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(C) Combined taxable income for pur-
poses of section 994(a)(2) shall be 
deemed to be an amount equal to the 
combined taxable income for purposes 
of section 925(a)(2) arising from the 
transaction. 

(b) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples:

Example 1. (i) R and F are calendar year 
taxpayers. R, a domestic manufacturing 
company, owns all the stock of F, which is a 
FSC acting as a commission agent for R. For 
the taxable year, R and F used the combined 
taxable income pricing rule of section 
925(a)(2). For the taxable year, the combined 
taxable income of R and F is $100 from the 
sale of export property, as defined in section 
927(a), manufactured by R using production 
assets located in the United States. Title to 
the export property passed outside of the 
United States. 

(ii) Under section 925(a)(2), 23 percent of 
the $100 combined taxable income of R and F 
($23) is allocated to F and the remaining $77 
is allocated to R. Absent the special sourcing 
rule, under section 863(b) the $77 income allo-
cated to R would be sourced $38.50 U.S. 
source and $38.50 foreign source. Under the 
special sourcing rule, the amount of foreign 
source income earned by a related supplier of 
a FSC shall not exceed the amount that 
would result if the corresponding DISC pric-
ing rule applied. The DISC combined taxable 
income pricing rule of section 994(a)(2) cor-
responds to the combined taxable income 
pricing rule of section 925(a)(2). Under sec-
tion 994(a)(2), $50 of the combined taxable in-
come ($100 x .50) would be allocated to the 
DISC and the remaining $50 would be allo-
cated to the related supplier. Under section 
863(b), the $50 income allocated to the DISC’s 
related supplier would be sourced $25 U.S. 
source and $25 foreign source. Accordingly, 
under the special sourcing rule, the foreign 
source income of R shall not exceed $25. 

Example 2. (i) Assume the same facts as in 
Example 1 except that R and F used the gross 
receipts pricing rule of section 925(a)(1). In 
addition, for the taxable year foreign trading 
gross receipts derived from the sale of the 
export property are $2,000. 

(ii) Under section 925(a)(1), 1.83 percent of 
the $2,000 foreign trading gross receipts 
($36.60) is allocated to F and the $63.40 re-
maining combined taxable income 
($100¥$36.60) is allocated to R. Absent the 
special sourcing rule, under section 863(b) 
the $63.40 income allocated to R would be 
sourced $31.70 U.S. source and $31.70 foreign 
source. Under the special sourcing rule, the 
amount of foreign source income earned by a 
related supplier of a FSC shall not exceed 
the amount that would result if the cor-
responding DISC pricing rule applied. The 
DISC gross receipts pricing rule of section 

994(a)(1) corresponds to the gross receipts 
pricing rule of section 925(a)(1). Under sec-
tion 994(a)(1), $80 ($2,000 × .04) would be allo-
cated to the DISC and the $20 remaining 
combined taxable income would be allocated 
to the related supplier. Under section 863(b), 
the $20 income allocated to the DISC’s re-
lated supplier would be sourced $10 U.S. 
source and $10 foreign source. Accordingly, 
under the special sourcing rule, the foreign 
source income of R shall not exceed $10.

(c) Effective date. The rules of this 
section are applicable to taxable years 
beginning after December 31, 1997. 

[T.D. 8782, 63 FR 50144, Sept. 21, 1998]

§ 1.927(e)–2T Temporary regulations; 
effect of boycott participation on 
FSC and small FSC benefits. 

(a) International boycott factor. If the 
FSC (or small FSC) or any member of 
the FSC’s (or small FSC’s) controlled 
group participates in or cooperates 
with an international boycott within 
the meaning of section 999, the FSC’s 
(or small FSC’s) exempt foreign trade 
income as determined under section 923 
(a) shall be reduced by an amount 
equal to the product of the FSC’s (or 
small FSC’s) exempt foreign trade in-
come multiplied by the international 
boycott factor determined under sec-
tion 999. The amount of the reduction 
will be considered as non-exempt for-
eign trade income. 

