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Instructions for Form 5735
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Possessions Corporation Tax Credit Allowed Under
Section 936
Section references are to the Inter nal Revenue Code unless otherwise noted.

Paperwork Reduction Act Notice
We ask for the information on this form to carry out the
Internal Revenue laws of the United States. You are required
to give us the information. We need it to ensure that you are
complying with these laws and to allow us to figure and
collect the right amount of tax.
The time needed to complete and file this form will vary
depending on individual circumstances. The estimated
average time is:
Recordkeeping
19 hr., 8 min.
Learning about the
law or the form
2 hr., 53 min.
Preparing and sending
the form to the IRS
3 hr., 19 min.
If you have comments concerning the accuracy of these
time estimates or suggestions for making this form simpler,
we would be happy to hear from you. See the instructions
for the tax return with which this form is filed.

Changes To Note
For tax years beginning after 1993, the possessions credit on
a corporation’s active possession trade or business income
is limited by:
● The economic-activity limitation (Part IV), or
● The percentage limitation (election to take a reduced
credit) (Part III).
Economic-activity limitation.—Under the economic-activity
limitation, the part of the possessions tax credit figured
under section 936(a)(1)(A) cannot exceed the sum of the
following amounts:
1. 60% of the sum of (a) qualified possession wages and
(b) allocable employee fringe benefit expenses;
2. A portion of the depreciation deductions (line 19); and
3. If the profit split method is not used to allocate income
from intangibles, the part of the possession income taxes
that are allocable to nonsheltered income.
If the profit split method is used to allocate income from
intangibles, possession income taxes are not used in figuring
the economic-activity limitation. However, the corporation
may deduct a limited amount of its possession income taxes.
See the instructions for Part V.
An affiliated group may elect to treat all possession
corporations that would be members of the group as one
corporation for purposes of determining the credit.
Percentage limitation.—Instead of applying the
economic-activity limitation, the corporation may elect a
percentage limitation. Under the percentage limitation, a
declining percentage (see the instructions for line 16) of the
corporation’s otherwise allowable credit is allowed each year.
When the percentage limitation is used, a limited amount
of possession income taxes are deductible. See the
instructions for Part V.

Note: The corporation may choose either the economic
activity limitation or the percentage limitation. However, all
affiliated possession corporations must use the same
limitation. See section 936(a)(4)(B)(iii)(III).
Deduction.—Under certain circumstances, the corporation
may take a limited deduction for possession income taxes
(Part V).

General Instructions
Purpose of Form
A domestic corporation (other than an S corporation) that
has elected to be treated as a possessions corporation must
complete and attach Form 5735 to its income tax return for
each year the election is in effect. Form 5735 is used to
figure the possessions corporation tax credit under section
936. The credit is allowed against income tax imposed by
Chapter 1. U.S. possessions for purposes of this credit
include Puerto Rico, Guam, American Samoa, the
Commonwealth of the Northern Mariana Islands, and the
U.S. Virgin Islands.

Qualifying for the Credit
To qualify for the possessions corporation tax credit, a
corporation must meet all 3 of the following requirements:
1. The corporation must have filed a valid Form 5712,
Election To Be Treated as a Possessions Corporation Under
Section 936. Form 5712 must be filed by the due date
(including extensions) of the first return to which the election
will apply;
2. The corporation must have derived 80% or more of its
gross income from sources in a U.S. possession during the
applicable period (see definition in the instructions for Part I)
immediately before the tax year ended; and
3. The corporation must have derived 75% or more of its
gross income from the active conduct of a trade or business
in a U.S. possession during the applicable period
immediately before the tax year ended.

