FOR LIVE PROGRAM ONLY

Recent Developments: Sourcing Rules for Personal
Property and Dispositions of Partnership Interests
TUESDAY, MARCH 2, 2021, 1:00-2:50 pm Eastern

IMPORTANT INFORMATION FOR THE LIVE PROGRAM
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).
Strafford accepts American Express, Visa, MasterCard, Discover.
• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE PROGRAM
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)
For Assistance During the Live Program:
-On the web, use the Chat function to send a message
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

Tips for Optimal Quality

FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.

Recent Developments: Sourcing Rules for
Personal Property and Dispositions of
Partnership Interests
March 2, 2021
Pamela A. Fuller, Esq.

Raymond J. Stahl

Counsel (Tax, M&A, International)

Principal

Zahn Law Group

Ernst & Young

pfuller@zahnlawgroup.com

raymond.stahl@ey.com

Ronald M. Gootzeit

Chadwick P. Rowland

Attorney

Attorney

IRS Office of Associate Chief Counsel (International)

IRS Office of Associate Chief Counsel (International)

Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

Recent Developments:
New Sourcing Rules for
Sales of Personal Property & Inventory
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Dispositions of Foreign Interests in
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▪ Final 2020 Regulations under § 864(c)(8)
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I.

In Brief: The Final 2020 Regs on
Source-of-Income from
Inventory Sales
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Snapshot of the Final 2020 Regs on
Source-of-Income from Inventory Sales
•

Final Treasury Regulations (T.D. 9921) implement a 2017 statutory amendment to Code Section 863(b), which
amendment was made by the 2017 Tax Cuts and Jobs Act (TCJA).

•

Sec.14303 of the TCJA added one sentence to the end of § 863(b), providing that gains, profits and income
from sales of inventory shall be allocated between sources within and without the United States solely on the
basis of production activities with respect to the property.

•

Proposed Regulations (REG-100956-10 - published in Fed. Reg. Dec. 30, 2019), eliminate the three
established methods for allocating gross income in § 863(b)(2) Sales (i.e., the 50/50 method, the IFP method,
and the books & records method) (because those methods had functioned to allocate gross income between a
“sales” component and a “production” component...but after the amendment, that allocation is obviated.

•

The Final Regulations (published in Fed. Reg. on Dec. 11, 2020) follow the basic approach of Proposed 2019
Regs., but make various modifications to the proposals. Changes made by the Final Regulations include:
o

Incorporating principles defining “manufacturing” for purposes of Foreign Base Company Sales Income
in § 954(d) to define “production activities” for purposes of § 863(b);

o

Expanding an anti-abuse rule in the Prior 1996 Regulations;

o

Confirming and clarifying the application of the “U.S. office rule” of § 865(e)(2) to re-source what
would otherwise be foreign-source income under application of the revised allocation-and-apportionment
rules for “Section 863(b)(2) Sales”, and sanctioning both the 50/50 method (as a default) and the Books
& Records Method as ways to allocated some but not all the gross income to the U.S. office;

o

Clarifying treatment of certain foreign-source income as ECI with the conduct of a U.S. trade or business
under § 864(c)(5).
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II. Overview: Statutory Sourceof-Income Rules
A.

Big Picture: The Function and Purpose of the Source-of-Income Rules

B.

Relationship to “Effectively Connected Income”

C.

U.S. Office Rule of § 864(c)(4)(B) and (5): When and how “foreignsource” is re-sourced to a U.S. office
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Big picture: The Function & Purpose of
Source-of-Income Rules
•

History: Income sourcing rules first became part of the U.S. Internal Revenue Code in 1921, Revenue Act of
1921, § 217, 42. Stat. 243-234. And, the substance of the rules has changed very little since 1921.

•

Their threshold function: The income sourcing rules make threshold allocations of items of gross income and
deduction to domestic or foreign sources. The source rules generally recognize only two sources of income—
domestic and foreign—but the operative rules sometimes demand a more refined location (e.g., 933(1) refers to
income “from sources within Puerto Rico).

•

The source rules do not determine whether particular items must be included in income, or whether they will be
allowed as deductions. And, once they apply, the income source rules do not attach any substantive
consequences to the allocation. Rather, the final tax consequences are determined by numerous other operative
provisions.

•

Nonetheless, the source-of –income rules have a dramatic impact: Many Code provisions that directly
impact the taxation of foreign persons and income depend on the allocations of income to either “U.S. source”
or “foreign source.” A few examples:
o

Withholding tax imposed by § 871(a)(1) and § 881(a) applies to only to U.S.-source FDAP income of
NRAs and foreign corporations;

o

Rules for computing income “effectively connected” with a U.S. trade or business distinguish between
U.S.-source and foreign-source income;

o

A U.S. person is entitled to credit against U.S. tax liability foreign income taxes paid, but the credit may
not exceed the pre-credit U.S. on taxable income from foreign sources. § 904(a).

o

Section 911 exempts from tax certain foreign-source earned income of U.S. citizens who are bona fide
residents of foreign countries.
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Income Source Rules of IRC §§ 861-865:
•

Interest: Generally sourced to the residence of the obligor.

•

Dividends: Generally sourced to the residence of the paying corporation. §§

•

Compensation for labor/personal services: Generally sourced to the place of
performance. §§ 861(a)(3), 862(a)(3).

•

Rents and Royalties: Generally sourced to the country in which the lessee or
licensee uses the property subject to lease or license. §§ 861(a)(4), 862(a)(4).

•

Gains on Dispositions of Real Property: Generally sourced to where the
property is located. §§ 861(a)(5), 862(a)(5).

•

Gains, Profits, and Income Derived from the Sale of Purchased
Inventory: Generally U.S.-source if title passes in the U.S., and foreign-source if
title passes outside the U.S. §§ 861(a)(6), 862(a)(6). This is the codification of the
so-called “Title passage rule,” but there are important exceptions:

§§ 861(a)(1), 862(a)(1).

861(a)(2), 862(a)(2).

o

[A] sale of personal property is consummated at the time when, and the place where, the rights, title,
and interest of the seller in the property are transferred to the buyer. Where bare legal title is
retained by the seller, the sale shall be deemed to have occurred at the time and place of passage to
the buyer of beneficial ownership and the risk of loss. Reg. § 1.861-7(c).

o

Income from a foreign person’s sale of inventory property is from U.S. sources, regardless of the place
of sale, if the income is attributable to an office or fixed place of business of the taxpayer in the United
States. IRC. § 865(e)(2).
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“Effectively Connected Income”
from U.S. Sources
•

Under U.S. domestic tax law, once it has been established that there is a “U.S. Trade or Business” (USTB)—
which term is not explicitly defined in either the Code or Regs--then the “effective connection” of a foreign
person’s income from U.S. sources is tested by first dividing items into the following 2 categories:
1.

FDAP Income: Items subject to withholding tax under § 871(a)(1) or § 881(a) known as “fixed and
determinable annual or periodic” (“FDAP”) income (e.g., portfolio interest, interest on bank deposits,
capital gains & losses).
2. Other U.S.-source items of income, gain, or loss (but not FDAP).
• Rule: FDAP items are “effectively connected” with a USTB only if an actual connection is shown to exist—under
either the “asset use test” or a “business activities test.”
o

Asset use test is generally met if the income is “derived from assets used in or held for use in the conduct of
a USTB. § 864(c)(2)(A).

o

Business activities test is met if activities of the USTB were a “material factor in the realization of the
income, gain, or loss.” § 864(c)(2)(B).

• Rule: All other U.S.-sourced items in second category are effectively connected income (ECI), regardless of
whether there is an actual connection in fact to the USTB or not! § 864(c)(3).
o The principal type of income subject to this rule is income from sales of inventory and other personal
property held for sale to customers in ordinary course of business. See wine sales example 3 at Reg. §
1.864-4(b).
o This rule is a remnant of the pre-1966 “Force of Attraction” regime. Reg. § 1.864-4(b).
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“Effectively Connected Income”
from Foreign Sources
• General Rule: Income from foreign sources is generally not ECI.
§ 864(c)(4)(A).
• Statutory Exceptions: However, some foreign-source income, including
rents & royalties, dividends, interest, and income from sales of goods
(inventory) are sometimes ECI in situations in which the income--earned
principally by business activities in the U.S.--is labeled as “foreign source”
by the source rules. § 864(c)(4)(B) & (C).
• U.S. office requirement: No foreign-source income is effectively connected
with a USTB unless the taxpayer has an office or other “fixed place of
business in the U.S., and the income is “attributable to” that office.
§ 864(c)(4)(B).
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Is there an “Office or Fixed Place of
Business” in the United States?
• Facts & Circumstances Test:

Whether an NRA or foreign corporation has a U.S. office
depends on the facts—particularly the “nature of the taxpayer’s ...business and the physical
facilities actually required” to conduct the business. Reg. § 1.864-7(a)(2).