(b) Specifically attributable taxes and 
income method. If the taxpayer clearly 
demonstrates that the income earned 
for the taxable year is attributable to 
specific operations, then in lieu of ap-
plying the international boycott factor 
for such taxable year, the amount of 
the exempt foreign trade income as de-
termined under section 923(a) that will 
be reduced by this section shall be the 
amount specifically attributable to the 
operations in which there was partici-
pation in or cooperation with an inter-
national boycott under section 
999(b)(1). The amount of the reduction 
will be considered as non-exempt for-
eign trade income. 

[T.D. 8126, 52 FR 6465, Mar. 3, 1987]

§ 1.927(f)–1 Election and termination 
of status as a Foreign Sales Cor-
poration. 

(a) Election of status as a FSC or a 
small FSC.
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Q–1. What is the effect of an election 
by a corporation to be treated as a FSC 
or small FSC? 

A–1. A valid election to be treated as 
a FSC or a small FSC applies to the 
taxable year of the corporation for 
which made and remains in effect for 
all succeeding taxable years in which 
the corporation qualifies to be a FSC 
unless revoked by the corporation or 
unless the corporation fails for five 
consecutive years to qualify as a FSC 
(in case of a FSC election) or as a small 
FSC (in case of a small FSC election). 

Q–2. Can a corporation established 
prior to January 1, 1985 be treated as a 
FSC or a small FSC prior to making a 
FSC or a small FSC election? 

A–2. A corporation cannot be treated 
as a FSC or a small FSC until it has 
made a FSC or a small FSC election. 
An election made within the first 90 
days of 1985 relates back to January 1, 
1985 unless the taxpayer indicates oth-
erwise. 

Q–3. If a shareholder who has not 
consented to a FSC or small FSC elec-
tion transfers some or all of its shares 
before or during the first taxable year 
for which the election is made, may the 
holder of the transferred shares con-
sent to the election? 

A–3. A holder of the transferred 
shares may consent to a FSC or small 
FSC elction under the circumstances 
described in § 1.922–2(c)(1). The rules 
contained in § 1.992–(c) shall apply to 
the consent by a holder of transferred 
shares. 

Q–4. If a shareholder who has con-
sented to a FSC or a small FSC elec-
tion transfers some or all of its shares 
before the first taxable year for which 
the election is made, must the holder 
of the transferred shares consent to the 
election? 

A–4. Yes. Consent must be made by 
any recipient of such shares on or be-
fore the 90th day after the first day of 
such first taxable year. If such recipi-
ent fails to file his consent on or before 
such 90th day, and extension of time 
for filing such consent may be granted 
in the manner, and subject to the con-
ditions, described in paragraph (b)(3) of 
§ 1.992–2. 

Q–5. May an election of a corporation 
to be a FSC or a small FSC be effective 

as of a time other than the start of the 
corporation’s taxable year? 

A–5. No. 
Q–6. If a fiscal year foreign corpora-

tion was in existence on December 31, 
1984, must it wait until the first day of 
its taxable year beginning after Janu-
ary 1, 1985, to elect FSC status? 

A–6. No. If a fiscal year foreign cor-
poration was in existence on December 
31, 1984, its taxable year will be deemed 
to have terminated on that date if the 
foreign corporation elects FSC status 
to be effective January 1, 1985. An in-
come tax return will be required for 
any short years created by the deemed 
closing of the taxable year unless the 
corporation is relieved from the neces-
sity of making a return by section 6012 
and the regulations under that section. 
If the corporation’s taxable year is 
deemed closed by operation of this reg-
ulation, the filing date of tax returns 
for the short taxable year ended on De-
cember 31, 1984, will be automatically 
extended until May 18, 1987. 

Q–7. What is the effect of an election 
to be treated as a FSC or as a small 
FSC if the corporation or any other 
member of the controlled group has in 
effect an election to be treated as an 
interest charge DISC? 

A–7. The interest charge DISC elec-
tion shall be treated as revoked for all 
purposes under the Code as of the date 
the FSC election is effective. An af-
firmative revocation of the DISC elec-
tion is unnecessary. The FSC election 
shall take effect. As long as the FSC 
election remains in effect, neither the 
corporation nor any other member of 
the controlled group is permitted to 
elect to be treated as an interest 
charge DISC for any taxable year in-
cluding any part of a taxable year dur-
ing which the corporation’s FSC elec-
tion continues to be effective. 

