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ACTION: Final regulations.

SUMMARY: This document amends the
Income Tax Regulations by removing
temporary regulations that provide guid-
ance regarding the addition of a substan
tial new line of business by a possession
corporation that is an existing credit
claimant and adding final regulations.
These regulations are necessary to imple
ment changes made by the Small Busi
ness Job Protection Act of 1996.

DATES: Effective Date These regula-
tions are effective January 25, 2000.

FOR FURTHER INFORMATION CON-
TACT: Daniel S. Karen, (202) 874-1490,
or Jacob Feldman, (202) 622-3830 (no
toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background

Section 1601(a) of the Small Business
Job Protection Act of 1996, Public Law
104-188, 110 Stat. 1755 (1996), amende:
the Internal Revenue Code by adding sec
Section 936(j) generally re-
peals the Puerto Rico and possession te
credit for taxable years beginning after
December 31, 1995. However, the sec
tion provides grandfather rules under
which a corporation that is an existing
credit claimant would be eligible to claim
credits for a transition period. The Puerto
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Rico and possession tax credit and thelaimant would result in a new line ofvided that the transferee actively conducts
Puerto Rico economic activity creditbusiness under section 936(j)(9)(B) witha trade or business in the possession witt
phase out for these existing creditespect to the leasing activity. In response acquired assets.
claimants ending with the last taxabldo the comment, the final regulations pro- ,
year beginning before January 1, 2006. vide that the leasing out of assets by anPecial Analyses

For taxable years beginning after Deexisting credit claimant (and the employ- |; has been determined that this final
cember 31, 1995 and before January &ges necessary to operate the leased ass?éﬁljlation is not a significant regulatory
2006, the Puerto Rico and possession taxll not be treated as a new line of busiytion as defined in Executive Order
credit and the Puerto Rico economic amess provided that (1) the existing credi{>ggg. Therefore, a regulatory assess
tivity credit apply only to a corporation claimant used the leased assets in an 3fant is not required. It also has been de-
that qualifies as an existing creditive trade or business for at least fivgsmined that section 553(b) of the Ad-
claimant (as defined in sectionyears, (2) the existing credit claimaniyinistrative Procedure Act (5 U.S.C.
936(j)(9)(A)). The determination of does not through its own officers or StafEhapter 5) does not apply to this regula-
whether a corporation is an existing credibf employees perform management or ORion, and because the regulation does no
claimant is made separately for each pogrational functions (but not including OPimpose a collection of information on
session. A possessions corporation thatational functions performed throughy, o entities, the Regulatory Flexibility
adds a substantial new line of businedsased employees) with respect to thg (5 U.S.C. chapter 6) does not apply.
(other than in a qualifying acquisition ofleased assets, and (3) the existing cregit, s, ant to section 7805(f) of the Internal
all the assets of a trade or business of ataimant does not perform marketingrayenue Code, the preceding notice of
existing credit claimant) after October 13functions with respect to the leasing of th%roposed rulemaking was submitted to
1995, ceases to be an existing credéssets. The income from the leasing Gfe chief Counsel for Advocacy of the
claimant as of the beginning of the taxassets will not be income from the activeymai Business Administration for com-
able year during which such new line otonduct of a trade or business, and thergiant on its effect on small business.
business is added. Therefore, a possdsre, the existing credit claimant may not
sions corporation that ceases to be an eseceive a possession tax credit with reDrafting Information
isting credit claimant either because it haspect to such income. L ) .
added a substantial new line of business, A second comment asked for clarifica- | "€ Principal author of this regulation
or because a new line of business béion as to whether a taxpayer seeking t§ Paniel S. Karen of the Office of the As-
comes substantial, during a taxable yedre treated as an existing credit claimarociate Chief Counsel (International),
may not claim the Puerto Rico and posthrough the acquisition of the assets of affithin the office of Chief Counsel, IRS.
session tax credit or the Puerto Rico ec@xisting credit claimant pursuant to sectioWever, other personnel from the IRS
nomic activity credit for that taxable yeartion 936(j)(9)(A)(ii) must acquire all the @"d the Department of the Treasury par-
or any subsequent taxable year. assets of the acquired corporation even fifiPated in the development of this regu-

