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Term nati on of Puerto Ri co and Possession Tax Credit;
New Li nes of Busi ness Prohi bited

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regul ations.

SUMVARY: This docunent anends the Inconme Tax Regul ations by
renovi ng tenporary regul ations that provide guidance regarding
the addition of a substantial new Iine of business by a
possessi ons corporation that is an existing credit claimant and
addi ng final regulations. These regulations are necessary to

I mpl ement changes made by the Small Business Job Protection Act
of 1996.

DATES: Effective Date. These regulations are effective January

25, 2000.
FOR FURTHER | NFORMATI ON CONTACT: Daniel S. Karen, (202) 874-
1490, or Jacob Fel dman, (202) 622-3830 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Section 1601(a) of the Small Business Job Protection Act of
1996, Public Law 104-188, 110 Stat. 1755 (1996), anended the
I nternal Revenue Code by adding section 936(j). Section 936())

generally repeals the Puerto Rico and possession tax credit for



t axabl e years begi nning after Decenber 31, 1995. However, the
section provides grandfather rules under which a corporation that
IS an existing credit claimant would be eligible to claimcredits
for a transition period. The Puerto R co and possession tax
credit and the Puerto Rico economic activity credit phase out for
these existing credit claimants ending with the | ast taxabl e year
begi nni ng before January 1, 2006.

For taxable years begi nning after Decenber 31, 1995 and
bef ore January 1, 2006, the Puerto Rico and possession tax credit
and the Puerto Rico economc activity credit apply only to a
corporation that qualifies as an existing credit claimnt (as
defined in section 936(j)(9)(A)). The determ nation of whether a
corporation is an existing credit claimant is nade separately for
each possession. A possessions corporation that adds a
substantial new Iine of business (other than in a qualifying
acquisition of all the assets of a trade or business of an
existing credit claimant) after Cctober 13, 1995, ceases to be an
existing credit claimant as of the beginning of the taxable year
during which such new |ine of business is added. Therefore, a
possessi ons corporation that ceases to be an existing credit
claimant either because it has added a substantial new |ine of
busi ness, or because a new |line of business becones substantial,
during a taxable year may not claimthe Puerto R co and
possession tax credit or the Puerto Rico economc activity credit

for that taxable year or any subsequent taxable year.



On August 19, 1998, tenporary regul ati ons were published in
the Federal Register (63 FR 44387). A cross referenced Notice of
Proposed Rul emaki ng was al so published in the Federal Register
(63 FR 44416) on the sane date. Three coments were received
With respect to the Notice. No hearing was requested and none
was held. The tenporary regulations are, therefore, adopted as
proposed with the foll owi ng changes, as expl ai ned, bel ow.

Expl anati on of Revisions and Sunmmary of Conments.

M nor and conform ng changes were nmade in these final
regul ati ons. Several changes were also nade in the fina
regul ations with regard to the three comments that were received
on the Notice of Proposed Rul emaking.

The first comment received addressed the issue as to whet her
the | easing of sone of the assets of an existing credit claimant
woul d result in a new |line of business under section 936(j)(9)(B)
wWith respect to the leasing activity. 1In response to the
comment, the final regulations provide that the |easing out of
assets by an existing credit clainmnt (and the enpl oyees
necessary to operate the | eased assets) will not be treated as a
new | i ne of business provided that (1) the existing credit
claimant used the | eased assets in an active trade or business
for at least five years, (2) the existing credit clainmnt does
not through its own officers or staff of enployees perform
managenent or operational functions (but not including
operational functions performed through | eased enpl oyees) wth

respect to the | eased assets, and (3) the existing credit

3



cl ai mant does not perform marketing functions with respect to the
| easi ng of the assets. The incone fromthe |easing of assets
will not be inconme fromthe active conduct of a trade or

busi ness, and therefore, the existing credit clainmnt may not
receive a possession tax credit wth respect to such incone.

A second comment asked for clarification as to whether a
t axpayer seeking to be treated as an existing credit clai mant
t hrough the acquisition of the assets of an existing credit
cl ai mant pursuant to section 936())(9) (A (ii) nust acquire al
the assets of the acquired corporation even in cases in which the
existing credit claimnt has nore than one trade or business.

