether or not re-
lated parties bears to (d) the total
gross receipts of the related supplier and
the DISC from such sales. For purposes
of the preceding sentence, sales between
the DISC and its related suppliers shall
not be taken into account under (¢) or
(d) of this subdivision. For example, as-
sume that for a taxable year of a DISC
the total costs of the related supplier and
the DISC with respect to all sales ($150
for domestic and $44 for foreign) of a
product line are $194 and the total gross
receipts of the related supplier and the
DISC with respect to such sales are $200
so that the total taxable income of the
related supplier and the DISC with re-
spect to such sales is $6, The parties
would thus be entitled to compute a
transfer price determined under the
gross receipts method on any given sale
of product A of such product line by the
related supplier to the DISC which would
allocate to the DISC taxable income
equal to not more than 3 percent (le,
$6/8200) of its gross receipts derived
from Its resale of such product. If the
DISC were to resell an item of product
A for $10, the transfer price pald by the
DISC to the related supplier determined
under the gross receipts method could be
as low as $9.70,

(111) Grouping transactions. For pur-
poses of subdivision (1) of this subpara-
graph, the basis for grouping transac-
tions chosen by the taxpayer under
paragraph (¢) (7) of this section for the
taxable year shall be applied. For pur-
poses of making the computations of
subdivision «(f) (¢) and (d) of this sub-
paragraph, however, the taxpayer may
choose any basis for grouping transac-
tions permissible under paragraph (¢)
(7) of this section, even though it may
not be the same basls as that already
chosen under paragraph (¢)(7) of this
section for computing transfer prices or
commissions to a DISC. If, for example,
the taxpayer has chosen to group trans-
actions on a product basis for computing
transfer prices or commissions to a DISC
for a taxable year, the taxpayer may
still group transactions on a product
line basis for purposes of computing tax-
able income and total gross receipts
under subdivision (if) (¢) and (d) of
this subparagraph. For a further ex-
ample, if the taxpayer computes taxable
income for one group of transactions
under the gross receipts method and
computes taxable income for a second
group of transactions under the com-
bined taxable income method, the tax-
payer may aggregate these transactions
for purposes of computing taxable in-
come and total gross receipts under sub-
division (1) (¢) and (d) of this sub-

paragraph.
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(2) Relationship to section 482, In ap-
plying the rules under section 994, it may
be necessary to first take into account
the price of a transfer (or other trans-
action) between the DISC (or related
supplier) and a related party which Is
subject to the arm’s length standard of
section 482. Thus, for example, where a
related supplier sells export property to
a DISC which the related supplier pur-
chased from related parties, the costs
taken into account in computing the
combined taxable income of the DISC
and the related supplier are determined
after any necessary adjustment under
section 482 of the price paid by the re-
lated supplier to the related parties. In
applying section 482 to a transfer by &
DISC, however, the DISC and its related
supplier are treated as if they were a
single entity carrying on all the func-
tions performed by the DISC and the re-
lated supplier with respect to the trans-
action and the DISC shall be allowed to
receive under the section 482 standard
the amount the related supplier would
have received had there been no DISC.

(3) (Reserved]

(4) Subsequent determination of
transfer price or commission. The DISC
and its related supplier would ordinarily
determine under section 994 and this sec-
tion the transfer price payable by the
DISC (or the commission payable to the
DISC) for a transaction before the DISC
files its return for the taxable year of
the transaction. After the DISC has filed
its return, a redetermination of the
transfer price (or commission) may only
be made if permitted by the Code and the
regulations thereunder. Such a redeter-
mination would include a redetermina-
tion by reason of an adjustment under
section 482 which affects the amounts
which entered into the determination of
the transfer price or commission.

(5) [Reserved)

(6) [Reserved)

(f) Export promotion expenses—i1)
Purpose of expense. (1) In order for an
expense or cost of a type described in
subparagraph (2) of this paragraph to
be an export promotion expense, the
expense or cost must be incurred or
treated as incurred by the DISC (under
subparagraph (7) of this paragraph) to
advance the sale, lease, or other distribu-
tion of export property for use, consump-
tion, or distribution outside the United
States. Costs of services in performing
installation (but not assembly) on the
site and for meeting warranty commit-
ments if such services are related and
subsidiary (within the meaning of
§ 1.993-1(d)) to any qualified sale, lease,
or other distribution of export property
by the DISC (or with respect to which
the DISC received a commission) will
be considered to advance the sale, lease,
or other distribution of export property.
General and administrative expenses at-
tributable to billing customers, other
clerical functions of the DISC, or gen-
erally operating the DISC, will also be
considered to advance the sale, lease, or
other distribuslon of export property.
(i) Where an expense or cost Incurred

as incurred by the DISC qual-

part as an export promotion

, such expense or cost must be

between the qualified portion

uch other portion on a reasonable

. See §1.994-2(b) (2) for the option

theé related supplier not to claim ex~
penses as export promotion expenses.

(2) Types of expenses. The only ex-
penses or costs which may be export
promotion expenses are those expenses
or costs meeting the test of subparagraph
(1) of this paragraph which constitute—

(i) Ordinary and necessary expenses
of the DISC paid or incurred during the
DISC’s taxable year in carrying on any
trade or business, allowable as deduc-
tions under section 162, such as expenses
for market studigs, advertising, salaries
and wages (including contributions or
compensations deductible under section
404) of sales, clerical, and other person-
nel, rentals on property, sales commis-
sions, warehousing, and other selling
expenses,

(i) A reasonable allowance under sec-
tion 167 for exhaustion, wear and tear,
or obsolescence of the property of the
DISC,

(iii) Costs of freight (subject to the
limitations of subparagraph (4) of this
pardagraph),

(iv) Costs ol packaging for export
(as defined in subparagraph (5) of this
paragraph), or <

{v) Costs of designing and labeling
packages exclusively for export markets
(under subparagraph (6) of this para-
graph),

(3) Ineligible expenses, Items ineli-
gible to be export promotion expenses
include, for example, interest expenses,
bad debt expenses, freight insurance,
State and local income and franchise
taxes, the cost of manufacture or assem-
bly operations, and items of cost of goods
sold (except as otherwise provided in
this paragraph in the case of certain
freight, packaging, and designing and
labeling expenses). Income or similar
taxes eligible for a forelgn tax credit
under sections 901 and 9803 are also not
eligible to be export promotion expenses.

(4) Freight expenses—(i) In general.
Export promotion expenses include one-
half of the freight expense (not includ-
ing Insurance) for shipping export prop-
erty aboard a US.-flag carrier in those
cases where law or regulation of the
United States or of any State or political
subdivision thereof or of any agency or
instrumentality of any of these does not
require that the export property be
shipped aboard a U.S.-flag carrier, For
purposes of this paragraph, the term
“Ireight expense” Includes charges paid
for c.o.d. service, miscellaneous ground
charges, such as charges incurred for
services normally performed by US.-
flag carriers, charges for services of load-
ing aboard US.-flag carriers normally
performed by such carriers, freight for-
warders, or independent contractors en-
gaged in loading property, and charges
attributable to a freight consolidation
function normally performed by freight
forwarders, In order for one-half of
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freight expenses paid to the owner (or
the agent of the owner) of a U.S.-flag
carrier to be claimed as an export promo-
tion éxpense, the DISC must obtain a
written statement (such as, for example,
a bill of lading) from the owner (or the
agent) disclosing that the export prop-
erty was shipped aboard the owner’s U.S.-
flag carrier or another U.S.-flag carrier,
and the DISC must have no reasonable
basis for disbelleving such statement of
the owner (or the agent). For the re-
quirement of a written statement from a
freight forwarder, see subdivision (iv) of
this subparagraph.

(i) U.S.-flag carrier defined. For pur-
poses of this paragraph, the term “US.-
flag carrier” is an airplane owned and
operated by a U.S. person or persons (as
defined in section 7701¢a) (30)) or a ship
documented under the laws of the United
States. Shipment initiated by delivery
to the U.S. Postal Service shall be con-
sidered shipment aboard a U.S.-flag car-
rier, but not if shipped to a place to
which mail shipments from the Unifed
States are ordinarily accomplished by
land transportation, such as to Canada
or Mexico, unless airmail is specified.

(iil) Shipment pursuant to law or reg-
wlation. Shipment pursuant to law or
regulation includes instances where a
U.S.-flag carrier must be used in order
to obtain permission from the Govern-
ment to make the export, If the law or
regulation requires a fixed portion of the
export property to be shipped aboard a
U.S.-flag carrier, the freight expense on
that portion of such export property that
was so shipped in order to satisfy such
requirement cannot qualify as an export
promotion expense,

(iv) Freight forwarders. A payment
to n freight forwarder shall be consid-
ered freight expense within the meaning
of this paragraph to the extent the for-
warder utilizes a U.S.-flag carrier. For
purposes of this paragraph, the term
“freight forwarder” inciudes air freight
consolidators and carriers owned and
operated by US. persons utilizing U.S.-
flag carriers such as non-vessel-owning
common “carriers. In order for one-half
of freight expenses paid to a freight for-
warder to be claimed as export promo-
tion expenses, the DISC must obtain a
written statement (such as, for example,
a bill of Inding) from the freight for-
warder disclosing that the export prop-
erty was shipped aboard a U.S.-flag car-
rier, and the DISC must have no reason-
able basis for disbelieving such statement
of the freight forwarder,

(v) Freight within the United States.
A DISC may not claim as export promo-
tion expense any amount that is attrib-
utable to carriage of export property be-
tween points within the United States.
If, however, export property is carried
from the United States to a foreign
country on a through shipment pursuant
to a single bill of lading or similar docu-
ment aboard one or more U.S -flag car-
riers, the freight expense of such carriage
shall not be apportioned between the do-
mestic and foreign portions of such car-
riage, even though a carrier may stop
en route within the United States or the

RULES AND REGULATIONS £

export property may be shifted from
one carrier to another, and one-half of
such freight expense may be claimed
s an export promotion expense, Preight
expense does not include the cost of
transporting the export property to the
depot of the U.S.-flag carrier or freight
forwarder for shipment abroad. The ex-
pense of shipment of export property
initiated by delivery to the U.S. Postal
Service for ultimate delivery outside the
United States shall be considered as at-
tributable entirely to carriage of such
property outside fthe United States.

