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Sec. 1.861-8 Computation of taxable income from sour ces within the United States
and from other sources and activities.

(@ Ingenerd.
(1) Scope.

Sections 861(b) and 863(a) date in genera terms how to determine taxable income of a
taxpayer from sources within the United States after grass income from sources within the
United States has been determined. Sections 862(b) and 863(a) state in generd terms how to
determine taxable income of ataxpayer from sources without the United States after gross
income from sources without the United States has been determined. This section provides
specific guidance for gpplying the cited Code sectiors by prescribing rules for the dlocation and
gpportionment of expenses, losses, and other deductions (referred to collectively in this sectior
as "deductions’) of the taxpayer. The rules contained in this section apply in determining taxable
income of the taxpayer from specific sources and activities under other sections of the Code,
referred to in this section as operative sections. See paragraph (f)(1) of this section for alist and
description of operative sections. The operative sections include, among others, sections 871(b)
and 882 (relating to taxable income of anonresident dien individua or aforeign corporatior
which is effectively connected with the conduct of atrade or businessin the United States),
section 904(a)(1) (asin effect before enactment of the Tax Reform Act of 1976, relaing to
taxable income from sources within specific foreign countries), and section 904(a)(2) (asin
effect before enactment of the Tax Reform Act of 1976, or section 904(a) after such enactmernt,
relating to taxable income from al sources without the United States).

(2) Allocation and gpportionment of deductionsin generd.

A taxpayer to which this section gppliesis required to allocate deductions to a class of gross
income and, then, if necessary to make the determination required by the operative section of
the Code, to gpportion deductions within the class of gross income between the statutory
grouping of gross income (or among the statutory groupings) and the residua grouping of gross
income. Except for deductions, if any, which are not definitely related to gross income (see
paragraphs (c)(2) and (e)(9) of this section) and which, therefore, are ratably apportioned to all
grossincome, dl deductions of the taxpayer (except the deductions for persona exemptions
enumerated in paragraph (€)(11) of this section) must be so alocated and apportioned. As
further detailed below, alocations and gpportionments are made on the basis of the factua
relationship of deductionsto grossincome.
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(3) Class of grossincome.

For purposes of this section, the grossincome to which a specific deduction is definitely related
isreferred to asa " class of graossincome’ and may consst of one or more items (or subdivisons
of these items) of gross income enumerated in section 61, namely:

(1) Compensation for sarvices, including fees, commissons, and Smilar items,
(i) Gross income derived from business,
(iii) Gains derived from dedlings in property;
(iv) Interest;
(V) Rents;
(vi) Roydlties;
(vii) Dividends;
(viii) Alimony and separate maintenance payments,
(IX) Annuities;
(X) Income from life insurance and endowment contracts;
(xi) Pensions,
(xii) Income from discharge of indebtedness,
(xiii) Digributive share of partnership grossincome;
(xiv) Income in respect of a decedent;
(xv) Income from an interest in an estate or trust.
(4) Statutory grouping of gross income and residud grouping of gross income.

For purposes of this section, the term "statutory grouping of grossincome’ or "statutory
grouping” means the gross income from a pecific source or activity which must first be
determined in order to arrive at "taxable income" from which specific source or activity under ar
operative section. (See paragraph (f)(1) of this section.) Gross income from other sources or
activitiesisreferred to asthe "residud grouping of grossincome’ or "resdud grouping.” For
example, for purposes of determining taxable income from sources within specific foreign
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countries and possessions of the United States, in order to apply the per-country limitation to
the foreign tax credit (asin effect before enactment of the Tax Reform Act of 1976), the
gatutory groupings are the separate gross incomes from sources within each country and
possession. Moreover, if the taxpayer has income subject to section 904(d) (asin effect after
enactment of the Tax Reform Act of 1976), such income congtitutes one or more Separate
gatutory groupings. In the case of the per-country limitation, the resdua grouping isthe
aggregate of gross income from sources within the United States. In some instances, where the
operdive section S0 requires, the statutory grouping or the resdua grouping may include, or
conss entirely of, excluded income. See paragraph (d)(2) of this section with respect to the
alocation and apportionment of deductions to excluded income.

(5) Effective date.
(i) Taxable years beginning after December 31, 1976.

The provisions of this section apply to taxable years beginning after December 31,
1976.

(i) Taxable years beginning before January 1, 1977.

For taxable years beginning before January 1, 1977, section 1.861-8 applies asin effect
on October 23, 1957 (T.D. 6258), as amended on August 22, 1966 (T.D. 6892) and
on September 29, 1975 (T.D. 7378). The specific rules for dlocation and
gpportionment of deductions set forth in this section may, at the option of the taxpayer,
apply to those taxable years on a deduction-by-deduction basisif the rules are applied
consgtently to dl taxable years with respect to which action by the Interna Revenue
Service is not barred by any statute of limitations. Thus, for example, a caendar year
taxpayer may choose to have the rules of paragraph (€)(2) of this section gpply for the
alocation and apportionment of &ll interest expenses for the two taxable years ending
December 31, 1975 and 1976, which are open years under examination, and may
justify the alocation and gpportionment of al research and development expenses for
those years on a basi's supportable under section 1.861-8 asin effect for 1975 and
1976 without regard to the rules of paragraph (€)(3) of this section.

(b) Allocation.
(1) In generd.

For purposes of this section, the gross income to which a specific deduction is definitely related
isreferred to as a " class of grossincome” and may consst of one or more items of gross
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income. The rules emphasize the factud relationship between the deduction and a class of gross
income. See paragraph (d)(1) of this section which provides that in a taxable year there may be
no item of grossincomein aclass or less gross income than deductions alocated to the class,
and paragraph (d)(2) of this section which provides that a class of grossincome may include
excluded income. Allocation is accomplished by determining, with repect to each deduction,
the dlass of gross income to which the deduction is definitely related and then dlocating the
deduction to such class of gross income (without regard to the taxpayable year in which sucr
grossincome is received or accrued or is expected to be received or accrued). The classes of
gross income are not predetermined but must be determined on the basis of the deductions to
be allocated. Although most deductions will be definitely related to some class of a taxpayer's
total gross income, some deductions are related to al grossincome. In addition, some
deductions are treated as not definitely related to any gross income and are ratably gpportioned
to al grossincome. (See paragraph (€)(9) of this section.) In alocating deductionsit is not
necessary to differentiate between deductions related to one item of gross income and
deductions related to another item of gross income where both items of gross income are
exdusvdy within the same statutory grouping or exclusvely within the resdud grouping.

(2) Reldionship to activity or property.

A deduction shdl be considered definitely related to a class of gross income and therefore
dlocable to such dassif it isincurred as aresult of, or incident to, an activity or in connectior
with property from which such class of grossincome is derived. Where a deduction isincurred
asaresult of, or incident to, an activity or in connection with property, which activity or
property generates, has generated, or could reasonably have been expected to generate gross
income, such deduction shall be consdered definitely related to such grossincome as a class
whether or not there is any item of grassincome in such classwhich isrecelved or accrued
during the taxable year and whether or not the amount of deductions exceeds the amount of the
gross income in such class. See paragraph (d)(1) of this section and example (17) of paragrapt
(g) of this section with respect to cases in which there is an excess of deductions. In some
casss, it will be found that this subperagraph can most readily be applied by determining, witr
respect to adeduction, the categories of grossincome to which it is not related and concluding
that it is definitey related to a class conasting of dl other grossincome.

(3) Supportive functions.[Reserved]
For guidance, see section 1.861-8T(b)(3).

(4) Deductions related to a class of grossincome.
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See paragraph (€) of this section for rules relating to the alocation and gpportionment of certain
gpecific deductions definitely related to a class of grossincome. See paragraph (c)(1) of this
section for rules relating to the gpportionment of deductions.

(5) Deductions related to al grossincome.

If adeduction does not bear a definite relationship to a class of gross income congtituting less
than al of grossincome, it shdl ordinarily be trested as definitely related and dlocable to dl of
the taxpayer's gross income except where provided to the contrary under paragraph (€) of this
section. Paragraph (€)(9) of this section lists various deductions which generdly are not
definitely related to any gross income and are ratably apportioned to al grossincome.

(c) Apportionment of deductions.
(1) Deductions definitely related to a class of grossincome.
[Reserved] For guidance, see section 1.861-8T(c)(1).
(2) Apportionment based on assets.
[Reserved] For guidance, see section 1.861-8T(c)(2).
(3) Deductions not definitely related to any grossincome.

If adeduction is not definitely related to any gross income (see paragraph (€)(9) of this section),
the deduction must be apportioned ratably between the statutory grouping (or among the
statutory groupings) of grossincome and the residua grouping. Thus, the amount apportioned to
each statutory grouping shall be equd to the same proportion of the deduction which the amount
of grossincome in the statutory grouping bearsto the total amount of grossincome. The amount
gpportioned to the residua grouping shdl be equd to the same proportion of the deductior
which the amount of the grossincome in the resdua grouping bears to the total amount of gross
income.

(d) Excess of deductions and excluded and eliminated income.
(1) Excess of deductions.

Each deduction which bears a definite rdationship to aclass of grossincome shal be dlocated
to that class in accordance with paragraph (b)(1) of this section even though, for the taxable
year, no grossincome in such classis received or accrued or the amount of the deduction
exceeds the amount of such class of grossincome. In gpportioning deductions, it may be thet,
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for the taxable year, there is no grossincome in the statutory grouping (or resdua grouping), or
that deductions exceed the amount of grass income in the statutory grouping (or resdud
grouping). If thereis no gross income in a atutory grouping or the amount of deductions
alocated and apportioned to a statutory grouping exceeds the amount of gross income in the
gatutory grouping, the effects are determined under the operative section. If the taxpayer ise
member of agroup filing a consolidated return, such excess of deductions dlocated or
gpportioned to a statutory grouping of income of such member is teken into account in
determining the consolidated taxable income from such statutory grouping, and such excess of
deductions dlocated or apportioned to the residua grouping of income is taken into account in
determining the consolidated taxable income from the resdua grouping. See sectior
1.1502-4(d)(1) and the last sentence of section 1.1502-12. For an illustration of the principles
of this paragraph (d)(1), see example (17) of paragraph (g) of this section.

(2) Allocation and apportionment to exempt, excluded, or eiminated income.
[Reserved] For guidance, see section 1.861-8T(d)(2).

(e) Allocation and apportionment of certain deductions.
() Ingenerd.

Subparagraphs (2) and (3) of this paragraph contain rules with respect to the alocation and
gpportionment of interest expense and research and devel opment expenditures, respectively.
Subparagraphs (4) through (8) of this paragraph contain rules with respect to the dlocation of
certain other deductions. Subparagraph (9) of this paragraph lists those deductions which are
ordinarily consdered as not being definitely related to any class of grossincome. Subparagrapt
(10) of this paragraph lists specid deductions of corporations which must be allocated and
gpportioned. Subparagraph (11) of this paragraph lists persona exemptions which are neither
alocated nor gpportioned. Examples of alocation and gpportionment are contained in
paragraph (g) of this section.

(2) Interest.
[Reserved] For guidance, see section 1.861-8T(€)(2).
(3) Research and experimental expenditures.

For rules regarding the alocation and gpportionment of research and experimental expenditures,
See section 1.861-17.
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(4) Stewardship expenses attributable to dividends received.

If acorporation renders services for the benefit of arelated corporation and the corporation
charges the related corporation for such services (see section 482 and the regulations
thereunder which provide for an dlocation where the charge is not on an arm's length basis as
determined therein), the deductions for expenses of the corporation attributable to the rendering
of such services are consdered definitely related to the amounts so charged and are to be
alocated to such amounts. However, the regulations under section 482 (sectior
1.482-2(b)(2)(ii) recognize atype of activity which is not consdered to be for the benefit of &
related corporation but is consdered to condtitute "stewardship” or "overseaing” functions
undertaken for the corporation's own benefit as an investor in the related corporation, and
therefore, a charge to the related corporation for such stewardship or overseeing functionsis not
provided for. Services undertaken by a corporation of a stewardship or overseeing character
generdly represent aduplication of services which the related corporation has independently
performed for itself. For example, assume that arelated corporation, which has aqudified
financid gaff, makes an andysis to determine the amount and source of its borrowing needs and
submits areport of itsfindings and a plan of borrowing to the parent corporation, and the parent
corporation's financid daff reviews the findings and plans to determine whether to advise the
related corporation to reconsider its plan. The services of review performed by the parent
corporation for its own benefit are of a slewardship or overseeing character. The deductions
resulting from stewardship or overseeing functions are incurred as aresult of, or incident to, the
ownership of the related corporation and, thus, shall be consdered definitely related and
alocable to dividends received or to be received from the related corporeation. If a corporation
has aforeign or internationa department which exercises sewardship or overseeing functions
with respect to related foreign corporations and, in addition, the department has other functions
which are dtributable to other foreign-source income (such as fees for services rendered
outside of the United States for the benefit of foreign related corporations, foreign roydties, and
gross income of foreign branches) to which its deductions are aso to be alocated, some part of
the deductions with respect to that department are considered definitely related to the other
forelgn-source income. In some instances, the operations of aforeign or international
department will aso be attributable to United States source income (such as fees for services
performed in the United States) to which its deductions are to be allocated. Methods of
gpportionment which could possibly be utilized with respect to stewardship expenses include
comparisons of time spent by employees weighted to take into account differencesin
compensation, or comparisons of each related corporation's gross receipts, gross income, or
unit sales volume, assuming that sewardship activities are not substantialy disproportionate to
such factors. See paragraph (f)(5) of this section for the type of verification that may be required
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in this respect. See examples (17) and (18) of paragraph (g) of this section for the allocatior
and apportionment of stewardship expenses. See paragraph (b)(3) of this section for the
alocation and apportionment of deductions attributable to supportive functions other thar
sewardship activities.

