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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 1968 (Title 
XIII of Housing and Urban Development Act 
of 1968), effective January 28, 1969 (33 F.R. 
17804, November 28, 1968), as amended, 42 
U.S.C. 4001-4128; and Secretary’s delegation 
of authority to Federal Insurance Admin­
istrator 34 F.R. 2680, February 27, 1969, as 
amended by 39 F.R. 2787, January 24, 1974).

Issued: June 18,1975.
J. R obert H xjnter,

Acting Federal Insurance 
Administrator.

[FR Doc.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. 2199, 
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 available 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 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 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 January 28, 1969 (33 F.R. 
17804, November 28, 1968), as amended, 42 
U.S.C. 4001-4128; and Secretary’s delegation 
of authority to  Federal Insurance Adminls-
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trator 34 F.R. 2680, February 27, 1969, as 
amended by 39 F.R. 2787, January 24, 1974).

Issued: June 24,1975.
jJ. R obert H unter ,

Acting Federal Insurance 
Administrator.

[FR Doc.75-18452 Filed 7-15-75;8:45 am]

[Docket No. FI-631]
PART 1915— IDENTIFICATION OF 

SPECIAL HAZARD AREAS
Correction

On July 18, 1970, in 35 F.R. 11586, the 
Federal Insurance Administrator pub­
lished a list of communities witi; 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 1968 
(Title XIII of Housing and Urban Develop­
m ent Act of 1968), effective January 28, 1969 
^33 F.R. 17804, November 28, 1968), as 
amended, 42 U.S.C. 4001-4128; and Secre­
tary’s delegation of authority to Federal 
Insurance Administrator 34 F.R. 2680, 
February 27, 1969, as amended by 39 F.R. 
2787, January 24,1974.)

Issued; June 24, 1975.
J. R obert H unter ,

Acting Federal Insurance 
Administrator.

[FR Doc.75-18454 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. 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 Act of 1968 (Title 

XIII of Housing and Urban Development 
Act of 1968), effective January 28, 1969 (33 
F.R. 17804, November 28, 1968), as amended, 
42 U.S.C. 4001-4128; and Secretary’s delega­
tion of authority to  Federal Insurance 
Administrator 34 F.R. 2680, February 27, 
1969, as amended by 39 F.R. 2787, January 
24, 1974).

Issued; June 20,1975.
J. R obert H unter ,

Acting Federal Insurance 
Administrator.

[FR Doc.75-18372 Filed 7-15-75;8:45 am]

[Docket No. FI-629]

PART 1916— CONSULTATION WITH 
LOCAL OFFICIALS

Changes Made in Determinations of Gal­
veston County, Tqx., Base Flood Eleva­
tions
On April 8, 1971, at 36 PR 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 XIII of the Housing 
and Urban Development Act of 1968 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.

Thç changes in base flood elevations 
are as follows:
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Previous New base
Previous base flood New FIA flood
FIA zone elevation zone elevation

(as on map) (as on map) 
(MSL)

(MSL)

Zone A ll___ -  18.5 Zone A12.__ 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 a 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 Oasis 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 Oasis 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 comer;

Thence Southwest in a line which is 
perpendicular to Nichols Street to a point 
for comer at the intersection of said line 
and S. H. 3 (Avenue “E”) ;

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

Thence Northeast and perpendicular 
to G. H. & H. R.R. to the intersection 
of said County Road and G. H. & H. 
R.R. to a point for corner;

Thence Northwest and along the G. H. 
St 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

agement measures of the Program. These 
modified elevations 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;

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 period 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. William D. Decker, Attorney for the Com­

missioners, Court of Galveston County, 
Texas, 504 First Hutchings-Sealy National 
Bank Building, Galveston, Texas 77550.

(National Flood Insurance Act of 1968 (Title 
•xttt of the Housing and Urban Develop­
m ent Act of 1968); effective January 28, 1969 
(38 F.R. 17804, November 28, 1968), as 
amended; 42 U.S.C. 4001-4128; and Secre­
tary’s delegation of authority to the Federal 
Insurance Administrator, 34 F.R. 2680, Feb­
ruary 27, 1969, as amended 39 F.R. 2787, Jan­
uary 24,1974.)

Issued: June 30,1975.
J. R obert H unter ,

Acting Federal Insurance
Administrator.

IFR Doc.75-18374 Filed 7-15-75;8:45 am]

[Docket No. FI-630]

PART 191G— 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 included 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 Fairfax County, Virginia, is appro­
priate. These modified elevations are 
currently in effeot 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 XIII of the Housing 
and Urban Development Act of 1968 P.L. 
90-448) 42 U.S.C. 4001-4128, 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:

Previous Previous New base
FIA zone base flood New FIA flood

(as on map) elevation zone elevation
(MSL) (MSL)

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

Zone A2........ 260 Zone A........  258

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 oh knowledge of 
changed conditions or new scientific and 
technical data. All interested parties are 
on notice that until the 90-day period 
elapses, 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 Works Department 
Fairfax County, Virginia 
4100 Chain Bridge Road 
Fairfax, Virginia 22030 , „
(National Flood Insurance Act of 1968 (Title 
XIII of the Housing and Urban Development 
Act of 1968); effective January 28, 1969 (83 
F JR. 17804, November 28, 1968), as amended; 
42 U.8.C. 4001-4128; and Secretary’s delega­
tion of authority to the Federal Insurance Ad­
ministrator, 94 F.R. 2680, February 27, 1969, 
as amended 39 i ’.R. 2787, January 24, 1974.)

Issued: June 24,1975.
J . R obert H unter ,

A cting  Federal Insurance  
A dm in istra to r.

[FR Doc.75-18451 Filed 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, Including 
Marginal Costing Rules, for DISC’S

Preamble. By two nonces of proposed 
rule making, one notice appearing in the 
F ederal R egister for Thursday, Septem­
ber 21,1972 (37 F.R. 19625) and the other 
notice appearing in the F ederal R egister 
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 section and defines 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, a 
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. For earlier years such transfer 
price may exceed the related supplier’s 
cost of goods sold for the property. The

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
ceipts 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 parties. 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 (c) (6), 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
(ii) 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 F ederal R egister. These 
subparagraphs deal, respectively, with 
initial payment of transfer price by a

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
sions. 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 so 
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 expense 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 
not consummated is set forth in an added 
rule.

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

The contents of § 1.994-2 (relating to 
marginal costing rulés) 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 marginar 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 954(d) of the Code, except as pro­
vided to the contrary.

2. Paragraph (b) sets forth the mar­
ginal costing rules for allocations of 
costs. Only costs for direct material and 
direct labor 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 has 
been retained without substantial 
change.

3. Paragraph (c) defines the terms 
“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 limita­
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
sion. Proposed regulations 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 F ederal R egister for 
Wednesday, 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 F ederal R egister for Friday, 
March 9, 1973 (38 F.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 F ederal R egister 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 F ederal R egister (37 
F.R. 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 § 1.994^1 are with­
drawn and proposed regulations in lieu 
thereof are published elsewhere in to­
day’s F ederal R egister:

P aragraph 1. Section 1.994-1, as set 
forth in the appendix to the notice of 
proposed rule making appearing in the 
F ederal R egister for Thursday, Septem­
ber 21, 1972 (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 
F ederal R egister for Wednesday, Decem­
ber 20, 1972 (37 F.R. 28065), is amended 
by—

RULES AND REGULATIONS

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

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

3. Revising paragraph (c),
4. Revising paragraph (d),
5. Revising paragraph (e) (1) (ii)., 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) (i), (iv), and (v), (5), and (7) (ii),
(iii), and (v), adding a new paragraph
(f) (7) (vi), and revising paragraph (f) 
(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). -

P ar. 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 F ederal R egister for Wednesday, 
December 20, 1972 (37 F.R. 28065), is 
amended by revising paragraph (a), 
paragraph (b) (2), and paragraph (c) (2)
(i) (a) and (iii) and (3) (ii).
(Sec. 7805, Internal Revenue Code of 1954; 
68A Stat. 917; 26 U.S.C. 7805)

[ seal] - D onald C. A lexander, 
Commissioner of Internal Revenue.