(5) Packaging for export. (1) Export
promotion expenses include the direct
and Indirect cost of packaging export
property (including the cost of the pack-
age) for export whether or not the pack-
aging is the same as domestic packaging.
Such packaging costs do not Include
costs of manufacturing (as defined In
the regulations under section 993) and
mssembly. Thus, if a DISC buys and
packages export property for resale, its
costs of packaging the export property
are export promotion expenses. If, how-
ever, the process of such packaging by
the DISC is physically integrated with
the process of manufacturing the export
property by the related supplier, the
costs of such packaging are not export
promotion expenses.

(i) The cost of containers leased from
a shipping company to which the DISC
also pays freight for the property pack-
nged is not a cost of packaging. How-
ever, In such clrcumstances, one-half of
the rental charge may be allowable as a
freight expense if permitited under sub-
paragraph (4) of this paragraph.

(6) Designing and labeling packages.
Export promotion expenses include the
direct and indirect costs of designing and
labeling packages, including bottles,
cans, jars, boxes, cartons, or contalners,
to the extent incurred for export mar-
kets. Thus, for example, to the extent
incurred for supplying export markets,
the cost of designing labels in a foreign
language and the cost of printing such
labels are export promotion expenses,

(7) DISC must incur export promo-
tion expenses—(1) In general. In order
for an expense to be an export promo-
tion expense it must be incurred or
treated ns incurred under this subpara-
graph by the DISC. For example, an ex-
pense s incurred by a DISC if the ex-
pense results from (a) the DISC
incurring an obligation to pay compen-
sation to its employees, (b) depreciation
of property owned by the DISC and used
by its employees, (¢) the DISC incurring
an obligation to pay for office supplies
used by its employees, (d) the DISC
Incurring an obligation to pay space costs
for use by its employees, or {(e) the DISC
incurring an obligation to pay other costs
supporting efforts by its employees.

(1}) Payments to independent con-
tractors. A payment to an independent
contractor, directly or Indirectly, is
treated as incurred by the DISC {f the
cost of pérforming the function per-
formed by the independent contractor
would be considered an export promo-
tion expense described In subparagraphs
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(1) and (2) of this paragraph if per-
formed by the DISC, and if, in a case
where the services of the independent
contractor were engaged by a party
related to the DISC, such related party
and such DISC agreed in writing before
the contract was entered into that a
specified portion or all of the contract
was for the benefit of the DISC and that
all of the expenses of the contract
(eligible to be considered as export pro-
motion expenses) with respect to such
portion would be borne by the DISC.

(itly Exzpenses fincurred by related
parties. Relmbursements or other pay-
ments by a DISC to a related party are
export promotion expenses only if the
expenses of the related party for which
reimbursement is made are for space in
a bullding actually used by employees
of the DISC or for export property owned
by the DISC. Except as otherwise pro-
vided In the preceding sentence, ex-
penses incurred by a foreign interna-
tional sales corporation (FISC) or a real
property holding company (as defined in
section 993(e) (1) and (2), respectively)
shall not be treated as export promotion
expenses of its DISC.

(iv) Selling commissions paid by a
DISC, A commission paid by a DISC to
4 person other than a related person,
with respect to a transaction which gives
rise to qualified export receipts of the
DISC, is an export promotion expense of
the DISC. A commission paid by a DISC
to = related person is not an export
promotion expense.

(v) Sales of promotional material. If
a DISC sells promotional material to a
buyer of export property from the DISC
at a price which is greater than the costs
of the DISC for such material, such costs
are not export promotion expenses. If,
however, the DISC sells promotional
material at a price which 1s less than its
costs for such material, the excess of such
costs over such price Is an export pro-
motion expense. For rules relating to the
status of promotional material as quali-
fled export assets and export property,
see § 1.993-2 and § 1.993-3, respectively,

(vi) An expense may be incurred by
the DISC under subdivisions (1) through
{(v) of this subparagraph even if the ac~
counting for and payment of such ex-
pense is handled by a related party and
the DISC reimburses the related party
for such expenses.,

(8) Incomplete transactions, Expenses
eligible to-be treated as export promotion
expenses which are attributable to the
sale, lease, or other distribution of ex-
port property and which are incurred
prior to the taxable year of sale, lease, or
other distrdbution by the DISC are not
treated as export promotion expenses
until the taxable year of sale, lease, or
other distribution or until the taxable
year in which it Is first determined that
no transaction is reasonably expected to
result from the expense incurred (wheth-
er or not a transaction subsequently
results) . Thus, for example, If a DISC
incurs n packaging cost which is other-
wise eligible to be treated as an export
promotion expense, the DISC may not
include such charge as an export promo-
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tion expense until the year in which the
export property with respect to which
the packaging cost was incurred is ac-
tually sold by the DISC. If no transaction
is reasonably expected to result from the
packaging cost, such cost should be al-

REGULATIONS

located as an export promotion expense
to the group of transactions to which
such cost is most closely related.

(g) Ezxamples. The provisions of this
section may be illustrated by the follow-
ing examples:

Ezample (1).J and K are calendar year taxpayers. J, 8 domestic manufacturing company,
owns all the stock of K, a DISC for the taxable year. During 1072, J manufactures only 100
units of a product (which is eligible to be export property as defined In section 993(e)). J
enters into a written agreement with K whereby K Is granted a sales franchise with respect
to exporting such property and K will recelve commissions with respect to such exports
equal to the maximum amount permitted to be received under the Intercompany pricing
rules of sectlon 904. Thereafter, the 100 units are sold for $1,000. J's cost of goods sold
attributable to the 100 units is 8650, J's direct selling expenses so atiributable are $100.
Although J has other deductible expenses, for purposes of this example assume that J
has no other deductible expenses. K pays 8230 to independent contractors which qualify
a8 export promotion expenses undor paragraph () (7) (11) of this section. K does not perform
functions substantial enough to entitie it to an allocation of income which meets the arm's
length standard of section 482. The income which K may earn under section 994 under
the franchise is $20, computed as follows: S

(1) Combined taxable income:

(2) K's profit under combined taxable Income method (before application of loss
limitation) :

(3) K's profit under gross recelpts method (before app!ication of loss limitation).
(n) 4 percent of K's sales price (4% of $1,000)
23

63

Since combined taxable Income ($20) s Jower than both K's profit under the combined
taxable income method ($33) and under the gross receipts method ($63), the maximum
income K may earn is $20. Accordingly, the commissions K may recelve from J are $250,
le. K's expenses ($230) plus K's profit ($20).

Erample (2), M and N are calendar year taxpayers. M, a domestic manufacturing com-

pany, owns sll the stock of N, a DISC for the taxable year. During 1972, M produces and
sells a particular product line of export property to N for #75, a price which can be justified
na satlafying the standard of arm's length price of section 482. N performs substantial
functions with respect to the transaction and reseils the export property for $100. M's cost
of goods sold attributable to the export property is $60, M'a direct selling expenses so
attributable (relating to advertising of the product line in forelgn markets) are 812. Al-
though M has other deductible expenses, for purposes of this example, assume that M has
no other deductible expenses, N's expenses attributable to resale of the export property
nre $22 of which $20 are export promotion expenses. The maximum profit which N may
earn with respect to the product Une is 80, computed as follows:
(1) Combined taxable income:
(A) N's sales price. oo mnnnn PR et i e et e i 8100
(b) Leas deductions:
. M’s cost of goods sold
AM's direct selling expenses
N's expenses..._______ -

Total deduUCtiONS . e e e s c e
(¢) Combined taxable Income
(2) N's profit under combined taxable Income method (before application of loas
limitation) :

(n) 50 percent of combined taxable Income
(b) Plus: 10 percent of N's export promotion expenses (10% of $20)

(¢) N's pront

(3) N's profit under grosa recelpts method (bofore application of loss Umitation):
{a) 4 percent of N's sules price (47 of $100) -
(b) Plus: 10 percent of N's export promotion expenses (10% of $20) oo .. ...

(¢) N's profit
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(4) N's profit under section 482 method:

() NS S01I8 Pri00c e mareercsmmrrns mnvia e anms s SRS INTITE PN Vot 9 100
(b) Less deductions:
N’s cost of goods sold (price pald by N tO M) v 75
BT e e S e 22
TOA) GOBUCLIONS - ot s cmmecsicssmssomim v c e s s anan amannanmen T
(0) N'B Profit e s mm s s - 3

. 8ince the gross recelpts method results in greater profit to N (§6) than does the com-
bined taxable income method ($5) or section 482 method ($3), and does not exceed combined
taxable income (86), N may earn a maximum profit of $6. Accordingly, the tranafer price
from M to N may be readjusted as long as the transfer price is not readjusted below $72,
computed as follows:

{5) Transfer price from M to N:

(8) N'S s81ed Price. e et sne s 5 5 i et e e - $100
(b) Less:
NB CEPONBES o o o s e e e o 22
N'S Profit, ccicm s seidiesrnsnarmreesineeryiossssnennnnnsee O
Total BUDITACUIONE . e v crvmmr e r s ——————— 28
() Transfer Price. o e reeeta et eecea e nse e =

Example (J). Q and R are calendar year taxpayers. Q, a domestic manufacturing company,
owns all the stock of R, a DISC for the taxable year. During 1072, Q produces and sells a
product line of export property to R for 8170, & price which can be justified as satisfying
the standards of arm's length price of section 482, and R resells the export property for
$200. Q's cost of goods sold attributable to the export property is $115 so that the combined
gross income from the sale of the export property 15 $85 (le. $200 minus $115). Q's expenses
incurred in conneotion with the property sold are 835, Q's deductible overhead and other
supportive expenses allocabls to ali gross income pre $6. Apportionment of these supportive
expenses on the basis of gross {ncome does not result in a material distortion of incoms and
4 & reasonable method of apportionment. Q's gross income from sources other than the
transaction is $170 making total gross income of Q and R (excluding the tranasfer price pald
by R) 8255 (Le., $85 plus 8170), R's expenses attributable to resale of the oxport property
are $20, all of which are export promotion expenses. The maximum profit which R may earn
with respoct to the product line is $16, computed as follows!