Q–8. What is the effect of an election 
to be treated as a small FSC if the cor-
poration or any other member of the 
controlled group has in effect an elec-
tion to be treated as a FSC? 

A–8. As long as a FSC election re-
mains in effect, neither the corporation 
nor any other member of the controlled 
group is permitted to elect to be treat-
ed as a small FSC for any taxable year 
including any part of a taxable year 
during which a FSC election continues 
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to be effective. Any FSC within the 
controlled group must affirmatively re-
voke its FSC election for a taxable 
year including any part of a taxable 
year for which small FSC status is 
elected. 

Q–9. What is the effect of an election 
to be treated as a FSC if the corpora-
tion or any other member of the con-
trolled group has in effect an election 
to be treated as a small FSC? 

A–9. As long as a small FSC election 
remains in effect, neither the corpora-
tion nor any other member of the con-
trolled group is permitted to elect to 
be treated as a FSC for any taxable 
year including any part of the taxable 
year during which a small FSC election 
continues to be effective. Any small 
FSC within the controlled group must 
affirmatively revoke its small FSC 
election for a taxable year including 
any part of a taxable year for which 
FSC status is elected. An election to be 
treated as a small FSC is permitted if 
the corporation or any other member 
of the controlled group has in effect an 
election to be treated as a small FSC. 
For a special rule providing for conver-
sion of a small FSC to a FSC within 
one taxable year, see § 1.921–1T(b)(1) 
(Q&A–1). 

(b) Termination of election of status as 
a FSC or a small FSC.

Q–10. How is the status of a corpora-
tion as a FSC or as a small FSC termi-
nated? 

A–10. The status of a corporation as a 
FSC or as a small FSC is terminated 
through revocation or by its continued 
failure to be a FSC. 

Q–11. For what taxable year may a 
corporation revoke its election to be 
treated as a FSC or as a small FSC? 

A–11. A corporation may revoke its 
election to be treated as a FSC or as a 
small FSC for any taxable year of the 
corporation after the first taxable year 
for which the election is effective. 

Q–12. When must a corporation re-
voke a FSC or a small FSC election if 
revocation is to be effective for the 
taxable year in which revocation takes 
place? 

A–12. If a corporation files a state-
ment revoking its election to be treat-
ed as a FSC or as a small FSC during 
the first 90 days of a taxable year 
(other than the first taxable year for 

which such election is effective), such 
revocation will be effective for such 
taxable year and all taxable years 
thereafter. If the corporation files a 
statement revoking its election to be 
treated as a FSC or a small FSC after 
the firs 90 days of a taxable year, the 
revocation will be effective for all tax-
able years following such taxable year. 

Q–13. Can a FSC change its status to 
a small FSC, or can a small FSC 
change its status to a FSC as of a date 
other than the first day of a taxable 
year? 

A–13. No. Since a revocation of an 
election to be a FSC or a small FSC is 
effective only for entire taxable year, a 
corporation’s change between FSC and 
small FSC status is effective as of the 
first day of a taxable year. 

Q–14. How may a corporation revoke 
an election by a corporation to be 
treated as a FSC or a small FSC? 

A–14. A corporation may revoke its 
election by filing a statement that the 
corporation revokes its election under 
section 922(a) to be treated as a FSC or 
under section 922(b) to be treated as a 
small FSC. Such statement shall indi-
cate the corporation’s name, address, 
employer identification number, and 
the first taxable year of the corpora-
tion for which the revocation is to be 
effective. The statement shall be 
signed by any person authorized to sign 
a corporate return under section 6062. 
Such revocation shall be filed with the 
Service Center with which the corpora-
tion filed its return. 

Q–15. What if the effect is a corpora-
tion that has elected to be treated as a 
FSC or a small FSC fails to qualify as 
a FSC because it does not meet the re-
quirements of section 922 for a taxable 
year? 