(5) Legd and accounting fees and expenses.

Fees and other expenses for legd and accounting services are ordinarily definitely related and
alocable to specific classes of grossincome or to al the taxpayer's gross income, depending or
the nature of the services rendered (and are gpportioned as provided in paragraph (c)(1) of this
section). For example, accounting fees for the preparation of a study of the cogtsinvolved in
manufacturing a pecific product will ordinarily be definitely related to the class of grossincome
derived from (or which could reasonably have been expected to be derived from) that specific
product. The taxpayer is not relieved from his respongbility to make a proper alocation and
gpportionment of fees on the grounds that the statement of services rendered does not identify
the services performed beyond a generdized designation such as "professond,” or does not
provide any type of dlocation, or does not properly dlocate the fees involved.

(6) Income taxes.
(1) In generd.

The deduction for state, local, and foreign income, war profits and excess profits taxes
("state income taxes") dlowed by section 164 shdl be consdered definitely related and
alocable to the gross income with respect to which such state income taxes are
imposed. For example, if adomestic corporation is subject to state income taxation and
the state income tax isimposed in part on an amount of foreign source income, then that
part of the taxpayer's deduction for state income tax that is attributable to foreign source:
income is definitely related and dlocable to foreign source income. In alocating and
gpportioning the deduction for state income tax for purposes including (but not limited
to) the computation of the foreign tax credit limitation under section 904 of the Code
and the consolidated foreign tax credit under section 1.1502-4 of the regulations, the
income upon which the state income tax isimposed is determined by reference to the
law of the jurisdiction imposing thetax. Thus, if a Sate attributes taxable incometo &
corporate taxpayer by applying an gpportionment formula that takes into consideration
the income and factors of one or more corporations related by ownership to the
corporate taxpayer and engaging in activities related to the business of the corporate
taxpayer, then the income so attributed is the income upon which the state income tax is
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imposed. If the income so attributed to the corporate taxpayer includes foreign source
income, then, in computing the taxpayer's foreign tax credit limitation under section 904,
for example, the taxpayer's deduction for state income tax will be considered definitely
related and dlocable to a class of grossincome that includes the statutory grouping of
foreign source income. When the law of the state includes dividends that are treated
under section 862(a)(2) as income from sources without the United States in taxable
income gpportionable to the state, but does not include factors of the corporation
paying such dividends in the gpportionment formula used to determine Sate taxable
income, an gppropriate portion of the deduction for state income tax will be considered
definitely related and dlocable to a class of grossincome conssting solely of foreign
source dividend income. A deduction for state income tax will not be considered
definitely related to a hypotheticad amount of income calculated under federd tax
principles when the jurisdiction imposing the tax computes taxable income under
different principles. A corporate taxpayer's deduction for a sate franchise tax that is
computed on the basis of income attributable to business activities conducted within the
state must be dlocated and apportioned in the same manner as the deduction for state
income taxes. In determining, for example, both the foreign tax credit under section 904
of the Code and the consolidated foreign tax credit limitation under section 1.1502-4 of
the regulations, the deduction for state income tax may be alocable and gpportionable
to foreign source income in a statutory grouping described in section 904(d) in ataxable
year in which the taxpayer has no foreign source income in such statutory grouping.
Alternatively, such an alocation or apportionment may be gppropriete if a taxpayer
corporation has no foreign source income in a statutory grouping, but its deduction is
atributable to foreign source income in such grouping that is attributed to the taxpayer
corporation under the law of a state which attributes taxable income to a corporation by
applying an gpportionment formula that takes into congderation the income and factors
of one or more corporations related by ownership to the taxpayer corporation and
engaging in activities related to the business of the taxpayer corporation. Example 30 of
paragraph (g) of this section illustrates the gpplication of thislast rule.

(if) Methods of alocation and gpportionment.
(A) Ingenerd.

A taxpayer's deduction for a state income tax is to be alocated (and then
apportioned, if necessary, subject to the rules of section 1.861-8(d)) by
reference to the taxable income that the law of the taxing jurisdiction attributes
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to the taxpayer ("sate taxable income").
(B) Effect of subsequent recomputations of state income tax. [Reserved)]
(©) lNludrations.

() Ingenerd.

Examples 25 through 32 of paragraph (g) of section 1.861-8 illustrate,
in the given factua Stuations, the application of this paragraph (€)(6)
and the generd rule of paragraph (b)(1) of this section that a deductior
must be dlocated to the class of gross income to which the deduction is
factudly related. In generd, these examples employ a presumption that
date income taxes are dlocable to a class of gross income that includes
the statutory grouping of income from sources without the United States
when the totdl amount of taxable income determined under state law
exceeds the amount of taxable income determined under the Code
(without taking into account the deduction for state income taxes) in the
resdua grouping of income from sources within the United States. A
taxpayer that alocates and apportions the deduction for state income
tax in accordance with the methodology of Example 25 of paragrapt
(g) of this section must aso gpply the modificationsillusrated in
Examples 26 and 27 of paragraph (g) of this section, when applicable.
The modification illudrated in Example 26 is applicable when the
deduction for state income tax is attributable in part to taxes imposed by
a gtate which factualy excludes foreign source income (as determrined
for federa income tax purposes) from state taxable income. The
modification illustrated in Example 27 is gpplicable when the taxpayer
has income-producing activitiesin a state which does not impose &
corporate income tax. The specific dlocation of state income tax
illugtrated in Example 28 follows the rule in paragraph (€)(6)(i) of this
section, and must be applied whenever a taxpayer's state taxable
income includes dividends gpportioned to the state under aformula that
does not take into account the factors of the corporations paying those
dividends, regardless of whether the taxpayer uses the methodology of
Example 25 with respect to the remainder of the deduction for state
income taxes.
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(2) Modifications

Before applying amethod of alocation and apportionment illugtrated in
the examples, the computation of State taxable income under Sate law
may be modified, subject to the gpprova of the Digtrict Director, to
reflect more accurately the income with respect to which the sate
income tax isimposed. Any modification to the state law computation of
date taxable income mugt yield an alocation and gpportionment of the
deduction for state income taxes that is congstent with the rules
contained in this paragraph (€)(6), and that accuratdly reflects the
factud relationship between the state income tax and the income or
which that tax isimposed. For example, amodification to the
computation of taxable income under state law might be appropriate to
compensate for differences between the sate law definition of taxable
income and the federd definition of taxable income, due to a difference
in the rate of alowable depreciation or the amount of another deductior
that is alowable under both sysems. Thisruleisilludratied in Example
31 of paragraph (g) of this section. However, amodification to the
computation of taxable income under state law will not be agppropriate,
and will not more accurately reflect the factud relationship between the
date tax and the income on which the tax isimposed, to the extent suct
modification reflects the fact that the State does not follow federd tax
principles in attributing income to the taxpayer's activities in the Sate.
Thisruleisillugrated in Exarple 32 of paragraph (g) of this section. A
taxpayer may not modify the methods illustrated in the examples, or use
an dternative method of alocation and gpportionment of the deductior
for sate income taxes, if the modification or aternative method would
be incongstent with the rules of paragraph (e)(6)(i) of this section. A
taxpayer that uses amethod of alocation and apportionment other thar
oneilludrated in Example 25 (as modified by Examples 26 and 27), or
29 with respect to afactua Situation similar to those of the examples,
must describe the dternative method on an atachment to its federd
income tax return and establish to the satisfaction of the Didrict
Director, upon examination, that the result of the aternative method
more accuratdy reflects the factud relationship between the sate
income tax and the income on which the tax isimposed.
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(D) Elective safe harbor methods.
(1) In generd.

Inlieu of applying the rules set forth in paragraphs (€)(6)(ii) (A) through
(C) of this section, ataxpayer may elect to alocate and apportion the
deduction for state income tax in accordance with one of the two safe
harbor methods described in paragraph (€)(6)(ii)(D) (2) and (3) of this
section. A taxpayer shdl make this dection for ataxable year by filing e
timely tax return for that year that reflects an alocation and
gpportionment of the deduction for state income tax under one of the
safe harbor methods and attaching to such return a statement that the
taxpayer has dected to use the safe harbor method provided in either
paragraph (€)(6)(ii)(D) (2) or (3) of this section, as appropriate. Once
made, this dection is effective for the taxable year for which made and
al subsequent taxable years, and may be revoked only with the consent
of the Commissioner. Example 33 of paragraph (g) of this sectior
illustrates the gpplication of these safe harbor methods.

(2) Method One.

(1) Step One--Specific dlocation to foreign source portfolio dividends
and other income.

If any portion of the deduction for state income tax is attributable to tax
imposed by a gate which includes in a corporate taxpayer's taxable
income apportionable to the state, portfolio dividends (as defined in
paragraph (i) of Example 28 of paragraph (g) of this section) that are
treated under section 862(a)(2) as income from sources without the
United States, but does not include factors of the corporations paying
the portfolio dividends in the gpportionment formula used to determine
date taxable income, the taxpayer shdl alocate an appropriate portion
of the deduction to a class of gross income consisting solely of foreign
source portfolio dividends. The portion of the deduction so alocated,
and the amount of foreign source portfolio dividendsincluded in suck
class, shdl be determined in accordance with the methodol ogy
illugtrated in paragraph (ii) of Example 28 of paragraph (). If a Sate
income tax is determined based upon formulary gpportionment of the
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tota taxable income attributable to the taxpayer's unitary business, the
taxpayer must aso apply the methodology illustrated in paragrapl
(i1)(C) through (G) of Example 29 of paragraph (g) of this section to
make specific alocations of gppropriate portions of the deduction for
date income tax on the basis of income that, under separate accounting,
would have been attributed to other members of the unitary group. The
taxpayer shall reduce its aggregate state taxable income by the amount
of forelgn source portfolio dividends to which a pecific dlocation is
made (the reduced amount being referred to hereinafter as " adjusted
Sate taxable income”).

(i) Step Two--Adjustment of U.S. source federd taxable income.

If the taxpayer has sgnificant income-producing activities in a Sate
which does not impose a corporate income tax or other state tax
measured by income derived from business activities in the Sate, the
taxpayer shall reduce its U.S. source federd taxable income (solely for
purposes of this safe harbor method) by the amount of federa taxable
income atributable to its activities in such state. This amount shall be
determined in accordance with the methodology illustrated in paragreph
(ii) of Example 27 of paragraph (g) of this section, provided that the
taxpayer shdl be required to use the rules of the Uniform Divison of
Income for Tax Purposes Act to attribute income to the relevant Sate.
The taxpayer's U.S. source federa taxable income, as so reduced, is
referred to hereinafter as "adjusted U.S. source federd taxable income.”

(ii1) Step Three--Allocation.

The taxpayer shdl alocate the remainder of the deduction for state
income tax (after reduction by the portion alocated to foreign source
portfolio dividends and other income under Step One) in accordance
with the methodology illustrated in paragraph (ii) of Example 25 of
paragraph (g) of this section. However, the taxpayer shdl substitute for
the comparison of aggregate state taxable income to U.S. source
federd taxable income, illustrated in paragraph (ii) of Example 25 of
paragraph (g) of this section, a comparison of its adjusted state taxable
income to an amount equal to 110% of its adjusted U.S. source federd
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taxable income.
(iv) Step Four--Apportionment.

In the event that apportionment of the remainder of the deduction for
date income tax is required, the taxpayer shdl apportion that remaining
deduction to U.S. source income in accordance with the methodology
illustrated in paragraph (iii) of Example 25 of paragraph (g) of this
section, substituting for domestic source income in that paragraph ar
amount equal to 110% of the taxpayer's adjusted U.S. source federal
taxable income. The remaining portion of the deduction shall be
gpportioned to the satutory groupings of foreign source income
described in section 904(d) of the Code in accordance with the
proportion of the income in each statutory grouping of foreign source
income described in section 904(d) to the taxpayer's tota foreign
source federd taxable income (after reduction by the amount of foreign
source portfolio dividends to which tax has been specificdly alocated
under Step One, above).

(3) Method Two.

(1) Step One--Specific dlocation to foreign source portfolio dividends
and other income.

Step One of this method is the same as Step One of Method One (as
described in paragraph (€)(6)(ii)(D)(2)(i) of this section).

(i) Step Two--Adjustment of U.S. source federa taxable income.

Step Two of this method is the same as Step Two of Method One (as
described in paragraph (€)(6)(i1)(D)(2)(ii) of this section).

(iii) Step Three--Allocation.

The taxpayer shdl alocate the remainder of the deduction for state
income tax (after reduction by the portion alocated to foreign source
portfolio dividends and other income under Step One) in accordance
with the methodology illustrated in paragraph (ii) of Example 25 of
paragraph (g) of this section. However, the taxpayer shdl subdtitute for
the comparison of aggregate sate taxable incometo U.S. source
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federd taxable income, illustrated in paragraph (ii) of Example 25 of
paragraph (g) of this section, a comparison of its adjusted State taxable
incometa its adjusted U.S. source federd taxable income.

(iv) Step Four--Apportionment.