(1) Combined taxable income:
(8) RS BAIES PrIOC. e e cncnarcn e mtm e b e e m e 5200
(b) Less deductions:
(1) Q's cost of goods sold. . e vnvcnns AT 116
(11) Qs expenses incurred in connection with the property sold. 35
(111) Apportionment of Q'S supportive expenses:

Q'S SUPPOTUVE OXPONBON. o e e v v vvnscnnnnne 86
Combined gross income from sale of export
PIODOPLY  canensmmsnatnnosmeansmemnnnmeweee 85
Total gross income of Qand Ro oo vvcnnnns 255
Apportionment AR
o L0
(Iv) B'S eXponses. .. oo eeevevoncoes oo &t A o e
oy T Sl LI TR A S LR T b i 172

(€) Combined tAXADIE INOOMO. .. v cev i rscmrers sesvescsmreresessass S8

(2) R's profit under combined taxable income method (before application of loss
limitation) :

(n) 50 percent of combined LAXADIC INOOMIO. .. v ccnrvrccnnnsnmnatnsenenn 14

(b) Plus: 10 percent of R's export promotion expenses (10% of $20) .. ....... 2

[O) T8 PROMING e cr vy s ssivsam shmes o cvmttiasssdes bos oo s ety posonisnss s . 16
(3) R's profit under gross receipts method (before application of Josa limitation):

(a) 4 percent of R's sales price (4% Of 8200) e v oo eececrccc s 8

(b) Plus: 10 percent of R's export promotion expenses (10% of 820) ......... 2

TR R e T R e N AR R SRR DU LR A G A L e Sl e e S St 10

(4) R's profit under spotion 482 method:

() R's anles price. .. o oo e T AR -l ey Ve S — 200
(b) Less deductions:
R's cost of goods sold (price paid Y RO Q) v meenvrmermmmmeeen 170
T ROhER NI LIRS O CR e SOOI 20
TOMR] GetUOIONS. . e r crrrr crat st rcmn e s e e m———— 190
(6) RO PIOAL.. o ccaccvomrnvanonsansons - S = e .S 10
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Since the combined taxable income method results in greater profit to R ($16) than
does the gross receipts method ($10) or section 482 method ($10), and does not exceed
combined taxable Income ($28), R may earn a maximum profit of §16. Accordingly, the
transfer price from Q to R may be readjusted as long as the transfer price is not readjusted
below 8164 computed as follows:

(6) Transfer price from Q to R:

(a) R's sales price
(b) Less:

) Ly U T M AL IR R B R OB OTie  L Y SUL L s e

Exampie (4). 8 and T are calendar year taxpayers. 8, a domestic manufacturing company,
owns all the §tock of T, a DISC for the taxable year, During 1672, § produces and sells 100
units of a partioular product to T under a written agreement which provides that the
transfer price between S and T shall be that price which allocates to T the maximum
permitted to be received under the intercompany pricing rules of section 004, Thereafter,
the 100 units are sold by T for $950. 8's cost of goods sold attributable to the 100 units is
8650, 8's other deductible expenses 50 attributable are $300. Although 8 has other deductible
expenges, for purposes of this example, assume that 8 has no deductible expenses not
definitely allocable to any Item of gross income. T's expenses attributable to the resale
of the 100 units are $50. 8 chooses not to spply the section 482 mothod. T may not earn
any income under the gross receipts or combined taxable income method with respect
to resale of the 100 units because combined taxable income Is a negative figure, computed
ns follows: -~

(1) Combined taxable lncome:.

(c) Combined taxable Income (loss)

Under paragraph (e) (1) (1) of this section, T Is permitted to recover its expenses at-
tributable to the 100 units ($50) even though such recovery results In a loss or increased
loss to the related supplier. Accordingly, the transfer price from § to T may be readjusted as
long as the tranafer price is not read justed below $000, computed as follows:

(2) Transfer price from 8 to T:
(n) T's sales price
(b) Less: T's exponses

(o) Transfer price

Example (5). Assume the same faols us In example {4) except that 8 chooses to apply
the section 482 method and that under arm's length dealings T would have derived 810 of
income, Accordingly, the transfer price from S to T may be set at an amount not less than
$890, computed us follows:

(1) Transfer price from S to T:
() N S IO oo v ot e 4 it oo e SR s Sl s i e b S il e e 8050
(b) Less:

Example (6). X and Y are calendar year taxpayers. X, & domestic manufacturing coms=
pany, owns all the stock of Y, a DISC for the taxable year, During March 1072, X manu-
factures a particular product of export property which It leases on April 1, 1972, to Y for
a term of 1 year at a monthly rental of $1,000, a rent which satisfies the standard of arm's
length rental under section 482, Y subleasea the product on April 1, 1972, for a term of
1 year at a monthly rental of $1,200. X's cost for the product leased is $40,000. X's other
deductible expenses attributable to the preduct are $000, all of which are incurred In 1072,
Although X has other deductible expenses, for purposes of this example, assume that X bas
no other deductible exponses. Y's expenses attributable to sublease of the export property
are $450, all of which are incurred in 1072 and are export promotion expenses. X depreciates
the property on a straight line basls without the use of an averaging convention, assuming
o useful life of 8 years and no salvage value, The profit which Y may earn with respect
to the transaction s $3.805 for 1072 and $1,175 for 1073, computed as follows:
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COMPUTATION FOR 1972
(1) Combined taxable income:

(s) Y's sublease rental receipts for year ($1.200x9 months) ..oooceeeean $10, 80O
(b) Less deductions:
X's deprecintion ($40,000 3¢ 14X M2) cammmmcmnrm e 3,750
X'8 Other OXPENSLSE. o v cnccmanm e m e e ——— 900
Y OXPOIBON . o e e m oo e 450
Total dedUotIONS - e cncssmveemr s s e e shnsnnsssnaee 5, 100
(¢) Combined tAXADIE INCOMP. . v cccmcnr e er et e s s mn e 5,700

(2) Y's profit under combined taxable income method (before application of
loss limitation) :

(a) 50 percent of combined taxable INCOME. e cmceeremree e e naan 2. 860
(b) Plus: 10 percent of Y's export promotion expenses (107 of $450) ... 45
(€) Y8 Profil e e ce s A e s ———— 2,898

(3) Y's profit under gross receipts method (before application of loss llmitation) :
(a) 4 percent of Y's sublease rental receipts for year (4% of $10.800)..... 432
(b) Plus: 10 percent of Y's export promotion expenses (10% of 8450) ... 45

(0) T8 Profifec.ccccrccecvovvmanes S P e e s A i il i 8 am
(4) Ysprofit under section 482 method:
(a) Y's sublease rental recelpts for yoar. .. ...... X - ARSI V)
(b) Less deductions:
Y's loase rental payments for year. . ....... ST BLE S LS a4 2, 000
YS EXPRNBOS. o o oy nncmmn - ———— 450
TORRL ERIEEIBRE . L e bt et o soe S s Thes see e w s Ac e e b ab o 9,450
(¢) Y's profit... - B ek ek e D acie st s s e et o 1,860

Since the combined taxable income method results in greater profit to Y (82.805) than
does the gross receipts method ($477) or section 482 method (81350), Y may earn a profit
of 82,805 for 1072, Accordingly, the monthly rental payable by Y to X for 1972 may be
readjusted us long as the monthly rental payable 18 not readjusted below $828 33, computed
as follows:

(5) Mouthly rental payable by Y to X for 1872

(a) Y's sublease rontal recelpls for year . i . #10,800. 00
(b) Less:
e T T e e AN SN e S B S O i A S 450. 00
BN ORI < 25 5 d s b vn ro i novvng me drowedy owe 2, 895. 00
o 7 (RS SRS S ARSI IR Sl ¢ o R R S 3,845. 00
(¢) Rontal payable for 1078 . e ccrcrccmtnicscscnscncsssnnnnen 1,456, 00
(d) Rental payable each month ($7.450:9 months) e vnnnnncanyg B828. 33

COMPUTATION FOR 1072
(1) Combined taxable income:

(n) Y's sublense rental recelpta for year (81200 X3 months) oo oo vnnnann $3, 600

(b) Leas: X's deprecintion (840,000 1 X ) covcnnnimvnnvinnnracinccnccnx 1,250

(¢) Combined taxable INCOMO. . .. ceccrrcmamrecmscersnsan >e cene= 2,350
(2) Y's profit under combined taxable income method (before application of loss

Iimitation) :

(a) 50 percent of combined taxable Ilncome. .. .. o LTOREYE TS AP 81,17

(D) W8 PEOAL. e ccccccccsnscscsmmsssnr sebetssonsossnpesnsesas 1,175
(3) Y's profit under gross receipts method (before application of loss Junitation) :

(8) 4 percent of Y's sublease rental receipta for year (4% of $3.800) ... ... 144

(D T DR < e s a b als o smt s mp st S S n R E S POrs Swes b seiessasis 144
(4) Y's profit under section 482 method: ==

(a) Y's sublease rental recelpts (O Year. .o cvrennnnn ST A ) 3,600

(b) Less: Y's lease rental payments fOr JeAr.. ..o ccucnes cessivee 3,000

(e) Yaprofit... ... i - T S LR AR e ok e 600
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Since the combined taxable income method results In greater profit to Y (81,175) than
does the groas receipts method ($144) or section 482 method (8600), ¥ may earn a profit of
$1,175 for 1973, Accordingly, the monthly rental payable by Y to X for 1973 may be readjusted
&3 long as the monthly rental payable 15 not read justed below $808.33, computed as follows:

(3) Monthly rental payable by ¥ to X for 1973:

(a) ¥'s fublease rental receipts for year

(b) Less: Y's profit

(d) ‘Rental payable for each month

§ 1.994-2 Marginal costing rules.