Approved: June 20, 1975.
F rederic W. H ickman,

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 Statutory provisions; inter­

company pricing rules.
Sec. 994. In tercom pan y  pric in g  ru les—

(a) In  general. In the case of a sale of ex­
port property to a DISC by a person described 
in section 482, the taxable income of such  
DISC and such person shall be based upon a 
transfer price which would allow such DISC 
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
ceipts on the sale of such property by the 
DISC plus 10 percent of the export promo­
tion expenses of such DISC attributable to 
such receipts,

(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 a 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) R ules fo r com m issions, ren ta ls, and  
m arginal costin g. The Secretary or his dele-
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gate shall prescribe regulations setting  
forth—

(1) Rules which are consistent with the  
rules set forth in subsection (a) for thé ap­
plication of th is 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 m aintain  
a market for export property.

(c) E xport p ro m o tio n  expenses. For pur­
poses of this section, the term “export pro­
motion expenses” means those expenses in ­
curred to  advance the distribution or sale 
of export property 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  

'the extent of 50 percent of the cost of ship­
ping export property aboard airplanes owned 
and operated by U.S. persons or ships docu­
m ented under the laws of the United States 
in  those cases where law or regulations does 
not require that such property be shipped 
aboard such airplanes or ships.
[Sec. 994 as added by sec. 501, Rev. Act 1971 
(85 Stat. 543) ]
§ 1.994—1 Inter-company pricing rules 

for DISC’S.
(a) In general—(1) Scope. In the 

case of j a transaction described in para­
graph (b) of this section, section 994 
permits a person related to a DISC to 
determine the allowable transfer price 
charged the DISC Cor commission paid 
the DISC) by its choice of three meth­
ods described in paragraph (c) (2), (3), 
and (4) of this section: The “4 percent” 
gross receipts method, the “50-50” com­
bined taxable income method, 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 (c) (5) and (6) of this 
section. Grouping of transactions for 
purposes of applying the method chosen 
is provided by paragraph (c) (7) of this 
section. The rules in paragraph (c) 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 in 
paragraph (d) of this section. For rules 
limitifig the application of the gross re­
ceipts method and combined taxable in­
come method so that the supplier re­
lated to the DISC will not incur a loss 
on transactions, see paragraph (e) (1) 
of this section. Paragraph (e) (2) of this 
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 paid. The subsequent 
determination and further adjustments 
to transfer prices are set forth in para­
graph (e) (4) of this section. Export pro-

FEDERAL REGISTER, V O L 40, NO. 137— WEDNESDAY, JULY 16, 1975



29828

motion expenses are defined in para­
graph (f) of this section. Paragraph (g) 
of this section has several examples il­
lustrating the provisions of tills section. 
Section 1.994-2 prescribes the marginal 
costing rules authorized by section 994
(b) (2)

(2) Relationship to section 993. If the 
minimum requirements of paragraph (1) 
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—

(i) The term “related party” means 
a 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-l(a).

(ii) 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; is the related supplier of Z, and, thus, 
only the resale from Y to Z is subject 
to section 994 and this section. If, how- 
fever, 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 supplier of Z.

(b) Transactions to which section 994 
applies. Section 994(a) (3) may be ap­
plied, as described jn 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 a transaction between a related 
supplier and a DISC only in the following 
cases: i

(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 hot 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 xelated sup­
plier on leases by the related supplier 
of export property 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 a 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 a 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.

(c) 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 “4-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 (i) 4 per­
cent of the qualified export receipts of 
the DISC derived from the sale of the 
export property (as defined in section 993
(c)) and (ii) 10 percent of the export 
promotion expenses (as defined in para­
graph (f) of this section) of the DISC 
attributable 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 a result 
of which the taxable income derived by 
the DISC from the sale will not exceed 
the sum of (i) 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 (ii) 10 per­
cent of the export 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, (i) For 
purposes of the gross receipts and com­
bined taxable income methods, where 
property (encompassed within a trans­

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—

(a) 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 property 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) (ii) 
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..

(c) 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 paid under (b) of this 
subdivision.

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

(ii) 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 
accordance 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 applies shall be 
treated as an item 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) (ii) of this paragraph).

(6) Combined taxable income. For 
purposes of this section, the combined 
taxable income of a DISC and its related 
supplier from a sale of export property 
is the excess of the gross receipts (as de­
fined in section 993 (f)) 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 account under para- 
graph (e) (2) of this section all adjust­
ments required by section 482 with 
respect to transactions to which such sec-
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tion is applicable. In determining 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:

(i) Subject to subdivisions (ii) through
(v) of this subparagraph, the taxpayer’s 
method Pf 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.

(ii) 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).

(iii) 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.

(iv) 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, (i) Gen­

erally, the determinations under this sec­
tion are to be made on a 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.

(ii) A determination by a taxpayer as 
to a product or a product line will be ac­
cepted by a district director if such deter­
mination 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.

(iii) 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

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 a 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) (ii) 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 (c) 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 (c) (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 a DISC and such commissions 
give rise to qualified export receipts un­
der section 993(a) —

(i) 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 (c) 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) to a 
third party, whether or not a related 
party, and

(ii) The maximum commission the 
DISC may charge the related supplier 
is the sum of the amount of income de­
termined under subdivision (i) of this 
subparagraph plus the DISC’S total costs 
for the transaction as determined under 
paragraph (c) (6) of this section.

(3) Receipts from services—(i) Re­
lated and subsidiary services attributa­
ble to the year of the export transaction. 
The gross receipts for related and subsid­
iary 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

method otherwise employed by the 
DISC, the income from such services is 
includible for the same taxable year as 
income from such export transaction.

(ii) Other services. In the case of re­
lated and subsidiary services to which 
subdivision (i) 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 a manner consistent with 
the rules in paragraph (c) 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
lated and subsidiary services to which 
subdivision (i) of this subparagraph does 
not apply may be grouped, under the 
rules for grouping of transactions in par­
agraph (c) (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 in which payment for such serv­
ices is received or accrued. The rules 
for grouping of transactions^ in para­
graph (c) (7) of this section shall not 
apply with respect to the détermination 
of taxable income which the DISC may 
dérive from other services described in 
paragraph (b) (4) or (5) 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.

(e) Methods of applying paragraphs
(c) and (d) of this section—(1) Limita­
tion on DISC income (“no loss” rule) —
(i) 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 
a 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 (if any).

(ii) Special rule for 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 
a 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 id) 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 (c) 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 iyith 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 (i.e.,- 
$6/$ 200) of its gross receipts derived 
from its resale of such product. If the 
DISC were to resell an item of product 
A for $1Q, the transfer price paid by the 
DISC to the related supplier determined 
under the gross receipts method could be 
as low as $9.70.