A–15. If a corporation that has elect-
ed to be treated as a FSC or a small 
FSC does not qualify as a FSC or a 
small FSC for a taxable year, the cor-
poration will not be treated as a FSC 
or a small FSC for the taxable year. 
However, the failure of a corporation 
to qualify to be treated as a FSC or a 
small FSC for a taxable year does not 
terminate the election of the corpora-
tion to be treated as FSC or a small 
FSC unless the corporation does not 
qualify under section 922 for each of 5 
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consecutive taxable years, as provided 
in Q&A 16 of this section. 

Q–16. Under what circumstances is 
the FSC or small FSC election termi-
nated for continued failure to be a 
FSC? 

A–16. If a corporation that has elect-
ed to be treated as a FSC or a small 
FSC does not qualify under section 922 
to be treated as a FSC or small FSC for 
each of 5 consecutive taxable years, 
such election terminates and will not 
be effective for any taxable year after 
such fifth taxable year. Such termi-
nation will be effective automatically 
without notice to such corporation or 
to the Internal Revenue Service. 

[T.D. 8127, 52 FR 6475, Mar. 3, 1987]

POSSESSIONS OF THE UNITED STATES

§ 1.931–1 Citizens of the United States 
and domestic corporations deriving 
income from sources within a cer-
tain possession of the United States. 

(a) Definitions. (1) As used in section 
931 and this section, the term ‘‘posses-
sion of the United States’’ includes 
American Samoa, Guam, Johnston Is-
land, Midway Islands, the Panama 
Canal Zone, Puerto Rico, and Wake Is-
land. However, the term does not in-
clude (i) the Virgin Islands and (ii), 
when used with respect to citizens of 
the United States, the term does not 
include Puerto Rico or, in the case of 
taxable years beginning after Decem-
ber 31, 1972, Guam. 

(2) As used in section 931 and this sec-
tion, the term ‘‘United States’’ in-
cludes only the States, the Territories 
of Alaska and Hawaii, and the District 
of Columbia. 

(b) General rule—(1) Qualifications. In 
the case of a citizen of the United 
States or a domestic corporation satis-
fying the following conditions, gross 
income means only gross income from 
sources within the United States— 

(i) If 80 percent or more of the gross 
income of such citizen or domestic cor-
poration (computed without the benefit 
of section 931) for the 3-year period im-
mediately preceding the close of the 
taxable year (or for such part of such 
period immediately preceding the close 
of such taxable year as may be applica-
ble) was derived from sources within a 
possession of the United States, and 

(ii) If 50 percent or more of the gross 
income of such citizen or domestic cor-
poration (computed without the benefit 
of section 931) for such period or such 
part thereof was derived from the ac-
tive conduct of a trade or business 
within a possession of the United 
States. In the case of a citizen, the 
trade or business may be conducted on 
his own account or as an employee or 
agent of another. The salary or other 
compensation paid by the United 
States to the members of its civil, 
military, or naval personnel for serv-
ices rendered within a possession of the 
United States represents income de-
rived from the active conduct of a 
trade or business within a possession of 
the United States. The salary or other 
compensation paid for services per-
formed by a citizen of the United 
States as an employee of the United 
States or any agency thereof shall, for 
the purposes of section 931 and this sec-
tion, be deemed to be derived from 
sources within the United States. Divi-
dends received by a citizen from a cor-
poration whose income was derived 
from the active conduct of a business 
within a possession of the United 
States, does not represent income de-
rived from the active conduct of a 
trade or business within the possession 
of the United States even though such 
citizen was actively engaged in the 
management of such corporation. For a 
determination of income from sources 
within the United States, see part I 
(section 861 and following), subchapter 
N, chapter 1 of the Code, and section 
931(i), and the regulations thereunder. 

(2) Relationship of sections 931 and 911. 
A citizen of the United States who can-
not meet the 80-percent and the 50-per-
cent requirements of section 931 but 
who receives earned income from 
sources within a possession of the 
United States, is not deprived of the 
benefits of the provisions of section 911 
(relating to the exemption of earned 
income from sources outside the 
United States), provided he meets the 
requirements thereof. In such a case 
none of the provisions of section 931 is 
applicable in determining the citizen’s 
tax liability. For what constitutes 
earned income, see section 911(b). 

(3) Meaning of ‘‘gross income’’ on joint 
return. In the case of a husband and 
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