On August 19, 1998, T.D. 8778,cases in which the existing credit claimantion-
1998-36 I.R.B. 4 were published in thénas more than one trade or business. The
Federal Register(63 FR 44387). A cross final regulations have been clarified tOAdoption of Amendments to the
referenced Notice of Proposed Rulemalkconform to the language of SeCtiorReguIations
ing was also published in tiiederal Reg- 936(j)(9)(A)(ii) and provide that an ac-
ister, REG-115446-97 (1998-36 |.R.B. 23yuiring corporation need only acquire all Accordingly, 26 CFR part 1 is amended
[63 FR 44416]) on the same date. Threthe assets of a single trade or business as follows:
comments were received with respect tbe treated as an existing credit claimant.
the Notice. No hearing was requested and The third comment asked for clarifica-PART 1—INCOME TAXES
none was held. The temporary regulatiortson as to when the assets of a trade or Paragraph 1. The authority citation for
are, therefore, adopted as proposed withusiness are measured for purposes of Sﬁgrt 1 is amended by removing the entry
the following changes, as explainedisfying the requirement that all the assetg,. 1 936-11T and by adding an entry in

below. of a trade or business must be acquirgs|,merical order to read as follows:
from an existing credit claimant in order Authority: 26 U.S.C. 7805 * * *

to satisfy section 936(j)(9)(A)(ii). Specif- gection 1.936-11 also issued under 26
ically, the comment expressed concerpy g . 936(j). * * *

Minor and conforming changes werdhat @ssets of an existing credit claimangy 936 117 [Removed]
made in these final regulations. Severdl'@ be sold or otherwise disposed of be- par 5 Section 1.936-11T is removed.
changes were also made in the final regiW€€n October 13, 1995, the date on ps, 3 section 1.936-11 is added to
lations with regard to the three comment&/Nich existing credit claimant status is €Sz as follows:
that were received on the Notice of Prot@blished, and the date of acquisition. 187 93611 New lines of business prohib-
posed Rulemaking. response '_[o the comment, the final regulqt-ed.

The first comment received addressefPNS Provide that the assets of a trade or 4y |n general A possessions corpora-
the issue as to whether the leasing djuSiness of an existing credit claimant arg,, that is an existing credit claimant, as
some of the assets of an existing credftétermined on the date of acquisition progefined in section 936(j)(9)(A) and this

* % * * *

Explanation of Revisions and
Summary of Comments



section, that adds a substantial new line dietermine whether the activity is closelyacquired with the following effects—
business during a taxable year, or that haslated to a pre-existing business where (1) The acquiring corporation will be
a new line of business that becomes suliie code indicates a miscellaneous caté&eated as an existing credit claimant for

stantial during the taxable year, loses itgory; the year of acquisition;
status as an existing credit claimant for (B) If the new activity is within the (2) The activity will be considered a
that year and all years subsequent. same five-digit NAICS code (or three-pre-existing business of the acquiring cor-

(b) New line of business(1) In gen- digit SIC code) and the facts relating tgoration;
eral. A new line of business is any busithe new activity also satisfy at least three (3) The acquiring corporation will be
ness activity of the possessions corporaf the factors listed in paragraphsleemed to satisfy the rules of sectior
tion that is not closely related to a(b)(2)(i)(A) through (G) of this section; or 936(a)(2) for the year of acquisition; and
pre-existing business of the possessions(C) If the pre-existing business is mak- (4) After making an election under sec-
corporation. The terrglosely relateds ing a component product or end-produdion 936(e), a non- affiliated acquiring
defined in paragraph (b)(2) of this secform, as defined in 81.936-5(a)(1),Q&A1,corporation will not be bound by elections
tion. The termpre-existing businesis and the new business activity is making annder sections 936(a)(4) and (h) made b
defined in paragraph (b)(3) of this secintegrated product, or an end-product fornthe predecessor existing credit claimant.
tion. with fewer excluded components, that is (C) For purposes of this section the as
(2) Closely related To determine not within the same six-digit NAICS codesets of a trade or business are determine
whether a new activity is closely relatedor four-digit SIC code) as the pre-existingat the time of acquisition provided that
to a pre-existing business of the possebusiness solely because the componetite transferee actively conducts the tradk
sions corporation all the facts and circumproduct and the integrated product (or twor business acquired.
stances must be considered, includingnd-product forms) have different end- (D) A mere change in the stock owner-
those set forth in paragraphs(b)(2)(i)(Auses. ship of a possessions corporation will not
through (G) of this section. (3) Pre-existing business(i) In gen- affect its status as an existing credit
(i) Factors The following factors will eral. Except as provided in paragrapltlaimant for purposes of this section.
help to establish that a new activity igb)(3)(ii) of this section, a business activ- (4) Leasing of Assets-(i) The leasing
closely related to a pre-existing businesity is a pre-existing business of the existef assets (and employees to operate leas
activity of the possessions corporation—ing credit claimant if— assets) will not, for purposes of this sec-
(A) The new activity provides products (A) The existing credit claimant wastion, be considered a new line of busines:
or services very similar to the products oactively engaged in the activity within theof the existing credit claimant if—
services provided by the pre-existingpossession on or before October 13, 1995; (A) the existing credit claimant used
business; and the leased assets in an active trade or bus
(B) The new activity markets products (B) The existing credit claimant hadness for at least five years;
and services to the same class of cuslected the benefits of the Puerto Rico and (B) the existing credit claimant does
tomers; possession tax credit pursuant to an elenet through its own officers or staff of
(C) The new activity is of a type that istion which was in effect for the taxableemployees perform management or oper
normally conducted in the same businesgar that included October 13, 1995. ational functions (but not including opera-