(iii) Grouping transactions. For pur­
poses of subdivision (i) of this subpara­
graph, the basis for grouping transac­
tions chosen by the taxpayer under 
paragraph (c) (7) of this section for the 
taxable year shall be applied. For pur­
poses of making the computations of 
subdivision (ii) (c) and (d) of this sub- 
paragraph, however, the taxpayer may 
choose any basis for grouping transac­
tions permissible under paragraph (c) 
(7) of this section, even though it may 
not be the same basis as that already 
chosen under paragraph (c) (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 (ii) (9) 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 (ii) (c) 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 a 
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 respept 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 thiereunder. 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—(1) 

Purpose of expense, (i) 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 distribution of export property,
(ii) Where an expense or cost incurred

or treated as incurred by the DISC qual­
ifies only in part as an export promotion 
expense, such expense or cost must be 
allocated between the qualified portion 
and such other portion on a reasonable 
basis. See § 1.994-2(b) (2) for the option 
of thé 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 studies, 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,

(ii) 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 
paragraph),

(iv) Costs of 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) Inéligible expenses. Items ineli­
gible to foe 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 foreign tax credit 
under sections 901 and 903 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 U.S.-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 
“freight expense” includes charges paid 
for c.o.d. service, miscellaneous ground 
charges, such as charges incurred for 
services normally performed by U.S.- 
flag carriers, charges for services of load­
ing aboard U.S.-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 expense, 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 disbelieving 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.

(ii) U.S.-flag carrier defined. For pur­
poses of this paragraph, the term “U.S.- 
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 f>lace to 
which mail shipments from the United 
States are ordinarily accomplished by 
land transportation, such as to Canada 
or Mexico, unless airmail is specified.

(iii) Shipment pursuant to law or reg­
ulation. 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 a freight forwarder shall be consid­
ered freight expense within xhe 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” includes air freight 
consolidators and carriers owned and 
operated by U.S. 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 lading) 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

export property may be shifted from 
one carrier to another, and one-half of 
such freight expense may be claimed 
as an export promotion expense. Freight 
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 Jthe United States.

(5) Packaging for export, (i) 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 
assembly. 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.

(ii) The cost of containers leased from 
a shipping company to which the DISC 
also pays freight for the property pack­
aged is not a cost of packaging. How­
ever, in such circumstances, one-half of 
the rental charge may be allowable as a 
freight expense if permitted 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 containers, 
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—(i) In general. In order 
for an expense to be an export promo­
tion expense it must be incurred or 
treated as incurred under this subpara­
graph by the DISC. For example, an ex­
pense is 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, (c) 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.

(ii) Payments to independent con­
tractors. A payment to an independent 
contractor, directly or indirectly, is 
treated as incurred by the DISC if the 
cost of performing 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.

(iii) Expenses incurred by related 
parties. Reimbursements 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 building 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 
a 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 si 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 is 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
fied 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 (i) 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 distribution 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 a 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

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

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

E xam ple  ( I ) .  J and K are calendar year taxpayers. J, a domestic manufacturing company, 
owns all the stock of K, a DISC for the taxable year. During 1972, J manufactures only 100 
Units of a product (which is eligible to  be export property as defined in section 993(c)) . J 
enters into a written agreement w ith K whereby K is granted a sales franchise w ith respect 
to exporting such property and K wiU receive commissions with respect to  such exports 
equal to the maximum am ount permitted to  be received under the intercompany pricing 
rules of section 994. Thereafter, the 100 units are sold for $1,000. J’s cost of goods sold 
attributable to  the 100 units is $650. J ’s direct selling expenses so attributable are $100. 
Although J has other deductible expenses, for purposes of th is example assume th at J 
has no other deductible expenses. K pays $230 to independent contractors which qualify 
as export promotion expenses under paragraph (f) (7) (ii) of this section. K does not perform 
functions substantial enough to entitle 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:

(1) Combined taxable Income:
(a) K’s sales price-------------------------------------------- __________________ ______ $1> 000
(b) Less deductions:

J’s cost of goods sold_____________________ ________________$650
J ’S direct selling expenses____ _____________________________ 10o
K’s export promotion expenses______ t___ ________________e_230

Total deductions__ ____________________________ _____________ qoq

(c) Combined taxable incom e.______ ________________ _________  _ 20

(2) K’s profit under combined taxable income method (before application of loss 
lim itation) :

(a) 50 percent of combined taxable income_______ ___________ •_____ ___ jq
(b) Plus: 10 percent of K’s export promotion expenses (10% of $230) ^ 23

(c) K’s profit____________________!_______________,_____ ______________ ag

(3) K’s profit under gross receipts method (before application of loss lim itation)”
(a) 4 percent of K’s sales price (4% of $1,000)__________________________ 40
(b) Plus: 10 percent of K’s export promotion expenses (10% of $230)___  23

(c) K’s profit____________________________________________________ ___ ' go

Since combined taxable income ($20) is lower 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 receive from J are $250 
i.e., K’s expenses ($230) plus K’s profit ($20).

E xam ple  (2) CM and N are calendar year taxpayers. M, a domestic manufacturing com­
pany, owns all 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 
as satisfying the standard of arm’s , length price of section 482. N performs substantial 
functions with respect to the transaction and resells the export property for $100. M’s cost 
of goods sold attributable to the export property is $60. M’s direct selling expenses so 
attributable (relating to advertising of the product line in foreign markets) are $12. 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 
are $22 of which $20 are export promotion expenses. The maximum profit which N may 
earn with respect to the product line is $6, computed as follows:

(1) Combined taxable incom e:
(a) N’s sales price__ ____________________________________________ _____ *100
(b) Less deductions: - ~
• M’s cost of goods sold______________________________________ $60

M’s direct selling expenses__________________________  12
N’s expenses______________r____ _________”  2„

Total deductions 94

(c) Combined taxable income______ ______ _________________________________ 6

(2) N’s profit under combined taxable income" method (before application of loss 
lim itation) :

(a) 50 percent of combined taxable income__ ■________ __________ ___________  3
(b) Plus: 10 percent of N’s export promotion expenses (10% of $20) ________  2

(c) N’s profit______________________________ _______________________________  5

(3) N’s profit under gross receipts method (before application of loss lim itation );
(a) 4 percent of N’s sales price (4% of $100) _— '----- -------------------------------- ----  4
(b) Plus: 10 percent of N’s export promotion expenses (10% of $20)________  2

(c) N’s profit. 6
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(4) N’s profit under section 482 method;
(ft) N’s sales price_____________________ _________________ _______.__________* 100
(b) Less deductions: 4

N’s cost of goods sold (price paid by N to  M )------------------------------- 75
N’s expenses___ __________________:----------------------------- ,-------------  22

Total deductions.-------------------------------*------------------------------------------ 07

(c) N’s profit---------- ---------------------------------- -•--------------------- --------------------------  3

y  Since the gross receipts 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 ($6), N may earn a maximum profit of $6. Accordingly, the transfer 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:
(a) N’s sales price----- -------- ------— 1---------------------------------------------- t —---------$100
(b) Less:

N’s expenses----- -------- --------- ------------------------ *----- ---------------— - -  22
N’s p r o fit ..* .---------— --------------------- ------------ t-----------------------6

Total subtractions------- >------------------ ----------------------------------------- 23

(c) Transfer price----- —----------- •-------------------------- ------------------ --------------------  2̂
E xam ple  (3). 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 1972, Q produces and sells a 
product line of export property to R for $170, a 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 Is $85 (i.e., $200 minus $115). Q’s expenses 
incurred in connection with the property sold are $35. Q’s deductible overhead and other 
supportive expenses allocable to all gross income are $6. Apportionment of these supportive 
expenses on the basis of gross income does not result in a material distortion of income and 
is a reasonable method of apportionment. Q’s gross income from sources other than the  
transaction is; $170 making total gross income 6f Q and R (excluding the transfer price paid 
by R) $255 (i.e., $85 plus $170). R’s expenses attributable to resale of the export property 
are $20, all of which are export promotion expenses. The maximum profit which R may earn
with respect to the product line is $16, computed as follows:

(1) Combined taxable incom e:
(a) R’s sales price_______________________________________ _________ _________$200
(b) Less deductions:

(i) Q’s cost of goods sold________ _______■,-------------------------------  115
(ii) Q’s expenses incurred in  connection with the property sold . 35
(iii) Apportionment of Q’s supportive expenses:

Q’s supportive expenses__________________ i — $6
Combined gross income from sale of export

property_________________________________  85
Total gross income of Q and R_______ _______ 255

[6X85
Apportionment .. -  j— 255~' 2

' (iv) R’s expenses.--------------------------------------------------------- -----20

Total deductions_______________________ ____________________  172

(c) Combined taxable income___________________________________________  28

(2) R’s profit under combined taxable income method (before application of loss 
lim itation) : .