Restrictions
A corporation cannot take the possessions corporation tax
credit for any tax year it is an IC-DISC or former IC-DISC, or
for any tax year in which it owns stock in an IC-DISC or
FSC, or former IC-DISC or former FSC (section 936(f)).
The credit is not allowed against the following taxes:
● Environmental tax (section 59A)
● Tax on accumulated earnings (section 531)
● Personal holding company tax (section 541)
● Additional tax for recovery of foreign expropriation losses
(section 1351)
● Tax increase on the early disposition of investment credit
property (section 50)
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● Recapture of low-income housing credit (section 42(j)(4)(D))

Part II

Where To File

Line 6a.—Include amount(s) reported on line 6, Part II,
Schedule(s) P.
Line 7a.—Do not include any amount from sources outside
the U.S. and received from a person who is not a related
person in the active conduct of a trade or business in a U.S.
possession. Instead, include these amounts on line 6a, 6b, or
6d, whichever applies.
Line 7c.—Enter the amount of marketing intangible property
income which is associated with any product(s) subject to
the cost sharing method and which is not included in the
gross income of a shareholder because such a shareholder is
a foreign person or a tax-exempt U.S. person. See
Regulations section 1.936-6(a)(5).
Line 8a.—If the cost sharing method applies, enter the sum
of all cost sharing amounts entered on line 7, Part I,
Schedule(s) P.
Line 8b.—Include all amounts entered on line 7, Part II,
Schedule(s) P. Also include the corporation’s other definitely
allocable deductions.
Line 8c.—Enter the ratable part of deductions that cannot be
definitely allocated to qualified income. To obtain this
amount, reduce the deductions by the amount entered on
line 8b. Multiply this result by the amount obtained when you
divide the amount entered on line 7e by the gross income on
the corporation’s income tax return.
Line 10a.—If the corporation sustained a loss for the current
year on any type of income for which a separate foreign tax
credit limit applies, allocate the loss to the possessions
income that qualifies for the credit in proportion to the ratio
of that income to total taxable income, excluding the loss.
Line 10b.—If the corporation sustained an overall foreign
loss in any year, the loss is recaptured in later tax years by
treating part of the corporation’s taxable income from
sources outside the U.S. as income from sources in the U.S.
(section 904(f)).

Attach Form 5735 to the corporation’s income tax return and
file it with the Internal Revenue Service Center, Philadelphia,
PA 19255.

Alternative Minimum Tax
Income eligible for the possessions corporation tax credit is
not taxed under the alternative minimum tax rules. See Form
4626.

Other Forms and Schedules That May Be
Required
Form 5712-A.—Use Form 5712-A, Election and Verification
of the Cost Sharing or Profit Split Method Under Section
936(h)(5), to show that the corporation has a significant
business presence in the possession for the tax year and to
elect either the cost sharing or profit split method of
computing taxable income from certain possession products.
Attach Form 5712-A to Form 5735.
Schedule P (Form 5735).—If the corporation elects to use
either the cost sharing or profit split method, it must also
attach Schedule P (Form 5735), Allocation of Income and
Expenses Under Section 936(h)(5), to Form 5735. Attach a
separate Schedule P for each product to which the cost
sharing or profit split method applies.

Source of Gross Income, etc.
See sections 638, 861-864, and 936 to determine if the
source of gross income, deductions, and taxable income is in
or outside the United States or in a U.S. possession.
Amounts received in the United States may be considered
sourced outside the United States if they are from sources
outside the United States and received from an unrelated
person in the active conduct of a trade or business (section
936(b)).

Foreign Tax Credit/Deduction
Generally, the corporation cannot take a deduction (however,
see the instructions for Part V) or foreign tax credit for taxes
it paid or accrued to a foreign country or U.S. possession if
any of the income on which those taxes were paid or
accrued is used in computing the possessions corporation
tax credit.