The final regul ations have been clarified to conformto the
| anguage of section 936(j)(9)(A)(ii) and provide that an
acquiring corporation need only acquire all the assets of a
single trade or business to be treated as an existing credit
cl ai mant .

The third comment asked for clarification as to when the
assets of a trade or business are neasured for purposes of
satisfying the requirenent that all the assets of a trade or
busi ness nust be acquired froman existing credit claimnt in
order to satisfy section 936(j)(9) (A (ii). Specifically, the
commrent expressed concern that assets of an existing credit
claimant may be sold or otherw se di sposed of between Cctober 13,
1995, the date on which existing credit claimant status is
establ i shed, and the date of acquisition. In response to the

comment, the final regulations provide that the assets of a trade



or business of an existing credit claimant are determ ned on the
date of acquisition provided that the transferee actively
conducts a trade or business in the possession wth the acquired
assets.
Speci al Anal yses

It has been determned that this final regulation is not a
significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required. It
al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) does not apply
to this regul ation, and because the regul ati on does not inpose a
collection of information on small entities, the Regul atory
Flexibility Act (5 U.S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, the preceding
noti ce of proposed rul emaki ng was submtted to the Chief Counsel
for Advocacy of the Small Business Adm nistration for comment on
Its effect on small business.
Drafting Information

The principal author of this regulation is Daniel S. Karen
of the Ofice of the Associate Chief Counsel (International),
within the office of Chief Counsel, IRS. However, other
personnel fromthe IRS and the Departnent of the Treasury

participated in the devel opnent of this regul ation.

Li st of Subjects
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I ncone taxes, Reporting and recordkeeping requirenents.



Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by renoving the entry for 1.936-11T and by adding an entry in
nunerical order to read as foll ows:

Authority: 26 U S.C. 7805 * * *
Section 1.936-11 al so issued under 26 U.S.C. 936(j). * * *
81.936- 11T [ Renpved]

Par. 2. Section 1.936-11T is renoved.

Par. 3. Section 1.936-11 is added to read as foll ows:
81.936-11 New lines of business prohibited.

(a) In general. A possessions corporation that is an
existing credit claimant, as defined in section 936(j)(9) (A and
this section, that adds a substantial new |line of business during
a taxable year, or that has a new |ine of business that becones
substantial during the taxable year, loses its status as an
existing credit claimant for that year and all years subsequent.

(b) New line of business--(1) In general. A new line of

busi ness i s any business activity of the possessions corporation
that is not closely related to a pre-existing business of the

possessi ons corporation. The termclosely related is defined in

par agraph (b)(2) of this section. The term pre-existing business
I's defined in paragraph (b)(3) of this section.

(2) Cosely related. To determ ne whether a new activity is

closely related to a pre-existing business of the possessions



corporation all the facts and circunstances nust be considered,
I ncludi ng those set forth in paragraphs(b)(2)(i)(A through (G
of this section.

(1) Factors. The following factors will help to establish
that a new activity is closely related to a pre-existing business
activity of the possessions corporation--

(A) The new activity provides products or services very
simlar to the products or services provided by the pre-existing
busi ness;

(B) The new activity markets products and services to the
same cl ass of custoners;

(C© The new activity is of a type that is normally conducted
In the sane business | ocation;

(D) The new activity requires the use of sim/lar operating
assets;

(E) The new activity' s econom c success depends on the
success of the pre-existing business;

(F) The new activity is of a type that would normally be
treated as a unit with the pre-existing business in the business’
accounting records; and

(G The new activity and the pre-existing business are
regul ated or |licensed by the sane or simlar governnental
aut hority.

(i1) Safe harbors. An activity is not a new |ine of

busi ness i f--



(A If the activity is wthin the sane six-digit North
American Industry O assification System (NAICS) code (or four-
digit Standard Industrial Cassification (SIC) code). The
simlarity of the NAICS or SIC codes may not be relied upon to
determ ne whether the activity is closely related to a pre-
exi sting business where the code indicates a m scel |l aneous
cat egory,;

(B) If the new activity is within the sane five-digit NAICS
code (or three-digit SIC code) and the facts relating to the new
activity also satisfy at least three of the factors listed in
par agraphs (b)(2)(i)(A) through (G of this section; or

(G If the pre-existing business is making a conponent
product or end-product form as defined in 81.936-5(a) (1), QAL,
and the new business activity is making an integrated product, or
an end-product formw th fewer excluded conponents, that is not
Wi thin the sane six-digit NAICS code (or four-digit SIC code) as
the pre-existing business solely because the conponent product
and the integrated product (or two end-product fornms) have
di fferent end-uses.