(a) 50 percent of combined taxable Income_____ .___________________________  14
(b) Plus: 10 percent of R’s export promotion expensed (10% of $20)_________ 2

(c) R’s profit____ ________________ ________i ________________ _____________ _ 16

(3) R’s profit under gross receipts method (before application of loss lim itation );
(a) 4 percent of R’s sales price (4% of $200)_________________ __•____________ 8
(b) Plus: 10 percent of R’s export promotion expenses (10% of $20)________  2

(c) R’s profit__ ________. . .__ ____________ _____________ ____________________ _ 10

(4) R’s profit under section 482 m ethod:
(a) R’s sales price_______ ;_______ ____ '------------------------------ ------------------------  200
(b) Less deductions:

R’s cost of goods sold (price paid by R to Q )___________________ 170
R’s expnses____________________________ L_.__________________  20

Total deductions___________________________________________ _____ 190

(c) R’s profit---------------------------------------------------------------------------------------------  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 read)lasted as long as the transfer price is not readjusted 
below $164 computed as follows:

(5) Transfer price from Q to R:
(a) R’s sales price____ ______________ _________ )_________ __________________ $200
(b) Less:

R’s expenses________________________________________ _________ $20
R’s profit__ ___________ _______________________________________  » i s

T o ta l__________ ;__________________________ _____________________  36

(c) Transfer price____ *________________,___ _______A ______________________  164

E xam ple  (4 ) .  S and T. are calendar year taxpayers. S, a domestic manufacturing company, 
owns all the "stock of T, a DISC for the taxable year. During 1972, S produces and sells 100 
units of a particular 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 994. Thereafter, 
the 100 units are sold by T for $950. S ’s c o stn f goods sold attributable to the 100 units is 
$650. S ’s other deductible expenses so attributable are $300. Although S has other deductible 
expenses, for purposes of th is example, assume that S 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. S chooses not to apply the section 482 method. 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
as follows: . ' ^

(1) Combined taxable income:
(a) T’s sales price----------------------------------------------------------- ------------------------  $950
(b ) Less deductions:

S’s cost of goods sold_______________________________________  650
S’s expenses__________________________ _____________________ _ 300
T’s expenses-.__________________________________ ____________  50

Total deductions__ ;_______ ___________________________________  1,000

(c) Combined taxable income (lo ss)_______________ _____________ ______- ($50)

Under paragraph (e) (1) (i) of th is section, T is permitted to  recover its expenses a t­
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 S to T may be readjusted as 
long as the transfer price is not readjusted below $900, computed as follows:

(2) Transfer price from S to T:
(a) T’s sales price______ __________________ _____________________________$950
(b) Less: T’s expenses___________________________ _______ ______________  50

(c) Transfer price____________ : ___________________________________________ 900

E xam ple  (5 ). Assume the same facts as in example'"(4) except that S chooses to apply 
th e  section 482 method and that under arm’s length dealings T would have derived $10 of 
income. Accordingly, the transfer price from S to  T may be set at an amount not less than
$890, computed as follows:

(1) Transfer price from S to T :
(a) T ’s sales price__ _____________________________ __________ ______________$950
(b) Less:

T’s expenses_____________________ _________________________ ____ 50
T’s profit______________________________________________________ 10

Total deductions__________________________________ ;______________ 60

(c) Transfer price_____________ ___________________________________________ 890

E xam ple  (6 ). X and Y are calendar year taxpayers. X, a domestic manufacturing com­
pany, owns all the stock of Y, a DISC for the taxable year. During March 1972, X  m anu­
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 subleases the product on April 1, 1972, for a term of 
1 year at a m onthly rental of $1,200. X ’s cost for the product leased is $40,000. X ’s other 
deductible expenses attributable to the product are $900, all of which are incurred in  1972. 
Although X has other deductible expenses, for purposes of this example, assume that X  has 
no other deductible expenses. Y’s expenses attributable to sublease of the export property 
are $450, all of which are Incurred in 1972 and are export promotion expenses. X  depreciates 
the property on a straight line basis without the use of an averaging convention, assuming 
a useful life of 8 years and no salvage value. The profit which Y may earn with respect 
to  the transaction is $2,895 for 1972 and $1,175 for 1973, computed as follows:
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CO M PUTA TION FOR 1 9 7 2
(1) Combined taxable incom e:

(a) Y’s sublease rental receipts for year ($1,200x9 m onths)------------------ $10,800
(b) Less deductions:

X ’s depreciation ($40,000x% X% 2) -----------------------------------  3.750
X ’s other expenses----- -----    900
Y’s expenses___ _________________________________________  450

Total deductions----- —.—  -------------------------------------------------------  5.100

(c) Combined taxable income-------------------------------------- ------------------------- 5, 700

(2) Y’s profit under combined taxable income method (before application of 
loss lim itation) :

(a) 50 percent of combined taxable income---------------------------------------- — 2, 850
(b) Plus: 10 percent of Y’s export promotion expenses (10% \of $450)—  45

(c) Y’s profit______________________________________ ' - - - - r ---------- - ---------  2,895

(3) Y’s profit under gross receipts method (before application of loss lim ita tion ):
(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 $450)— . 45

(C) Y’s profit_____________________ —--------------------------------------------:------- 477
....................— 1 • \

(4) Y’s profit under section 482 method:
(a) Y’s sublease rental receipts for year------------------------------------------------$10, 800
(b) Less deductions: /

Y’s lease rental payments for year---------------,---------------------  9, 000
Y’S expenses________________-------------------------------------------- 450

Total deductions___ _____________________________________- —  9,450

(c) Y’s profit------------- ------------------------------------------------ «■-----------------------  1,350

Since the combined taxable income method results in greater profit to Y ($2,895) than  
does the gross receipts method ($477) or section 482 method ($1,350), Y may earn a profit 
of $2,895 for 1972. Accordingly, the m onthly rental payable by Y to X for 1972 may be 
readjusted as long as the monthly rental payable is not readjusted below $828.33, computed
as follows:

(5) Monthly rental payable by Y to X for 1972:
(a) Y’s sublease rental receipts for y e a r ____________________________ $10, 800. 00
(b) Less:

Y’s expenses______________________________________  450. 00
Y’s profit------------- -------------------------------------------------  2, 895. 00

Total ___________________1________________________________ 3,345.00

(c) Rental payable for 1972________________________ _— ---------------------- 7,455. 00

(d) Rental payable each month ($7,455-7-9 m o n t h s ) -------- .------------- ,  828.33

CO M PUTA TION FOR 1 9 7 3
( 1) Combined taxable incom e:

(a) Y’s sublease rental receipts for year ($1,200 X 3 m onths)----------------------- $3, 600
(b) Less: X’s depreciation ($40,000X %. X9ia)--------------------------------------------- 1,250