In the event that apportionment of the deduction isrequired, the
taxpayer shall apportion to U.S. source income that portion of the
deduction that is attributable to state income taxes imposed upon an
amount of state taxable income equd to adjusted U.S. source federd
taxable income. The taxpayer shal apportion the remaining amount of
the deduction to U.S. and foreign source income in the same
proportions that the taxpayer's adjusted U.S. source federal taxable
income and foreign source federd taxable income (after reduction by
the amount of foreign source portfolio dividends to which tax has beer
specificaly adlocated under Step One, above) bear to itstotd federa
taxable income (taking into account the adjustment of U.S. source
federd taxable income under Step Two and after reduction by the
amount of foreign source portfolio dividends to which tax has beer
specificdly alocated under Step One). The portion of the deductior
gpportioned to foreign source income shdl be apportioned among the
statutory groupings described in section 904(d) of the Codein
accordance with the proportions of the taxpayer'stota foreign source
federa taxable income (after reduction by the arrount of foreign source
portfolio dividends to which tax has been specificaly alocated under
Step One, above) in each grouping.

(iii) Effective dates

The rules of section 1.861-8(e)(6)(i) and the language preceding the examplesin section
1.861-8(g) are effective for taxable years beginning after December 31, 1976. The
rules of section 1.861-8(e)(6)(ii) (other than section 1.861-&(e)(6)(ii)(D)) and
Examples 25 through 32 of section 1.861-8(g) are effective for taxable years beginning
on or after January 1, 1988. The rules of section 1.861-8(e)(6)(ii)(D) and Example 33
of section 1.861-8(q) are effective for taxable years ending after March 12, 1991. At
the option of the taxpayer, however, the rules of section 1.861-8(€)(6)(ii) (other thar
section 1.861-8(€)(6)(ii)(D)) and Examples 25 through 32 of section 1.861-8(g) may
be applied with respect to deductions for state taxes incurred in taxable years beginning
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before January 1, 1988.
(7) Losses on the sale, exchange, or other disposition of property.
(i) Allocation.

The deduction alowed for loss recognized on the sdle, exchange, or other dispostion of
acapita asset or property described in section 1231(b) shall be considered a deduction
which is definitely related and dlocable to the class of gross income to which such asset
or property ordinarily givesrise in the hands of the taxpayer. Where the nature of gross
income generated from the asset or property has varied significantly over severd taxable
years of the taxpayer, such class of grossincome shal generdly be determined by
reference to gross income generated from the asset or property during the taxable year
or yearsimmediately preceding the sale, exchange, or other disposition of such asset or
property. Thus, for example, where an asset generates primarily salesincome from
domestic sourcesin the early years of its operation and then is leased by the taxpayer to
aforeign subsdiary in later years, the class of grossincome to which the asset givesrise
will be considered to be the rental income derived from the lease and will not include
sdes income from domestic sources.

(i) Apportionment of losses.

Wherein the unusud circumstances that an gpportionment of a deduction for losses or
the sae, exchange, or other disposition of a capital asset or property described in
section 1231(b) is necessary, the amount of such deduction shall be apportioned
between the statutory grouping (or among the statutory groupings) of gross income
(within the class of grossincome) and the residud grouping (within the class of gross
income) in the same proportion that the amount of gross incorre within such statutory
grouping (or Satutory groupings) and such residua grouping bear, respectively, to the
tota amount of gross income within the class of grossincome. Apportionment will be
necessary where, for example, the class of grossincome to which the deduction is
dlocated conssts of grossincome (such as roydties) attributable to an intangible asset
used both within and without the United States, or grossincome (such asfrom saes or
services) attributable to a tangible asset used both within and without the United States.

(iit) Allocation of loss recognized in taxable years after 1986.

See Secs. 1.865-1T, 1.865-2, and 1.865-2T for rules regarding the allocation of
certain |oss recognized in taxable years beginning after December 31, 1986.
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(8) Net operating loss deduction. [Reserved ]
For guidance, see Sec. 1.861-8T(€)(8).
(9) Deductions which are not definitely related.

Deductions which shdl generdly be consdered as not definitely related to any gross income,
and therefore are ratably apportioned as provided in paragraph (c)(2) of this section, are--

(i) The deduction alowed by section 163 for interest described in subparagraph (2)(iii)
of this paragraph (e);

(i) The deduction alowed by section 164 for real estate taxes on a personal residence
or for salestax on the purchase of itemsfor persond use

(ii1) The deduction for medical expenses dlowed by section 213,

(iv) The deduction for charitable contributions allowed by sections 170, 873(b)(2), and
882(c)(1)(B); and

(V) The deduction for dimony payments alowed by section 215.
(10) Specia deductions.

The specid deductions alowed in the case of a corporation by section 241 (relating to the
deductions for partialy tax exempt interest, dividends recelved, etc.), section 922 (relating to
Western Hemisphere trade corporations), and section 941 (relating to China Trade Act
corporations) shdl be alocated and apportioned consstent with the principles of this section.

(11) Persond exemptions.

The deductions for the persona exemptions allowed by section 151, 642(b), or 873(b)(3) shal
not be taken into account for purpose of alocation and apportionment under this section.

(f) Miscellaneous meatters.
(1) Operative sections.

The operative sections of the Code which require the determination of taxable income of the
taxpayer from specific sources or activities and which give rise to statutory groupings to whick
this section is gpplicable include the sections described below.

(i) Overdl limitation to the foreign tax credit.

© CFS Tax Software, Inc. 1996 to 2001 17 August 2001 Release



9/25/2002 8:18:40 PM Final & Temporary Regulations

Under the overdl limitation to the foreign tax credit, as provided in section 904(a)(2) (as
in effect before enactment of the Tax Reform Act of 1976, or section 904(a) after such
enactment) the amount of the foreign tax credit may not exceed the tentative U.S. tax
(i.e, the U.S. tax before gpplication of the foreign tax credit) multiplied by afraction,
the numerator of which is the taxable income from sources without the United States
and the denominator of which is the entire taxable income. Accordingly, in this case, the
datutory grouping is foreign source income (including, for example, interest received
from a domestic corporation which meets the tests of section 861(a)(1)(B), dividends
received from a domestic corporation which has an dection in effect under section 936,
and other types of income specified in section 862). Pursuant to sections 862(b) and
863(a) and sections 1.862-1 and 1.863-1, this section provides rules for identifying the
deductions to be taken into account in determining taxable income from sources without
the United States. See section 904(d) (asin effect after enactment of the Tax Reforn
Act of 1976) and the regulations thereunder which require separate treatment of certain
types of income. See example (3) of paragraph (g) of this section for one example of
the gpplication of this section to the overdl limitation.

(i[Reserved]
(iif) DISC and FSC taxable income.

Sections 925 and 994 provide rules for determining the taxable income of a FSC and
DISC, respectively, with respect to qualified sales and leases of export property and
quaified services. The combined taxable income metlod available for determining e
DISC's taxable income provides, without consideration of export promotion expenses,
that the taxable income of the DISC shdll be 50 percent of the combined taxable
income of the DISC and the related supplier derived from sdles and |eases of export
property and from services. In the FSC context, the taxable income of the FSC equals
23 percent of the combined taxable income of the FSC and the related supplier.
Pursuant to regulations under section 925 and 994, this section provides rules for
determining the deductions to be taken into account in determining combined taxable
income, except to the extent modified by the margina cogting rules set forth in the
regulations under sections 925(b)(2) and 994(b)(2) if used by the taxpayer. See
Examples (22) and (23) of paragraph (g) of this section. In addition, the computation of
combined taxable income is necessary to determine the applicability of the sectior
925(d) limitation and the "no loss' rules of the regulations under sections 925 and 994.

© CFS Tax Software, Inc. 1996 to 2001 18 August 2001 Release



9/25/2002 8:18:40 PM Final & Temporary Regulations

(iv) Effectively connected taxable income.

Nonresident dien individuas and foreign corporations engaged in trade or business
within the United States, under sections 871(b)(1) and 882(g)(1), on taxable income
which is effectively connected with the conduct of atrade or business within the United
States. Such taxable income is determined in most instances by initiadly determining,
under section 864(c), the amount of gross income which is effectively connected witr
the conduct of atrade or business within the United States. Pursuant to sections 873
and 882(c), this section is gpplicable for purposes of determining the deductions from
such gross income (other than the deduction for interest expense dlowed to foreign
corporations (see section 1.882-5)) which are to be taken into account in determining
taxable income. See example (21) of paragraph (g) of this section.

(v) Foreign base company income.

Section 954 defines the term "foreign base company income" with respect to controlled
foreign corporations. Section 954(b)(5) provides that in determining foreign base
company income the gross income shdl be reduced by the deductions of the controlled
foreign corporation "properly alocable to such income”. This section provides rules for
identifying which deductions are properly dlocable to foreign base company income.

(vi) Other operdtive sections.
Therules provided in this section aso gpply in determining--

(A) The amount of foreign source items of tax preference under section 58(g)
determined for purposes of the minimum tax;

(B) The amount of foreign mineral income under section 901(e);
(O)[Reserved]

(D) The amount of foreign oil and gas extraction income and the amount of
foreign oil related income under section 907,

(E) Thetax base for citizens entitled to the benefits of section 931 and the
section 936 tax credit of a domestic corporation which has an dection in effect
under section 936;

(F) The exclusion for income from Puerto Rico for resdents of Puerto Rico
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under section 933;

(G) The limitation under section 934 on the maximum reduction in income tax
lidbility incurred to the Virgin Idands;

(H) Theincome derived from Guam by an individua who is subject to sectior
935,

(1) The specid deduction granted to China Trade Act corporations under
section 941;

(9 The amount of certain U.S. source income excluded from the Subpart F
income of a controlled foreign corporation under section 952(b);

(K) The amount of income from the insurance of U.S. risks under sectior
953(b)(5);

(L) Theinternationa boycott factor and the specifically attributable taxes and
income under section 999; and

(M) The taxable income éttributable to the operation of an agreement vess
under section 607 of the Merchant Marine Act of 1936, as amended, and the
Capita Construction Fund Regulations thereunder (26 CFR, Part 3). See 26
CFR 3.2(b)(3).

(2) Application to more than one operative section.

(i) Where more than one operative section applies, it may be necessary for the taxpayer
to apply this section separately for each gpplicable operative section. In such acase, the
taxpayer is required to use the same method of dlocation and the same principles of
gpportionment for al operative sections.

(i) When expenses, losses, and other deductions that have been properly alocated and
apportioned between combined gross income of arelated supplier and a DISC or
former DISC and resdua gross income, regardiess of which of the adminigtretive
pricing methods of section 994 has been applied, such deductions are not aso alocated
and gpportioned to gross income consisting of distributions from the DISC or former
DISC attributable to income of the DISC or former DISC as determined under the
adminidrative pricing methods with respect to DISC or former DISC taxable years
beginning after December 31, 1986. Accordingly, Example (22) of paragraph (g) of this
section does not apply to distributions from a DISC or former DISC with respect to
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DISC or former DISC taxable years beginning after December 31, 1986. Thisrule
does not gpply to the extent that the taxable income of the DISC or former DISC is
determined under the section 994(a)(3) transfer pricing method. In addition, for taxable
years beginning after December 31, 1986, in the case of expenses, losses, and other
deductions that have been properly allocated and apportioned between combined gross
income of arelated supplier and a FSC and residua gross income, regardless of which
of the adminidrative pricing methods of section 925 has been gpplied, such deductions
are not dso dlocated and gpportioned to gross income condsting of distributions fromr
the FSC or former FSC which are attributable to the foreign trade income of the FSC
or former FSC as determined under the adminigtrative pricing methods. This rule does
not apply to the extent that the foreign trade income of the FSC or former FSC is
determined under the section 925(a8)(3) transfer pricing method. See Example (23) of
paragraph (g) of this section.

(3) Specid rules of section 863(b).
(1) In generd.

Specid rules under section 863(b) provide for the gpplication of rules of generd
gpportionment provided in sections 1.863-3 to 1.863-5, to worldwide taxable income
in order to atribute part of such worldwide taxable income to U.S. sources and the
remainder of such worldwide taxable income to foreign sources. The activities specified
in section 863(b) are--

(A) Transportation or other services rendered partly within and partly without
the United States,

(B) Sales of persona property produced by the taxpayer within and sold
without the United States, or produced by the taxpayer without and sold within
the United States, and

(C) Sdeswithin the United States of persona property purchased within &
possession of the United States.

In the instances provided in sections 1.863-3 and 1.863-4 with respect to the
activitiesdescribed in (A), (B), and (C) of this subdivison, this section is
applicable only in determining worldwide taxable income attributable to these
activities.
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(i) Relationship of sections 861, 862, 863(a), and 863(b).

Sections 861, 862, 863(a), and 863(b) are the four provisions applicable in determining
taxable income from specific sources. Each of these four provisions applies
independently. Where a deduction has been allocated and gpportioned to income under
one of these four provisions, the deduction shall not again be dlocated and apportioned
to gross income under any of the other three provisons. However, two or more of these
provisions may have to be gpplied at the same time to determine the proper dloceatior
and apportionment of a deduction. The specid rules under section 863(b) take
precedence over the general rules of Code sections 861, 862 and 863(a). For example,
where a deduction is dlocable in whole or in part to grass income to which sectior
863(b) applies, such deduction or part thereof shdl not otherwise be alocated under
section 861, 862, or 863(a). However, where the gross income to which the deductior
is alocable includes both grass income to which section 863(b) applies and gross
income to which section 861, 862, or 863(a) applies, more than one section must be
gpplied at the same time in order to determine the proper alocation and apportionment
of the deduction.