(3) Pre-existing business--(i) In general. Except as

provided in paragraph (b)(3)(ii) of this section, a business
activity is a pre-existing business of the existing credit
claimant if--

(A) The existing credit claimnt was actively engaged in the

activity wthin the possession on or before Cctober 13, 1995; and



(B) The existing credit claimnt had el ected the benefits of
the Puerto Rico and possession tax credit pursuant to an el ection
which was in effect for the taxable year that included Cctober
13, 1995.

(i1) Acquisition of an existing credit claimant. (A) If all

the assets of one or nore trades or businesses of a corporation
of an existing credit claimnt are acquired by an affiliated or
non-affiliated existing credit claimnt which carries on the
busi ness activity of the predecessor existing credit claimnt,
t he acquired business activity will be treated as a pre-existing
busi ness of the acquiring corporation. A non-affiliated
acquiring corporation will not be bound by any section 936(h)
el ection made by the predecessor existing credit claimant with
respect to that business activity.

(B) Were all of the assets of one or nore trades or
busi nesses of a corporation of an existing credit claimnt are
acquired by a corporation that is not an existing credit
claimant, the acquiring corporation nmay nmake a section 936(e)
el ection for the taxable year in which the assets are acquired
with the follow ng effects--

(1) The acquiring corporation will be treated as an existing
credit claimant for the year of acquisition;

(2) The activity will be considered a pre-existing business
of the acquiring corporation;

(3) The acquiring corporation will be deened to satisfy the

rul es of section 936(a)(2) for the year of acquisition; and
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(4) After making an el ection under section 936(e), a non-
affiliated acquiring corporation wll not be bound by el ections
under sections 936(a)(4) and (h) nade by the predecessor existing
credit claimnt.

(C For purposes of this section the assets of a trade or
busi ness are determned at the tinme of acquisition provided that
the transferee actively conducts the trade or business acquired.

(D A nere change in the stock ownership of a possessions
corporation wll not affect its status as an existing credit
clai mant for purposes of this section.

(4) Leasing of Assets.--(i) The |leasing of assets (and

enpl oyees to operate | eased assets) will not, for purposes of
this section, be considered a new |ine of business of the
existing credit claimant if--

(A) the existing credit clainmnt used the | eased assets in
an active trade or business for at |east five years;

(B) the existing credit claimnt does not through its own
officers or staff of enployees perform managenent or operational
functions (but not including operational functions perforned
t hrough | eased enpl oyees) with respect to the | eased assets; and

(C the existing credit claimnt does not perform marketing
functions with respect to the |easing of the assets.

(i1) Any incone fromthe | easing of assets not considered a
new | i ne of business pursuant to paragraph (b)(4)(i) of this

section will not be incone fromthe active conduct of a trade or
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busi ness (and, therefore, the existing credit claimant nmay not
receive a possession tax credit wth respect to such incone).

(5) Timng rule. The tests for a new |line of business in

thi s paragraph (whether the new activity is closely related to a
pre-existing business) are applied only at the end of the taxable

year during which the new activity is added.

(c) Substantial--(1) In general. A new line of business is
considered to be substantial as of the earlier of--

(i) The taxable year in which the possessions corporation
derives nore than 15 percent of its gross inconme fromthat new
| ine of business (gross incone test); or

(i1) The taxable year in which the possessions corporation
directly uses in that new |line of business nore than 15 percent
of its assets (assets test).

(2) Goss incone test. The denomi nator in the gross incone

test is the anbunt that is the gross incone of the possessions
corporation for the current taxable year, while the nunerator is
the anmount that is the gross incone of the new line of business
for the current taxable year. The gross incone test is applied
at the end of each taxable year. For purposes of this test, if a
new | ine of business is added late in the taxable year, the

i ncome is not to be annualized in that year. 1In the case of a
new | i ne of business acquired through the purchase of assets, the
gross inconme of such new |ine of business for the taxable year of
the acquiring corporation that includes the date of acquisition

Is determned fromthe date of acquisition through the end of the
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taxabl e year. In the case of a consolidated group el ection nade
pursuant to section 936(i)(5), the test applies on a conpany by
conpany basis and not on a consolidated basis.