• “Fixed Place of Business”:

Any fixed facility, including a sales outlet or factory can be an
“office” even if the taxpayer does not use it continuously. Reg. § 1.864-7(b)(1).

•

Related person’s U.S. office is not necessarily imputed to a foreign person:
A foreign sub of a U.S. corporation is not treated as having a U.S. office merely because of
corporate parent’s activities and facilities in the United States. Reg. § 1.864-7(f)
o U.S. offices of a U.S. corporate parent of a foreign corporation are not necessarily considered
the latter’s office merely because the U.S. parent supervises foreign sub from the U.S., or the
foreign sub’s employees occasionally visit it. Reg. § 1.864-7(c).
o However, a U.S. office of the parent is an office of a foreign sub if normal operating activities
of the sub are regularly conducted from that U.S. office. Reg. § 1.864-7(b), (c).
o Generally, in order to avoid imputing the parent’s office to the sub, the sub must have a CEO
who conducts daily business of the foreign corporation from a foreign office. Reg. § 1.8647(g) Exs. 1—3.
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When will U.S. Office of an agent of
foreign person be imputed?
•

A U.S. office of an agent of the foreign person is not treated as the taxpayer if the agent
is a “generally commission agent, broker, or other agent of independent status acting in
the ordinary course of his business.” IRC § 864(c)(5)(A

•

A person related to the taxpayers—e.g., a taxpayer’s parent or subsidiary—may be an
“independent agent.” Reg. § 1.864-7(d)(3)(ii).

•

Sec. 864(c)(5)(A) provides that a U.S. office of a dependent agent (e.g., an employee) is
considered an office of the foreign person only if the agent has or regularly exercises
authority to make contracts on the taxpayer’s behalf or regularly fills orders from stock
of the taxpayer’s merchandise in the agent’s possession.
o But caution: This rule is deceptive in that if a foreign corporation maintains a U.S.
office and staffs it with employees who have neither the authority to contract nor a
stock of goods, the office can still be a “U.S. office” of the foreign corporation
because the taxpayer is maintaining it directly. (Thus, the statutory rules seems to
apply only if a dependent agent in the U.S. does not operate from a fixed place of
business, or operates from a foreign office, or maintains the U.S. office at his/her/its
own expense (e.g. a home office).) See Reg. § 1.864-7(e)
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When are items “attributable to”
a U.S. office ?
• General rule: An item of foreign-source income, gain, or loss is “attributable
to” a U.S. office of the taxpayer if the office is a “material factor in the
production of the item” and the office “regularly carries on activities of the type
from which [the item] is derived.” IRC § 864(c)(5)(B).
• “Material Factor” Requirement: Activities of an office are considered a
material factor if “they provide a significant contribution to, by being an essential
economic factor in, the realization of income, gain, or loss.” Reg. § 1.8646(b)(1).
• Facts & Circumstances Test: An office may be a “material factor” even though
it is not a major factor or cause of the item’s realization. The combined activities
of two or more offices (e.g., a U.S. office and a foreign office) can be a material
factor if they are sufficiently intertwined.
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When will foreign-source income from sale of
personal property be re-sourced (and thus ECI)
under the U.S. office rule?
•

General Rule: Foreign source income on a sale of personal property is usually ECI if the Tp holds
the property for sale to customers in the ordinary course of business and the sale is made though
the Tp’s U.S. office. § 864(c)(4)(B)(iii).

•

Material Participation of Foreign office exception: However, such income is not ECI under the
general rule if the property is both (1) sold for use, consumption, or disposition” outside the U.S.
and (2) a foreign office of the Taxpayer materially participates in the sale. Id.

•

With respect to a sale outside the U.S. of goods produced by the taxpayer outside the U.S., the ECI
could still not (i.e., historically) exceed the portion of the income on the sale that would have been
from U.S. sources had the sale occurred in the U.S. § 864(c)(5)(C).
o However, since 1986, it has been impossible for this limiting rule o 864(c)(5)(C) to actually
apply to a foreign corporation, trust or estate because with respect to sales of personal property
because § 865(e)(2) (enacted in 1986) employs almost identical language in re-sourcing these
sales to be “U.S. source” income. And, once re-sourced, such U.S. source sales income is
absorbed into the ECI umbrella by remnants of the limited Force of Attraction Principle of §
864(c)(3) (and not the general rule & exception described above).
o The rule can apply to an alien individual in the rare case in which the person is a “nonresident”
for U.S. tax purposes generally, but its nonetheless treated as a “U.S. resident” for purposes of
Section 865 because his or her “tax home” (i.e., usually the principal place of business) is in
the United States.
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III. Sourcing Sales of Personal
Property: the Statutory Rules
A.

General Rule of § 865(a): Source to residence of the Seller

B.

§ 865(b): Exception for Sales of Inventory—source instead under either “Title
Passage Rules” or § 863

C.

Sales of Purchased Inventory: Title Passage Rules of § 861(a)(6), § 862(a)(6)

D.

Sales of Produced Inventory: § 863
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IRC § 865: General Income Sourcing
Rules for Personal Property Sales
The sourcing of income, gains, and losses on dispositions of personal property (not real
property) are governed by a complex set of rules, including the following:
• Income on sales of purchased inventory is generally sourced to place where the sale
took place and risk of loss was transferred. §§861(a)(6), 862(a)(6) (old title passage rule).
• Income on sales of inventory goods manufacture/produced by the taxpayer has
historically been divided between the place of manufacture and the place of sale. §
863(b)(2); Reg. § 1.863-3 (before amendment in 2020).
o But subject to the U.S. office re-sourcing rule: Income of a foreign person on sale of property is from U.S.
sources, regardless of place of sale, if the sale is attributable to a U.S. office of the foreign person. IRC §
865(e)(2)(A).

•

Income on disposition of depreciable property, up to the amount of the depreciation
deductions that were taken, has same source as the income against which the deductions
were taken. § 865(c)(1).

•

Income on sale or exchange of an intangible, to the extent gain recognition is contingent
on the property’s productivity, has its source where the buyer uses or exploits the
property. § 865(d)(1). (But goodwill is generally sourced to country where it was
generated. § 865(d)(3).
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IRC § 865: General Income Sourcing
Rules for Personal Property Sales (Continued)
• Income on sale/exchange of an intangible, to the extent gain recognition is
contingent on the property’s productivity, has its source where the buyer uses or
exploits the property. § 865(d)(1). (But goodwill is generally sourced to country
where it was generated. § 865(d)(3).)
• Railroad Rolling Stock: Gain on sale of railroad rolling stock leased to a U.S.
common carrier by a railroad or common carrier controlled by the railroad is
from U.S. sources if the lessee’s use is expected to be in the U.S. § 861(e).
• Income from sale of other personal property: To the extent not covered by
specific rules, the income, gain, and losses realized on dispositions of other
personal property is generally sourced, under the general rule of § 865(a), to the
tax residence of the Seller.
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IRC § 865(b):
Sales of inventory subject to special rules
• § 865(b): Income from the sale of inventory is expressly excepted from the
general sourcing rule of 865(a) (which generally sources income to the
residence of the Seller), and instead “sourced under the rules of sections
861(a)(6), 862(a)(6) and 863.”
• §§ 861(a)(6) and 862(a)(6) apply Title Passage Rule to Sales of Purchased
Inventory: So, if the purchased goods were sold outside the U.S., the income or
loss is foreign source. And, if the purchased goods were sold inside the U.S., the
income or loss is U.S. sourced.
• § 863(b)(2) applies to sales of inventory that taxpayer produced or
manufactured: Gross income on a U.S. sale of goods produced by the taxpayer
outside the U.S., or a sale outside the U.S. of goods produced in the U.S. is from
sources partly within and partly outside the United States, as provided in the
regulations.
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IV. The 2017 TCJA Amendment
to Section 863(b)
A.

Overview of the Prior 1996 Regulations for Sourcing Income from
Sales of Produced Inventory
▪

B.