location; (if) Acquisition of an existing credit tional functions performed through leased
(D) The new activity requires the use otlaimant (A) If all the assets of one oremployees) with respect to the leased as
similar operating assets; more trades or businesses of a corporaticets; and

(E) The new activity’'s economic suc-of an existing credit claimant are acquired (C) the existing credit claimant does
cess depends on the success of the pre-&y-an affiliated or non-affiliated existingnot perform marketing functions with re-
isting business; credit claimant which carries on the busispect to the leasing of the assets.

(F) The new activity is of a type thatness activity of the predecessor existing (ii) Any income from the leasing of as-
would normally be treated as a unit wittcredit claimant, the acquired business asets not considered a new line of busines
the pre-existing business in the businessivity will be treated as a pre-existingpursuant to paragraph (b)(4)(i) of this sec-
accounting records; and business of the acquiring corporation. Aion will not be income from the active

(G) The new activity and the pre-exist-non-affiliated acquiring corporation will conduct of a trade or business (and, there
ing business are regulated or licensed ot be bound by any section 936(h) eledere, the existing credit claimant may not
the same or similar governmental authotion made by the predecessor existingeceive a possession tax credit with re-

ity. credit claimant with respect to that busispect to such income).
(i) Safe harbors An activity is not a ness activity. (5) Timing rule The tests for a new
new line of business if— (B) Where all of the assets of one ofine of business in this paragraph

(A) If the activity is within the same more trades or businesses of a corporatigwhether the new activity is closely re-
six-digit North American Industry Classi-of an existing credit claimant are acquiretated to a pre-existing business) are ap
fication System (NAICS) code (or four-by a corporation that is not an existinglied only at the end of the taxable year
digit Standard Industrial Classificationcredit claimant, the acquiring corporatiorduring which the new activity is added.
(SIC) code). The similarity of the NAICS may make a section 936(e) election for (c) Substantial—(1) In general. A new
or SIC codes may not be relied upon tthe taxable year in which the assets aliae of businesss considered to be sub-



stantial as of the earlier of— ception. The manufacture of Device A'is in the six-digit
(i) The taxable year in which the pos- (d) Examples The following examples NAICS code 339112, Surgical and Medical Instru-

. . . . - ent Manufacturing. The manufacture of Device B
sessions corporation derives more than ibustrate the rules described in paragrapffgin the six-digit NAICS code 334510, Electromed-

percent of its gross income from that newa), (b), and (c) of this section. In the folic,) and electrotherapeutic Apparatus Manufactur-
line of business (gross income test); or lowing examples, X Corp. is an existingng. (The manufacture of Device A is in the four-
(i) The taxable year in which the pos-credit claimant unless otherwise indidigit SIC code 3845, Electromedical and
sessions corporation directly uses in thatated: Electrotherapeutic Apparatus. The manufacture of
new line of business more than 15 percent Example 1 X Corp. is a pharmaceutical COfPOfa-DeIV'CedBM'SC;.” tT‘T fot“r'd'g'tts'c go:e 384tl' S‘”?L‘
of its assets (assets test). tion which manufactured bulk chemicals (a compo¢@! @nd Medical Instruments and Apparatus.) The