(3) Assets test--(i) Conputation. The denom nator is the

adjusted tax basis of the total assets of the possessions
corporation for the current taxable year. The nunerator is the
adj usted tax basis of the total assets utilized in the new |line
of business for the current taxable year. The assets test is
conput ed annually using all assets including cash and

recei vabl es.

(i1) Exception. A new |line of business of a possessions
corporation will not be treated as substantial as a result of
meeting the assets test if an event that is not reasonably
antici pated causes assets used in the new |line of business of the
possessi ons corporation to exceed 15 percent of the adjusted tax
basis of the possessions corporation’s total assets. For
exanple, an event that is not reasonably anticipated woul d
I nclude the destruction of plant and equi pnent of the pre-
exi sting business due to a hurricane or other natural disaster,
or other simlar circunstances beyond the control of the
possessi ons corporation. The expiration of a patent is not such
an event and will not permt use of this exception.

(d) Exanples. The follow ng exanples illustrate the rules
described in paragraphs (a), (b), and (c) of this section. 1In
the follow ng exanples, X Corp. is an existing credit clainmant

unl ess ot herw se i ndi cat ed:
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Exanple 1. X Corp. is a pharnmaceutical corporation which
manuf act ured bul k chem cal s (a conponent product). |In March
1997, X Corp. began to also manufacture pills (e.g., finished
dosages or an integrated product). The new activity provides
products very simlar to the products provided by the pre-
exi sting business. The new activity is of a type that is
normal Iy conducted in the sane business |ocation as the pre-
exi sting business. The activity’ s econom c success depends on
the success of the pre-existing business. The manufacture of
bul k chem cals is in NAICS code 325411, Medi cinal and Bot ani cal
Manuf acturing, while the manufacture of the pills is in NAICS
code 325412, Pharmaceutical Preparation Manufacturing. Although
t he products have a different end-use, may be marketed to a
different class of custoners, and may not use sim|ar operating
assets, they are within the same five-digit NAICS code and the
activity also satisfies paragraphs (b)(2)(i)(A), (©, and (E) of
this section. The manufacture of the pills by X Corp. wll be
considered closely related to the manufacture of the bulk
chemcals. Therefore, X Corp. will not be considered to have
added a new |line of business for purposes of paragraph (b) of
this section because it falls within the safe harbor rule of

(b)(2)(ii)(B).

Exanple 2. X Corp. currently manufactures printed circuit
boards in a possession. As a result of a technol ogi cal
br eakt hrough, X Corp. could produce the printed circuit boards
nore efficiently if it nodified its existing production nethods.
Because demand for its products was high, X Corp. expanded when
It nmodified its production nethods. After these nodifications to
the facilities and producti on nethods, the products produced
t hrough the new technol ogy were in the sanme six-digit NAI CS code
as products produced previously by X Corp. See paragraph
(b)(2)(ii)(A) of this section. Therefore, X Corp. will not be
considered to have added a new |ine of business for purposes of
par agraph (b) of this section because it falls within the safe
harbor rule of (b)(2)(ii)(A)

Exanple 3. X Corp. has manufactured Device A in Puerto Rico
for a nunber of years and began to manufacture Device B in Puerto
Rico in 1997. Device A and Device B are both used to conduct
electrical current to the heart and are both sold to
cardiologists. There is no significant change in the type of
activity conducted in Puerto Rico after the transfer of the
manuf acturing of Device B to Puerto Rico. Simlar manufacturing
equi pnment, manufacturing processes and skills are used in the
manuf acture of both devices. Both are regulated and |icensed by
t he Food and Drug Adm nistration. The econom c success of Device
B i s dependent upon the success of Device A only to the extent
that the liability and manufacturing prowess with respect to one
reflects favorably on the other. Depending upon the heart
abnormality, the cardiol ogist my choose to use Device A Device
B or both on a patient. The manufacture of Device B is treated
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as a unit with the manufacture of Device Ain X Corp.’s
accounting records. The manufacture of Device Ais in the six-
digit NAICS code 339112, Surgical and Medical |nstrunent