(a) In general. This section prescribes
the marginal costing rules authorized by
section 904(b)(2). If under paragraph
(¢) (1) of this section a DISC is treated
for Its taxable year as seeking to estab-
lish or maintain a foreign market for
sales of an item, product, or product
line of export property (as defined in
$1.093-3) from which qualified export
receipts are derived, the marginal cost-
ing rules prescribed In paragraph (b)
of this section may be applied to allocate
costs between gross receipts derived from
such sales and other gross receipts for
purposes of computing, under the “50-
50" combined taxable income method
of §1.994-1(c) (3), the combined taxable
income of the DISC and related supplier
derived from such sales. Such marginal
oosting rules may be applied whether or
not the related supplier manufactures,
produces, grows, or extracts (within the
meaning of §1.993-8(c)) the extent
property sold. Such marginal costing
rules do not apply to sales of export prop-
erty which in the hands of a purchaser
related under sectlon 954(d)(3) to the
seller give rise to foreign base company
sales income as described In section 954
(d) unless, for the purchaser's year in
which it resells the export property, sec-
tion 954(b) (3) (A) Is applicable or such
income is under the exceptions in section
954(b) (4), Such marginal costing rules
do not apply to leases of property or the
performance of any services whether or
not related and subsidiary services (as
defined In § 1.994-1(b) (3).

(b) Marginal costing rules for alloca~-
tions of costs—(1) In general, Marginal
costing is a method under which only
marginal or variable costs of producing
and selling a particular item, product,
or product line are taken into account
for purposes of section 884. Where this
section s applicable, costs attributable
to derlving qualified export receipts for
the DISC’s taxable year from sales of
an item, product, or product line may be
determinled in any manner the related
supplier (as defined in §1.994-1(a) (3)
(il») chooses, provided that the require-
ments of both subparagraphs (2) and
(3) of this paragraph are met,

(2) Variable costs taken into account.
There are taken into account i{n com-
puting the combined taxable income of
the DISC and its related supplier from

sales of an item, product, or product line
the following costs: (1) Direct produc-
tion costs (as defined In § 1.471-11(b) (2)
1)) and (D costs which are export
promotion expenses, but only Iif they are

claimed as export promotion expenses in
determining taxable Income derived by
the DISC under the combined taxable
Income method of §1.994-1(c)(3). At
the taxpayer's option, all, a part, or none
of the costs which qualify as export
promotion expenses may be so claimed as
export promotion expenses.

(3) Overall profit percentage lmita-
tion, As a result of such determination
of costs attributable to such qualified ex-
port receipts for the DISC’s taxable vear,
the combined taxable income of the
DISC and its related supplier from sales
of such item, product, or product line
for the DISC's taxable year does not
exceed gross receipts (determined under
§ 1.993-6) of the DISC derived from such
sales, multiplied by the overall profit per-
centage (determined under paragraph
(c) (2) of this section).

() Definitions—(1) Establishing or
maintaining a foreign market. A DISC
shall be treated for its taxable year as
seeking to establish or maintain a foreign
market with respect to sales of an item,
product, or product line of export prop-
erty from which qualified export receipts
are derived if the combined taxable in-
come computed under paragraph (b) of
this section Is greater than the combined
taxable income computed under § 1.994-1
() (8).

(2) Overall profit percentage. (i) For
purposes of this section, the overall profit
percentage for a taxable year of the
DISC for a product or product line is
the percentage which—

(@) The combined taxable income of
the DISC and its related supplier plus
all other taxable income of its related
supplier from all sales (domestic and for-
eign) of such product or product line
during the DISC's taxable year, com-
puted under the full costing method, is of

(b) The total gross receipts (deter-
mined under §1.993-6) from all such
sales.

(i) At the annual option of the related
supplier, the overall profit percentage
for the DISC's taxable year for all prod-
ucts and product lines may be deter-
mined by aggregating the amounts de-
seribed in subdivision () (@) and (b
of this subparagraph of the DISC, and
all domestic members of the controlled
group (as defined in § 1.993-1(k)) of
which the DISC fs-a member, for the
DISC's taxable year and for taxable
years of such members ending with or
within the DISC's taxable year.

(1) For purposes of determining the
amounts in subdivisions (1) () and (i)
of this subparagraph, a sale of property
between a DISC and its related supplier
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or between domestic members of the
controlled group shall be taken Into ac-
count only during the DISC's taxable
year (or taxable year of the member
ending within the DISC's taxable year)
during which the property is ultimately
sold to a person which Is neither the

DISC nor such a domestic member.

(3) Grouping of transactions. (1) In
general, for purposes of this section, an
item, product, or product line is the item
or group consisting of the product or
product line pursuant to § 1.994-1(c) (7)
used by the taxpayer for purposes of ap-
plying the intercompany pricing rules
of § 1.994-1,

. (i1) However, for purposes of deter-
mining the overall profit percentage un-
der subparagraph (2) of this paragraph,
any product or product line grouping
permissible under §1.994-1(c)(7) may
be used at the annual choice of the tax-
payer, even though it may not be the
same item or grouping referred to in sub-
division (1) of this subparagraph, as long
as the grouping chosen for determining
the overall profit percentage i3 at least
a5 broad as the grouping referred to in
such subdivision (1),

(4) Full costing method. For purposes
of this section, the term “full costing
method” Is the method for determining
combined taxable income set forth in
§1.904-1(c) (6),

(d) Application of limitation on DISC
fncome (“no loss’ rule). If the marginal
costing rules of this section are applied,
the combined taxable income method of
§1994-1(¢c) (3) may not be applied to
cause in any taxable year a loss to the
related supplier, but such method may
be applied to the extent it does not cause
a loss. For purposes of the preceding sen-
tence, a loss to a related supplier would
result if the taxable income of the DISC
would exceed the combined taxable in-
come of the related supplier and the
DISC determined in accordance with
paragraph (b) of this section. If, how-
ever, there is no combined taxable income
(s0 determined), see the last sentence of
$1.994-1¢e) (1) ().

(e¢) Erxramples. The provisions of this
section may be lllustrated by the follow-
ing examples:

Ezample (1), X and Y are calendar year
taxpayers. X, a domestic manufacturing coms-
pany, owns all the stock of Y, n DISC for
the taxable year. During 1973, X manufac-
turea a product line which Is eligible to
be export property (as defined In § 1.993-3).
X enters into & written agreement with ¥
whereby Y ia granted a sales franchiss with

to exporting such product Iline from
which quallfied export receipts will be de-
rived and Y will recelve commissions with

respect to such exports equal to the maxi-
mum amount permitted to be recelved under
the intercompany pricing rules of section
094. Commissions are computed using the

combined taxable Income method under
§1904-1(0) (3), For purposes of applying
the combined taxable income method, X and
Y compute their combined taxable income
attributable to the product line of export
property under the marginal costing rules in
accordance with the additional facts ns-
sumed in the table below:
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(1) Maximum combined taxable income (determined under paragraph (b)(2) of

this section) : -
(&) Y's gross receipts from exXport SAled. oo oo e eeaa $95. 00
(b) Less:
€0 DS N RO RIS o o e e e i e e bt 2 40, 00
(8] DT NOT AR ON S e o S e o e sy o M S e et 5 20, 00
(i11) ¥Y’s export promotion expenses claimed in determining
Y's DISC taxable INCOME. e cncnmamsneecansnan 5.00
N v T T S A L R S S B B 65, 00
(¢) Maximum combined taxable INCOmMe. . . . e 30. 00
(2) Overall profit percentage limitation (detmerined under paragraph (b)(3) of
this section) ;
(a) Gross recelpts of X and Y from all domestic and forelgn sales. . ... ... 400. 00
(b) Less deduoctions:
(1) DIrect MALEFIAIS ..« e e e ear s o s s e m e mes s sasssas 160. 00
(1) DO JADOR . L o o s cae menses s b e s m Rt a e st et gt 80. 00
(111) Other costs (of which $8 are coats of the DISC (nclud-
ing $5 of export promotion expenses claimed In deler-
mining Y's taxable INCOME) e vcecnrememnncncecnccns 40. 00
() Total deAUCHONS. e e i ccccmrrmrr e v s s ttnctcssms s e 280, 00

(d) Total taxable income from all sales computed on a full costing method.. 120,00

(e) Overall profit percentage (line (d) ($120) divided by line (a) ($400))

(percent)

(f) Multiply by gross receipts from Y's export sales (Hne (1)(8) ) eeeeunnnanae

(g) Overall profit percentage lmitations . .. ... ..