Amount of income allocated to “production” component
determined under 1 of 3 alternative methods (50:50 method,
IFP, or “books & records)

Overview of the 2019 Proposed Income Sourcing Regulations
(approach to Sales of Produced Inventory)
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How did the 2017 TCJA amend
Code Section 863(b) ?
•

The 2017 TCJA amended § 863(b) to allocate or apportion income from the sale or exchange
of inventory property produced (in whole or in part) by a taxpayer within the U.S. and sold or
exchanged without the U.S.. or produced (in whole or in part) by the taxpayer without the
U.S. and sold or exchanged within the U.S. (collectively, ‘‘Section 863(b)(2) Sales’’) solely
on the basis of production activities with respect to that inventory

•

Specifically, Sec. 14303(a) of the TCJA provides as follows:
Section 863(b) is amended by adding at the end the following: “Gains, profits, and income from
the sale or exchange of inventory property described in paragraph (2) shall be allocated and
apportioned between sources within and without the United States solely on the basis of the
production activities with respect to the property.”.

•

Before the Act, section 863(b) provided that income from “Section 863(b)(2) Sales” would
be treated as derived partly from sources within and partly from sources without the United
States without providing the basis for such allocation or apportionment.

•

Consistent with the Act’s changes to § 863(b), the 2019 Proposed Regs (which the 2020 Final
Regs have largely followed) amended Reg. §1.863– 3 in order to properly allocate or
apportion gross income from Section 863(b)(2) Sales based solely on production activity.
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The Prior 1996 Regs’ approach to Income
from Sales of Produced Inventory ?
•

In order to understand how the 2019 Proposed and 2020 Final Regulations allocate and
apportion income from sales of produced inventory, it is important to have an understanding
of the Prior 1996 Regulations.

•

Many of the rules in the 1996 Regulations were left unchanged (e.g., rule that only
production activities conducted directly by the taxpayer are considered, the anti-abuse rules,
the allocation formulas, even the examples).

•

The 1996 Regulations described three methods that could be used for allocating or
apportioning income from Section 863(b)(2) sales between production activities and sales
activities. The production share is treated as from sources in the country (or countries) where
the production activities occur, and the share of gross income comprising the sales share is
treated as from sources where the sale took place. Reg. §1.863-3(c)(2), § 1.861-7(c).
o The 50/50 method: Under this method, half the income from the Section 863(b) Sale is
allocated to production activities, and the other half is allocated to the sales function.
Reg. § 1.863-3(b)(1)(i).
o The “independent factory price” (IFP method)
o Books & Records method
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The 50/50 Method
(in the Prior 1996 Regulations)
The 50/50 method: Half the income from 863(b) Sales is allocated to production activities, and
the other half is allocated to the sales function. Reg. § 1.863-3(b)(1)(i).
•

Example: Assume X Corp produces good in USA at cost of $80 and sells them in a foreign
country for $200, so that the gross income = $120 (i.e., $200 gross receipts - $08 COGS =
$120). Under the 50/50 method, $60 of the gross income is allocated to U.S. as place of
production (and is thus U.S. income), and the other $60 is allocated to place of sale (which
would be foreign source income under the Title Passage Rule of 862(a)(2)).

•

Arguably, the 50/50 Method allocates too much income to the place of sale. The Clinton
Administration apparently thought so, and repeatedly proposed repeal of the 50/50 rules.
See, e.g., Office of Mgmt. and Budget, Budget for U.S. Govt, Fiscal Year 2000: Analytical
Perspectives: 47-92 (1999).

•

Under the Prior 1996 Regs, the 50/50 Method was the default method in absence of
affirmative Tp election to apply IFP or books & records methods.

•

Under the Final 2020 Regulations (T.D. 9921) this 50/50 method is retained to the extent
that a foreign Seller of purchased inventory is using a U.S. office under § 865(e)(2) to effect
the sale. The Final Regs state that the 50/50 method is used as the default method to
determine how much of the gross income should be allocated to the U.S. office.
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The “independent factory price”
(IFP method)
•

Under the Prior 1996 Regs, a taxpayer could elect the IFP method to apportion
gross income from a Section 863(b)(2) Sale if the taxpayer could establish an IFP,
which was often difficult.

•

The IFP Method operates as though the taxpayer’s factory sold the goods to its sale
branch for the IFP. Then gross receipts from the sale equal to the IFP are
apportioned to production activities, and that amount, less the Tp’s COGS
(including only the costs incurred at the place of production), is gross income from
production activities, sourced to place of production. The remainder of the gross
income was sourced to the place of sale.

•

Under the Prior 1996 Regs, an IFP was considered “fairly established ....only if the
taxpayer regularly sells part of its output to wholly independent distributors or other
selling concerns in such a way as to reasonably reflect the income earned from
production activity.” Reg. § 1.863-3(b)(2)(i) (1996) (prior to amendment by T.D.
9921).
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Books & Records Method
•

Methodology under the Prior 1996 Regulations: The taxpayer could apportion income from
a § 863(b)(2) Sale by the same method it used to keep its books and records.

•

But advanced IRS permission was required: Under the Prior 1996 Regs, the Books &
Records method was available only if the taxpayer obtained advance permission of the IRS
District Director having audit responsibility over tax returns.

•

Consistency Requirement & Limits on Revoking Method. Once the permission from the IRS
was obtained, the taxpayer’s books & records method had to be used for all taxable years until
the IRS consented to a change (although such permission was not to be withheld unless the
change would result in a substantial distortion of the source of the taxpayer’s income.”). Reg. §
1.863-3(e)(1).

•

In the Final 2020 Regulations (T.D. 9921), the books & records method is an optional method
for allocating income from an § 865(e)(2) Sale of produced inventory (with the 50/50 Method
the default method) in such situations.

•

Although the 2019 Proposed Regs and the Final 2020 Regs allocate income from “§ 863(b)(2)
Sales” solely on the basis of production activities--meaning that allocation between the “sales”
component and the “production” component is no longer needed--the Books & Records method
lives on in the Final Regs as an approved allocation method with respect to § 865(e)(2) Sales.
o

Like the 1996 Regs, the Final 2020 Regulations impose restrictions on the taxpayer’s election to use the
Books & Records Method in § 865(e)(2) Sales (the only situation in which it can be used under the Final
Regs). Under the Final Regs, once such election is made, it continues until properly revoked. Moreover,
an election cannot be revoked without explicit IRS consent for any tax year beginning within 48 months
of the last day of the tax year for which the election was made.
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Overview of the 2019 Proposed Income
Sourcing Regulations
•

IRS issued Proposed Regs (Fed. Reg. 12/30/2019) intended to implement the 2017 TCJA
amendment to § 863(b)—specifically the new rule that allocations of gross income in
sales of produced inventory are to be based solely on production activities.

•

The Final 2020 Regs (published in Fed. Reg. 12/11, 2020) largely followed the 2019
proposals, however, for purposes of clarity, the following briefly summarizes the
regulatory amendments that first appeared in the 2019 Proposed Regs. (virtually all of
which were adopted as final). See summary of Final 2020 Regs below for examples of the new rules’
application.

a) The 2019 Proposed Regs modify the rules under §§ 863 and 865 for sourcing income from
sales of inventory produced domestically and sold outside the United States or vice versa.
b) To the extent possible, Prior Reg. § 1.863-3 (1996) was left intact so that it was proposed to
continue to apply, but only with respect to income, profits and gain from the sale of inventory
“produced by the taxpayer.”
c) The 2019 Proposed Regs removed the 3 methods for allocating or apportioning gross income
between production and sales activities (i.e., the 50/50, IFP, and Books & Records methods)
since they were obviated by Congress’ 2017 amendment to § 863(b). The related election rules
in Reg. § 1.863-3(e) were also proposed to be removed.
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Overview of the 2019 Proposed Income
Sourcing Regulations (continued, #2)
d) Under the 2019 Proposed Regs, expenses would no longer be apportioned based on
relative gross income from U.S. and foreign sources. Instead, expenses are
allocated and apportioned based on the generally-applicable rules in Reg. §§1.8618 through -17.
e) The 2019 Proposed Regs provided a new rule (adopted as final) for computing the
adjusted basis of production assets in applying the formula for allocating gross
income where there is production activity both within and outside the United
States. Given the new “bonus depreciation” rules of § 168(k), IRS was concerned
that application of the existing depreciation rules would skew the income from
inventory sales towards foreign sources. Thus, both the Proposed (and now Final)
Regs measure the basis of U.S. production assets based on the alternative
depreciation system (ADS) of § 168(g) so that the basis of both U.S. and non-U.S.
production assets is measured consistently on a straight-line method over the
same recovery period.
▪ This represents a significant change for U.S. manufacturers, which could
impact “general basket” income in the computation of the foreign tax credit.
Taxpayers may want to review FTC planning and consider strategies to
increase their foreign-source income so that FTCs are not wasted.
Sourcing Income from Sales of Inventory:
Final 2020 Regs - Pamela A. Fuller
Tully Rinckey PLLC
Zahn Law Group