(4) Adjustments made under other provisions of the Code.
(1) In generd.

If an adjustment which affects the taxpayer is made under section 482 or any other
provision of the Code, it may be necessary to recompute the alocations and
gpportionments required by this section in order to reflect changes resulting from the
adjusment. The recomputation made by the Didrict Director shall be made usng the
same method of alocation and apportionment as was originaly used by the taxpayer,
provided such method as origindly used conformed with paragraph (8)(5) of this section
and, in light of the adjustment, such method does not result in amateria distortion. Ir
addition to adjustments which would be made aside from this section, adjustmentsto
the taxpayer's income and deductions which would not otherwise be made may be
required before gpplying this section in order to prevent a distortion in determining
taxable income from a particular source of activity. For example, if anitemincluded asa.
part of the cost of goods sold has been improperly attributed to specific sdes, and, as a
result, grossincome under one of the operative sections referred to in paragraph (f)(1)
of this section isimproperly determined, it may be necessary for the Didrict Director to
make an adjustment to the cost of goods sold, consistent with the principles of this
section, before gpplying this section. Smilarly, if adomestic corporation transfers the
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gock initsforeign subsdiaries to adomestic subsidiary and the parent continues to
incur expenses in connection with the supervison of the foreign subsidiaries (see
paragraph (e)(4) of this section), it may be necessary for the Digtrict Director to make
an dlocation under section 482 with respect to such expenses before making alocations
and gpportionments required by this section, even though the section 482 dlocatior
might not otherwise be made.

(i) Example.

X, adomestic corporation, purchases and sells consumer itemsin the United States and
foreign markets. Its sdles in foreign markets are made to related foreign subsidiaries. X
reported $1,500,000 as sdes during the taxable year of which $1,000,000 was
domestic sales and $500,000 was foreign sales. X took a deduction for expenses
incurred by its marketing department during the taxable year in the amount of $150,000.
These expenses were determined to be alocable to both domestic and foreign sales and
are gpportionable between such sales. Thus, X alocated and apportioned the marketing
department deduction asfollows:

To gross incone fromdonestic sal es:
$150, 000 x (%1, 000, 000/ $1, 500, 000) $100, 000
To gross inconme fromforeign sales:
$150, 000 x ($500, 000/ $1, 500, 000) 50, 000
Tot al 150, 000

On audit of X'sreturn for the taxable year, the Didtrict Director adjusted, under sectior
482, X's sdesto related foreign subsdiaries by increasing the sales price by atotal of
$100,000, thereby increasing X's foreign sales and total sales by the same amount. Asa.
result of the section 482 adjustment, the apportionment of the deduction for the
marketing department expensesis redetermined as follows:

To gross incone fromdonestic sal es:
$150, 000 x ($1, 000, 000/ $1, 600, 000) $93, 750

To gross inconme fromforeign sales:
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$150, 000 x ($600, 000/ $1, 600, 000) 56, 250

Tot al 150, 000
(5) Verification of dlocations and apportionments.

Since, under this section, dlocations and gpportionments are made on the basis of the factua
relationship between deductions and gross income, the taxpayer is required to furnish, at the
request of the Didtrict Director, information from which such factLd relationships can be
determined. In reviewing the overdl limitation to the foreign tax credit of a domestic
corporation, for example, the Didtrict Director should consider information which would enable
him to determine the extent to which deductions attributable to functions performed in the
United States are related to earning foreign source income, United States source income, or
income from both sources. In addition to functions with a specific internationa purpose,
congderation should be given ta the functions of management, the direction and results of ar
acquisition program, the functions of operating units and personnd located at the head office,
the functions of support units (including but not limited to engineering, legd, budget, accounting,
and indudtrid relaions), the functions of sdling and advertisng units and personnel, the directior
and uses of research and development and the direction and uses of services furnished by
independent contractors. Thus, for example when requested by the Didtrict Director, the
taxpayer shal make available any of its organization charts, manuas, and other writings whick
relate to the manner in which its gross income arises and to the functions of organizationd units,
employees, and assets of the taxpayer and arrange for the interview of such of its employees as
the Didtrict Director deems desirable in order to determine the gross income to whick
deductionsrelate. See section 7602 and the regulations thereunder which generdly provide for
the examination of books and witnesses. See aso section 905(b) and the regulations thereunder
which require proof of foreign tax credits to the satisfaction of the Secretary or his delegate.

(9) Generd examples.

Thefollowing examplesilludrate the principles of this section. In each example, unless otherwise
Specified, the operative section which is gpplied and gives rise to the statutory grouping of gross
incomeisthe overdl limitation to the foreign tax credit under section 904(a). In addition, in eack
example, where amethod of alocation or gpportionment isillustrated as an acceptable method, it is
assumed that such method is used by the taxpayer on aconsstent basis from year to yeer (except in
the case of the optional method for apportioning research and devel opment expense under
paragraph (e)(3)(iii) of section 1.861-8). Further, it is assumed that each party named in each
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example operates on a caendar year accounting basis and, where the party isa U.S. taxpayer, files

returns on a calendar year bass.

Example 1--[Reserved]
Example 2--[Reserved|
Example 3--[Reserved]
Example 4--[ Reserved]
Example 5--[ Reserved]
Example 6--[ Reserved]
Example 7--[Reserved]
Example 8--[Reserved|
Example 9--[Reserved]
Example 10--[Reserved]
Example 11--[Reserved]
Example 12--[Reserved]
Example 13--[Reserved]
Example 14--[Reserved]
Example 15--[Reserved]
Example 16--[Reserved]

Example 17--Stewardship Expenses (Consolidation).

(i) Facts.

X, adomestic corporation, wholly owns M, N, and O, also domestic corporations. X, M, N, and
O file a consolidated income tax return. All theincome of X and O is from sources within the United
States, dl of M'sincomeis from sources within South America, and dl of N'sincomeisfrom
sources within Africa. X receives no dividends from M, N, or O. During the taxable year, the
consolidated group of corporations earned consolidated gross income of $550,000 and incurred
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total deductions of $370,000 as follows:

G oss i ncone Deducti ons
Cor por ati ons:
X $100, 000 $50, 000
M 250, 000 100, 000
N 150, 000 200, 000
(0] 50, 000 20, 000
Tot al 550, 000 370, 000

Of the $50,000 of deductionsincurred by X, $15,000 relates to X's ownership of M; $10,000
relates to X's ownership of N; $5,000 relates to X's ownership of O; and the entire $30,000
congtitute stewardship expenses. The remainder of X's deductions ($20,000) relates to production
of income from its plant in the United States.

(i) Allocation.

In accordance with section 1.1502-4, each corporation must first compute its separate taxable
income for purposes of computing the limitation on the foreign tax credit. X's deductions of $50,000
are definitdy related and thus alocable to the types of grossincome to which they give rise, namdy
$25,000 whally to income from sources outside the United States ($15,000 for stewardship of M
and $10,000 for stewardship of N) and the remainder ($25,000) whally to gross income from
sources within the United States. Expensesincurred by M and N are entirely related and thus
wholly alocable to income earned from sources without the United States and expenses incurred by
O are entirely related and thus wholly alocable to income earned within the United States. Hence,
no apportionment of expenses of X, M, N, or O is necessary. For purposes of applying the overdl
limitation, the Statutory grouping is gross income from sources without the United States and the
resdua grouping is gross income from sources within the United States. As aresult of the allocatior
of deductions, X, M, and N have separate taxable income (losses) from sources without the United
Statesin the amounts of ($25,000), $150,000, and ($50,000), respectively, computed as follows:

X M N
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Foreign gross income =------ $250, 000 $150, 000
Less: Deductions
allocable to foreign
gross i ncone $25, 000 100, 000 200, 000
Total, taxable
incone (loss) (25, 000) 150, 000 (50, 000)

Thus, in the combined computation of the overdl limitation, the numerator of the limiting fractior
(taxable income from sources outside the United States) is $75,000 ($150,000 of separate taxable
income of M less $50,000 of losses of N and less $25,000 of losses of X).

Example 18--Stewardship and Supportive Expenses.
(i) Facts.

X, adomestic corporation, manufactures and sells pharmaceuticals in the United States. X's
domegtic subsidiary S, and X'sforeign subsidiaries T, U, and V perform similar functions in the
United States and foreign countries T, U, and V, respectively. Each corporation derives substantia
net income during the taxable year. X's gross income for the taxable year consgts of:

Donesti c sal es i ncone $32, 000, 000

Di vidends from S

(before dividends recei ved deducti on) 3, 000, 000
D vidends fromT 2, 000, 000
D vi dends from U 1, 000, 000
Di vi dends fromV 0
Royalties fromT and U 1, 000, 000

Fees fromU for services performed

in the United States 1, 000, 000
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Total gross inconme 40, 000, 000

Among ot her deductions, X incurs the

foll ow ng:
Expenses of supervision depart nent 1, 600, 000
Charitabl e contributions 100, 000

X's Supervison Department (the Department) is responsible for the supervison of its four
subsidiaries and for rendering certain services to the subsidiaries, and this Department provides all
the supportive functions necessary for X's foreign activities. The Department performs three
principa types of activities. The first type conssts of services for the direct benefit of U for which e
feeispaid by U to X. The cost of the servicesfor U is $1,000,000. The second type consists of
sewardship activities which are in the nature of a management review and generaly duplicate
functions performed by the subsidiaries own employees (and are, therefore, of atype described in
section 1.482-2(b)(2)(ii) which would not be subject to an dlocation under section 482). For
example, ateam of auditors from X's accounting department periodically audits the subsidiaries
books and preparesinterna reports for use by X's management. Smilarly, X's treasurer periodicaly
reviews for the board of directors of X the subsidiaries financid policies. The cost of the duplicative
services and related supportive expenses is $540,000. The third type of activity consists of
providing services which are ancillary to the license agreements which X maintains with subsdiaries
T and U. The cost of the ancillary services is $60,000.

(i) Allocation.

The Department's outlay of $1,000,000 is the basis for the charge to U for services rendered, and
therefore $1,000,000 is dlocated to the fees paid by U. The remaining $600,000 in the
Department's deductions are definitely related to the types of gross income to which they giverise,
namely dividends from subsidiaries S, T, U and V and roydtiesfrom t and U. However, $60,000 of
the $600,000 in deductions are found to be attributable to the ancillary services and are definitely
related (and therefore dlocable) solely to roydtiesreceved from T and U, while the remaining
$540,000 in deductions are definitely related (and therefore alocable) to dividends received from dl
the subsidiaries.

(ii1) Apportionment.

For purposes of applying the overdl limitation, the satutory grouping is gross income from sources
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outside the United States and the residua grouping is gross income from sources within the United
States. X's deduction of $540,000 for the Supervision Department expenses and related supportive
expenses which is dlocable to dividends received from the subsidiaries must be gpportioned
between the statutory and residua groupings before the overall limitation may be applied. Ir
determining an appropriate method for gpportioning the $540,000, a basis other than X's gross
income must be used since the dividend payment policies of the subsidiaries bear no relationship
ether to the activities of the Department or to the amount of income earned by each subsidiary. This
is evidenced by thefact that V paid no dividends during the year, whereas S, T, and U pad
dividends of $1 million or more each. In the absence of facts that would indicate a materia
digtortion resulting from the use of such method, the stewardship expenses ($540,000) may be
gpportioned on the basis of the gross receipts of each subsidiary.

The gross receipts of the subsidiaries were as

fol |l ows:
S $4, 000, 000
T 3, 000, 000
U 500, 000
v 1, 500, 000
Tot al 9, 000, 000

Thus, the expenses of the Department are apportioned for purposes of the overdl limitation as
follows

Apportionnent of stewardship expenses to
the statutory groupi ng of gross incone:
540, 000 x [($3, 000,000 + $500, 000 + $1, 500, 000)/
$9, 000, 000] $300, 000
Apportionnent of supervisory expenses to

the residual grouping of gross incone:
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$540, 000 x $4, 000, 000/ 9, 000, 000 240, 000
Total : Apportioned stewardshi p expense $540, 000
(iv) Allocation and gpportionment of charitable contributions.

Pursuant to paragraph (€)(9) of this section, charitable contributions are generdly treated as
deductions which are not definitely related to any gross income and are, accordingly, apportioned
ratably on the basis of grossincome for purposes of the overdl limitation as follows

Apportionment of charitable contributions
to the statutory grouping of gross incone:
$100, 000 x [($2, 000,000 + $1,000, 000 +
$1, 000, 000) / $40, 000, 000] $10, 000
Apportionment of charitable contributions
to the residual grouping of gross incomne:
$100, 000 x [($32, 000,000 + $3, 000,000 +
$1, 000, 000) / $40, 000, 000] 90, 000
Total apportioned charitable contributions 100, 000
Example 19--Supportive Expense.
(i) Facts.

X, adomestic corporation, purchases and sdlls products both in the United States and in foreign
countries. X has no foreign subsdiary and no internationa department. During the taxable year, X
incurs the following expenses with respect to its worldwide activities:

Per sonnel department expenses $50, 000
Trai ni ng departnent expenses 35, 000
Ceneral and adm nistrative expenses 55, 000
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President's salary 40, 000
Sal es nanager's sal ary 20, 000
Tot al 200, 000

X has domestic gross receipts from saes of $750,000 and foreign gross receipts from saes of
$500,000 and has gross income from such sdes in the same ratio, namely $300,000 from domestic
sources and $200,000 from foreign sources.