(c) Combined taxable income___________________________________________  2,350

(2) Y’s profit under combined taxable income method (before application of loss 
lim itation ):

(a) 50 percent of combined taxable income______________________________ $1.175

(b) Y’s profit--_______ v—_______________________________________________  175

(3) Y’s profit under gross receipts method (before application of loss lim ita tion ):
(a) 4 percent of Y’s sublease rental receipts for year (4% of $3,600)------------ 144

(b) Y’s p rofit.:......... ................................................................ .........................................  144

(4) Y’s profit under section 482 method:
(a) Y’s sublease rented receipts for year__________________________________  3, 600
(b) Less: Y’s lease rental payments for year______________________________  3,000

(c) Y’s p r o fit ..______________ ___________________________________________ 600
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Since the combined taxable income method results in greater profit to  Y ($1,175) tv>«.n 

does the gross receipts method ($144) or section 482 method ($600), Y may earn a profit of 
$1,175 for 1973. Accordingly, the m onthly rental payable by Y to X  for 1973 may be readjusted 
as long as the m onthly rental payable is not readjusted below $808.33, computed as follows:

(5) Monthly rental payable by Y to  X for 1973:
(a) Y’s Sublease rental receipts for year_______ _____ _________________ $3 ,600. 00
(b) Less: Y’s profit_i________________ ¿5______ j___ __________________ ,1 ,1 7 5 .0 0

(c) Rental payable for 1973—___ _________________________ ................ .. 2 ,425.00

(d) Rental payable for each month ($2,425-=-3 m onth s)______ 808.33

§ 1.994—2 Marginal costing rules.
(a) In general. This section prescribes 

the marginal costing rules authorized by 
section 994(b)(2). If under paragraph
(c) (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 
§ 1.993-3) 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 “SO­
SO” 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 
costing rules may be applied whether or 
not the related supplier manufactures, 
produces, grows, or extracts (within the 
meaning of § 1.993-3 (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 section 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 994. Where this 
section is applicable, costs attributable 
to deriving qualified export receipts for 
the DISC’S taxable year from sales of 
an item, product, or product line may be 
determined in any manner the related 
supplier (as defined in § 1.994-1 (a) (3) 
(ii>) 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 in 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: (i) Direct produc­
tion costs (as defined in § 1.471-11 (b) (2) 
(i>) and (ii) costs which are export 
promotion expenses, but only if 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 limita­
tion. As a result of such determination 
of costs attributable to such qualified ex­
port receipts for the DISC’S taxable year, 
the combined taxable income of the 
DISC and its related supplier from sales 
of such item, product, or product line 
for th e ' 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 profltper- 
centage (determined under paragraph
(c) (2) of this section). -

(c) 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 
(c )(6).

(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—

(a) 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.

(ii) 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
scribed in subdivision (i) (a) 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 is- a member, for the 
DISC’S taxable year and for taxable 
years of such members ending with or 
within the DISC’S taxable year.

(iii) For purposes of determining the 
amounts in subdivisions (i) (b) and (ii) 
of this subparagraph, a sale of property 
between a DISC and its related supplier

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, (i) 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.
• (ii) 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 (i) of this subparagraph, as long 
as the grouping chosen for determining 
the overall profit percentage is at least 
as broad as the grouping referred to in 
such subdivision (i).

(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 
§ 1.994-1(c)(6 ).

(d) Application of limitation on DISC 
income (“no loss” rule). i f  the marginal 
costing rules of this section are applied, 
the combined taxable income method of 
§ 1.994-1 (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 
(so determined), see the last sentence of 
§ 1.994-1 (e) (1) (i) .

(e) Examples. The provisions of this 
section may be illustrated by the follow­
ing examples:

E xam ple  (I ) .  X  and Y are calendar year 
taxpayers. X, a domestic manufacturing com­
pany, owns all the stock of Y, a DISC for 
the taxable year. During 1973, X manufac­
tures a product line which is eligible to 
be export property (as defined in § 1.993-3). 
X  enters into a written agreement with Y 
whereby Y is granted a sales franchise with  
respect to exporting such product line from 
which qualified export receipts will be de­
rived and Y will receive commissions with 
respect to such exports equal to the maxi­
mum amount permitted to be received under 
the intercompany pricing rules of section  
994. Commissions are computed using the 
combined taxable Income method under 
§ 1.994-1 (c) (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 as­
sumed in the table below:
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(1) Maximum combined taxable income (determined under paragraph (b )(2 ) of
th is section) :

(a) Y’s gross receipts from export sales------------------------------------------------------ $95.00
(b) Less:

(i) Direct materials______________________________________  40. 00
(ii) Direct labor_________ _________________________________ 20. 00
(ili) Y’s export promotion expenses claimed in determining

Y’s DISC taxable income____________________________  5. 00
(iv) Total deductions___________- ______________________ - — 65.00

(c) Maximum combined taxable income----- _________________________ _____ 30. 00

(2) Overall profit percentage lim itation (detmerined under paragraph (b )(3 ) of 
this section) :

(a) Gross receipts of X and Y from all domestic and foreign sales----------------  400. 00
(b ) Less deductions:

(i) Direct materials_______________________________ ______ 160. 00
(ii) Direct labor____________________________ ;----------------— 80. 00

. (iiij Other costs (of which $8 are costs of the DISC includ­
ing $5 of export promotion expenses claimed in deter­
mining Y’s taxable incom e)______ __________________  40. 00

(c) Total deductions________ ________________________ _________ __________  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) ___________ _______________________________________________  30%

(f) Multiply by gross receipts from Y’s export sales (line (1) ( a ) ) ----------------  $95. 00

(g) Overall profit percentage lim itations---------------------------------------------------  28.50

Since the overall profit percentage lim itation  
under line (2) (g) ($28.50) is less than maxi­
mum combined taxable income under line
(1) (c) ($30), combined taxable income
under marginal costing is-lim ited to $28.50. 
Since under the franchise agreement Y is to 
earn the maximum commission permitted 
under the intercompany pricing rules of sec­
tion 994, combined 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 expenses) are $1.50, i.e., line (1) (c) 
($30) minus line (2) (g) ($28.50). Under the 
combined taxable Income method of § 1.994-1
(c) (3), Y will have taxable income attribut­
able to the sales of $14.75, i.e., the sum  of y2-

of combined taxable income (*4 of $28.50) 
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 receives from X are $22.75, 
i.e., Y’s costs ($8, see line (2) (b) ( i i i ) ) plus 
Y’s profit ($14.75).