Overview of the 2019 Proposed Income
Sourcing Regulations (continued, #3)
f) Re-sourcing Foreign-Source Income under 865(e)(2): New rules under § 865 were added
by the Proposed (now final) Regs to address how §863(b)(2) interacts with §864(c)(5) in
determining the foreign-source income subject to the re-sourcing rule of § 865(e)(2) when a
non-resident maintains a U.S. office.
g) Result when a U.S. office is a “material factor”: The Regs interpret § 864(c)(5)(C)’s
reference to an amount of income that is properly allocable to a U.S. office to mean the
amount of such income that is allocable to sales activity. Thus, both the 2019 Proposed and
Final 2020 Regs provide that, if a nonresident maintains a U.S. office, with respect to
income from the sale of inventory that is produced outside the U.S. by the nonresident,
generally 50% of that income should be treated as sales income properly allocable to the
U.S. office (i.e., “U.S. source”), and the remaining 50% of the income is treated as
“production income” sourced under § 863(b).
▪

Thus, notwithstanding that a nonresident may produces inventory entirely outside of the U.S., if its U.S. office
is a “material factor” in earning the income associated with a sale of the inventory, then the Proposed (and now
Final 2020) Regs apply the 50/50 method to apportion such income between production activity and sales
activity. (Electing taxpayers may use the Books & Records method, in lieu of the 50/50 method.)

h) Treatment of Purchased Inventory: With respect to income from the sale of inventory
that is purchased by the nonresident and not sourced under § 863(b), the Proposed (and
now final) Regs require that all the income be properly allocated to the U.S. office or fixed
place of business under § 865(e)(2). The books and records method is not available for
purchased inventory property.Sourcing Income from Sales of Inventory:
Final 2020 Regs - Pamela A. Fuller
Tully Rinckey PLLC
Zahn Law Group

The 2017 TCJA Amendment to IRC § 863(b) did
not read § 865(e)(2) out of the Code (according to IRS)
•

The Preamble to the 2019 Proposed Regs contains an elaborate explanation of why the IRS
concluded it is appropriate to maintain apportionment between “production” and “sales
activity” components when a foreign taxpayer maintains a U.S. or fixed place of business that
materially participates in sales of inventory produced outside of the U.S., even though such
apportionment seems to have been obviated by the 2017 amendment to IRC § 863(b).

•

The IRS’s analysis in the Preamble goes like this: Section 865(e)(2) applies “notwithstanding
any other provisions of [§§ 861 through 865],” and the TCJA did not amend § 865(e)(2).
Footnote 1519 from the Joint Committee on Taxation’s Bluebook for the TCJA suggests that
“[w]hile sections 863(b) and 865(e)(2) may appear to conflict” when a foreign taxpayer produces
property outside of the U.S. for sale within the U.S. and a U.S. office/fixed place of business
materially participates, “in such cases the income [from the sale] generally is partly US-source
and partly foreign-source.”

•

The IRS, in the Preamble, also rejects a contrary argument that is based on the final clause in
§864(c)(5)(C), which provides that income from the sale of property that is “properly allocable”
to a U.S. office can be no greater than the amount of such income that would have been U.S.source income if the sale had taken place in the U.S. (Some commenters had concluded or
hoped that since income from the sale of inventory produced by a Tp is to be sourced solely
based on production activity, the application of the final clause of § 864(c)(5)(C) to § 865(e)(2)
means that none of the income would be allocable to a U.S. office under § 865(e)(2) when
inventory is produced by a taxpayer entirely outside of the U.S. But the IRS clearly disagrees
with this interpretation, stating in the Preamble that it would “inappropriately construe a
provision (i.e., § 865(e)(2)) intended as a separate restriction on the source rule under
§863(b)(2) . . . to be determined solely by reference to the terms of such source rule itself
(rather than at most in a manner giving effect to both rules).” Further, “such a
construction would cause § 865(e)(2) to have no effect with respect to sales of
inventory that are also described in § 863(b)(2), contrary to longstanding statutory
construction principles.” Sourcing Income from Sales of Inventory:
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V. The Final Dec. 2020 Regulations
for Sourcing Income from Sales
of Inventory
A.

What is a “production activity”?

B.

Determining Income Source of Production Activities

C.

Determining the Adjusted Basis of Production Assets

D.

How are “Production Assets” identified and located?

E.

Section § 865(e)(2) Sales

F.
G.
H.

Rules regarding the “Books & Records” elective method
Special Rules for Partnerships
Effective Date and Applicability Dates
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What is a “production activity”?
•

“Production activity” means an activity that creates, fabricates, manufactures, extracts,
processes, cures, or ages inventory.

•

Whether a taxpayer’s activities constitute production activity is determined under the
principles of Subpart F – Reg. § 1.954–3(a)(4) (except for § 1.954– 3(a)(4)(iv)). Thus,
principles of the following Foreign Base Company Sales Income tests may be applied as
analogues, to the extent they are relevant.
o “Substantial transformation of property” test: This is a facts & circumstances test.
Examples are set forth in 1.954-3(a)(4).
o “Component parts test”: Manufacturing is treated as occurring if the property
becomes integrated as a component in a new product. This is also a facts &
circumstances substantive test, although the rule contains a safe harbor in which
manufacturing is deemed to occur if conversion costs are at least 20% of the value of
the final product.
o But the “Substantial Contribution” test of Reg. § 1.954-3(a)(4) is expressly
excluded, and cannot be used as an analogue. Why not?
o Rationale in Preamble: The “substantial contribution” rules are premised on treating a corporation as
engaged in production activities even if it is not engaged in the direct use of production assets (other than
oversight assets), while § 1.863–3 focuses on sourcing income based on the location of a corporation’s
production assets that are used for production activities.
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Determining Income Source of
Production Activities
• In situations where the Tp’s production assets are located only within
the U.S. or only outside the U.S., gross income is sourced where the
taxpayer’s production assets are located. Final Reg. §1.863-3(c)(1)(i).
• And, in situations where the Tp’s production assets are located both
within and without the U,S, income from foreign sources is
determined by a formula:
Total gross income X Average adjusted basis of production assets located outside U.S.
Average adjusted basis of ALL production assets within & without U.S.

• The remaining income is treated as derived from U.S. sources. Final
Reg. § 1.863-3(c)(2).
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Determining the Adjusted Basis of
Production Assets
•

The adjusted bases of all production assets must be determined as though they
were all subject to the alternative depreciation system set forth in § 168(g)(2) for
the entire period that such property has been in service.

•

Specifically, ignore the following in calculating the adjusted bases for purposes of
the allocation formula:
o The election to expense certain depreciable assets under § 179;
o Additional first-year “bonus” depreciation (e.g., § 168(k), (l), and (m), and former §§
1400L(b) and 1400N(d))).

•

The average adjusted basis of assets is computed by averaging the adjusted basis
at the beginning and end of the taxable year,
– Exception: If using the average would “materially distort” the calculation because of
changes during the taxable year (e.g., in the event of a major acquisition or disposition of
assets), then the average adjusted basis is to be determined upon a more appropriate basis
that is weighted to reasonably reflect the period for which the assets are held by the
taxpayer during the taxable year.
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How are “Production Assets”
identified and located?
• “Production assets” include only tangible and intangible assets owned
directly by the Tp that are directly used by the Tp in producing inventory.
• “Production assets” do not include assets that are not directly used to
produce inventory. Thus, assets such as accounts receivables, intangibles
(e.g., marketing intangibles, including trademarks and customer lists),
transportation assets, warehouses, the inventory itself, raw materials, or
work-in-process are excluded from the definition.
• “Production assets” also do not include cash or other liquid assets
(including working capital), investment assets, prepaid expenses, or stock
of a subsidiary.
• Location of Production Assets:
– A tangible production assets is considered located where it is physically located.
– An intangible production asset will be considered located where the tangible
production assets owned by the Tp to which it relates are located
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What if Production Assets are used to produce other
property not included in the § 863(b)(2) sale?
•

General Rule: If a production asset is used to produce inventory sold in a § 863(b)(2) Sales and
also used to produce other property during the tax year, the portion of its adjusted basis that is
included in the fraction should be determined under any reasonable method that reflects the
portion of the asset that produces inventory sold in the § 863(b)(2) Sales.