(ii) Allocation.

The above expenses are definitdy related and dlocable to dl of X's grossincome derived from both
domestic and foreign markets.

(iii) Apportionment.

For purposes of gpplying the overdl limitation, the statutory grouping is gross income from sources
outside the United States and the residua grouping is gross income from sources within the United
States. X's deductions for its worldwide sales activities must be apportioned between these
groupings. Company X in this example (unlike Company X in example (18)) does not have &
separate internationa division which performs essentiadly dl of the functions required to manage and
oversee itsforeign activities. The president and sdes manager do not maintain time records. The
divison of their time between domegtic ard foreign activities varies from day to day and cannot be
estimated on an annua basis with any reasonable degree of accuracy. Similarly, there are no facts
which would justify amethod of gpportionment of their sdaries or of one of the other listed
deductions based on more specific factors than gross receipts or gross income. An acceptable
method of gpportionment would be on the basis of gross receipts. The gpportionment of the
$200,000 deduction is asfollows:

Apportionnent of the $200, 000 expense
to the statutory grouping of
gross incone: $200, 000 x

[ $500, 000/ ( $500, 000 + $750, 000) ] $80, 000
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Apportionnent of the $200, 000 expense to
the residual grouping of gross incone:
$200, 000 x [$750, 000/ ($500, 000 + $750, 000)] 120, 000
Total apportioned supportive expense 200, 000
Example 20--Supportive Expense.
(i) Facts.

Assume the same facts as above except that X's president devotes only 5 percent of histime to the
foreign operations and 95 percent of histime to the domestic operations and that X's sales manager
devotes approximatdly 10 percent of histime to foreign sales and 90 percent of histime to domestic
sdes.

(i) Allocation.

The expenses incurred by X with respect to its worldwide activities are definitely related, and
therefore dlocable to X's graossincome from bott its foreign and domestic markets.

(iii) Apportionment.

On the basis of the additiona factsit is not acceptable to apportion the sdaries of the president and
the sales manager on the basis of gross receipts. It is acceptable to apportion such salaries between
the Statutory grouping (gross income from sources without the United States) and residua grouping
(gross income from sources within the United States) on the basis of time devoted to each sales
activity. Remaining expenses may giill be apportioned on the basis of grossreceipts. The
goportionment is as follows:

Apportionnent of the $200, 000 expense to
the statutory groupi ng of gross income:
President's salary: $40,000 x 5 pct $2, 000
Sal es manager's sal ary: $20,000 x 10 pct 2,000
Renai ni ng expenses: $140, 000 x

[ $500, 000/ ( $500, 000 + $750, 000) ] 56, 000

© CFS Tax Software, Inc. 1996 to 2001 32 August 2001 Release



9/25/2002 8:18:42 PM Final & Temporary Regulations

Subtotal : Apportionment of expense to
statutory grouping 60, 000

Apportionnent of the $200, 000 expense to
the residual grouping of gross incone:
President's salary: $40,000 x 95 pct 38, 000
Sal es nanager's sal ary: $20,000 x 90 pct 18, 000
Remai ni ng expenses: $140, 000 x
[ $750, 000/ ( $500, 000+$750, 000) ] 84, 000
Subtotal : Apportionment of expense to
resi dual groupi ng 140, 000

Total : Apportioned general and
adm ni strative expense 200, 000
Example 21--Supportive Expense.
(i) Facts.

X, aforeign corporation doing businessin the United States, is a manufacturer of metal samping
machines. X has no United States subsdiaries and no separate divison to manage and oversee its
businessin the United States. X manufactures and sdlls these machinesin the United States and in
foreign countries A and B and has a separate manufacturing facility in each country. Sales of these
machines are X's only source of income. In 1977, X incurs general and adminigtrative expenses
related to both its U.S. and foreign operations of $100,000. It has machine sales of $500,000,
$1,000,000 and $1,000,000 on which it earns gross income of $200,000, $400,000 and $400,000
in the United States, country A, and country B, respectively. The income from the manufacture and
sde of the machinesin countries A and B is not effectively connected with X's businessin the United
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States.
(i) Allocation.

The $100,000 of generd and adminigtrative expense is definitely related to the income to which it
givesrise, namdy a part of the gross income from sdes of machinesin the United States, in country
A, and in country B. The expenses are dlocable to this class of income, even though X's gross
income from sources outside the United Statesis excluded income sinceit is not effectively
connected with aU.S. trade or business.

(ii1) Apportionment.

Since X isaforeign corporation, the satutory grouping is gross income effectively connected witt
X'strade of businessin the United States, namely gross income from sources within the United
States, and the residua grouping is gross income not effectively connected with atrade or business
in the United States, namdly gross income from countries A and B. Since there are no facts whicl
would require amethod of gpportionment other than on the basis of sdes or gross income, the
amount may be gpportioned between the two groupings on the basis of amounts of gross income as
follows

Apportionnment of general and administrative

expense to the statutory grouping, gross

i ncone fromsources within the United

States: $100, 000 x [$200, 000/

($200, 000 + $400, 000 + $400, 000) ] $20, 000
Apportionnent of general and adm nistrative

expense to the residual grouping, gross

i ncone from sources w thout the United

States: $100,000 x [($400,000 + $400, 000)/

($200, 000 + $400, 000 + $400, 000) ] 80, 000

Total apportioned general and
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adm ni strative expense 100, 000
Example 22--Domestic International Sales Corporations.
(i) Facts.

X, adomestic corporation, manufactures aline of kitchenware and sells it to retailersin the United
States, France, and the United Kingdom. After the Domestic International Sales Corporation
(DISC) legidation was passed in 1971, X established, as of January 1, 1972, aDISC and
thereafter did all of its foreign marketing through sales by the DISC. In 1977 the DISC has total
sdes of $7,700,000 for which X's cost of goods sold is $6,000,000. Thus, the grossincome
attributable to exports through the DISC is $1,700,000 ($7,700,000-$6,000,000). Moreover, X
has U.S. domestic sales of kitchenware of $12,000,000 on which it earned gross income of
$900,000, and X receives roydty income from the foreign license of its kitchenware technology in
the amount of $300,000. The DISC's expenses attributable to the resale of export property are
$400,000 of which $300,000 qualify as export promotion expenses. X also incurs $125,000 of
generd and adminigtrative expenses in connection with its domestic and foreign sdes activities, and
itsforeign licensing activities. X and the DISC determine transfer prices charged on the basis of &
single product grouping and the "50-50" combined taxable income method (without margind
costing) which permits the DISC to have a taxable income equa to 50 percent of the combined
taxable income attributable to the production and sales of the export property, plus 10 percent of
the DISC's export promotion expenses.

(ii) Allocation.

For purposes of determining combined taxable income of X and the DISC from export sales,
genera and administrative expenses of $125,000 must be allocated to and apportioned betweer
gross income resulting from the production and sde of kitchenware for export, and from the
production and sale of kitchenware for the domestic market. The deduction of $400,000 for
expenses dtributable to the resde of export property is adlocated soldly to gross income from the
production and sale of kitchenware in foreign markets.

(iii) Apportionment.

Apportionment of expense takes place in two stages. In the first stage, for computing combined
taxable income from the production and sdle of export property, the generd and adminidrative
expense should be apportioned between the statutory grouping of gross income from the export of
kitchenware and the residua grouping of grassincome from domestic sdes and foreign licenses. Ir
the second stage, since the limitation on the foreign tax credit requires the use of a separate limitation
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with respect to dividends from a DISC (section 904(d)), the general and administrative expense
should be apportioned between two statutory groupings, DISC dividends and foreign royalty
income (for which the overal limitation is used), and the residua grouping of gross income frormr
sdes within the United States. In the first stage, in the absence of more specific or contrary
information, the generd and adminidrative expense may be gpportioned on the basis of gross
income in the respective groupings, as follows

Apportionment of general and administrative
expense to the statutory groupi ng, gross
i ncore fromexports of kitchenware:
$125, 000 x [ $1, 700, 000/
($1, 700, 000 + $900, 000 + $800, 000) ] $62, 500
Apportionnment of general and administrative
expense to the residual grouping, gross
i ncome from domestic sales of kitchenware
and foreign royalty incone fromlicensing
ki t chenwar e technol ogy: $125, 000 x
[ ($900, 000 + $800, 000)/
($1, 700, 000 + $900, 000 + $800, 000) ] 62, 500
Total apportionnent of general and
adm ni strati ve expense 125, 000

On the basis of this apportionment, the combined taxable income, and the DISC portion of taxable
income may be cdculated asfollows:

Gross income fromexports $1, 700, 000
Less:

DI SC expense for resale
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of export property 400, 000

Apportioned general and

adm ni strati ve expense 62, 500

$462, 500

Conbi ned t axabl e i ncomre from production
and export of Kkitchenware 1, 237, 500

DI SC i ncone:

50 pct of conbi ned taxabl e i ncone 618, 750

10 pct of export pronotion expense
of $300, 000 30, 000
Total DI SC incone 648, 750

DI SC i ncone as a percentage of conbi ned
t axabl e i ncone 52.4

In the second stage, in the absence of more specific or contrary information, the general and
adminigtrative expense may aso be apportioned on the basis of gross income in the repective
groupings. Since DISC taxable income is 52.4 percent of combined taxable income, DISC gross
income istreated as 52.4 percent of the gross income from exports $1,700,000. The apportionment
follows

Apportionment of general and administrative

expense to the statutory grouping, D SC
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di vi dends: $125, 000 x [(0.524 x $1, 700, 000)/
($1, 700, 000 + $900, 000 + $800, 000) ] $32, 750
Apportionnment of general and administrative
expense to the statutory grouping, foreign
royalty income: $125,000 x [$800, 000/
($1, 700, 000 + 900, 000 + $800, 000)] 29, 412
Apportionnment of general and administrative
expense to the residual grouping, gross
i ncone fromsources within the United
States: $125,000 x [($900,000 + (0.476 x
$1, 700, 000) )/ ($1, 700, 000 + $900, 000 +
$800, 000) ] 62, 838
Total apportioned general and
adm ni strative expense 125, 000

(iv) This Example (22) applies only to DISC taxable years ending before January 1, 1987, and to
distributions from a DISC or former DISC with respect to DISC or former DISC taxable years
ending before January 1, 1987.

Example 23--[Reserved]

Example 24--[Reserved] For guidance, see section 1.861-8T(g) Example 24.
Example 25--Income Taxes.

(i) Facts.

X, adomestic corporation, is a manufacturer and distributor of € ectronic equipment with operations
ingaesA, B, and C. X dso has abranch in country Y which manufactures and distributes the
same type of eectronic equipment. In 1988, X has taxable income from these activities, as
described under the Code (without taking into account the deduction for state income taxes), of
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$1,000,000, of which $200,000 is foreign source generd limitation income subject to a separate
limitation under section 904(d)(1)(1) (“generd limitation income") and $300,000 is domestic source
income. States A, B, and C each determine X's income subject to tax within their state by making
adjusments to X's taxable income as determined under the Code, and then gpportioning the
adjusted taxable income on the basis of the relative amounts of X's payroll, property, and sales
within each state as compared to X's worldwide payroll, property, and sales. The adjustments made
by states A, B, and C dl involve adding and subtracting enumerated items from taxable income as
determined under the Code. However, in making these adjustments to taxable income, none of the
dtates specificaly exempts foreign source income as determined under the Code. On thisbasis, it is
determined that X has taxable income of $550,000, $200,000, and $200,000 in states A, B, and
C, respectively. The corporate tax rates in states A, B, and C are 10 percent, 5 percent, and 2
percent, respectively, and X hastota state income tax liabilities of $69,000 ($55,000 + $10,000 +
$4,000), which it deducts as an expense for federal income tax purposes.

(ii) Allocation.

X's deduction of $69,000 for state income taxes is definitely related and thus alocable to the gross
income with respect to which the taxes are imposed. Since the statutes of states A, B, and C do not
specifically exempt foreign source income (as determined under the Code) from taxation and since,
in the aggregate, sates A, B, and C tax $950,000 of X's income while only $800,000 is domestic
source income under the Code, it is presumed that state income taxes are imposed on $150,000 of
foreign source income. The deduction for state income taxes is therefore related and alocable to
both X's foreign source and domestic source income.

(ii1) Apportionment.

For purposes of computing the foreign tax credit limitation, X'sincomeis comprised of one statutory
grouping, foreign source generd limitation gross income, and one residua grouping, gross income
from sources within the United States. The state income tax deduction of $69,000 must be
gpportioned between these two groupings. Corporation X cal culates the apportionment on the basi's
of the relative amounts of foreign source generd limitation taxable income and U.S. source taxable
income subject to state taxation. In this case, state income taxes are presumed to be imposed or
$800,000 of domestic source income and $150,000 of foreign source generd limitation income.

State income tax deduction apportioned
to foreign source general limtation

i ncome (statutory grouping):
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$69, 000 x ($150, 000/ $950, 000) $10, 895
State incone tax deduction apportioned

to income fromsources within the United

States (residual grouping):

$69, 000 x ($800, 000/ $950, 000) 58, 105

Total apportioned state incone
tax deduction $69, 000
Example 26--Income Taxes.
(i) Facts.