28, b0

Since the overall profit percentage limitation
under line (2) (g) ($28.50) is loss than maxi-
mum combined taxable income under line
(1)(e) (830). combined taxable income
under marginal costing s llmited to $38.50,
Since under the franchise agreement Y 15 to
eoarn the maximum commission permitted
under the Intercompany pricing rules of sec~
tion 994, comblned taxable income on the
transactions is $28.50. Accordingly, the costs
attributable to export sales (other than for
direct material, direct labor, and export pro-
motion expensos) are $1.50, le, line (1)(c)
(830) minus line (2)(g) (828.50). Under the
combined taxable income method of § 1.904-1
(¢) (8), ¥ will have taxable income attribut-
able to the sales of $14.75, Le,, the sum of 1

of combined taxable income (% of 8$38.50)
and 10 percent of Y's export promotion ex-
penses claimed In determining Y's taxable
income (10 percent of $5), Accordingly, the
commissions Y recelves from X are $22.75,
Lo, Y's costs (88, see line (2)(b)(111)) plus
Y's profit ($14.75).

Erample {2). (1) Assume the same facts as
in example (1), except that grosa receipls
from export sales are unly 835 and gross
receipts from all sales remaln st $400. For
purposes of applying the combined taxable
income method, X and Y may compute thelr
combined taxable income attributable to the
product line of export property under the
marginal costing rules as follows:

(1) Maximum combined taxable income (determined under paragraph (b)(2) of

this section) :

(a) Y's gross receipta from export sales

(b) Less:

(1) Direct materials. . ...
(11) Direct 18DOr e e e e

(1i1) Y's export promotion expenses clalmed in determining

Y's taxable income........
(iv) Totnl deductions. . ... ...

(¢) Maximum combined LaxXable INOOMIO. .. . v cncn s

(2) Overall profit percentage limitation (determined under paragraph (b)(3) of

this section) :

(n) Gross recelpts from Y's export snles (IUne (1) (8)) ceme o maaacnrcvnean

(b) Multiply by overall profit percentage (as determined in example (1))

{percent)

{c) Overall profit percentage limitation

Since maximum combined taxable Income
under line (1)(c) ($20) Is less than the
overall profit percentage limitation under
line (2)(c) (826:50), combined taxable in-
come under marginal Lating is limited to
$20. Since under the franchise agreement Y
is to earn the maximum commission per-
mitted under the intercompany pricing rules
of section 994, combined taxable income on
the transactions Is $20. Accordingly, no costs
(other than for direct material, direct Iabor,
and export promotion expenses) will be at-
tributed to export sales, Under the combined

taxable income method of § 1.9904-1(¢)(3), Y
will'have taxable Income attributable to the
sales of $10.50, Le, the sum of i of com-
bined taxable income (14 of $20) and 10 per-
cent of Y's export promotion expenses
claimed in determining Y's taxable income
(10 percent of $6). Accordingly, the Commis-
slons Y recelves from X are $18.50, le, Y's
conta (88, see line (2)(b) (i) of example
(1)) plus X' profit ($10.50).

(2) If export promotion expenses are not
claimed In determining taxable income of Y
under the combined taxable income method,
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the taxable income of ¥ would be increased
o $12.50 and commissions payable to ¥
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would be Increased to $20.50, computed as
follows:

(3) Maximum combined taxable income (determined under parsgraph (b)(2) of

this section) :
() X's gross receipts fromexport sales ... ... .. .. ... .. ______. $85.00
(b) Less:
(1) Dirett materials. oo e 40,00
(1) Direct labor....... i e i S it i S OB
(1i1) Total deductions.. .. .coveeeenn. NI S At e o s i s e St 00, 00
(¢) Maximum combined taxable INeome. .. oo 25, 00
(4) Overall profit percentage LUmitation (Mno (2) (C) ) e e e 25.50

Since msaximum combined taxable income
under line (3) (c) ($25) Is less than the over-
all profit percentage under line (4) ($25.50),
combined taxable income under marginal
costing 13 limited to $25. Since under the
franchise agreement Y s to earn the maxi-
mum commission permitted under the In-

tercompany pricing rules of section 994, com-

bined taxable income on the transactions is
$25. Accordingly. no costs (other than for
direct material and direct labor) will be
atiributed to export sales. Under the com-
bined taxable Income method of § 1.904-1(¢)
(3), ¥ will have taxable income attributable
to the sales of 81250, fe, 1 of combined
taxable income (; of $25). Accordingly, the

commissions Y recelves trom x are azom
le, Y's costs (88, se¢ line (2)(b)(ii1) of
exmmple (1)) plus Y's profit (8$12.50).

Exampie (3). (1) Assume the same facts
s In example (1), except that gross receipts
from export sales are only $85, gross recelpts
from all sales remain at $400, and Y has costs
of $40 consistivg of Y's export promotion
oxpenses of $35 and costs of 5 other than
for direct material, direct labor, or export
promotion expenses, For purposes of apply-
lug the combined taxable income method,
X and Y may compute thelr combined tax-
able income attributable to the product line
of export property under the marginal cost-
g rules as follows:

(1) Maximum combined taxable income (determined under paragraph (b)(2) of

this section) :

(n) Y's gross receipts from export Sales. . o v

(D) Less:

(1) Direct materials.____ TSl

111) Direct labor

ceevaena $85.00

(1) Y's export promotion expenses clalmed in determining

Y's taxable income.. ...

(iv) Total deductions. . ... .

e A e et T i D OO

() Mpamum combined taxable tucome (Jo8%) ... . i e (10.00)
T
(2) Overall profit percentage limitation (ns determined 1o example (2) ). oo enn.. 25.50

Since maximum combined taxable income
under line (1) (c) (which is a loss of $10) ia
less than the overall profit percontage lime
Iatlon under line (2)(c) ($2550), com-
bined taxable Income under marginal cost-
ing is a loss of $10 and, under the combined
taxable Income method of § 1004-1(c)(3),
X will have no taxable fncome or loss at-
tributable to the sales, Accordingly, the com-
missions Y recelves from X are $10, le, Y's
oosls (840) .,

(2) If export promolion expenses are not
cialmed Iun determining Y's taxable income
under the combined taxable tncome method,
the taxable income of ¥ would be increased
to $1250 and commissions payable to Y

FLDZRAL REGISTER, VOL 40, NO.

would be morcau'd to 35250 computed ns
fallows;

(2) Maximum combined taxable In-

come (determined under para-

graph (b)(2) of this section)

(line (5)(¢) of example (2))... $25 00
Overall profit percentage Iim-

tation (as determined in eox-

MNPIS 18] ) o i i Aty 25 50
The results would be the same as In part (2)
of example (2), except that the commissions
Y recelves from X are $52.50, 1o, Y's cosis
(840) plus Y's profit ($12.50),

[FR Doo.76 - 16967 Plled 7-15-75,8:45 am |
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[T.D. 7368]

PART 1—INCOME TAX; TAXABLE YEARS
BEGINNING AFTER DECEMBER 31, 1953

Treatment of Letters, Memorandums, and
Similar Property and of Gains and Losses
From Involuntary Conversions

By a notice of proposed rule making
appearing in the FepERAL REGISTER for
December 15, 1970 (35 FR 18973),
amendments to the Income Tax Regula-
tions (26 CFR Part 1) were proposed in
order to conform those regulations to
the amendments of the Internal Revenue
Code of 1954 made by section 514, relat-
ing to letters, memorandums, and similar
property, and section 516(b), relating to
certain casualty losses, of the Tax Re-
form Act of 1069 (Pub. L. 91-172, 83 Stat.
643, 646) . After consideration of all such
relevant matter as was presented by in-
terested persons regarding the rules pro-
posed, the amendment of the regulations
as proposed are adopted by this docu-
ment. subject to the changes indicated
below.

Proposed ¥ 1.341-6(b) (2) (iv), relating
to categories of subsection (e) assets, has
been revised by the addition of a rule to
make clear that letters, memorandums,
or similar property prepared by person-
nel who are under the administrative
control of an individual, such as & cor-
porate executive, will be deemed to have
been prepared or produced for him
whether or not such letters, memo-
randums, or similar property are re-
viewed by him. The purpose of this
change was to forestall the possibility
that such letters, memorandums, or
similar property might be excluded on
the ground that they were neither
oreated by the personal efforts of the
individual or prepared or produced for
him.

Several changes have been made in
proposed § 1.1221-1(¢). The term per-
son” in the first sentence of subpara-
graph (1) of paragraph (¢) has been re~
placed by the term “taxpayer.” Refer-
ences to an “individual” in subparagraph
(2) have been replaced by references to
a “person” in order to make clear that
the references Include corporations also.
The definition of “similar property” in
subparagraph (2) has been revised to
make clear that the phrase includes an
oral recording of any type, a transeript
of an oral recording, and & transcript
of an oral interview or of dictation. This
latter change is in keeping with the an-
nouncement made by the Assistant Sec-
retary of the Treasury for Tax Policy on
May 20, 1974, that the regulations under
section 1221(3) of the 1954 Code would
treat Presidential tapes as “similar prop-
erty” for purposes of that section. A new
provision has been added to subpara-
graph (2) to provide that the rule on let-
ters, memorandums, or similar property
does not apply to property, such as & cor-
porite archlve, office correspondence, or
a financial record, sold or disposed of as
part of a going business if such property
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has no significant value separate and
apart from its relation to and use in such
business, Subparagraph (2) has also been
revised to make clear that it does not
apply to any property to which subpara-
graph (1) (relating to copyrights or
literary, musical, or artistic composi-
tions) applies, priority thus being given
to the application of subparagraph (1)
in any situation where there is a possi-
bility of overlap between subparagraphs
(1) and (2).

A new subparagraph (3) has been
added to proposed § 1.1221-1(c) in order
to coordinate the provisions of § 1.341-6
(b) (2) (ly) and § 1.1221-1(¢), which are
pari materia.