•

Example: The portion of such an asset that is included in the formula may be determined by
multiplying the asset’s average adjusted basis by a fraction, the numerator of which is the gross
receipts from sales of inventory from § 863(b)(2) Sales produced by the asset, and the
denominator of which is the gross receipts from all property produced by that asset.
Asset’s average a/b X Gross Receipts from § 863(b)(2) Sales
Gross Receipts from all property produced
by the asset

•

Special Anti-Abuse Rule: If the Tp has entered into or structured a transaction with a principal
purpose of reducing its U.S. tax liability in a manner inconsistent with the purpose of the above
apportionment rules, the Commissioner may make appropriate adjustments so that the source of the
taxpayer’s gross income “more clearly reflects the location of production activity.”
o Example: A taxpayer may be subject to this anti-abuse rule if domestic production assets are
acquired by a related partnership (or a subsidiary of a related partnership) with a principal
purpose of reducing its U.S. tax liability by claiming that the Tp’s income from sales of
inventory is subject to the Title Passage rule for foreign-source sale of inventory under §
862(a)(6) rather than § 863(b).
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Example 1: Source of Gross Income
Facts: A, a US corporation, produces widgets that are sold both in the U.S., and in a foreign country.
The initial manufacture of all widgets occurs in the U.S. The second stage of production of widgets
that are sold in a foreign country is completed within the country of sale. A’s U.S. plant and
machinery, which is involved in the initial manufacture of the widgets has an average a/basis of $200
(using § 168(g)(2) ADS). A also owns warehouses used to store work-in-process. A owns foreign
equipment with an average adjusted basis of $25. A’s gross receipts from all sales of widgets is $100,
and its gross receipts from export sales of widgets is $25. Assume that it is “reasonable” to apportion
average adjusted basis using a gross receipts comparative method. Assume A’s COGS from the sale of
widgets in the foreign countries is $13 and thus, its gross income from widgets sold in foreign
countries is $12.

Analysis: A determines its gross income from sources without the U.S. by multiplying A’s
$12 of gross income from sales of widgets in foreign countries by a fraction, the numerator
of which is all relevant foreign production assets, or $25, and the denominator of which is
all relevant production assets, or $75 (i.e., $25 foreign assets + ($200 U.S. assets × ($25
gross receipts from export sales/$100 gross receipts)--from all sales)). Therefore, A’s gross
income from sources without the United States is $4 ($12 × ($25/$75)).
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Example 2: Location of Intangible Property

Facts: Assume the same facts as in Example 1, except now assume
that Corporation A employs a patented process that applies only to
the initial production of widgets.
Analysis: In computing the formula used to determine the source of
gross income, A’s patent, if it has an average adjusted basis, would
be treated as located in the United States.
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Example 3: Anti-Abuse Rule
Facts: Assume the same facts as in Example 1 except that now Corporation A
has come up with the following bright idea involving a “sale-leaseback”
transaction.
•
•
•

Corporate A sells its U.S. assets to B, an unrelated U.S. corporation, with a principal
purpose of reducing its U.S. tax liability by manipulating the property fraction.
A then leases these assets from B.
After this transaction, all of A’s gross income would be considered from foreign
sources under the general rules above because all of A’s relevant “production assets”
that it owns are located in a foreign country. (Since the leased property is not owned
by the taxpayer, it is not included in the fraction.)

Analysis: Because A has entered into a transaction with a principal purpose of
reducing its U.S. tax liability by manipulating the formula described in § 1.8633(c)(2)(i), A’s income must be adjusted to more clearly reflect the source of that
income. Under these facts, the IRS Commissioner may re-determine the source of
A’s gross income by ignoring the sale-leaseback transactions.
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“Section 865(e)(2) Sales” rules in
Final Reg. §1.865-3
•

Included in the package of Final Regs in T.D. 9921 (Fed. Reg. 12/11/2020)
implementing the 2017 amendment to § 863(b), are rules that preserve the “resourcing” mechanism of § 865(e)(2).

•

Final Reg. § 1.865-3 reiterates that the amendment to § 863(b) did not read the
“U.S. office rule” of § 865(e)(2) out of the Code. Thus, even though all the
production assets used to make the non-resident Tp’s inventory are located
outside the U.S., if the inventory is sold in a transaction that materially
participates in the transaction, the income--which would otherwise be “foreign
source”--is re-sourced to the U.S. office.

•

General Rule: Gross income, gain, or loss from an § 865(e)(2) sale is U.S.
source income to the extent that it is properly allocable to U.S. office.
However, a § 865(e)(2) sale does not include any sale of inventory property
that is sold for use, disposition, or consumption outside the U.S. if an office
or other fixed place of business of the nonresident in a foreign country
materially participates in the sale.
o See § 1.864–6(b)(3) to determine whether a foreign office “materially participates” in the sale and
whether the property was destined for foreign use.
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Application of the “Section 865(e)(2)
Sales” Rules
• Application to Sales of Purchased Inventory: All gross income,
gain, or loss from a § 865(e)(2) sale of inventory property that is both
purchased and sold by a nonresident is properly allocable to an office or
other fixed place of business in the United States.
• Application to Sales of Produced Inventory: Gross income, gain, or
loss from a § 865(e)(2) sale of inventory property that is produced by
the nonresident seller is properly allocable to an office or other fixed
place of business in the U.S. or to production activities in accordance
with:
▪ the ‘‘50/50 method’’ (default method) OR
▪ The “Books & Records method, which the Tp may elect provided
all the requirements are satisfied.
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Books & Records Method
• The Final § 1.865-3 Regulations impose rigorous requirements to elect the
alternative “books & records method” (instead of the default 50/50 method).
• The nonresident must establish that it, “in good faith and unaffected by
considerations of tax liability, regularly employs in its books of account a detailed
allocation of receipts and expenditures that, under the principles of §482, clearly
reflects both the amount of the nonresident’s gross income, gain, or loss from its
inventory sales that are attributable to its sales activities, and the amount of its
gross income, gain, or loss from its inventory sales that are attributable to its
production activities.” (§482 principles apply as if the U.S. office or other fixed
place of business were a separate controlled taxpayer.)
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Books & Records Method:
Requirements and Limits on Revocation
• Recordkeeping Requirements: The books & records must be in existence when its
return is filed. Nonresident must also prepare an explanation of how the allocation
clearly reflects the nonresident’s gross income, gain, or loss from production and sales
activities under the principles of § 482.
o Within 30 days of an IRS request, the nonresident must make available the
explanation and records of the nonresident (including an explanation of the U.S.
office or other fixed place of business and any branch offices that perform
production activities).
o Query: Is the IRS really asking for a Transfer Pricing Study to support the Books
& Records Method?

• Making the Election: Make the election by attaching a statement to an original

timely filed federal income tax return (including extensions) providing that it elects, or
revokes the election to apply the books and records method described.

• Revoking the Election: Once made, the election continues until revoked. An

election cannot be revoked, without the consent of the IRS, for any taxable year
beginning within 48 months of the last day of the taxable year for which the election was
made.
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Special Rules for Partnerships
•

General Rule: A taxpayer’s production activity does not generally include production activities
conducted by a partnership of which the taxpayer is a partner either directly or through one or more
partnerships, unless certain requirements are met (which are set forth as exceptions in the Regs).

•

Exceptions: In determining the source of the partner’s distributive share of partnership income or
the source of the partner’s income from the sale of inventory property which the partnership
distributes to the partner in kind, the partner’s production activity includes an activity conducted by
the partnership.
o In addition, the production activity of a partnership includes the production activity of a
taxpayer that is a partner either directly or through one or more partnerships, to the extent that
the partner’s production activity is related to inventory that the partner contributes to the
partnership under 721.

