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cases under audit. If they conclude that the result under
Example (2)'s SO/SO method unfairly apportions too much of the
taxpayer's income to u.s. sources, we believe examiners may apply
Treas. Reg. § 1.863-1(b) (2), the regulation discussed above
granting the Commissioner discretion to reasonably apportion as
well as allocate income. We believe examiners could devise an
apportionment approach similar to Example (2) ~s SO/SO method that
would pass muster under section 863(b). Such an approach could
base the amount of u.s. source income on the sales or other
production functions performed by the nonresident -- or its agent
-- in the United States.

Taxable years prior to 1986

For any year prior to 1986, only the rules of section 863
apply. In all of these cases -- regardless of whether the
taxpayer sells through a U.S. office -- if title passes in the
United States, the Commissioner can apply Treas. Reg. § 1.863­
l(b) (2) to reasonably divide the income between U.S. and foreign
sources, as long as the Commissioner, consistent with Phillips,
does not allocate 100% of the income to one tax jurisdiction. In
contrast, if the nonresident passes title to U.S\ customers
outside the United States, the nonresident's income would be
foreign source income, not governed by section 863. Any foreign
source income effectively connected with a U.S. trade or business
under section 864 would be subject to U.S. tax. The amount of
foreign source income that can be effectively connected is
limited under section 864(c) (5) (C), to an amount that would be
U.S. source income, determined as if title passed in the United
States. See Treas. Reg. § 1.864-6(c) (2). We believe that based
on the section 864 regulations, the Commissioner could apply
Treas. Reg. § 1.863-1(b) (2) to determine the amount of income
that would be U.S. source, and, therefore, subject to u.S. tax.
Again, consistent with Phillips, a nonresident cannot rely on
Treas. Reg. § 1.863-1(b) (l)'s natural resources rule to claim
that all its income is derived from foreign sources, and is,
therefore, not subject to u.S. tax.

Conclusion

We hope we have answered your qu€stions as to how to source
income from u.S. sales of foreign natural resources in the
Mexican grower and cat~le cases currently under audit, in view of
the decision in Phillips. If you have any questions, please call
Anne Shelburne at 622-3880.