Several changes have been made in the
proposed amendment of § 1.1231-1, Para-
graph () (1) of such section has been
revised to make clear that the reference
to letters and memorandums appiles also
to property similar to letters and memo-
randums. A minor technical change has
been made in the material following
paragraph (¢) (5). The proposed amend-
ment to example (1) in § 1,1231-1(g) has
been revised to reinstate language which
was deleted by the proposed amendment.
This change has been made to eliminate
the possibility that the deletion may be
found misleading; however, it has been
made clear that the rule applies for tax-
able years beginning after December 31,
1957, and before January 1, 1970, In the
process of making the change the exist-
ing reference to taxable years ending
after December 31, 1957, has been
changed to read as taxable years begin-
ning after December 31, 1957.

In view of the foregoing, the amend-
ments of the regulations as proposed are
hereby adopted, subject to the changes
set forth below:

Paracears 1. The amendment of § 1.«
341, as set forth in paragraph 1 of the
notice of proposed rule making, is
changed to read as set forth below.

Pazr. 2. The amendment of § 1.341-8(h)
(2) (iv), as set forth in paragraph 2 of the
notice of proposed rule making, is
changed to read as set forth below.

Par, 3. The amendment of §1,1221-1
(¢c), as set forth in paragraph 5 of the
notice of proposed rule making, is
changed to read as set forth below.

Pau. 4. The amendment to § 1.1231-1,
as set forth In paragraph 7 of the notice
of proposed rule making, Is changed by
revising paragraph (a), so much of para-
graph (¢) as follows subparagraph (5),
and so much of example (1) in para-
graph (g) as follows the tabulation
therein to read as set forth below.

(Section 7805 of the Internal Revenue Code
of 1954 (68A Stat, 817; 26 US.C, 7808) )

[sEAL) DoxNaALp C, ALEXANDER,
Commissioner of Internal Revenue.

Approved: July 10, 1975,

FreoERic W, HICKMAN,
Assistant Sécretary of Treasury.

ParAcrarn 1. Section 1,341 is amended
as follows:
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§ 1.341  Statntory provisions: collapsible
corporations.

Sxo, 341, Collapsible corporations—(s&)
Treatment of gein to sharcholders. Gain
from—

(1) The =ale or exchange of stock of & col-
lapsible corporation,

(2) A distribution In partial or complete
liquidation of n collapsible corporation,
which distribution is treated under this part
as In part or full payment in exchange for
stock, and

(3) A distribution ‘made by a collapsible
corporation which, under section 301(c)(3)
(A), is treated, to the extent 1t exceeds the
basls of the stock, In the same manner as n
gain from the sale or exchange of property.

to the extent that It would be considered
(but for the provislons of thiz section) as
galn from the sale or exchange of & capital
asset held for more than 6 months shall, ex~
cept as otherwise provided in this section, be
considered as galn from the sale or exchange
of property which is not a capital nsset.
- . » - L

(@) Ezceptions to application of section,
L

(5) Subsection (¢) asset defined. (A) * * *

(iv) Property (unless Included under
olause (1), (i), or (iil), which consists of a
copyright, a literary, musical, or artistio com-
position, a letter or memorandum, or shmilar
property, or any interest in any such prop-
erty, if the property was created In whole or
in part by the personal efforts of, or (in the
case of a letter, memorandum, or similar
property) was prepared, or produced in whole
or In part for, any individual who owns more
than 5§ percent in value of the stock of the
corporation,

(12) Nonapplication of section 1245(a).
For purposes of this subsection, the deter-
mination of whether galn from the sale or
exchange of property would under any provi-
sion of this chapter be considered as gain
from the sale or exchange of property which
12 nelther n capital asset nor property de-
gseribed In section 1231(b) shall be made
without regard to the application of sections
617(d) (1), 1246(s), 1250(n), 1251(c), and
1252(n) .,

(f) Certain sales of stock of consenting
corporations—(1) In general. Subsection (a)
(1) shall not apply to o sale of stock of a
corporation (other than a sale to the lssu-
ing corporation) If such corporation (here-
inafter In this subsection referred to as “con-
senting corporation”) consents (at such time
and In such manner as the Secretary or his
delegate may by regulations prescribe) to
have the provislons of paragraph (2) apply,
Such consent shall apply with respect to each
sale of stock of such corporation made within
the 6-month period beginning with the date
on which such consent ls filed,

(2) Recognition of gain, Except as pro-
vided in paragraph (3), If a subsection (f)
amet (ns defined In paragraph (4)) Is dis-
posed of at any time by & consenting corpo-
ration (or, If paragraph (3) applies, by a
trandferee corporation), then the nmount by
which—

(A) In the case of a sale, exohange, or In-
voluntary conversion, the amount realized
o

r
(B) In the case of any other disposition,
the falr market value of such asset,

excoeds the ndjusted basis of such asset shall
be treated ns galn from tho sale or exchange
of such asset, Such gatn shall be recognized
notwithstanding any other provision of this
subtitle, but only to the extent such galn is
not recognized under any other provision of
this subtitie.
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(8) Ezception for certain tax-free trans-
actions, If the basis of a subsection (f) asset
in the hands of a transferee is determined
by reference to its basis in the hands of the
transferor by reason of the application of
sectlon 332, 351, 861, 371(a), or 374(a), then
the amount of gain taken into sccount by
the transferor under paragraph (2) shall not
oxceed the amount of gain recognized to the
transferor on the transfer of such asset (de-
termined without regard to this subsection).
This puragraph shall apply only if the trans-
ferce— "

(A) Is not an organization which is exempt
from tax imposed by this chapter, and

(B) Agrees (at such time and In such man-
ner as the Secretary or his delegate may by
regulations prescribe) to have the provisions
of paragraph (2) apply to any dispoaition by
it of such subsection (f) nsaset,

(4) Subdsection (f) asset defined, For pur-
poses of this subsection—

(A) In general, The term “subsection (f)
assot” means any property which, as of the
date of any sale of stock referred to in para-

“graph (1), is not a capital asset and 15 prop-

erty owned by, or subject to an option to
scquire held by, the consenting corporstion.
For purposes of this subparagraph, land or
any interest In real property (other than &
securlty interest) , and unrealized receivables
or feos (as defined in subsection (b)(4)),
shall be treated as property which 1s not a
capital asset,

(B) Property under construction, If manu-
facture, construction, or production with ro-
spect to any property described in subpara-
graph (A) has commenced before any date
of salo described therein, the term "subsec-
tion (f) msset" includes the property result-
ing from such manufacture, construction, or
production,

(C) Spectal rule for land, In the case of
land or any interest in real property (other
than a security Interest) described in subdb-

ph (A), the term “subsection (f) as~
set" Includes any Improvements resulting
from construction with respect to such prop-
erty If such construotion is commenced (by
the consenting corporation or by & transferee
corporation which has agreed to the applica-
tion of paragraph (2)) within 2 years after
the date of any sale described In subpara-
graph (4).

(6) S-pear limitation as to sharcholder.
Paragraph (1) shall not apply to the sale of
stock of a corporation by a shareholder if,
during the S-year period ending on the date
of such sale, such shareholder (or any re-
Iated person within the meaning of subsec-
tion (o) (8)(A)) sold any stock of another
consenting corporation within any 6-month

beginning on a date on which a con-
sent was filed under paragraph (1) by such
other corporation,

(6) Special rule for stock ownership in
other corporations. If a corporation (hereine
after in this paragraph referred to as “own-
ing corporation”) owns § percent or more In
value of the outstanding stock of another
corporation on the date of any aalo of stock
of the owning corporation during a 6-month
period with respect to which a consent under
paragraph (1) was filed by the owning oor-
poration, such consent shall not be wvalid
with respect to such sale unless such other

tion has (within the §-month period
ending on the date of such sale) filed a valtd
consent under paragraph (1) with respect to
sales of Its stock. For purposes of applying
paragraph (4) to such other corporation, a
sale of stock of the owning corporation to
which paragraph (1) applies shall be treated
a5 o sale of stock of such other corporation.
In the case of a chaln of corporations con-
nected by the S-percent ownership require-
ments of this paragraph, rules simllar to the
rules of the two preceding sentences shall

be applied.
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(7) Adjustments to basis. The Secretary or
his delegate shall prescribe such regulations
a3 he may deem necessary to provide for ad-
Justments to the basis of property to reflect
gain recognized under paragraph (2).
[Sec. 341 as amended by sec. 20, Technical
Amendments Act 1958 (72 Stat. 1615); seo.
13(1) (4), Reov. Act 19082 (78 Stat, 1035): sec,
231(b) (4), Rev. Act 1064 (78 Stat. 105); sec.
1(n), Act of Aug. 22, 1964 (Pub. Law 88-484,
78 Stat. 590); sec. 1(b)(4), Act of Sept. 12
1968 (Pub. Law 89-570, 80 Stat. 762); seca.
211(b) (4) and 514(b)(1), Tax Reform Act
1969 (83 Stat, 570, 843) |

Par. 2. Section 1.341-6 is amended by
revising (b) (2) tiv) as follows:

§ 1.341-6 Exceptions to application of
section,

(b) Subsection (e) asset defined, * * *

(2) Categories of subsection (e)
assets: * * *

(iv) The fourth category of subsec-
tion (e) assets is property (unless in-
cluded under subdivision (1), (i), or
(iil) of this subparagraph) which con-
sists of a copyright, a literary, musical,
or artistic composition, a letter or memo-
randum, or similar property, or any
interest In any such property, {f the
property was created in whole or in part
by the personal efforts of, or, in the
case of a letter, memorandum, or prop-
erty similar to a letter or memorandum,
was prepared, or produced in whole or
in part, for, any individual actual or
constructive shareholder who Is con-
sidered to own more than 5 percent in
value of the outstanding stock of the
corporation. For items Included in the
phrase “similar property' see paragraph
() of §1.1221-1, In general, property is
created in whole or in part by the per-
sonal efforts of an individual if such
individual performs Ilterary, theatrical,
musical, artistic, or other creative or
productive work which affirmatively con-
tributes to the creation of the property,
or If such individual directs and guides
others in the performance‘of such work.
An Individual, such as a corporate execu-
tive, who merely has administrative con-
trol of writers, actors, artists, or person-
nel and who does not substantially en-
gage in the direction and guidance of
such persons in the performance of their
work, does not create property by his
personal efforts. However, a letter or
memorandum, or property similar to a
letter or memorandum, which is prepared
by personnel who are under the adminis-
trative control of an Individual, such as
A corporate executive, shall be deemed to
have been prepared or produced for him
whether or not such letter, memorandum,
or similar property is reviewed by him,
In addition, a letter, memorandum, or
property similar to a letter or memoran-
dum, addressed to an individual shall be
considered as prepared or produced for
him. In the case of a letter, memoran-
dum, or property similar to a letter or
meémorandum, this subdivision applies
only to sales and other dispositions occur-
ring after July 25, 1969.