•

Attribution of production assets to or from a partnership. A partner will be treated as owning its
proportionate share of the partnership’s production assets only to the extent that the partner’s activity
includes production activity conducted through a partnership. A partner’s share of partnership assets
will be determined by reference to the partner’s distributive share of partnership income for the year
attributable to such production assets. Similarly, to the extent a partnership’s activities include the
production activities of a partner, the partnership will be treated as owning the partner’s production
assets related to the inventory that is contributed in kind to the partnership.
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Effective Date and Applicability Dates
of Final Regulations (T.D. 9921)
•

Effective Date: The final regulations in T.D. 9921 became effective on December 11,
2020.

•

Applicability Dates: There are several, which apply to different amended Regulations,
but they are presently effective. The applicability dates for Reg. § 1.863-3 (which contain
most of the basic rules governing sales of produced inventory) provide as follows:

•

This section [i.e., § 1.863-3] applies to taxable years ending on or after December 23,
2019. However, a taxpayer may apply this section in its entirety for taxable years
beginning after December 31, 2017, and ending before December 23, 2019, provided that
the taxpayer and all persons related to the taxpayer (within the meaning of §§ 267 or
707) apply this section and §§ 1.863–1(b), 1.863–2(b), 1.863– 8(b)(3)(ii), 1.864–5(a) and
(b), 1.864– 6(c)(2), and 1.865–3 in their entirety for the taxable year, and once applied,
the taxpayer and all persons related to the taxpayer (within the meaning of §§ 267 or 707)
continue to apply these regulations in their entirety for all subsequent taxable years. For
regulations generally applicable to taxable years ending before December 23, 2019, see §
1.863–3 as contained in 26 CFR part 1 revised as of April 1, 2020.
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Thank you for your time and
attention today! Questions?
I welcome questions after the presentation, or email me, and
I’ll try my best to answer your specific questions.
Pamela A. Fuller, Esq.
pfuller@zahnlawgroup.com and/or
pafuller@global-tax-strategies.com
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Final regulations under
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or loss from sale or exchange of an
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U.S. trade or business
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Recap of Guidance
December 22, 2017: Tax Cuts and Jobs Act
►

Added a new substantive tax and withholding tax when:
▪

There is a transfer of a partnership interest held by a
foreign (i.e., non-US person), and

▪

That partnership is engaged in a US trade or business
(i.e., has effectively connected income)

December 29, 2017: Notice 2018-08
►

Suspended the withholding tax for transfers of PTP interests

April 12, 2018: Notice 2018-29
►

Provided temporary procedures for withholding and paying
over the tax on non-PTP interests

►

Suspended section 1446(f)(4) withholding by the partnership

November 6, 2020: TD 9919 (Substantive Tax Final
Regulations)
►

Guidance on the implementation of the substantive tax

November 30, 2020: TD 9926 (Final Withholding
Regulations)
►

Substantive Tax – Sec. 864(c)(8)
• The portion of gain (and loss) treated as EC gain or EC loss to the
extent of gain/loss on the deemed sale of EC partnership assets
• Foreign “transferors” (sellers) are required to file US income
tax returns and pay any tax (to the extent not satisfied by
withholding)
Effective • Applies to sales, exchanges & other dispositions
Dates
of partnership interests effective Nov. 27, 2017

Withholding on transfers of PTP interests
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Withholding Tax – Sec. 1446(f)
• 10% rate on the “amount realized”
• For PTPs, the Transferor’s (seller’s) broker is required to
perform the withholding
• The withholding tax could be more or less than the actual tax
liability
PTPs
Non-PTPs
• Transfers after Dec. 31, 2017
• Changes in Final Regs:
Effective
Dates
January 1, 2022
Generally, January 29, 2021
(with certain provisions
effective Jan. 1, 2022)

Final Section 864(c)(8) Regulations
►

Final regulations published on November 6, 2020
►

Provide guidance for determining the treatment of gain or loss recognized
by a foreign person on the sale of an interest in a partnership that is
engaged in the conduct of a trade or business within the United States
(U.S. trade or business)

►

Generally retain the proposed regulations’ three-step approach for
determining effectively connected gain or loss in part by reference to a
“deemed sale” of the partnership’s assets

►

Adopt favorable “asset-specific rules”

►

Clarify application of deemed sale rule to assets that would be exempt
from U.S. tax under an applicable U.S. income tax treaty

►

Do not provide withholding or reporting guidance
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Section 864(c)(8)(A):

EC gain/EC loss recognition
►

Section 864(c)(8)(A) requires a “foreign transferor” to recognize gain or loss
on the sale or exchange of an interest in a partnership that is engaged in U.S.
trade or business (USTB) as effectively connected with such U.S. trade or
business
►

Foreign transferor means a nonresident alien individual or a foreign corporation

►

Interest in a partnership can be held directly or indirectly through other partnerships

►

The amount of gain or loss is determined under all relevant Code provisions,
including Sections 741 (capital gain or loss rules) and 751 (“hot assets” rules)

►

Foreign transferors must determine the portion of EC gain or EC loss
according to four categories:
1. Outside capital gain

2. Outside capital loss
3. Outside ordinary gain and
4. Outside ordinary loss
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Section 864(c)(8)(B) limitation:
Three-step process
►

Section 864(c)(8)(B) provides a limitation on the amount of EC gain or EC loss that
the foreign transfer should recognize under Section 864(c)(8)(A)

►

The amount of the limitation is determined based on a deemed sale of the
partnership’s assets in a fully taxable transaction for fair market value

►

In general, this “deemed sale” gain or loss should constitute EC gain or EC loss if it
would be:

►

1.

Effectively connected with the conducted with the U.S. trade or business, and

2.

Allocated to the foreign transferor as its distributive share of the partnership’s gain or loss

The Final Regulations adopt a three-step approach to determine such limitation:
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Step 1:

Determine deemed sale gain or loss on an asset-by-asset basis that the partnership
would recognize

Step 2:

Determine deemed sale EC gain or loss on an asset-by-asset basis

Step 3:

Determine the foreign transferor’s distributive share of deemed sale EC gain or loss
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Section 864(c)(8)(B) limitation:

Step 1: Determine deemed sale gain or loss on an asset-by-asset basis
►

►

Step 1 is to determine “deemed sale gain” or “deemed sale loss”
►

This is the amount of gain or loss that the partnership would recognize on
a deemed sale of its assets on the date of the transfer of the partnership
interest

►

Deemed sale is treated as a fully taxable sale to an unrelated person of
each asset (tangible and intangible) for its fair market value

An upper-tier partnership’s (UTP) interest in a lower-tier partnership
(LTP) is not an asset subject to the deemed sale
►

Page 56

Special rules are provided for any:
►

Transfer of an interest in an UTP by the foreign transferor, particularly where a
LTP is engaged in a U.S. trade or business

►

Transfer by an UTP of an interest in a LTP, particularly where a LTP is engaged
in a U.S. trade or business
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Section 864(c)(8)(B) limitation:

Step 2: Determine deemed sale EC gain or loss on an asset-by-asset basis
►

Step 2 is to determine “deemed sale EC gain” or “deemed sale EC loss”
►

The deemed sale EC gain or deemed sale EC loss is the amount of
deemed sale gain or loss (on the deemed asset sale in Step 1) that would
be treated as effectively connected with the U.S. trade or business.

►

ECI rules under Section 864 generally apply.

►

Sourcing rule under Section 865(e)(2)(A) applies with a broad
presumption that treats the deemed sale of an asset as attributable
to a U.S. office or fixed place of business maintained by the partnership

►

Ten-year exception: Deemed asset sale excludes any partnership asset
that -1. Has not produced ECI during a 10-year period ending on the date of
the transfer for the partnership (or its predecessor) or the foreign
transferor (or its predecessor), and
2. Has not been used or held for use in a U.S. trade or business during
that same period by the partnership (or its predecessor) or the foreign
transferor (or its predecessor).
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Section 864(c)(8)(B) limitation:

Step 2: Determine deemed sale EC gain or loss on an asset-by-asset basis
►

Limitations on the presumption that the deemed sale of an asset is attributable to a
U.S. office.
►

Deemed sale of inventory: Treated as foreign source (not deemed sale EC gain or loss)
based on the ratio of gross income from inventory sales that was foreign source during a 3taxable-year look-back period.

►

Deemed sale of intangibles: Deemed sale of intangible property is treated as foreign source
(not deemed sale EC gain or loss) based on the ratio of gross ordinary income (other than
dispositions of depreciable or amortizable property) that was not ECI during a 3-taxable-year
look-back period.
►

►

►
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Shorter look-back periods for inventory and intangibles if partnership has not existed for 3 years.