E xam ple (2 ). (1) Assume the same facts as 
in example (1), except that gross receipts 
from export sales are only $85 and gross 
receipts from all sales remain at $400. For 
purposes of applying the combined taxable 
income method, X and Y may compute their 
combined taxable Income attributable to the 
product line of export property under the 
marginal costing rules as follow s:

(1) Maximum combined taxable Income (determined under paragraph (b )(2 ) of 
th is sec tio n ):

(a) Y’s gross receipts from export sales___________________________________  $85. 00
(b) Less:

(i) Direct materials_______________________________________ 40. 00
(ii) Direct labor________ :________________________ _________ 20.00
(iii) Y’s export promotion expenses claimed in determining

Y’s taxable income___________________________ '_______ 5.00

(iv) Total deductions. 65.00

(c) Maximum combined taxable income________________________________ __ 20. 00

(2) Overall profit percentage lim itation (determined under paragraph (b )(3 ) of 
th is sec tio n ):

(a) Gross receipts from Y’s export sales (line (1) ( a ) ) _____________________ 85. 00
(b) Multiply by overall profit percentage (as determined in example (1))

(percent) _____________•___________________ __________________________  30%

(c) Overall profit percentage lim itation______________ ____________________  25. 50

Since maximum combined taxable income 
under line ( l ) ( c )  ($20) is less than the 
overall profit percentage lim itation under 
line (2) (c) ($25.50), combined taxable in­
come under marginal Luting is limited to 
$20. Since under the franchise agreement Y 
is to earn the maximum commission per­
m itted 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 labor, 
and export promotion expenses) will be at­
tributed to export sales. Under the combined

taxable income method of § 1.994-1 (c) (3 ), Y  
will have taxable income attributable to the 
sales of $10.50, l.e., the sum of % of com­
bined taxable Income ( y2 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
sions Y receives from X are $18.50, l.e., Y’s 
costs ($8, see line (2) (b) (iii) of example 
(1) ) plus Y's 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 Y would be increased would be increased to $20.50, computed as 
to $12.50 and commissions payable to Y follows:

(3) Maximum combined taxable income (determined under paragraph (b )(2 ) of
th is sec tio n ):

(a) Y’s gross receipts from export sales___ _______________________________  $85.00
(b) Less:

(i) Direct m aterials.--,__ ____ .___ . . . . ________ ___________  40.00
(ii) Direct labor___________ ;____ 1_._________________ ,____  20.00

(ii1)1 Total deductions__ ____________________ •______________________  60.00

(c) Maximum combined taxable income ______________________ 25.00

(4) Overall.profit percentage lim itation (line ( 2 ) ( c ) ) __________________________  25.50

Since maximum 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 is lim ited to  $25. Since under the 

/ franchise agreement Y is to earn the maxi­
mum commission permitted under the in­

tercom pany 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 
attributed to export sales. Under the com­
bined taxable income method of § 1.994-1 (c)
(3 ), Y will have taxable income attributable 
to the sales of $12.50, i.e., y2 of combined 
taxable income ( ^  of $25). Accordingly,"the

commissions Y receives from X are $20.50, 
i.e., Y ’s costs ($8, see line (2) (b) (iii) of 
example (1)) plus Y’s profit ($12.50).

E xam ple (3 ) . (1) Assume the same facts 
as in example ( 1 ) , except that gross receipts 
from export sales are only $85, gross receipts 
from all sales remain at $400, and Y has costs 
of $40 consisting of Y’s export promotion 
expenses of $35 and costs of $5 other than  
for direct material, direct labor, or export 
promotion expenses. For purposes of apply­
ing the combined taxable income method, 
X and Y may compute their combined tax­
able income attributable to the product line 
of export property under the marginal cost­
ing rules as follows :

(1) Maximum combined taxable income (determined under paragraph (b )(2 ) of
th is sec tio n ):

(a) Y’s gross receipts from export sa le s . .__ rz__ 1______-____ ______________ $85.00
(b) Less:

(i) Direct materials____ ____________ _____________ _____:__  40.00
(ii) Direct labor________________ ________________ __________  20. 00
(iii) Y’s export promotion expenses claimed in determining

Y’s taxable income___________________________________  35. 00

(iv) Total deductions__.___ _____________ ___l_____________________  95.00

(c) Maximum combined taxable income (lo ss)___________________________(10.00)

(2) Overall profit percentage lim itation (as determined in example ( 2 ) )____ ____25.50

Since maximum combined taxable Income 
under line (1) (c) (which is a loss of $10) is 
less than the overall profit percentage lim ­
itation under line (2) (c) ($25.50), com­
bined taxable income under marginal cost­
ing is a loss of $10 and, under the combined 
taxable income method of § 1.994-1 (c) (3), 
Y will have no taxable income or loss at­
tributable to the sales. Accordingly, the com­
missions Y receives from X are $40, i.e., Y’s 
costs ($40).

(2) If export promotion expenses are not 
claimed in determining Y’s taxable income 
under the combined taxable income method, 
th e  taxable .income of Y would be increased 
to $12.50 and commissions payable to Y

would be increased to $52.50 computed as 
follows:
(3) Maximum combined taxable in­

come (determined under para­
graph (b )(2 ) of th is section)
(line (3) (c) of example ( 2 ) )__  $25.00

(4) Overall profit percentage lim -
■ itation (as determined in ex­

ample (2)) ____________________ 25.50
The results would be the same as in part (2) 
of example (2), except that the commissions 
Y receives from X are $52.50, i.e., Y’s costs 
($40) plus Y’s profit ($12.50).

{FR Doc.75-16997 Filed 7-15-75;8:45 am]
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[T.D. 7369]

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 F ederal R egister 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 1969 (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. , x.

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 a 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 
created by the personal efforts of the 
individual or prepared or produced for
him. . .

Several changes have been made in 
proposed § 1.1221-l(c). The term “per­
son” in the first sentence of subpara­
graph (1) of paragraph (c) 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 transcript 
of an oral recording, and a 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 fpr 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 a cor­
porate archive, 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) (iv) and § 1.1221-1 (c), which are 
pari materia.

Several changes have been made in the 
proposed amendment of § 1,1231-1. Para­
graph (a) (1) of such section has been 
revised to make clear that the reference 
to letters and memorandums applies also 
to property similar to letters and memo­
randums. A minor technical change has 
been made in the material following 
paragraph (c) (5). The proposed amend­
ment to example (1) in § 1.1231-l(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;

P aragraph 1. The amendment of § L- 
341, as set forth in paragraph 1 of the 
notice of proposed rule making, is
changed to read as set forth below.

P ar. 2. The amendment of § 1.341-6 (b)
(2) (iv), as set forth in paragraph 2 of the
notice of proposed rule making, is
changed to read as set forth below.

P ar. 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.

P ar. 4. The amendment to 5 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 (c) 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. 917; 26 U.S.C. 7805))

[ seal] D onald C. Alexander, 
Commissioner of Internal Revenue.

Approved: July 10,1975.
F rederic W. H ickman ,

Assistant Secretary of Treasury.
P aragraph 1. Section 1.341 is amended 

as follows;

29839

§ 1.341 Statutory provisions; collapsible 
corporations.

Sec. 341.. C ollapsib le  corpora tions— (a) 
T rea tm en t o f gain  to  shareholders. Gain 
from—»

( lj  The sale or exchange of stock of a col­
lapsible corporation,

(2) A distribution in partial or complete 
liquidation erf a collapsible corporation, 
which distribution is treated under th is part 
as in part or full payment in exchange for 
stock, and

(3) A distribution'foade by a collapsible 
corporation which, under section 301(c)(3)
(A), is treated, to the extent it exceeds the  
basis of the stock, in  the same manner as a 
gain from the sale o t  exchange of property,
to the extent that it-would' be considered 
(but for the provisions of this section) as 
gain from the sale or exchange of a capital 
asset held for more than 6 months shall, ex­
cept as otherwise provided in th is section, be 
considered as gain from the sale or exchange 
of property which is not a capital asset.

*  *  *  • •

(e) E xceptions to  app lica tio n  of section . 
* * *

(5) Su bsection  (e) asset defined. (A) * * *
(iv) Property (unless included under 

clause ( i) , ( ii) , or (ill), which consists of a 
copyright, a literary, musical, or artistic com­
position, a letter or memorandum, or similar 
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) N on applica tion  o f sec tion  1245(a). 
For purposes of th is subsection, the deter­
m ination of whether gain from the sale or 
exchange of property would under any provi­
sion of th is chapter be considered as gain 
from the sale or exchange of property which 
is neither a capital asset nor property de­
scribed in section 1231(b) shall be made 
without regard to  the application of sections 
617(d )(1 ), 1245(a), 1250(a), 1251(c), and 
1252(a).