Assume the same facts as in Example 25 except that the language of sate A's Satute and the
datute's operation exempt from taxation al foreign source income, as determined under the Code,
S0 that foreign source incoreis not included in adjusted taxable income subject to apportionment in
date A (and factors relating to X's country Y branch are not taken into account in computing the
date A gpportionment fraction).

(ii) Allocation.

X's deduction of $69,000 for state income taxes is definitely related and thus alocable to the gross
income with respect to which the taxes are imposed. Since state A exempts dl foreign source
income by statute, state A is presumed to impose tax on $550,000 of X's $800,000 of domestic
sourceincome. X's state A tax of $55,000 is alocable, therefore, solely to domestic source income.
Since the statutes of states B and C do not specifically exclude dl foreign source income as
determined under the Code, and since states B and C impose tax an $400,000 ($200,000 +
$200,000) of X'sincome of which only $250,000 ($800,000 - $550,000) is presumed to be
domestic source, the deduction for the $14,000 of income taxesimposed by states B and C is
related and alocable to both foreign source and domestic source income.

(iii) Apportionment.

(A) For purposes of computing the foreign tax credit limitation, X's income is comprised of one
gatutory grouping, foreign source generd limitation gross income, and one resdua grouping, gross
income from sources within the United States. The deduction of $14,000 for income taxes of states
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B and C must be gpportioned between these two groupings.

(B) Corporation X cdculates the gpportionment on the basis of the relative amounts of foreign
source generd limitatior income and U.S. source income subject to state taxation.

States B and C incone tax deduction
apportioned to foreign source general
limtation incone (statutory grouping):
$14,000 x ($150, 000/ $400, 000) $5, 250
States B and C incone tax deduction
apportioned to income fromsources within
the United States (residual grouping):
$14,000 x ($250, 000/ $400, 000) 8, 750
Total apportioned state income
tax deduction $14, 000

(C) Of X'stotd income taxes of $69,000, the amount alocated and apportioned to foreign source
generd limitation income equals $5,250. The tota amount of state income taxes dlocated and
apportioned to U.S. source income equals $63,750 ($55,000 + $8,750).

Example 27-- Income Tax--
(i) Facts.

Assume the same fects asin Example 25 except that state A, in which X has sgnificant
income-producing activities, does not impose a corporate income tax or other state tax computed
on the basis of income derived from business activities conducted in Sate A. X therefore has atotal
state income tax liability in 1988 of $14,000 ($10,000 paid to state B plus $4,000 paid to state C),
al of which issubject to alocation and apportionment under paragraph (b) of this section.

(ii) Allocation.
(A) X'sdeduction of $14,000 for state income taxes is definitely related and alocable to the gross
income with respect to which the taxes are imposed. However, in these facts, an adjustment is
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necessary before the aggregate state taxable incomes can be compared with U.S. source income on
the federal income tax return in the manner described in Examples 25 and 26. Unlike the factsin
Examples 25 and 26, gate A impaoses no income tax and does not define taxable income
attributable to activitiesin state A. The total amount of X'sincome subject to Sate taxation is,
therefore, $400,000 ($200,000 in state B and $200,000 in state C). Thistotal presumptively does
not include any income attributable to activities performed in state A and therefore can not properly
be compared to tota U.S. source taxable income reported by X for federal income tax purposes,
which does include income éttributable to state A activities.

(B)(1) Accordingly, before applying the method used in Examples 25 and 26 to the facts of this
example, it is necessary firgt to estimate the amount of taxable income that state A could reasonably
attribute to X's activitiesin state A, and then to reduce federa taxable income by that amount.

(2) Any reasonable method may be used to attribute taxable income to X's activities in state A. For
example, the rules of the Uniform Divison of Income for Tax Purposes Act ("UDITPA™) attribute
income to a ate on the basis of the average of three ratios that are based upon the taxpayer's
facts--property within the state over tota property, payroll within the state over totd payroll, and
sadeswithin the gate over tota sales-and, with adjustments, provide a reasonable method for this
purpose. When applying the rules of UDITPA to estimate U.S. source income derived from state A
activities, the taxpayer's UDITPA factors must be adjusted to eiminate both taxable income and
factors attributable to aforeign branch. Therefore, in this example dl taxable income aswell as
UDITPA apportionment factors (property, payroll, and sales) attributable to X's country Y branch
must be diminated.

(C)(1) Sinceit ispresumed that, if state A had had an income tax, state A would not attempt to tax
the income derived by X's country Y branch, any reasonable estimate of the income that would be
taxed by state A must exclude any foreign source income.

(2) When using the rules of UDITPA to estimate the income that would have been taxable by State
A in these facts, foreign source income is excluded by starting with federdly defined taxable income
(before deduction for state income taxes) and subtracting any income derived by X's country Y
branch. The hypotheticd state A taxable income is then determined by multiplying the resulting
difference by the average of X's state A property, payroll, and salesratios, determined using the
principles of UDITPA (after adjusment by diminating the country Y branch factors). The resulting
product is presumed to be exclusively U.S. source income, and the alocation and apportionment
method described in Example 26 must then be applied.

(3) If, for example, Sate A taxable income were determined to equa $550,000, then $550,000 of
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U.S. source income for federal income tax purposes would be presumed to condtitute state A
taxable income. Under Example 26, the remaining $250,000 ($800,000 - $550,000) of U.S.
source income for federal income tax purposes would be presumed to be subject to tax in states B
and C. Since states B and C impose tax on $400,000, the application of Example 25 would result
in a presumption that $150,000 is foreign source income and $250,000 is domestic source income.
The deduction for the $14,000 of income taxes of states B and C would therefore be related and
alocable to both foreign source and domestic source income and would be subject to
gpportionment.

(i) Apportionment.

The deduction of $14,000 for income taxes of states B and C is apportioned in the same manner as
in Example 26. As aresult, $5,250 of the $14,000 of state B and state C income taxes is
apportioned to foreign source generd limitation income ($14,000 x $150,000/$400,000), and
$8,750 ($14,000 x $250,000/$400,000) of the $14,000 of state B and state C income taxesis
apportioned to U.S. source income.

Example 28--Income Tax--
(i) Facts.

(A) Assume the same facts asin Example 25 (X has $1,000,000 of taxable income for federa
income tax purposes, $800,000 of which is U.S. source income and $200,000 of which isforeign
source generd limitation income), except that $100,000 of X's $200,000 of foreign source genera
limitation income congsts of dividends from firg-tier controlled foreign corporations ("CFCS') (as
defined in section 957(a) of the Code) which derive exclusively foreign source generd limitatior
income. X owns stock representing 10 to 50 percent of the vote and value in such CFCs.

(B) State A taxable incomeis computed by first making adjustments to X's federd taxable income.
These adjusments result in X having atotal of $1,100,000 of gpportionable taxable income for
state A tax purposes. None of the $100,000 of adjustments made by state A relate to the dividends
paid by the CFCs. Asin Example 25, the amount of apportionable taxable income attributable to
business activities conducted in sate A is determined by multiplying apportionable taxable income
by afraction (the "state epportionment fraction") that compares the reative amounts of X's payroll,
property, and sdes within state A with X's worldwide payroll, property and sdes. An analysis of
date A law indicates that state A law includesin its definition of the taxable bLsiness income of X
which is gpportionable to X's sate A activities, dividends paid to X by its subsdiaries thet arein the
same business as X, but are less than 50 percent owned by X (“"portfolio dividends'). The dividends
received by X from the 10 to 50 percent owned first-tier CFCs, therefore, are considered to be
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portfolio dividends includable in gpportionable businessincome for state A tax purposes. However,
the factors of these CFCs are not included in the state A gpportionment fraction for purposes of
gpportioning income to X's activities in the sate. The comparison of X's state A factors with X's
worldwide factors results in a state gpportionment fraction of 50 percent. Applying this fraction to
apportionable taxable income of $1,100,000, as determined under Sate law, resultsin attributing 50
percent of apportionable taxable income to state A, and produces total tate A taxable income of
$550,000. State A imposes an income tax at arate of 10 percent on the amount of income that is
attributed to state A, which results in $55,000 of tax imposed by state A.

(ii) Allocation.

(A) States A, B, and C impose income taxes of $69,000 which must be alocated to the classes of
gross income upon which the taxes are imposed. A portion of X'sfederal income tax deduction of
$55,000 for gate A income tax is definitely related and thus dlocable to the dlass of grossincome
congsting of foreign source portfolio dividends. A definite relationship exists between a deductior
for gate income tax and portfolio dividends when a state includes portfolio dividends in Sete taxable
income gpportionable to the state, but determines state taxable income by applying ar
gpportionment fraction that excludes the factors of the corporations paying those dividends. By
applying a state gpportionment fraction that excludes factors of the corporations paying portfolio
dividends to apportionable taxable income that includes the $100,000 of foreign source portfolio
dividends, $50,000 (50 percent of the $100,000) of the portfolio dividendsis attributed to X's
activitiesin state A and subjected to state A incorre tax. Applying the state A income tax rate of 10
percent to the $50,000 of foreign source portfolio dividends subjected to state A income tax,
$5,000 of X's $55,000 totdl state A income tax ligbility is definitely related and alocable to a class
of gross income conssting of the foreign source portfolio dividends. Since under the look-through
rules of section 904(d)(3) the foreign source portfolio dividends from the firgt-tier CFCs are
included within the generd limitation described in section 904(d)(1)(1), the $5,000 of state A tax on
foreign source portfolio dividendsis dlocated entirely to foreign source generd limitation income
and, therefore, is not apportioned. (If the total amount of state A tax imposed on foreign source
portfolio dividends were to exceed the actud amount of X's state A income tax liability (for
example, due to net operating losses), the actua amount of state A tax would be alocated entirely
to those foreign source portfolio dividends.) After dlocation of a portion of the stete A tax to
portfolio dividends, $50,000 ($55,000-$5,000) of state A tax remains to be allocated.

(B) A total of $64,000 (the aggregate of the $50,000 remaining state A tax, and the $10,000 and
$4,000 of taxesimposed by states B and C, respectively) isto be alocated (as provided in
Example 25) by comparing U.S. source taxable income (as determined Lnder the Code) with the
aggregate of the State taxable incomes determined by states A, B, and C (after reducing state
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gpportionable taxable incomes by the amount of any portfolio dividends included in gpportionable
taxable income to which tax has been specificdly dlocated). X's state A taxable income, after
reduction by the $50,000 of portfolio dividends taxed by state A, equals $500,000. X aso has
taxable income of $200,000 and $200,000 in states B and C, respectively. In the aggregate,
therefore, states A, B, and C tax $900,000 of X'sincome, after excluding state taxable income
attributable to portfolio dividends. Since X has only $800,000 of U.S. source taxable income for
federa income tax purposes, it is presumed that state income taxes are imposed on $100,000 of
foreign source income. The remaining deduction of $64,000 for state income taxesis therefore
related and alocable to both foreign source and domestic source income and is subject to
gpportionment.

(ii1) Apportionment.

For purposes of computing the foreign tax credit limitation, X'sincome is comprised of one statutory
grouping, foreign source generd limitation income, and one residud grouping, gross income fromr
sources within the United States. The remaining state income tax deduction of $64,000 must be
gpportioned between these two groupings on the basis of relative amounts of foreign source generd
limitation taxable income and U.S. source taxable income subject to state taxation. In this case, the
$64,000 of state income taxesis considered to be imposed on $800,000 of domestic source
income and $100,000 of foreign source generd limitation income and is gpportioned as follows:

State incone tax deduction apportioned
to foreign source general limtation
i ncome (statutory grouping):
$64,000 x ($100, 000/ $900, 000) $7, 111
State incone tax deduction apportioned
to income fromsources within the
United States (residual grouping):
$64,000 x ($800, 000/ $900, 000) 56, 889
Total apportioned state income

tax deduction $64, 000
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Of the total state income taxes of $69,000, the amount alocated and apportioned to foreign source
generd limitation income equals $12,111 ($5,000 + $7,111). The totd amount of state income
taxes alocated and gpportioned to U.S. source income equas $56,889.

Example 29--Income Taxes--
(i) Facts.

(A) P, adomedtic corporation, is amanufacturer and distributor of eectronic equipment witr
operationsin states F, G, and H. P dso has abranch in country Y which manufactures and
distributes the same type of eectronic equipment. In addition, P has tiree wholly owned
subsidiaries, USL, US2, and FS, the latter a controlled foreign corporation ("CFC") as defined in
section 957(a) of the Code. P aso owns stock representing 10 to 50 percent of the vote and value
of various other firg-tier CFCs that derive exclusvely foreign source generd limitation income.

(B) In 1988, P derives $1,000,000 of federd taxable income (without taking into account the
deduction for state income taxes), which consists of $250,000 of foreign source generd limitation
income and $750,000 of U.S. source income. The foreign source generd limitation income congds
of a$25,000 subpart F inclusion with respect to FS, $150,000 of dividends from the other first-tier
CFCs deriving exclusvely foreign source generd limitation income, in which P owns stock
representing 10 to 50 percent of the vote and vaue, and $75,000 of manufacturing and sales
income derived by P's U.S. operations and country Y branch. The $750,000 of U.S. source
income congsts of manufacturing and sales income derived by Ps U.S. operations.