Deemed sale of depreciable personal property rules: Two rules:
►

First, apply Section 865(c)(1) recapture principles.

►

Second, gain in excess of previous depreciation adjustments is sourced by reference to the location of the
depreciable property.

Material change in circumstances rule: If there is a material change in circumstances that
produces a “materially different” result – i.e., a 30% difference – then the inventory or intangible
rule applies by reference to a modified look-back period.
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Section 864(c)(8)(B) limitation:

Step 3: Determine distributive share of deemed sale EC gain or loss
►

Step 3 is to determine the foreign transferor’s distributive share of the
deemed sale EC gain or loss
►

This is the foreign transferor’s distributive share of the deemed sale EC
gain or loss determined in Step 2 that would have been allocated to the
foreign transferor by the partnership

►

All applicable Code provisions apply for determining the foreign
transferor’s distributive share

►

This determination should take into account allocations under the
principles of Section 704(c):
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►

Remedial allocations under Treas. Reg. § 1.704-3(d).

►

Basis adjustments under Section 743(b).
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Example (Inside Gain Limitation)
FP

Sale for $105

50%
Analysis

PRS

Asset
A (US)

Asset
B (F)

FP’s outside capital gain

$5

Deemed sale gain (Asset A)

$4

Deemed sale gain (Asset B)

$6

Deemed sale EC gain

$4

Deemed sale EC capital gain

$4

FP’s distributive share of deemed sale EC capital gain

$2

FP’s EC Capital Gain
►

FP’s outside basis: $100

►

Asset A & B are capital assets

►

Asset A basis/FMV: $100/$104

►

Asset B basis/FMV: $100/$106

Page
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$2 (<$5)

Example (Determining FS Inventory Gain)

PRS

US &
Non-US
inventory

Page
Page61
61

Facts
►
PRS’s gross foreign source inventory sales income
(3y prior): $12x
►
PRS’s total gross income from inventory sales (3y
prior): $30x
►
Deemed sale gain (inventory): $10
Analysis
►
Foreign source inventory ratio: $12:$30 (= 40%)
►
Foreign source inventory gain (for deemed sale):
$4x (=40% of $10x)
►
What if PRS underwent a material change in
circumstances?
►
What if PRS does not have a three-year operating
history?
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Coordination with other rules
►

Coordination with nonrecognition provisions
►

►

►

In general, if a transaction does not give rise to gain or loss under a nonrecognition provision,
no gain or loss is recognized under Section 864(c)(8)(A) (but see below re: FIRPTA)

Coordination with FIRPTA rules
►

Section 864(c)(8) supersedes Section 897(g) if the transfer of a partnership interest is subject to
Section 864(c)(8), and the partnership also owns one or more U.S. real property interests

►

Section 897(g) nonetheless applies (causing recognition of FIRPTA gain or loss) in the following
circumstances:
►

If a partnership that holds U.S. real property interests does not conduct a U.S. trade or
business;

►

If the foreign transferor does not recognize Section 864(c)(8) gain or loss by reason of a
nonrecognition provision (e.g., section 351 or section 721); or

►

If the foreign transferor does not recognize gain or loss by reason of an applicable U.S.
income tax treaty.

Coordination with Treaties
►
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If a partnership conducts a U.S. trade or business that is not a permanent establishment (PE),
and the foreign transferor is eligible to claim the benefits of a treaty, the assets of the U.S. trade
or business are not taken into account in determining deemed sale EC gain or loss
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Examples (Nonrecognition transactions)
Before
FP1

USP1

50%

50%

►

►
►

ECI
PRS

After
FP1

USP1

50%

50%

FP1 & USP1 contribute their assets to
Corp in a transaction that qualifies for
nonrecognition under section 351.
What result?
What result if…
►
FP1 and USP1 receive FP stock
and cash, and recognize partial
gain w/r/t their interests in ECI
PRS?
►
ECI PRS holds FIRPTA assets,
and CORP is not a USRPHC?
►
Rather than contributing its interest
to CORP, FP1’s interest is
redeemed through a distribution of
non-ECI generating assets?

CORP

Page
Page63
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Applicability dates
►

►

►

Final regulations apply to transfers occurring on or after
December 26, 2018.
Section 864(c)(8) is self-executing: all transfers occurring on or after
November 27, 2017, but before December 26, 2018, are subject to
section 864(c)(8).
Amounts taken into account on or after December 26, 2018 pursuant
to an installment sale are subject to the final regulations.
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Section 1446(f)
Withholding

Withholding Requirements
Who must
Withhold

When to
Withhold

•
•

The Transferee (buyer) of partnership interest
Partnerships making distributions

•
•

Acquire a partnership interest through a sale, exchange, or other disposition
Partnership distribution:
− Redemptions
− Distributions
− Rebalancing partnership interests

Effective Date

• Guidance in Notice 2018-29: Transfers after December 31, 2017
• Changes in Final Regs: January 29, 2021 (with certain provisions effective Jan.
1, 2022)

Amount to
Withhold

10% of Amount Realized

In-Scope Interests
Partnership holds, directly or indirectly, US trade or business asset, for example:
• Interests in mines, oil or gas wells, or other natural resources inside the US
• Equity investments in operating businesses that are flow-throughs for US tax purposes
• Leasing of aircraft or vessel with US rental office
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Reporting and Deposits
Requirements to Report and Remit Tax Withheld
►

Reporting and depositing of the tax must be done within 20 days of the disposition of the interest

►

Utilize existing IRS Forms 8288 and 8288-A

Form

Purpose
Tax return filed with the IRS to report
the amount withheld under 1446(f)
and to transmit the tax

8288
Tax return filed with the IRS to report
the entire amount realized if selling
partner’s share of liabilities cannot be
determined

8288-A

Information return provided to the IRS
and selling partner providing 1446(f)
withholding details

How To Complete
• Top of the form: write the statement
“section 1446(f)(1) withholding)”
• Part I, Line 5b: amount subject to
withholding under section 1446(f)(1)
• Part I, Line 6: amount withheld

►

Both Forms 8288 and 8288-A must
include the US TINs of the
transferor and the transferee

►

Transferor’s copy of Form 8288-A is
sent to the IRS:
▪

• Part I, Line 5c: check box
• Part I, Line 6: amount withheld
• Top of the form: write the statement
“section 1446(f)(1) withholding)”
• Line 3: amount subject to withholding
under section 1446(f)(1)
• Line 2: amount withheld
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►

The IRS will stamp to show
receipt and mail a copy of
the transferor

The transferee is generally required
to provide the Form 8288-A (or
equivalent) to the partnership

Withholding Exceptions
Withholding Tax Exceptions
►

There are six significant exceptions to the withholding tax

►

The exceptions are applied when the transferee receives certain documentation from the transferor (or partnership)

►

These “certifications” must include specific information (required by the IRS), and could be created by the transferor, the
transferee, or the partnership

►

There is a notification process between the transferor, transferee, and partnership (discussed later) to check the validity of the
certifications

►

Transferors are presumed foreign, unless the documentation in #1 (discussed on the next slide) is provided

►

There are six main significant exceptions to the withholding tax

►

The exceptions are applied when the transferee receives certain documentation from the transferor (or partnership)

Additional Requirements to the Exceptions
►

Any person required to withhold under IRC Section 1446(f) is not liable for failure to withhold, or any interest, penalties or
additions to tax, if it establishes to the satisfaction of the IRS that the transferor had no gain under IRC Section 864(c)(8) subject
to tax on the transfer
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Withholding Exceptions (continued)
Type

Documentation

#

When Exception Applied
Who Provides
• Transferor documented with a valid Form W-9, or
• Certification that not a foreign person (includes name, US TIN, address
1
and is signed under penalties of perjury)
Transferor
Note: A valid Form W-9 that is already on file can be used
2 Treaty Exemption

Transferor

Treaty Exemption
►

The transferor provides a certification, which can be done on a Form W-8BEN-E or W-8BEN making a valid treaty claim

►

The IRS will revise the instructions to Forms W-8BEN-E and W-8BEN to provide the requirements for making a treaty claim on a
transfer of a partnership interest

►

The transferee must also mail a copy of the certification to the IRS (along with a cover letter & certain information)

►

The certification can not be made if treaty benefits only apply to a portion of the gain from the transfer
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Withholding Exceptions (continued)
Type

#

When Exception Applied

Who Provides

Transfer of the partnership interest would not result in any realized gain, which would include
distributions not in excess of basis on the determination date
3