»
Par. 3. ection 1.817-2 is amended by
revising (b) (1) (1) (¢) us follows:
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§ 1.817-2  Treatment of capital gaing
and losses,
- » - - »

(b) Modification of sections 1221 and
1231.(1) % % ¢

(‘) . .0

() A copyright, a literary, musical, or
artistic composition, a letter or memo-
randum, or similar property held by a
taxpayer described in section 1221(3).
In the case of a letter, memorandum, or
property similar to a letter or memo-
randum, this subdivision (¢) applies only
to sales and other dispositions occurring
after July 25, 1969,

Par. 4. Sectlon 11221 fs amended by
revising paragraph (3) of section 1221
and the historical note to read as follows:

§ 11221  Statutory provisions;
asset defined,

Snc, 1221, Capital assct defined, ¢ *

(3) A copyright, a literary, musical, or
artistic composition, a letter or memoran-
dum, or similar property, held by—

(A) A taxpayer whose personal efforts
created such property,

(B) In the case of a letter, memorandum,
or eimilar property, a taxpayer for whom
such property was propared or produced, or

(C) A taxpayer in whose hands the basis
of such property is determined, for purposes
of determining gain from o sale or exchange
in whole or part by reference to the basis of
such property in_the hands of a taxpayer
described in subparagraph (A) or (B);

- » - » »
[Sec. 1221 us amended by "sec, 514(a), Tax
Reform Act 1960 (83 Stat, 643) |

Par. 5. Section 1.1221-1 is amended by
revising paragraph (c) as follows:

§ 1.1221-1 Meaning of terms.

- - - » »

(c) (1) A copyright, a literary, musical,
or artistic composition, and similar prop-
erty are excluded from the term “capital
assets"” if held by a taxpayer whose
personal efforts created such property,
or if held by a taxpayer in whose hands
the basis of such property is determined,
for purposes of determining gain from a
sale or exchange, in whole or in part by
reference to the basis of such property
in the hands of a taxpayer whose per-
sonal efforts created such property. For
purposes of this subparagraph, the
phrase “similar property” includes for
example, such property as a theatrical
production, & radio program, a news-
paper cartoon strip, or any other prop-
erty ecligible for copyright protection
(whether under statute or common law),
but does not include a patent or an in-
vention, or a design which may be pro-
tected only under the patent law and not
under the copyrightlaw,

(2) In the case of sales and other
dispositions occcurring after July 25, 1969,
a letter, & memorandum, or similar prop-
erty Is excluded from the term “capital
asset” If held by (1) a taxpayer whose
personal efforts created such property,
(1) a taxpayer for whom such property
was prepared or produced, or (iil) a tax-
payer In whose hands the basis of such
property is determined, for purposes of
determining gain from a sale or ex-
change, in whole or in part by reference

capital
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to the basis of such property in the hands
of a taxpayer in subdivision
() or (i) of this subparagraph. In the
case of a collection of letters, memoran-
dums, or similar property held by a per-
son who is a taxpayer described in
subdivision (1), (i), or (i) of this sub-
paragraph as to some of such letters,
memorandums, or similar property but
not as to others, this subparagraph shall
apply only to those letters, memoran-
dums, or similar property as to which
such person is a taxpayer described
in such subdivision. For purposes of this
subparagraph, the phrase “similar prop-
erty” includes, for example, such prop-
erty as a draft of a speech, a manuscript,
a research paper, an oral recording of
any type, a transcript of an oral record-
ing, & transcript of an oral interview or
of dictation, a personal or business
diary, a log or Jjournal, a corporate
archive, including a corporate charter,
office correspondence, & financial record,
a drawing, & photograph, or a dispatch.
A letter, memorandum, or property
similar to a letter or memorandum, ad-
dressed to a taxpayer shall be consid-
ered as prepared or produced for him.
This subparagraph does not apply to
property, such as a corporate archive,
office correspondence, or & financial rec-
ord, sold or disposed of as part of a
going business if such property has no
significant value separate and apart
from its relation to and use in such
business: it also does not apply to any
property to which subparagraph (1) of
this paragraph applies (i.e, property to
which section 1221(3) applied before its
amendment by section 514(a) of the Tax
Reform Act of 1969 (83 Stat. 643)).

(3) For purposes of this paragraph, in
general property is created in whole or in
part by the personal efforts of a taxpayer
if such taxpayer performs literary, the-
atrical, musical, artistic, or other crea-
tive or productive work which affirma-
tively contributes to the creation of the
property, or if such taxpayer directs and
guides others in the performance of such
work. A taxpayer, such as corporate ex-
ecutive, who merely has administrative
control of writers, actors, artists, or per-
sonnel and who does not substantially
engage in the direction and guidance of
such persons in the performance of
their work, does not create property by
his personal efforts. However, for pur-
poses of subparagraph (2) of this para-
graph, a letter or memorandum, or
property similar to a letter ormemoran-
dum, which is prepared by personnel
who are under the administrative con-
trol of & taxpayer, such as & corporate
executive, shall be deemed to have been
prépared or produced for him whether
or not such letter, memorandum, or
similar property is reviewed by him.

{4) For the application to section 1231
to the sale or exchange of property to
which this paragraph applies, see
§1.1231-1. For the application of sec-
tion 170 to the charitable contribution

of property to which this paragraph ap-
plies, see section 170(e) and the regula-
tions thereunder.

- - » » »

RULES AND REGULATIONS

Par. 6. Section 1.1231 is amended by re-
vising so much of section 1231(a) as fol-
Jows paragraph (1), by revising section
1231(b) (1) (C), by revising section 1231
(b) (3), and by revising the historical
note as follows:

§ 1.1231 Siatutory provisions; property
used in the trade or business and
involuntary conversions.

Spo. 1231, Property used in the trade or
businesy and involuntary conversions—(a)
General rule. * * *

(2) Losses (including losses not compen-
sated for by Insurance or otherwise) upon
the destruction, in whole or in part, theft or
selrure, or requisition or condemnation of
(A) property used in the trade or business
or (B) capital assets held for more than 8
months shall be considered losses from a
compulsary or involuntary conversion.

In the case of any involuntary conversion
(subject to the provisions of this subsection
pbut for this sentonce) arising from fire,

theft, of any property used in the trade or
business or of any ocapital msset held for
more than 6 months, this subsection shall
not apply to such conversion (whether re-
suling in gain or loss) if during the tax-
able year the losses from such
converstons oxceed the recoguized gains from
such conversions,

(b) Definition of property used in the
trade or business, * * *

(1) General rule. * * *

(C) A copyright, a lterary, musical, or
artistio composition, a letter or memoran~
dum, or similar property, held by a tax-
payer described in paragraph (3) of section
1221,

(3) Livestook, S8uch term includes—

(A) Cattlo and horses, regardless of age,
held by the taxpayer for draft, breeding,
datry, or sporting purposes, and held by
him for 24 months or more from the date of
acquisition, and

(B) Other livestock, regardloss of age, held
by the taxpayer for draft, breeding, dalry,

or sporting purposes, and held by him for
12 months or more from the date’' of acquisl-

tion.

Sudh term does not include poultry,

. - - - -
[Seo. 1231 ns amended by seo. 40, Technical
Amendments Act 1958 (72 Stat. 1642); sec.
227, Rev, Act 1064 (78 Stat. 97); secs
212(b) (1), 514(b)(2), and 516(b), Tax Re-
form Act 106D (B3 Stat. 571, 643, 646) )

Par. 7. Section 1,123-1 Is amended by
revising paragraphs (a), (¢)(1) (), so
muoch of paragraph (c) as follows sub-
paragraph (5), and (¢), by revising so
much of example (1) in paragraph (g)
as follows the tabulation therein, and
adding examples (4) through (8) to
paragraph (g) as follows:

§1.1231-1 Gains and losses from the
sale or exchange of certain property
used in the trade or business.

(a) In peneral. Section 1231 provides
that, subject to the provisions of para-
graph (e) of this section, & taxpayer's
gains and losses from the disposition (in-
cluding involuntary conversion) of assets
described in that section as ‘“property
used in the trade or business” and from
the involuntary conversion of capital as-
sets held for more than 6 months shall
be treated as long-term capital gains and
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losses if the total gains exceed the total
losses. If the total gains do not exceed
the total losses, all such gains and losses
are treated as ordinary gains and losses.
Therefore, if the taxpayer has no gains
subject to section 1231, a recognized loss
from the condemnation (or from a sale
or exchange under threat of condemna-
tion) of even a capital asset held for more
than 6 months is an ordinary loss,
Capital assets subject to section 1231
treatment include only capital assets in-
voluntarily converted. The noncapital
assets subject to section 1231 treatment
are (1) depreciable business property and
business real property held for more
than 6 months, other than stock in trade
and certain copyrights and artistic prop-
erty and, in the case of sales and other
dispositions occurring after July 25, 1869,
other than a letter, memorandum, or
property similar to a letter or memoran-
dum; (2) timber, coal, and iron ore, but
only to the extent that section 631 applies
thereto; and (3) certain livestock and
unharvested crops, See paragraph (¢) of
this section.