NG ) testThe d . nent product). In March 1997, X Corp. began tafe harbor of paragraph (b)(2)(ii)(B) of this section
(2) Gross income testThe denomina- also manufacture pills (e.g., finished dosages or Applies because the two activities are within the

tor in the gross income test is the amoURtegrated product). The new activity providesS@me three-digit SIC code and Corp. X satisfies
that is the gross income of the possessiopducts very similar to the products provided byaragraphs (b)2)()(A). (B). (C), (D). (F), and (G)

corporation for the current taxable yearhe pre-existing business. The new activity is of & (IS section. .
while the numerator is the amount that i&/Pe that is normally conducted in the same business Example 4 X Corp. has been manufacturing

Tocation as the pre-existing business. The activity80USe slippers in Puerto Rico since 1990. 'Y Corp.

the gross income of the new line of busiz. .o mic success depends on the success of the fre@ U-S- corporation that is not affiliated with X

ness for the current taxable year. Thgisting business. The manufacture of bulk chem{COrP- @nd is not an existing credit claimant. 'Y Corp.
gross income test is applied at the end ofis is in NAICS code 325411, Medicinal and?@s been manufacturing snack food in the United
each taxable year. For purposes of thBptanical Manufacturing, while the manufacture ofotates. In 1997, X Corp. purchased the assets of ¥
test. if a new line of business is added |ae Pills is in NAICS code 325412, Pharmaceutical ©'P- and began to manufacture snack food in

i the taxabl the i . 't Preparation Manufacturing. Although the product§Uerto Rico. House slipper manufacturing is in the
In the taxable year, the INCOME 1S NOLL0 B, e 4 different end-use, may be marketed to a difx-digit NAICS code 316212 (Four-digit SIC

annualized in that year. In the case oOf @rent class of customers, and may not use simil§Pd€ 3142, House Slippers). The manufacture of

new line of business acquired through theperating assets, they are within the same five-digi"ack foods falls under the six-digit NAICS code

purchase of assets, the gross income NYAICS code and the activity also satisfies paras11919, Other Snack Food Manufacturing (four-

. . i ; . digit SIC code 2052, Cookies and Crackers (pret-
aphs (b)(2)(i)(A), (C), and (E) of this section.
such new line of business for the taxablg' epmarguiéc)u(}z(e 3f tﬁe)pills by( X)Corp. will be Con_zels)). Because these activities are not within the

year of the acquiring corporation that ing;ye oy closely related to the manufacture of th&2me five or six digit NAICS code (or the same

cludes the date of acquisition is detefpyik chemicals. Therefore, X Corp. will not be conhree or four-digit SIC code), and because snack
mined from the date of acquisitionsidered to have added a new line of business for pdf20d iS not an integrated product that contains house
through the end of the taxable year. In theoses of paragraph (b) of this section because it faffSPPers. the safe harbor of paragraph (b)(2)(i) of

. . within the safe harbor rule of (b)(2)(ii)(B). this section cannot apply. Considering all the facts
case of a consolidated group electioff Example 2 X Corp. curr(er)1(tI)3(rr)1(ar2ufactures and circumstances, including the seven factors of

made pu_rsuant to section 936(i)(5), thSrinted circuit boards in a possession. As a result §ragraph (b)(2)(i) of this section, the snack food
test applies on a company by company technological breakthrough, X Corp. could profManufacturing activity is not closely related to the
basis and not on a consolidated basis. duce the printed circuit boards more efficiently if ifmanufacture of house slippers, and is a new line of

(3) Assets test(i) Computation The modified its existing production methods. Becaus@USiness, within the meaning of paragraph (b) of this

i i ction.
denominator is the adiusted tax basis §gmand for its products was high, X Corp. expandetf _
) when it modified its production methods. After EXa@mple 5 X Corp., a calendar year taxpayer, is

t_he total assets of the possessions Corpofgs e madfications to the faciliies and productior?n €xisting credit claimant that has elected the
tion for the current taxable year. The NUmethods, the products produced through the ne@fofit-split method for computing taxable income. P
merator is the adjusted tax basis of thechnology were in the same six-digit NAICS codé-C'P- Was not an existing credit claimant and manu-
total assets utilized in the new line ofs products produced previously by X Corp. Sef#ctured a product in a different five-digit NAICS