Manuf acturing. The manufacture of Device Bis in the six-digit
NAI CS code 334510, El ectronedi cal and el ectrotherapeutic

Appar atus Manufacturing. (The manufacture of Device Ais in the
four-digit SIC code 3845, Electronedical and El ectrotherapeutic
Apparatus. The manufacture of Device Bis in the four-digit SIC
code 3841, Surgical and Medical Instruments and Apparatus.) The
safe harbor of paragraph (b)(2)(ii)(B) of this section applies
because the two activities are within the sane three-digit SIC
code and Corp. X satisfies paragraphs (b)(2)(i)(A, (B, (O,

(D), (F), and (G of this section.

Exanple 4. X Corp. has been manufacturing house slippers
in Puerto Rico since 1990. Y Corp. is a U S. corporation that is
not affiliated wwth X Corp. and is not an existing credit
claimant. Y Corp. has been manufacturing snack food in the
United States. In 1997, X Corp. purchased the assets of Y Corp.
and began to manufacture snack food in Puerto R co. House
slipper manufacturing is in the six-digit NAICS code 316212
(Four-digit SIC code 3142, House Slippers). The manufacture of
snack foods falls under the six-digit NAICS code 311919, O her
Snack Food Manufacturing (four-digit SIC code 2052, Cookies and
Crackers (pretzels)). Because these activities are not within
the sane five or six digit NAICS code (or the sane three or four-
digit SIC code), and because snack food is not an integrated
product that contains house slippers, the safe harbor of
paragraph (b)(2)(ii) of this section cannot apply. Considering
all the facts and circunstances, including the seven factors of
paragraph (b)(2) (i) of this section, the snack food manufacturing
activity is not closely related to the manufacture of house
slippers, and is a new |ine of business, within the neaning of
par agraph (b) of this section.

Exanple 5. X Corp., a calendar year taxpayer, is an
existing credit claimant that has elected the profit-split nethod
for conputing taxable incone. P Corp. was not an existing credit
cl ai mant and manufactured a product in a different five-digit
NAI CS code than the product manufactured by X Corp. In 1997, X
Corp. acquired the stock of P Corp. and liquidated P Corp. in a
tax-free liquidation under section 332, but continued the
busi ness activity of P Corp. as a new busi ness segnent. Assune
that this new business segnent is a new line of business within
t he neani ng of paragraph (c) of this section. |In 1997, X Corp.
has gross incone fromthe active conduct of a trade or business
in a possession conputed under section 936(a)(2) of $500 mllion
and the adjusted tax basis of its assets is $200 mllion. The
new busi ness segnent had gross incone of $60 million, or 12
percent of the X Corp. gross incone, and the adjusted basis of
the new segnent's assets was $20 million, or 10 percent of the X
Corp. total assets. In 1997, X Corp. does not derive nore than
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15 percent of its gross inconme, or directly use nore that 15
percent of its total assets, fromthe new busi ness segnent.
Thus, the new line of business acquired fromP Corp. is not a
substantial new Iine of business wthin the meaning of paragraph
(c) of this section, and the new activity will not cause X Corp.
to lose its status as an existing credit claimnt during 1997.
In 1998, however, the gross inconme of X Corp. grew to $750
mllion while the gross incone of the new |ine of business grew
to $150 million, or 20% of the X Corp. 1998 gross incone. Thus,
in 1998, the new line of business is substantial within the
meani ng 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 |ine of business in a
taxabl e year, or that has a new |ine of business that becones
substantial in a taxable 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 taxabl e years of a possessions corporation beginning on or

after January 25, 2000.
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(2) Election for retroactive application. Taxpayers may elect to

apply retroactively all the provisions of this section for any
open taxabl e year begi nning after Decenber 31, 1995. Such
election will be effective for the year of the election and al
subsequent taxable years. This section will not apply to
activities of pre-existing businesses for taxable years begi nning

before January 1, 1996.

Davi d Mader ,

Acting Deputy Comm ssioner of |Internal Revenue

Appr oved:

Jonat han Tal i sman

Acting Assistant Secretary of the Treasury