(¢) Transactions to which section
applies. * * *

(l) » » »

(ii) A copyright, a literary, musical,
or artistic composition, or prop-
‘erty, or (in the case of sales and other
dispositions occurring after July 25, 1969)
a letter, memorandum, or property simi-
lar to a letter or memorandum, held by &
taxpayer described in section 1221(3) ; or

For purposes of section 1231, the phrase
“property used in the trade or business”
means property described in this para-
graph (other than property described in
subparagraph (2) of this paragraph).
Notwithstanding any of the provisions
of this paragraph, section 1231(a) does
not apply to gains and losses under the
circumstances deseribed in paragraph
(e) (2) or (3) of this section.

(e) Involuntary conversion—(1) Gen-
eral rule. For purposes of section 1231,
the terms “compulsory or involuntary
conversion” and “involuntary conver-
sion” of property mean the conversion
of property into money or other property
as a result of complete or partial destruc-
tion, theft or selzure, or an exercise of
the power of requisition or condemna-
tion, or the threat or imminence thercof.
Losses upon the complete or partial de-
struction, theft, selzure, requisition, or
condemnation of property are treated as
losses upon an involuntary conversion
whether of not there Is a conversion of
the property into other property or
money and whether or not the property
is uninsured, partially insured, or totally
insured. For example, if a capital asset
held for more than 6 months, with an
adjusted basis of $400, but not held for
the production of income, Is stolen, and
the loss which is sustained in the taxable
year 1958 is not compensated for by in-
surance or otherwise, section 1231 applies
to the $400 loss. For certain exceptions
to this subparagraph, see subparagraphs
(2) and (3) of this paragraph.
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(2) Certain uninsured losses. Not-
withstanding the provisions of subpara-
graph (1) of this paragraph, losses
sustained during a taxable year begin-
ning after December 31, 1957, and be-
fore January 1, 1970, with respect to both
property used in the trade or business
and any capital asset held for more than
6 months and held for the production of
income, which losses arise from fire,
storm, shipwreck, or other casualty, or
from theft, and which are not compen-
sated for by Insurance in any amount,
are not losses to which section 1231(a)
applies. Such losses shall not be taken
into account in applying the provisions
of this section.

(3) Ezxclusion of gains and losses from
certain involuntary conversions. Not-
withstanding the provisions of subpara-
graph (1) of this paragraph, if for any
taxable year beginning after December
31, 1969, the recognized losses from the
involuntary conversion as a result of
fire, storm, shipwreck, or other casualty,
or from theft, of any property used in
the trade or business or of any capital
asset held for more than 6 months exceed
the recognized gains from the involun-
tary conversion of any such property
as a result of fire, storm, shipwreck,
or other casually, or from theft, such
galns and losses are not gains and
losses to which section 1231 applies and
shall not be taken into account in apply-
ing the provisions of this section. The
net loss, in effect, will be treated as an
ordinary loss. This subparagraph shall
- apply whether such property is unin-
sured, partially insured, or totally in-
sured and, in the case of a capital asset
held for more than 6 months, whether
the property is property used In the
trade or business, property held for the
production of income, or a personal asset,

- » - » »
(g) Examples. * * *

Smmﬂc ('). L
Since the aggregate of the recognized gains
(812,500) exceeds the aggregate of ta» recog-
nized losses (89,000), such galns and losses
are treated under section 1231 as galns and
losses from the sale or exchange of capital
assets held for more than 6 months. For any
taxable year beginning after December 31,
1967, and before January 1, 1970, the $5,000
Joss upon theft of bonds (item 6) would not
be taken into account under section 1231,
See paragraph (o) (2) of this section.
- » . - -

Example (4). A, an individual, makes his
income tax return on a calendar year basls,
During 1070 trees on A's residentinl prop-
erty which were planted In 1050 after the
purchase of such property were destroyed
by fire. The loss, which was in the amount
of 82,000 after applying section 165(c)(3),
was not compensated for by insurance or
otherwise, During the same year A also
recognized a #1600 gain from insurance pro-
ceeds compensating him for the theft sus-
talned In 1970 of a diamond brooch pur-
chased in 1060 for personal use. A has no
other gains or losses for 1070 from the Invol-
untary conversion of property, Since the
recognized losses exceed the recognized gains
from the involuntary conversion for 1970 as
a result of fire, storm, shipwreck, or other
casualty, or from theft, of any property used
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in the trade or business or of any capital
asset held for more than 6 months, neither
the gain nor the loss s included in
the computations under section 1231,
Ezample (5), The facts are the same as In
example (4), except that A also recognized
8 gain of $1,000 from insurance proceeds
componsating him for the total destruction
by fire of a truck, held for more than 6
months, used in A's business and subject to
an aliowance for depreciation. A has no other
galna or losses for 1870 from the involuntary
conversion of property. Since the recognived
losses ($2,000) do not exceed the recognized
£ains (§2,600) from the Involuntary conver-
«lon for 1970 as o result of fire, storm, ship-
wreck, or other casualty, or from theft, of
any property used in the trade or business
or of any capital asset held for more than 6
months, such gains and losses are included
in making the computations under section
1231. Thus, If A has no other galng or losses
for 1870 to which section 1231 applies, the
gains and losses from these involuntary con-
verslons are treated under section 1231 a3
gains and losses from the sale or exchange
of capital assets held for more than 8 months.
Example (6). The facts are the same as In
example (5) except that A also has the fol-
recognized gains and losses for 1970
to which section 1231 applics:

Guins Losses

Galn on sale of machinery,
used in the business and
subject to an allowance
for depreciation, held for
more than 8 months__ ...
Gain  reported in 1970
(under sec. 453) on in-
stallment sale In 1069 of
factory premises used in
the business (including
bullding and land, each
held for more than 6
IORNNIWY ot e o e
Gain reported in 1070
(under sec. 453) on In-
stallment sale in 1970 of
land held for more than 6
months, used in the busi-

#4, 000

6, 000

................. 2,000
Loss upon the sale in 1970
of warehouse, used in the
business and subject to
an allowance for depre-
ciation, held for more

5,000

Since the aggregate of the recognized gaing
($14,500) oxceeds the aggregate of the recog-
nized losses ($7,000), such gains and losses
are treated under section 1231 as galns and
losses from the sale or exchange of capital
assets held for more than 6 months,
Example (7). B, an individual, makes his
Income tax return on the calendar year
basis. During 1970 furniture used in his
business and held for more than 6 months
wns destroyed by fire. The rocognized loss,
after compensation by insurance, was $2,000.

used in his business and held for more than
6 months, and a 86,000 loss upon the sale of
stock held for more than 8 months,
no other gains or losses for 1970 from the
involuntary conversion, or the sale
change of, property. The $6,000 loss
the sale of stock 15 not a loss to
section 1231 applies since the stock Is not

not a loss to which section 1231 applies since

the recognized losses (82,000) exceed tho
recognized gains ($0) from the involuntary
conversion for 1070 as a result of fire, storm,
shipwreck, or other casualty, or from thert,
of any property used in the trade or busi-
ness or of any capital asset held for more
than 6 months. Accordingly, the $1,000 gain
upon ihe sale of real estate s considered to
be galn from the sale or exchange of a capi-
tal asset held for more than 6 months since
the gains ($1,000) to which section 1231
applies excoed the losees (80) to which such
section applies.

Example (8). The facts are the same as in
example (7) except that B also recognized
A gain of $4,000 from Insurance proceeds
compensaling him for the total destruction
by fire of a freighter, held for more than 6
months, used in B's business and subject
to an allownance for depreciation, Since the
recognized losses (82,000) do not eoxceed
the recognized galns ($4,000) from the in-
voluntary conversion for 1970 as a result of
fire, storm, shipwreck, or other casusity, or
from theft, of any property used in the trade
or business or of any capital asset held for
more than ¢ months, such gains and losses
are Included In making the computations
under section 1231. Since the aggregate of
the recognized gains to which section 1231
applies (35,000) exceeds the aggregate of
the recognized losses to which such section
applies (8$2,000), such gains and losses are
treated under section 1231 as galns and
losses from the sale or exchange of capital
assets held for more than 6 months, The
$6,000 loss upon the sale of stock is not
taken into account In making such com-
putation since it 1s not a loss to which sec-
tion 1231 applies.

[FR Doc.75-18470 Piled 7-15-75;8:45 am]

{T.D. 7368}
PART 53—FOUNDATION EXCISE TAXES

Administration of Private Foundation
Excise Taxes

On June 17, 1974, notice of proposed
rule making with respect to the amend-
ment of the Foundation Excise Tax Reg-
ulations (26 CFR Part 53) relating to
the administration of the private foun-
dation excise taxes, which taxes were
added by the Tax Reform Act of 1969
(83 Stat. 524), was published in the
FepEraL Recister (39 FR 20075).

The amendments to the regulations
provide rules for the filing of returns for
the excise taxes imposed by chapter 42,
In general, returns must be filed by all
persons liable for tax at the time and
place the private foundation files its
annual information or tax return. A
taxpayer may, by signing the founda-
tion’s annual return designate it as his
return. Rules providing for the exten-
sion of time to file returns and to pay the
tax due are also provided.

Adoption of amendments to the regu-
lations. After consideration of all such
relevant matter as was presented by in-
terested persons regarding the rules
proposed, the amendment of the Founda-
tion Exclse Tax Regulations (26 CFR
Part 53) is hereby adopted, subject to
the changes set forth below:

Paracrarn 1, Section 53.6011-1 as set
forth in the appendix to the notice of
proposed rule making Is changed to read
as set forth below.

PAr. 2. Section 53.6071-1 as set forth
in the appendix to the notice of proposed
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