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(c) Effective dates. This section will
apply to taxable years beginning 30 days
after publication of these regulations as
final regulations. However, taxpayers
may apply the rules of this section for
taxable years beginning after July 11,
1995, and before 30 days after
publication of these regulations as final
regulations. For years beginning before
30 days after publication of these
regulations as final regulations, see
§ 1.863–2 (as contained in 26 CFR part
1 revised as of April 1, 1995).

§ 1.863–3 Allocation and apportionment of
income from certain sales of inventory.

(a) In general. This section applies to
determine the source of income derived
from the sale of inventory property
(inventory) produced (in whole or in
part) by a taxpayer within the United
States and sold within a foreign country,
or produced (in whole or in part) by a
taxpayer in one or more foreign
countries and sold within the United
States (Section 863 Sales). For purposes
of this section, a taxpayer’s production
activity includes production activities
conducted by members of the same
affiliated group as defined under section
1504(a). A taxpayer’s production
activity also includes production
activities conducted through a
partnership of which the taxpayer is a
partner either directly or through one or
more partnerships. A taxpayer subject to
this section must divide gross income
from Section 863 Sales between
production activity and sales activity
using one of the methods described in
paragraph (b) of this section. The source
of gross income from production
activity and from sales activity must
then be determined under paragraph (c)
of this section. Taxable income from
Section 863 Sales is determined under
paragraph (d) of this section. Paragraph
(e) of this section describes the rules for
electing the methods described in
paragraph (b) of this section and the
information that a taxpayer must
disclose on a tax return. Paragraph (f) of
this section applies to determine the
source of certain income derived from a
possession of the United States.
Paragraph (g) of this section provides
effective dates for the rules in this
section. Once a taxpayer has elected a
method described in paragraph (b) of
this section, the taxpayer must
separately apply that method to Section
863 Sales in the United States and to
Section 863 Sales in foreign countries.
In addition, the taxpayer must apply the
rules of paragraphs (c) and (d) of this
section by aggregating all Section 863
Sales to which a method described in
paragraph (b) of this section applies. See
section 865(i)(1) for the definition of

inventory property; § 1.861–7(c) for the
time and place of sale. See also section
865(e)(2).

(b) Methods to determine income
attributable to production activity and
sales activity—(1) 50/50 method—(i)
Determination of gross income.
Generally, gross income from Section
863 Sales will be apportioned between
production activity and sales activity
under the 50/50 method as described in
this paragraph (b)(1). Under the 50/50
method, one-half of the taxpayer’s gross
income will be considered income
attributable to production activity and
the source of that income will be
determined under the rules of paragraph
(c)(1) of this section. The remaining one-
half of such gross income will be
considered income attributable to sales
activity and the source of that income
will be determined under the rules of
paragraph (c)(2) of this section. In lieu
of the 50/50 method, the taxpayer may
elect to determine the source of income
from Section 863 Sales under the IFP
method described in paragraph (b)(2) of
this section or, with the consent of the
District Director, the books and records
method described in paragraph (b)(3) of
this section.

(ii) Example. The following example
illustrates the rules of this paragraph
(b)(1):

Example. 50/50 method. (i) P, a U.S.
corporation, produces widgets in the United
States. P sells the widgets for $100 to D, an
unrelated foreign distributor, in another
country. P’s cost of goods sold is $40. Thus,
P’s gross income is $60.

(ii) Pursuant to the 50/50 method, one-half
of P’s gross income, or $30, is considered
income attributable to production activity,
and one-half of P’s gross income, or $30, is
considered income attributable to sales
activity.

(2) IFP method—(i) Establishing an
IFP. A taxpayer may elect to allocate
gross income earned from production
activity and sales activity using the
independent factory price (IFP) method
described in this paragraph (b)(2) if an
IFP is fairly established. An IFP is fairly
established based on a sale by the
taxpayer only if the taxpayer regularly
sells part of its output to wholly
independent distributors or other selling
concerns in such a way as to reasonably
reflect the income earned from
production activity. A sale will not be
considered to fairly establish an IFP if
sales activity by the taxpayer with
respect to that sale is significant in
relation to all of the activities with
respect to that product.

(ii) Applying the IFP method. If the
taxpayer elects to use the IFP method,
the amount of the gross sales price equal
to the IFP will be treated as attributable

to production activity, and the excess of
the gross sales price over the IFP will be
treated as attributable to sales activity.
If a taxpayer elects to use the IFP
method, the IFP must be applied to all
Section 863 Sales of inventory that are
substantially similar in physical
characteristics and function, and are
sold at a similar level of distribution as
the inventory sold in the sale fairly
establishing an IFP. The IFP will only be
applied to sales that are reasonably
contemporaneous with the sale fairly
establishing the IFP. An IFP cannot be
applied to sales in other geographic
markets if the markets are substantially
different. The rules of this paragraph
will also apply to determine the
division of gross receipts between
production activity and sales activity in
a Section 863 Sale that itself fairly
establishes an IFP. If the taxpayer elects
to apply the IFP method, the IFP
method must be applied to all sales for
which an IFP may be fairly established
for that taxable year and each
subsequent taxable year. The taxpayer
will apply either the 50/50 method
described in paragraph (b)(1) of this
section or the books and records method
described in paragraph (b)(3) of this
section to any other Section 863 Sale for
which an IFP cannot be established or
applied for each taxable year.

(iii) Determination of gross income.
The amount of a taxpayer’s gross
income from production activity is
determined by reducing the amount of
gross receipts from production activity
by the cost of goods sold properly
attributable to production activity. The
amount of a taxpayer’s gross income
from sales activity is determined by
reducing the amount of gross receipts
from sales activity by the cost of goods
sold (if any) properly attributable to
sales activity. The source of gross
income from production activity is
determined under the rules of paragraph
(c)(1) of this section, and the source of
gross income from sales activity will be
determined under the rules of paragraph
(c)(2) of this section.

(iv) Examples. The following
examples illustrate the rules of this
paragraph (b)(2):

Example 1. IFP method. (i) P, a U.S.
producer, purchases cotton and produces
cloth in the United States. P sells cloth in
country X to D, a unrelated foreign clothing
manufacturer, for $100. Cost of goods sold for
cloth is $80, entirely attributable to
production activity. P does not engage in
significant sales activity in relation to its
other activities in the sales to D. Under these
facts, the sale to D fairly establishes an IFP
of $100. Assume that P elects to use the IFP
method. Accordingly, $100 of the gross sales
price is treated as attributable to production
activity, and no amount of income from this