(C) For federd income tax purposes, US1 derives $75,000 of taxable income, before deduction for
gtate income taxes, which congsts entirely of U.S. source income. US2, a so-called "80/20"
corporation described in section 861(c)(1), derives $250,000 of federd taxable income before
deduction for ate or foreign income taxes, al of which is derived from foreign operations and
consgts entirely of foreign source generd limitation income. FSis not engaged in aU.S. trade or
business and derives $550,000 of foreign source generd limitation income before deduction for
foreign income taxes.

(D) State F imposes a corporate income tax of 10 percent of P's state F taxable income, which is
determined by formulary gpportionment of the total taxable income attributable to P's worldwide
unitary business. State F determines P's taxable income for stete F tax purposes by first making
adjustments to the taxable income, as determined for federal income tax purposes, of the members
of the unitary business group to determine the total taxable income of the group. State F ther
computes P's state taxable income by attributing a portion of that unitary business taxable income to
activities of P that are conducted in state F. State F does this by multiplying the unitary business
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taxable income (federa taxable income with state adjustments) by a fraction (the "State
gpportionment fraction™) that compares the relative amounts of the unitary business group's payroll,
property, and sdes (the "factors') in state F with the payroll, property, and saes of the unitary
business group. P isthe only member of its unitery business group that has state F factors and thet is
thereby subject to state F income tax and filing requirements. State F defines the unitary business
group to include any corporation more than 50 percent of which is directly or indirectly owned by &
state F taxpayer and is engaged in the same unitary business. P's unitary business group, therefore,
includes P, USL, US2, and FS, but does not include the 10 to 50 percent owned CFCs. The
income of the unitary business group excludes intercompany dividends between members of the
unitary business group and subpart F inclusions with respect to amember of the unitary business
group. Dividends paid from nonmembers of the unitary group (the 10 to 50 percent owned CFCs)
for state F tax purposes are referred to s "portfolio dividends' and are included in taxable income
of the unitary business. None of the factors (in state F or worldwide) of the corporations paying
portfolio dividends are included in the ate F gpportionment fraction for purposes of gpportioning
tota taxable income of the unitary businessto Ps sate F activities.

(E) After state adjustments to the taxable income of the unitary business group, as determined under
federal tax principles, the total taxable income of P's unitary business group equas $2,000,000,
congisting of $1,050,000 of P'sincome ($100,000 of foreign source manufacturing and sales
income, $150,000 of foreign source portfolio dividends, and $800,000 of U.S. source
manufacturing and sales income, but excluding the $25,000 subpart F inclusion atributable to FS
snce FSisamember of the unitary business group), $100,000 of US1'sincome (from sales made
in the United States), $275,000 of US2's income (from an active business outside the United
States), and $575,000 of FS'sincome. The differences between taxable income under federal tax
principles and state F gpportionable taxable income for P, US1, US2, and FS represent
adjustments to taxable income under federd tax principles that are made pursuant to the tax laws of
state F.

(F) The taxable income for each member of the unitary business group under federa tax principles
and gate law principlesis summarized in the following table. (The items of income listed in the
"Federa" column of the table refer to taxable income before deduction for state income tax.)

Feder al State F
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U S. source income
For ei gn source general
limtation income:
Portfolio dividends
Subpart F incone
Manuf act uri ng and sal es
i ncone
Total taxable income
us1
U S. source income
us2
For ei gn source general
limtation incone
FS
For ei gn source general

limtation i ncone

Taxabl e i ncome of the

uni tary busi ness group

$750, 000

150, 000

25,000

1, 000, 000

75, 000

250, 000

$800, 000

150, 000

1, 050, 000

100, 000

275, 000

2,000, 000

(G) State F deems P to have state F taxable income of $500,000, which is determined by
multiplying the tota taxable income of the unitary business group ($2,000,000) by the group's Sate
F gpportionment fraction, which is assumed to be 25 percent in these facts. P's Sate F taxable
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income is then multiplied by the Sate F tax rate of 10 percent, resulting in a state F tax liability of
$50,000. State G and state H, unlike state F, do not tax portfolio dividends. Although state G and
state H apportion taxable income, respectively, on the basis of an gpportionment fraction that
compares date factors to total factors, state G and state H, unlike state F, do not apply a unitary
business theory and consider only P's taxable income and factors in computing P's texable income.
P's taxable income under state G law equals $300,000, which is subject to a 5 percent tax rate
resulting in astate G tax liability of $15,000. P's taxable income under state H law is $300,000,
which is subject to atax rate of 2 percent resLiting in astate H tax ligbility of $6,000. P has a tota
federal income tax deduction for state income taxes of $71,000 ($50,000 + 15,000 + 6,000).

(i) Allocation.

(A) Psdeduction of $71,000 for state income taxesis definitely related and dlocable to the gross
income with respect to which the taxes are imposed. Adjustments may be necessary, however,
before aggregate state taxable incomes can be compared with U.S. source taxable income on the
federa income tax return in the manner described in Examples 25 and 26. In dlocating P<
deduction for state income taxes, it is necessary first to determine the portion, if any, of the
deduction that is definitdy related end dlocable to a particular class of grossincome. A definite
relationship exists between a deduction for state income tax and dividend income when a Sate
includes portfolio dividends in state taxable income gpportionable to the taxpayer's activities in the
date, but determines ate taxable income by applying an apportionment formula that excludes the
factors of the corporations paying portfolio dividends.

(B) Inthis case, $150,000 of foreign source portfolio dividends are subject to astate F
gpportionment fraction of 25 percent, which resultsin atotal of $37,500 of state F taxable income
attributable to such dividends. Asillustrated in Example 28, $3,750 ($150,000 x 25 percent state
F gpportionment percentage x 10 percent Sate F tax rate) of P's state F income tax is definitely
related and alocable to a class of grossincome consgting entirely of the foreign source portfolio
dividends. Since under the look-through rules of section 904(d)(3) the foreign source portfolio
dividends paid by firg-tier CFCs are included within the generd limitation described in sectior
904(d)(2)(I), the $3,750 of state F tax on foreign source portfolio dividendsis alocated entirdly to
foreign source generd limitation income and, therefore, is not gpportioned.

(C) After reducing state F taxable income of the unitary business group by the taxable income
attributable to portfolio dividends, P's remaining state F taxable income equals $462,500 ($500,000
- $37,500), the portion of the taxable income of the unitary business that Sate F attributes to P's
activitiesin sate F. Accordingly, in order to adlocate and gpportion the remaining $46,250 of state F
tax ($50,000 of state F tax minus the $3,750 of state F tax allocated to foreign source portfolio
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dividends), it is necessary firgt to determineif state F istaxing only P's non-unitary taxable income
(as defined below) or isimposing itstax partly on other unitary businessincome that is attributed
under state F law to Ps activities in Sate F. P's state F non-unitary taxable income is computed by
applying the state F gpportionment formula, solely on the basis of Psincome (excluding portfolio
dividends) and gtate F apportionment factors. If the state F taxable income (after reduction by the
portfolio dividends ettributed to state F) attributed to P under state F law exceeds P's non-unitary
taxable income, a portion of the state F tax must be alocated and gpportioned on the basis of the
other unitary businessincome that is attributed to and taxable to P under state F law. If Ps
non-unitary taxable income equals or exceeds the $462,500 of remaining state F taxable income, it
is presumed that state F is only taxing P's non-unitary taxable income, so that the entire amount of
the remaining sate F tax should be alocated and gpportioned in the manner described in Example
25.

(D) If Psnon-unitary taxable income is less than the $462,500 of remaining Sate F taxable income
(after reduction for the $37,500 of dtate F taxable income attributable to portfolio dividends), it is

presumed that state F is attributing to P, and taxing P upon, other unitary businessincome. In such e
case, it is necessary to determineif state F is attributing to P, and imposing itsincome tax on, a part
of the foreign source income that would be generdly presumed under separate accounting to be the
income of foreign affiliates and 80/20 companies included in the unitary group, or whether date F is
limiting the income it attributes to P, and its taxation of P, to the U.S. source income that would be

generdly presumed under separate accounting to be the income of domestic members of the unitary

group.

(E) Assume for purposes of this example that the non-unitary taxable income attributable to F
equals $396,000, computed by multiplying P's state F taxable income of $900,000 (P's state F
taxable income (before state F apportionment) of $1,050,000 less the $150,000 of foreign source
portfolio dividends) by P's non-unitary state F apportionment fraction, which is assumed to be 44
percent. Because P's non-unitary taxable income of $396,000 is less than the $462,500 of
remaining Sate F taxable income, state F is presumed to be attributing to P and taxing the income
that would have been generaly attributed under separate accounting to Ps ffiliatesin the unitary
group. To determineif date F tax is being imposed on members of the unitary group (other than P)
that produce foreign source income, it is necessary to compute a hypothetica state F taxable
income for dl companies in the unitary group with significant U.S. operations. (For this purpose, the
hypothetica group of companies with sgnificant domestic operationsis referred to asthe "water's
edge group.") State F is presumed to be attributing to P and taxing income that would have beer
generdly attributable under separate accounting to foreign corporations and 80/20 companies to the
extent that the remaining state F taxable income ($462,500) of P exceeds the hypothetical Sate F
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taxable income that would have been attributed under state F law to P if state F had defined the
unitary group to be the water's edge group.

(F) The members of the water's edge group would have been P and USL1. The unitary business
income of thiswater's edge group is $1,000,000, the sum of $3900,000 (P's sate F taxable income
(before state F apportionment) of $1,050,000 less the $150,000 of foreign source portfolio
dividends) and $100,000 (US1's sate F taxable income). For purposes of this example, the state F
gpportionment fraction determined on a unitary basis for thiswater's edge group is assumed to equa
40 percent, the average of P and US1's state F payroll, property, and sales factor ratios (the
water's edge group's sate F factors over its worldwide factors). Applying this apportionment
fraction to the $1,000,000 of unitary businessincome of the water's edge group yields sate F
water's edge taxable income of $400,000. The excess of the remaining $462,500 of Ps sate F
taxable income over the $400,000 of P's state F water's edge taxable income equals $62,500, and
is attributable to the incluson of US2 and FSin the unitary group. The state F tax attributable to the
$62,500 of taxable income attributed to P under state F law, and that would have generaly beer
attributed to US2 and FS under non-unitary accounting, equals $6,250 and is dlocated entirely to &
class of grossincome consisting of foreign source generd limitation income, because the income of
FS and US2 conssts entirely of such income. After the $6,250 of state F tax attributable to US2
and FSis subtracted from the remaining $46,250 of net state F tax, P has $40,000 of stete F tax
remaining to be alocated and apportioned.

(G) To the extent that the remainder of P's state F taxable income ($400,000) exceeds Ps
non-unitary state F taxable income ($396,000), it is presumed that state F is attributing to and
imposing on P atax on U.S. source income that would have been atributed under separate
accounting to members of the water's edge group other than P. In these facts, the $4,000 difference
in Ps gtate F taxable income results from the inclusion of USL in the unitary group. The $400 of P<
date F tax attributable to this $4,000 is alocated entirely to Ps U.S. source income. P's remaining
$39,600 of gtate F tax ($40,000 of P's state F tax resulting from the atribution of P of income that
would have been attributed under non-unitary accounting to other members of the water's edge
group, minus $400 of state F tax attributable to US1 and allocated to Ps U.S. source income) isthe
date F tax attributable to P's non-unitary state F taxable income that is to be dlocated and
apportioned together with P's state G tax of $15,000 and state H tax of $6,000 asillustrated in
Example 25.

(H) In alocating the $60,600 of gtate tax liabilities ($39,600 sate F tax attributable to Ps
non-unitary state F income + $15,000 state G tax + $6,000 state H tax) under Example 25, Ps
dtate taxable income in state G and state H ($300,000 + $300,000) nrust be added to P's
non-unitary state F taxable income ($396,000). The resulting $996,000 of combined state taxable
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incomes is compared with $750,000 of U.S. source income on Ps federa income tax return.
Because P's combined state taxable incomes exceeds Psfederal U.S. source taxable income, it is
presumed that the remaining $60,600 of Pstota state income taxesisimposed in part on foreign
source income. Accordingly, P's remaining deduction of $60,600 ($39,600 + $15,000 + $6,000)
for state income taxes is related and dlocable to both Ps foreign source and domestic source
income and is subject to apportionment.

(iii) Apportionment.

The $60,600 of state taxes (the remaining $39,600 of state F tax + $15,000 of state G tax +
$6,000 of state H tax) must be apportioned between foreign source generd limitation income and
U.S. source income for federa income tax purposes. This apportionment is based upon the reative
amounts of foreign source generd limitation taxable income and U.S. source taxable income
comprising the $996,000 of income subject to tax by the states, after reducing the total amount of
income subject to tax by the portfolio dividends and the income attributed to P under state F law
that would have been atributed under arm's length principles to other members of Ps sate F unitary
business group. The deduction for the $60,600 of state income taxesis gpportioned as follows:

State i ncome tax deduction apportioned

to foreign source general limtation

i ncome (statutory grouping):

$60, 600 x ($246, 000/ $996, 000) $14, 967
State inconme tax deduction apportioned

to income fromsources within the United

States (residual grouping):

$60, 600 x ($750, 000/ $996, 000) 45, 633
Total apportioned state income tax

deducti on 60, 600

Of the total state income taxes of $71,000, the amount alocated and apportioned to foreign source
genera limitation income is $24,967--the sum of $14,967 of state F, state G, and state H taxes
gpportioned to foreign source generd limitation income, $3,750 of state F tax allocated to foreign
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source apportionable dividend income, and the $6,250 of state F tax allocated to foreign source
generd limitation income as the result of state F's worldwide unitary business theory of taxation. The
tota amount of <tate income taxes alocated and apportioned to U.S. source income equals
$46,033--the sum of the $400 of state F tax attributable to the inclusion of USL in the state F
unitary business group and $45,633 of combined state F, G, and H tax apportioned under the
method provided in Example 25.