. - ; ; code than the product manufactured by X Corp. In
business for the current taxable year. THg"agraph (b)(2)(ii)(A) of this section. Therefore, X : ,

) year rp. will not be considered to have added a new?97 X Corp. acquired the stock of P Corp. and lig-

assets test is computed annually using &lle of business for purposes of paragraph (b) of thiddated P Corp. in a tax-free liquidation under sec-

assets including cash and receivables. section because it falls within the safe harbor rule dfon 332, but continued the business activity of P
(i) Exception A new line of business (b)(2)(i)A). COfp-baS anew bus'”ests segment. I‘ASSUTE that thi

. B . . C

of a possessions corporation will not be Example 3 X Corp. has manufactured Device AN BUSINESS SEGMENT 1S & New line of bUSIness

. i ; ithin the meaning of paragraph (c) of this section.
treated as substantial as a result of meéi-Puerto Rico for a number of years and began f : .
. . . anufacture Device B in Puerto Rico in 1997. Dell 1997, X Corp. has gross income from the active
ing the assets test if an event that is nace A and Device B are both used to conduct eleconduct of a trade or business in a possession com

reasonably anticipated causes assets Usgghi current to the heart and are both sold to cargPuted under section 936(a)(2) of $500 miliion and
in the new line of business of the possestogists. There is no significant change in the typd® @djusted tax basis of its assets is $200 million.
sions corporation to exceed 15 percent of activity conducted in Puerto Rico after the trans] N€ Néw business segment had gross income of $6t

. . . ; : :.Mmillion, or 12 percent of the X Corp. gross income,
the adiusted tax basis of the possessiolss©f the manufacturing of Device B to Puerto Rico. - . 3

U ) P Similar manufacturing equipment, manufacturing?d the adjusted basis of the new segment's asset
corporation’s total assets. For eXamplefirocesses and skills are used in the manufacture §fS $20 million, or 10 percent of the X Corp. total
an event that is not reasonably anticipat@gth devices. Both are regulated and licensed by tgSes: In 1997, X Corp. does not derive more thar
would include the destruction of plant androod and Drug Administration. The economic suct® Percent of its gross income, or directly use more

equipment of the pre-existing businesgess of Device B is dependent upon the success ‘9t 15 percert Ofrirtls tOtf‘r: aSSEtsi.fromftT)e new busi-
. . : - ness segment. Thus, the new line of business ac

due to a hurricane or other natural disagevice A only to the extent that the liability and' "™ " : :
anufacturing prowess with respect to one refleci@uired from P Corp. is not substantiainew line of

ter, or other similar CirCUmStanCeS beyqn vorably on the other. Depending upon the heanusi_ness within the mear_1ir_19 of_ paragraph (c) of this
the control of the possessions corporatioRpnormality, the cardiologist may choose to use D&SCtion. and the new activity will not cause X Corp.
The expiration of a patent is not such atice A, Device B or both on a patient. The manufacl® 10S€ its status as an existing credit claimant during
event and will not permit use of this exdure of Device B is treated as a unit with the manut997. In 1998, however, the gross income of X

facture of Device Ain X Corp.’s accounting records COTP- 9réw to $750 million while the gross income



of the new line of business grew to $150 million, or

20% of the X Corp. 1998 gross income. Thus, in

1998, the new line of business is substantial within
the meaning of paragraph (c) of this section, and X
Corp. loses its status as an existing credit claimant
for 1998 and all years subsequent.

(e) Loss of status as existing credit
claimant An existing credit claimant that
adds a substantial new line of business ir
a taxable year, or that has a new line of
business that becomes substantial in a tax
able year, loses its status as an existing
credit claimant for that year and all years
subsequent.

(f) Effective date—(1) General rule
This section applies to taxable years of a
possessions corporation beginning on ol
after January 25, 2000.

(2) Election for retroactive applicatian
Taxpayers may elect to apply retroac-
tively all the provisions of this section for
any open taxable year beginning after De-
cember 31, 1995. Such election will be
effective for the year of the election and
all subsequent taxable years. This sectior
will not apply to activities of pre-existing
businesses for taxable years beginning be
fore January 1, 1996.

David Mader,
Acting Deputy Commissioner
of Internal Revenue.

Approved January 12, 2000.

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on Janu-
ary 21, 2000, 8:45 a.m., and published in the issue o
the Federal Register for January 25, 2000, 65 F.R.