(f) C erta in  sales o f s to ck  o f con sen tin g  
corporations— (1) In  general. Subsection (a)
( 1 ) shall not apply to  a sale of < stock of a 
corporation (other than a sale to  the issu­
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 provisions 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 is filed.

(2) R ecogn ition  o f gain . Except as pro­
vided in paragraph (3), if a subsection (f) 
asset (as defined In paragraph (4)) is dis­
posed of at any tim e by a consenting corpo­
ration (or, if paragraph (3) applies, by a 
transferee corporation), then the amount by 
which—

(A) In the case of a sale, exchange, or in ­
voluntary conversion, the amount realized 
or

(B) In the case of any other disposition, 
the fair market value of such asset,
exceeds the adjusted basis of such asset shall 
be treated as gain from the sale or exchange 
of such asset. Such gain shall be recognized 
notwithstanding any other provision of this 
subtitle, but only to the extent such gain is 
not recognized under any other provision of 
this subtitle.
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(3) E xception  for cer ta in  ta x -free  tra n s­

action s. I t  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 
section 332, 351, 361, 371(a), or 374(a), then  
the am ount of gain taken into account by 
the transferor under paragraph (2) shall not 
exceed the am ount of gain recognized to the  
transferor on the transfer of such asset (de­
termined w ithout regard to  this subsection). 
This paragraph shall apply only if  the trans­
feree—

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

(B) Agrees (at such tim e and in such m an­
ner as the Secretary or h is delegate may by 
regulations prescribe) to  have the provisions 
of paragraph (2) apply to any disposition by 
i t  of such subsection (f) asset.

(4) S u b sectio n  ( /) asset defined. For pur­
poses of th is subsection—

(A) In  general. The term “subsection (f) 
asset” 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 is prop­
erty owned by, or subject to  an option to 
acquire held by, the consenting corporation. 
For purposes of th is subparagraph, land or 
any interest in  real property (other than a 
security in terest), and unrealized receivables 
or fees (as defined in  subsection (b ) (4 ) ) ,  
shall be treated as property which is not a 
capital asset.

(B) P ro p erty  u n der co n stru ctio n . If m anu­
facture, construction, or production w ith re­
spect to  any property described in subpara­
graph (A) has commenced before any date 
of sale described therein, the term “subsec­
tion (f) asset” includes the property result­
ing from sùch manufacture, construction, or 
production.

(C) Special ru le  fo r land. In the case of 
land or any interest in real property (other 
than a security interest) described in sub- 
paragraph (A ), the term “subsection (f) as­
set” includes any improvements resulting  
from construction with respect to such prop­
erty if  such construction is commenced (by 
the consenting corporation or by a 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 (A).

(5) 5-year lim ita tio n  as to  shareholder. 
Paragraph (1) shall not apply to  the sale of 
stock of a corporation by a shareholder if, 
during the 5-year period ending on the date 
of such sale, such shareholder ~(or any re­
lated person within the meaning of subsec­
tion  (e) (8) (A) ) sold any stock of another 
consenting corporation within any 6-month 
period beginning on a date on which a con­
sent was filed under paragraph (1) by such  
other corporation.

(6) Special ru le  fo r s to ck  ow nersh ip  in  
o th er  corpora tions. If a corporation (herein­
after in  th is paragraph referred to as “own­
ing corporation”) owns 5 percent or more in 
value of the outstanding stock of another 
corporation on the date of any sale 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 cor­
poration, such consent shall not be valid 
with respect to such sale unless such other 
corporation has (w ithin the 6-m onth period 
ending on the date of such sale) filed a valid 
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 
as a sale of stock of such other corporation. 
In the case of a chain of corporations con­
nected by the 5-percent ownership require­
m ents of th is paragraph, rules similar to the 
rules of the two preceding sentences shall 
be applied.

(7) A d ju s tm en ts  to  basis. The Secretary or 
his delegate shall prescribe Such regulations 
as he may deem necessary to provide for ad­
justm ents 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); sec. 
13(f) (4), Rev. Act 1962 (76 Stat. 1035); sec. 
231(b) (4), Rev. Act 1964 (78 Stat. 105); sec. 
1(a), Act of Aug. 22, 1964 (Pub. Law 88-484, 
78 Stat. 596); sec. 1 (b )(4 ), Act of Sept. 12 
1966 (Pub. Law 89-570, 80 Stat. 762); secs. 
211(b)(4) and 514(b )(1 ), Tax Reform Act 
1969 ( 83 Stat. 570, 643)}

P a r . 2. Section 1.341-6 is amended by 
revising (b) (2) (iv) as follows:
§ 1.341—6 Exceptions to application of

section.
*  *  *  *  «

(b) Subsection (e) asset defined. * * *
(2) Categories of subsection (e) 

assetsv * * *
(iv) The fourth category of subsec­

tion (e) assets is property (unless in­
cluded under subdivision (i) , (ii), or
(iii) 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, if 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 
(c) 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 literary, 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 
mémorandum, 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) (i) (c) as follows:

§ 1 .817-2  Treatment o f capital gains 
and losses.

- *  *  *  *  *

(b) Modification of sections 1221 and 
1231. (1) * * *

(1) * * *

(c) 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 (c) applies only 
to sales and other dispositions occurring 
after July 25,1969.

* * * * *
P ar. 4. Section 1.1221 is amended by 

revising paragraph (3) of section 1221 
and the historical note to read as follows:
§ 1.1221 Statutory provisions; capital 

asset defined.
Sec. 1221. C apita l asset 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 similar property, a taxpayer for whom  
such property was prepared or produced, or

(C) 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 part by reference to the basis of 
such property in .th e  hands of a taxpayer 
described in subparagraph (A) or (B );

* * * * *
[Sec. 1221 as amended by*sec. 514(a), Tax 
Reform Act 1969 (83 Stat. 643) ]

P ar. 5. Section 1.1221-1 is amended by 
revising paragraph (c) as follows:
§ 1.1221—1 Meaning o f 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, a radio program, a news­
paper cartoon strip, or any other prop­
erty eligible 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 copyright law.

(2) In the case of sales and other 
dispositions occurring after July 25,1969, 
a letter, a memorandum, or similar prop­
erty is excluded from the term “capital 
asset” if held by (i) a taxpayer whose 
personal efforts created such property, 
(ii) a taxpayer for whom such property 
was prepared or produced, or (iii) 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
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to the basis of such property in the hands 
of a taxpayer described in subdivision 
(i) or (ii) 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 (i) , (ii), or (iii) 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, a transcript of an oral, interview or 
of dictation, a personal or business 
diary, a log or journal, a corporate 
archive, including a corporate charter, 
office correspondence, a financial record, 
a drawing, a 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 a 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^uch 
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 or "memoran­
dum, which is prepared by personnel 
who are under the administrative con­
trol of a taxpayer, 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.

(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
lows paragraph (1), by revising section 
1231(b)(1)(C), by revising section 1231 
(b) (3), and by revising the historical 
note as follows:
§ 1 .1 2 3 1  -Statutory provisions; property 

used in the trade or business and 
involuntary conversions.

Sec. 1231. P ro p erty  used  in  th e  tra d e  or 
busin ess an d  in v o lu n ta ry  conversions— (a) 
G eneral ru le. * * *

' (2) Losses (including losses not compen­
sated for by insurance or otherwise) upon 
the destruction, in whole or in part, theft or 
seizure, or requisition or condemnation of 
(A) property used in the trade or business 
or (B) capital assets held for more than 6 
m onths shall be considered losses from a 
compulsory or involuntary conversion.'
In the case of any involuntary conversion 
(subject to the provisions of th is subsection  
but for th is sentence) arising from 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 m onths, th is subsection shall 
not apply to  such conversion (whether re- 
suling in gain or loss) if during the tax­
able year the recognized losses from such 
conversions exceed the recognized gains from 
such conversions.