Example 30--Income Taxes--
(i) Facts.

(A) Asin Example 17 of section 1.861-8(g), X is adomestic corporation that wholly owns M, N,
and O, aso domestic corporations. X, M, N, and O file a consolidated income tax return. All the
income of X and O isfrom sources within the United States, all of M'sincome is from sources
within South America, and al of N'sincomeis from sources within Africa. X receives no dividends
from M, N, or O. During the taxable year, the consolidated group of corporations earned
consolidated gross income of $550,000 and incurred total deductions of $370,000. X has gross
income of $100,000 and deductions of $50,000, without regard to its deduction for state income
tax. Of the $50,000 of deductionsincurred by X, $15,000 relates to X's ownership of M; $10,000
relates to X's ownership of N; $5,000 relates to X's ownership of O; and the entire $30,000
condtitutes stewardship expenses. The remainder of X's $20,000 of deductions (which is assumed
not to include state income tax) relates to production of income fromits plant in the United States.
M has grossincome of $250,000 and deductions of $100,000, which yield foreign source taxable
income of $150,000. N has gross income of $150,000 and deductions of $200,000, which yield a
foreign source loss of $50,000. O has gross income of $50,000 and deductions of $20,000, which
yield U.S. source taxable income of $30,000.

(B) Unlike Example 17 of section 1.861-8(g), however, X aso has a deduction of $1,800 for state
A incometaxes. X's state A taxable income is computed by first making adjustments to the federa
taxable income of X to derive gpportionable taxable income for state A tax purposes. An analys's of
date A law indicates that state A law aso includes in its definition of the taxable business income of
X which is gpportionable to X's Sate A activities, the taxable income of M, N, and O, which is
related to X's business. Asin Example 25, the amount of gpportionable taxable income attributable
to business activities conducted in sate A is determined by multiplying apportionable taxable income
by afraction (the "state apportionment fraction") that compares the relative amounts of payroll,
property, and sdles within state A with worldwide payroll, property and sdes. Assuming that X's
apportionable taxable income equas $180,000, $100,000 of which is from sources without the
United States, and $80,000 is from sources within the United States, and that the State
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apportionment fraction is equal to 10 percent, X has state A taxable income of $18,000. The state
A income tax of $1,800 is then derived by applying the state A income tax rate of 10 percent to the
$18,000 of state A taxable income.

(i) Allocation and gpportionment.

In accordance with section 1.1502-4, each corporation must first compute its separate taxable
income for purposes of computing the consolidated limitation on the foreign tax credit. Assume that
under Example 29, it is determined that X's deduction for state A income tax is definitely related to
adassof grossincome conggting of income from sources both within and without the United
States, and that the state A tax is gpportioned $1,000 to sources without the United States, and
$800 to sources within the United States. Under Example 17, without regard to the deduction for
X'sstate A income tax, X has a separate loss of ($25,000) from sources without the United States.
After taking into account the deduction for state A income tax, X's separate |oss from sources
without the United Statesisincreased by the $1,000 state A tax gpportioned to sources without the
United States, and equals aloss of ($26,000), for purposes of computing the numerator of the
consolidated foreign tax credit limitation.

Example 31--Income Taxes--
(i) Facts.

Assume that the facts are the same asin Example 29, except that state G requires P to adjust its
federa taxable income by depreciating an asset a a different rate than is dlowed P under the
Internal Revenue Code for the same asset. Before using the methodology of Example 25 to
determine whether a portion of its deduction for Sate income taxes is alocable to a class of gross
income that includes foreign source income, P recomputes its taxable income under state G law by
using the rate of depreciation that it is entitled to use under the Code, and uses this recomputed
amount in gpplying the methodology of Example 25.

(i) Allocation.

Ps modification of its sate G taxable income is permissible. Under the methodology of Example 25,
this modification of state G taxable income will produce a reasonable determination of the portion (if
any) of Ps state income taxes that is alocable to e class of grossincome that includes foreign
SOUrces income.

Example 32--Income Taxes--

(i) Facts
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Assume the facts are the same as Example 29, except that P's state F taxable income differs from
the amount of its U.S. source income under federal income tax principles solely because sate F
determines P's state taxable income under a worldwide unitary business theory instead of the arm's
length principles gpplied in the Code. Before using the methodology of Example 25 to determine
whether a portion of its deduction for state income taxesis alocable to a class of gross income that
includes foreign source income, P recomputes state F taxable income under the arm's lengtt
principles gpplied in the Code. P substitutes that recomputed amount for the amount of taxable
income actudly determined under state F law in gpplying the methodology of Example 25.

(ii) Allocation.

P's modification of state F taxable income does not accurately reflect the factud relaionship
between the deduction for state F income tax and the income on which the tax isimposed, because
there is no factud relationship between the state F income tax and the State F taxable income as
recomputed under Code principles. State F does not impose its income tax upon Psincome as it
might have been defined under the Interna Revenue Code. Consequently, Ps modification of state
F taxable income isimpermissible because it will not produce a reasonable determination of the
portion (if any) of Ps state income taxes that is dlocable to a class of gross income that includes
foreign source income.

Example 33--Income Taxes--
(i) Facts.

Assume the same facts as in Example 29, except that state G does not impose an income tax on
corporations, and P's non-unitary state F taxable income equals $462,500. Thus only $56,000 of
state income taxes ($50,000 of state F income tax and $6,000 of state H income tax) are
deductible and required to be alocated and (if necessary) apportioned. Asin Example 29, P has
$800,000 of aggregate state taxable income ($500,000 of state F taxable income and $300,000 of
date H taxable income).

(ii) Method One.

Assume that P has elected to alocate and gpportion its deduction for state income tax under the
safe harbor method provided in section 1.861-8 (€)(6)(ii)(D)(2) ("Method One").

(A) Step One--Specific dlocation to foreign source portfolio dividends.

P gpplies the methodology of paragraph (ii) of Example 28 to determine the portion of the
deduction that must be alocated to a class of grossincome consisting solely of foreign source
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portfolio dividends. Asillustrated in paragraphs (ii) (A) and (B) of Example 29, $3,750 of the
deduction for state F income tax is attributable to the $37,500 of foreign source portfolio dividends
attributed under state F law to Ps activitiesin state F. Thus $3,750 of P's deduction for state
income tax must be specificdly alocated to a class of grossincome consisting solely of $37,500 of
foreign source portfolio dividends. No agpportionment of the $3,750 is necessary. P's adjusted state
taxable income is $762,500 (aggregate state taxable income of $800,000 reduced by $37,500 of
foreign source portfolio dividends). Because the remaining amount of State F taxable income
($462,500) equds P's non-unitary state F taxable income, no further specific alocation of state tax
isrequired.

(B) Step Two--Adjustment of U.S. source federal taxable income.

P applies the methodology illustrated in paragraph (i) of Example 27 (indluding the rules of
UDITPA described therein) to determine the amount of its federd taxable income attributable to its
activities in sate G. Assume that P determines under this methodology that $300,000 of its federd
taxable income is attributable to activities in sate G. P's adjusted U.S. source federa taxable
income equals $450,000 ($750,000 minus the $300,000 attributed to P's activities in state G).

(C) Step Three--Allocation.

The portion of P's deduction for state income tax remaining to be dlocated equals $52,250
($56,000 minus the $3,750 specificdly alocated to foreign source portfolio dividends). P alocates
this portion by gpplying the methodology illustrated in paragraph (i) of Example 25, as modified by
paragraph (e)(6)(i1)(D)(2)(iii) of this section. Thus, P compares its adjusted state taxable income (as
determined under Step One in paragraph (A) above) with an amount equa to 110% of its adjusted
U.S. sourcefedera taxable income (as determined under Step Two in paragraph (B) above).
Because P's adjusted state taxable income ($762,500) exceeds 110% of P's adjusted U.S. source
federd taxable income ($495,000, or 110% of $450,000), the remaining portion of P's deduction
for state income tax ($52,500) must be dlocated to a class of gross income that includes both U.S.
and foreign source income.

(D) Step Four--Apportionment.

P must gpportion to U.S. source income the portion of the deduction that is attributable to state
income tax imposed upon state taxable income in an amount equa to 110% of Ps adjusted U.S.
source federd taxable income. The remainder of the deduction must be apportioned to foreign
source generd limitation income.

Anmount of deduction to be apportioned $52, 250. 00
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Less portion of deduction to be

apportioned to inconme from sources

within the United States (residual

gr oupi ng) :

($52, 250 x ($495, 000/ $762, 500) $33, 919. 67
Equal s Portion of deduction to be

apportioned to foreign source general

limtation incone (statutory grouping): $18, 330. 33

(iif) Method Two.

Assume that P has elected to alocate and gpportion its deduction for state income tax under the
safe harbor method provided in section 1.861-8(e)(6)(ii)(D)(3) ("Method Twao").

(A) Step One--Specific dlocation.

Step One of Method Two isthe same as Step One of Method One. Therefore, as described in
paragraph (A) of paragraph (ii) above, $3,750 of P's deduction for state income tax must be
specificaly dlocated to a dass of grassincome conssting solely of $37,500 of foreign source
portfolio dividends. No apportionment of the $3,750 is necessary. P's adjusted state taxable income
is $762,500 (aggregate sate taxable income of $800,000 reduced by $37,500 of foreign source
portfolio dividends).

(B) Step Two--Adjustment of U.S. source federal taxable income.

Step Two of Method Two is the same as Step Two of Method One. Therefore, as described in
paragraph (B) of paragraph (ii) above, assume that P determines that $300,000 of its federa
taxable income is attributable to activities in sate G. P's adjusted U.S. source federa taxable
income equals $450,000 ($750,000 minus the $300,000 ettributed to Ps activitiesin state G).

(C) Step Three--Allocation.

The portion of P's deduction for state income tax remaining to be dlocated equas $52,250
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($56,000 minus the $3,750 of state F income tax specifically alocated to foreign source portfolio
dividends). P dlocates this portion by applying the methodology illustrated in paragraph (ii) of
Example 25, as modified by paragraph (€)(6)(ii)(D)(3)(iii) of this section. Thus, P comparesits
adjusted dtate taxable income (as determined under Step Onein paragraph (A) above) withits
adjusted U.S. source federal taxable income (as determined under Step Two in paragraph (B)
above). Because P's adjusted state taxable income ($762,500) exceeds P's adjusted U.S. source
federa taxable income ($450,000), the remaining portion of P's deduction for state income tax
($52,500) must be dlocated to a class of gross income that includes both U.S. and foreign source
income.

(D) Step Four--Apportionment.

P must apportion to U.S. source income the portion of the deduction that is attributable to Sate
income tax imposed upon state taxable income in an amount equa to Ps adjusted U.S. source
federd taxable income.

Anmount of deduction to be apportioned $52, 250. 00
Less portion of deduction initially

apportioned to income from sources

within the United States (residual

gr oupi ng) :

$52,250 x ($450, 000/ $762, 500) 30, 836. 07
Remai nder requiring further

apportionment: $52,250 x

($312, 500/ $762, 500) 21,413. 93

The remainder of $21,413.93 must be further apportioned between foreign source generd limitatior
income and U.S. source federal taxable income in the same proportions that P's adjusted U.S.
source federd taxable income and foreign source generd limitation income bear to Pstotal federal
taxable income (taking into account the adjustment of U.S. source federd taxable income) and
reduced by the amount of foreign source portfolio dividends to which the tax has been specificaly
alocated.
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Portion of remai nder apportioned to
foreign source general limtation
i ncome (statutory grouping):
$21, 413. 93 x ($212, 500/ $662, 500) $6, 868. 62
Renai ni ng state i ncome tax deduction
to be apportioned to i ncome from
sources within the United States
(residual grouping):
$21,413.93 x ($450, 000/ $662, 500) 14, 545. 31

Of Pstotal deduction of $56,000 for state income tax, the portion allocated and apportioned to
foreign source genera limitation income equas $10,618.62--the sum of $6,868.62 apportioned
under Step Four and the $3,750.00 specifically alocated to foreign source portfolio dividend
income under Step One. The portion of the deduction allocated and apportioned to U.S. source
income equals $45,381.38--the sum of the $30,836.07 and the $14,545.31 apportioned under
Step Four.

(Secs. 882(c) and 7805 of the Internal Revenue Code of 1954 (80 Stat. 1556; 26 U.S.C. 882(c) and
68A Stat. 917; 26 U.S.C. 7805))

[T.D. 7456, 42 FR 1195, Jan. 6, 1977, as amended by T.D. 7749, 46 FR 1683, Jan. 7, 1981; T.D.
7939, 49 FR 4207, Feb. 3, 1984; T.D. 8228, 53 FR 35474, Sept. 14, 1988; T.D. 8286, 55 FR
3052, Jan. 30, 1990; T.D. 8337, 56 FR 10369, Mar. 12, 1991; corrected by 60 FR 36669, July 18,
1995; T.D. 8646, 60 FR 66502-66510, Dec. 22, 1995; T.D. 8805, Federal Register: January 11,
1999 (Volume 64, Number 6)] [Page 1505-1516]
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