Certifications on
Gain*
4

A transferor must obtain a certification (attached to the no-gain certification of the transferor)
from the partnership certifying that the transferor would not recognize ordinary income under
section 751
Effectively connected gain on hypothetical sale of partnership assets is either: <10% of total
gain, or none (on the determination date)

Transferor

A transferee may rely on a certification from the partnership stating that:
•
if the partnership sold all of its assets at fair market value on the determination date in the
manner described in Treas. Reg. Section 1.864(c)(8)-1(c), either (x) the transferor's
distributive share of net EC gain from the partnership would be either zero or less than
10% of the transferor's distributive share of the total net gain from the partnership or (y)
Partnership
he partnership would have no gain that would have been effectively connected with the
conduct of a trade or business within the United States, or, if the partnership would have a
net amount of such gain, the amount of the partnership's net gain that would have been
effectively connected with the conduct of a trade or business within the United States
would be less than 10 percent of the total net gain, or
•
that the partnership was not engaged in a trade or business within the US at any time
during the tax year of the partnership through the date of transfer

* Able to rely on books and records if the partnership is the transferee (i.e., making a distribution)
►

Exceptions #3-#4: a certification is not required if the partnership is able to determine the exception applies based on its books and records
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Withholding Exceptions (continued)
Type

#

Certification of de
minimis ECI*

5

Certification of
nonrecognition

6

When Exception Applied
Who Provides
The following conditions are satisfied:
• the transferor was a partner in the partnership for the immediately prior
tax year and the preceding two tax years,
• in each of those years, share of gross effectively connected income (as
reported on a Schedule K-1 or other statement furnished to the partner)
was less than 10% of the transferor's total distributive share of gross
Transferor
income received from the partnership, and less than $1 million, and
• The transferor’s ECI was reflected on timely filed income tax returns, and
the tax due with respect to such amounts has been timely paid to the
IRS.

Not required to recognize any gain or loss with respect to the transfer
because of a nonrecognition provision

Transferor

* Able to rely on books and records if the partnership is the transferee (i.e., making a distribution)
►

Exception #5: a certification is not required if:
▪

The partnership is able to determine the exception applies based on its books and records, and the transferor provides a specific representation (relating
to paying tax in all three years)
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Determine Max Tax Liability
Certification of Maximum Tax Liability
►

The transferor can certify to its maximum tax liability on the transfer (it’s possible their tax liability may be less than 10% of the
Amount Realized, or even zero)

►

Certification steps:
Step #
1

2

Procedure
Transferor obtains certification from partnership that includes their deemed
ordinary & capital gains from deemed sale of partnership assets
Transferor provides certifications to the transferee:
• Certification in step #1
• Additional certification calculating the maximum tax liability and stating the
amount realized

►

Can be provided by a transferor that is a foreign corporation, a nonresident alien individual, a foreign partnership, or a foreign
trust

►

The certification can include the following (if additional information is provided):
▪

Nonrecognition only applies to a portion of the gain realized on the transfer

▪

A portion of the gain on the transfer is not subject to tax under a US tax treaty
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Secondary Withholding (Section 1446(f)(4))
Partnership Withholding Requirement
►

The partnership may be required to withhold tax and interest on subsequent distributions to transferees if:
▪

The transferee did not provide the notification (described later) that the withholding obligation was satisfied,

▪

The transferee provided notification, but the partnership has reason to know it was incorrect, or

▪

The IRS has notified the partnership that the transferee provided incorrect information about the amount withheld, or
failed to deposit the amount withheld

The partnership is not required to withhold if it knows the transferor is a US person because it already possesses a Form W-9
When to start withholding
►

Withholding must begin on the date that is the later of:
▪

30 days after the transfer, or

▪

15 days after the partnership acquires actual knowledge of the transfer

(this implies that there is no grace period after an IRS notification, and withholding applies immediately)
When to stop withholding
►

Withholding can stop when:
▪

The partnership receives a valid notification (which it can rely upon),

▪

The transferee disposes of its partnership interest (and the successor-in-interest is not related to the transferee or
original transferor), or

▪

The tax liability (including the applicable interest) has been satisfied
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Secondary Withholding (Section 1446(f)(4)) (cont’d)
Reporting
►

The partnership must report and pay the tax withheld using new Form 8288-C (Statement of Withholding Under Section
1446(f)(4) for Withholding on Dispositions by Foreign Persons of Partnership Interests)

Refunds of Overwithholding
►

If the amount of tax withheld from the transferee exceeds its Sec. 1446(f) liability:

Applicability Date
►

Applicable to transfers occurring on or after January 1, 2022.
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Secondary Withholding (Section 1446(f)(4))
Transferee Certification
►

The transferee (other than a partnership that is a transferee because it makes a distribution) must certify to the partnership
that the withholding obligation was satisfied within 10 days of the transfer

►

The certification must include:
▪

Any certifications that the transferee relied on to apply a withholding exception, or to determine the amount to
withhold, and

▪

Either of the following:
−

Copy of Form 8288-A that the transferee files with respect to the transfer, or

−

Statement of the amount realized and the amount withheld on the transfer of the partnership interest

“Secondary withholding” is required if this certification:
►

Establishes only partial satisfaction of the required amount,

►

Is not provided, or

►

Cannot be relied upon

76

Notifications under Treas. Reg. §1.864(c)(8)-2
There are specific notification requirements for a “notifying transferor” and a “specified partnership” (primarily designed to assist
in accurate computation of substantive tax)
•
•

Who
Provides

Who
Receives

•

•
•

Notifying Transferor
Any foreign person,
Any US partnership that has a foreign person as a
direct partner, and
Any US partnership that has actual knowledge that a
foreign person indirectly holds, through one or more
partnerships, an interest in the domestic partnership
The Specified Partnership (in which whose interest
was transferred)
Transfer of Specified Partnership interest*

When
Required

Contents

• Names and addresses of the notifying transferor and
the transferee(s),
• US TIN of the notifying transferor and, if known, of
the transferee(s), and
• The date of the transfer

Timing

• The transferor must notify the partnership of the
transfer (in writing) within 30 days of the transfer

Specified Partnership
• Partnership that is engaged in a US trade or business, or
• Partnership that owns (directly or indirectly) an interest in a
partnership that is engaged in a US trade or business

• The Notifying Transferor
• Either the partnership:
− receives the “Notifying Transferor” notification, or
− has actual knowledge that there has been a transfer of
an interest in the partnership by a notifying transferor,
and
• At the time of the transfer, the notifying transferor would have
a distributive share of deemed sale EC gain or EC loss
• Foreign transferor’s “aggregate deemed sale EC items” (e.g.,
ordinary gain or loss, capital gain or loss), which includes items
derived from lower-tier partnerships
• Information on whether the transferor's deemed sale "EC
gain" or "EC loss" was determined under the materialchange-in-circumstances rule provided under 864(c)(8)
• On or before the due date (with extensions) for issuing
Schedule K- 1 to the transferor for the year of the transfer

*Does not apply to transfers of PTP interests if publicly traded on an established securities market (or readily tradable on a secondary market), or if treated as transferring an
interest in a specified partnership because of receiving a distribution from that partnership
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Summary of PTP Requirements

Who must
Withhold

• Transferor’s (seller’s) broker
− A “broker” is anyone who receives any portion of the proceeds for any transferor
− Excludes U.S. Clearing Organization (e.g., DTC, NSCC) when trades of the PTP are settled on
a net basis

When to
Withhold

• Sale, exchange, or other disposition of an interest (for consideration) in a publicly traded
partnership (PTP)
• A “disposition” includes distributions (based on Qualified Notices)

Effective Date

• January 1, 2022

Amount to
Withhold

• 10% of Gross Proceeds of the transfer, or
• In the case of a distribution, 10% of the amount treated as (or presumed to be) a disposition, in
addition to any Section 1446(a) or NRA withholding

Publicly Traded Partnerships (“PTPs”)

In-Scope Interests
PTPs (also known as Master Limited Partnerships, or
MLPs) that hold, directly or indirectly, US trade or
business asset
• Includes both US and non-US PTPs (what’s key
is if the partnership is engaged in a US trade or
business

• Partnership interests are regularly traded on an
established securities market (or secondary market)
• Typically used to invest in natural resources (e.g., oil
and gas) and real estate
• Commonly referred to as Master Limited Partnerships
(or MLPs)
• Examples: Brookfield , CONSOL
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