(b) D efin ition  o f p ro p erty  used  in  th e  
trade  or business. * * *

(1) G eneral ru le . * * *
(C) A copyright, a literary, musical, or 

artistic composition, a letter or memoran­
dum, or similar property, held by a tax­
payer described in  paragraph (3) of section 
1221.

• * * * *
(3) L ivestock . Such term includes—
(A) Cattle and horses, regardless o f age* 

held by the taxpayer for draft, breeding, 
dairy, or sporting purposes, and held by 
him  for 24 months or more from the date of 
acquisition, and

(B) Other livestock, regardless of age, held 
by the taxpayer for draft, breeding, dairy, 
or sporting purposes, and held by him  for 
12 m onths or more from the date* of acquisi­
tion.
Such term does not include poultry.

• * • • •
[Sec. 1231 as amended by sec. 40, Technical 
Amendments Act 1958 (72 Stat. 1642); sec. 
227, Rev. Act 1964 (78 Stat. 97); secs. 
212(b )(1 ), 514(b )(2), and 516(b), Tax Re­
form Act 1969 (83 Stat. 571, 643, 646) ]

P ar. 7. Section 1.123-1 is amended by 
revising paragraphs (a), (c )( l) ( i i) , so 
much of paragraph (c) as follows sub- 
paragraph (5), and (e), 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 pf certain -property 
used in the trade or business.

(a) In general. Section 1231 provides 
that, subject to the provisions of para­
graph (e) of this section,-a 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

29841

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 25,1969, 
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 (c) of 
this section.

*  *  ♦  *  *

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

( 1 ) * * *
(ii) A copyright, a literary, musical, 

or artistic composition, or similar 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 a 
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 described 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 seizure, or an exercise of 
the power of requisition or condemna­
tion, or the threat or imminence thereof. 
Losses upon the complete or partial de­
struction, theft, seizure, requisition, or 
condemnation of property are treated as 
losses upon an involuntary conversion 
whether oi* 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 1956 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) Exclusion 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 casualty, or from theft, such 
gains 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. * * *

E xam ple  (J ) . * * *
Since the aggregate of the recognized gains 
($12,500) exceeds the aggregate of th> recog­
nized losses ($9,000), such gains and losses 
are treated under section 1231 as gains and 
losses from the sale or exchange of capital 
assets held for more than 6 months. For any 
taxable year beginning after December 31, 
1957, and before January 1, 1970, the $5,000 
loss upon theft of bonds (item  6) would not 
be taken ,into account under section 1231. 
See paragraph (e) (2) of this section.

* * v  * *
E xam ple (4 ) . A, an individual, makes his 

Income tax return on a calendar year basis. 
During 1970 trees on A’s residential prop­
erty which were planted in  1950 after the 
purchasei of such property were destroyed 
by fire. The loss, which was in the amount 
of $2,000 after applying section 165(c)(3), 
was not compensated for by insurance or 
otherwise. During the same year A also 
recognized a $1,500 gain from Insurance pro­
ceeds compensating him  for the theft sus­
tained in 1970 of a diamond brooch pur­
chased in  1960 for personal use. A has no 
other gains or losses for 1970 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

in the trade or business or of any capital 
asset held for more than 6 months, neither 
the gain nor the loss is included in making 
the computations under section 1231.

E xam ple  (5 ). The facts are th e  same as in  
example (4 ), except that A also recognized 
a gain of $1,000 from insurance proceeds 
compensating him  for the total destruction 
by fire of a truck, held for more than 6 
m onths, used in A’s business and subject to  
an allowance for depreciation. A has no other 
gains or losses for 1970 from the involuntary 
conversion of property. Since the recognized 
losses ($2,000) do not exceed the recognized 
gains ($2,500) from the involuntary conver­
sion for 1970 as a 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 gains or losses 
for 1970 to which section 1231 applies, the  
gains and losses from these involuntary con­
versions are treated under section 1231 as 
gains and losses from the sale or exchange 
of capital assets held for more than 6 months.

E xam ple (6) .  The facts are the same as in 
example (5) except that A also has the fo l­
lowing recognized gains and losses for 1970 
to which section 1231 applies:

G ains Losses
Gain on sale of machinery, 

used in the business and 
subject to an allowance 
for depreciation, held for
more than 6 m onths____  $4, 000

Gain reported in  1970 
(under sec; 453) on in ­
stallm ent sale in 1969 of 
factory premises used in  
the business (including  
building and land, each 
held for more than 6
months) _______________

Gain reported in 1970 
(under sec. 453) on in ­
stallm ent sale in  1970 of 
land held for more than 6 
months, used in the busi­
ness as a storage lot for
trucks __________,_______

Loss upon the sale in 1970 
of warehouse, used in  the 
business and subject to  
an allowance for depre­
ciation, held for more 
than 6 m onths__________

Total gains__________ 12,000

Total losses.____ ___ 5,000
Since the aggregate of the recognized gains 
($14,500) exceeds the aggregate of the recog­
nized losses ($7,000), such gains and losses 
are treated under section 1231 as gains and 
losses from the sale or exchange of capital 
assets held for more than 6 months.

E xam ple  (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 m onths 
was destroyed by fire. The recognized loss, 
after compensation by insurance, was $2,000. 
During the same year B recognized a $1,000 
gain upon the sale of a parcel of real estate  
used in h is business and held for more than  
6 ‘months, and a $6,000 loss upon the sale of 
stock held for more than 6 months. B has 
no other gains or losses for 1970 from the  
involuntary conversion, or the sale or ex­
change of, property. The $6,000 loss upon 
the sale of stock is not a loss to  which 
section 1231 applies since the stock is not 
property used in  the trade or business, as 
defined in section 1231(b). The $2,000 loss 
upon the destruction of the furniture is 
not a loss to  which section 1231 applies since

6, 000

2,000

$5, 000

the recognized losses ($2,000) exceed the 
recognized gains ($0) from the involuntary 
conversion for 1970 as a result of fire, storm, 
shipwreck, or other casualty, or from theft! 
of any property used in  the trade or busi­
ness or of any capital asset held for more 
than 6 m onths. Accordingly, the $1,000 gain 
upon the sale of real estate is considered to 
be gain from the sale or exchange of a capi­
tal asset held for more than 6 m onths since 
the gains ($1,000) to  which section 1231 
applies exceed the losses ($0) to  which such 
section applies.

E xam ple  (3). The facts are the same as in 
example (7) except that B also recognized 
a gain of $4,000 from insurance proceeds 
compensating 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 allowance for depreciation. Since the 
recognized losses ($2,000) do not exceed 
the recognized gains ($4,000) from the in ­
voluntary conversion for 1970 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, 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 ($5,000) exceeds the aggregate of 
the recognized losses to which such section  
applies ($2,000), such gains and losses are 
treated under section 1231 as gains and 
losses from the sale or exchange of capital 
assets held for mòre than 6 months. The 
$6,000 loss upon the sale of stock is not 
taken into account in  making such com­
putation since it is  not a loss to which sec­
tion 1231 applies.

[FR Doc.75-18470 Filed 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 Fart 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 
F ederal R egister (39 FR 20975).

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 Excise Tax Regulations (26 CFR 
Part 53) is hereby adopted, subject to 
the changes set forth below:

P a r a g r a ph  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.

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