Specific Instructions
Part I
Applicable period.—The “applicable period” is generally the
shorter of 36 months or the period when the corporation
actively conducted a trade or business in a U.S. possession.
Column (f).—Include amount(s) reported on line 6, Part II,
Schedule(s) P.
Column (i).—Certain loans of qualified funds by a qualified
financial institution are considered investments for use in
Puerto Rico. These loans must either be investments in
active business assets or for investment in development
projects in a qualified Caribbean Basin country. The
investment must be authorized prior to disbursement of the
funds by the Commissioner of Financial Institutions of Puerto
Rico. Also, the agreements, certifications, and due diligence
requirements of Regulations section 1.936-10(c)(11), (12), and
(13) must be met. See Regulations section 1.936-10 for
details and the effective date.
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Part III
The election to claim the reduced possessions credit
(percentage limitation) may be made only for the
corporation’s first tax year beginning after December 31,
1993 for which it is a possession corporation. If a corporation
makes this election, the economic-activity limitation
(computed in Part IV) does not apply. Once a corporation
makes the election to use the percentage limitation, it
remains in effect for all tax years unless revoked.
The percentage limitation applies only if all possession
corporations that are members of an affiliated group make
the election. If an election is not in effect for a possession
corporation that is a member of an affiliated group, the
election for any other group member is revoked for the tax
year and subsequent tax years.
For more information, see section 936(a)(4)(B).
Line 16.—The applicable percentages are:
Tax year beginning in
1994
1995
1996
1997
1998 and after

Applicable percentage
60%
55%
50%
45%
40%

Part IV
Line 18.—Enter 60% of the sum of:
● The aggregate amount of the possession corporation’s
qualified possession wages for the tax year, and
● The allocable employee fringe benefit expenses of the
possession corporation for the tax year.

Qualified possession wages.—Qualified possession wages
are wages paid or incurred by the possession corporation
during the tax year in connection with the active conduct of
a trade or business in a U.S. possession to an employee for
services performed in that possession, but only if the
services are performed while the employee’s principal place
of employment is in that possession.
The term “wages” generally means wages as defined in
section 3306(b), but without regard to any dollar limitations.
For this purpose, section 3306(b) is applied as if the term
“United States” includes all possessions of the United
States.
The wages that are taken into account for the tax year for
an individual employee are limited to 85% of the maximum
wages subject to the old-age, social security, and disability
insurance portion of Social Security.
Special rules apply to part-time employees and employees
whose principal place of employment with the possession
corporation is not within the possession at all times during
the tax year.
For more information, see section 936(i)(1).
Allocable employee fringe benefit expenses.—The total
amount of employee fringe benefit expenses taken into
account in figuring the economic-activity limitation is the
amount deductible by the possession corporation in the tax
year for:
● Employer contributions to stock bonus, pensions,
profit-sharing, or annuity plans,
● Employer-provided health or accident plan coverage for
the employees, and
● The cost of life or disability insurance provided to
employees.
Note: Any amount treated as wages for purposes of section
936 is not treated as an employee fringe benefit expense.
The amount of allocable employee fringe benefit expenses
for a tax year is equal to the total amount of employee fringe
benefit expenses (defined above) multiplied by a fraction. The
fraction consists of the possession corporation’s qualified
possession wages for the tax year, divided by the aggregate
amount of wages paid or incurred by the possession
corporation during the tax year.
The allocable employee fringe benefit expenses cannot
exceed 15% of the possession corporation’s qualified
possession wages for the tax year.
For more information, see section 936(i)(2).
Line 19.—Enter the total of the following amounts:
● 15% of the depreciation deduction for short-life qualified
tangible property (qualified tangible property is defined
below),
● 40% of the depreciation deduction for medium-life
qualified tangible property, and
● 65% of the depreciation deduction for long-life qualified
tangible property.
Qualified tangible property means any tangible property
used by the possession corporation in a possession of the
United States in the active conduct of a trade or business
within such possession.
Short-life qualified tangible property is qualified tangible
property which is 3-year or 5-year property under section
168.

Medium-life qualified tangible property is qualified tangible
property which is 7-year or 10-year property under section
168.
Long-life qualified tangible property is qualified tangible
property subject to section 168 which is not short-life or
medium-life qualified tangible property.
For more information, see section 936(i)(4).
Note: If qualified tangible property is subject to section 168
(as in effect before the date of enactment of the Tax Reform
Act of 1986) any references above to section 168 are to that
Code section as then in effect.
For more information on classifying property and figuring
the depreciation deduction, see section 168 and the
Instructions for Form 4562.
Line 23.—Enter possession income taxes on line 23 only to
the extent that they do not exceed 9% of taxable income for
the tax year.
For this purpose, possession income taxes are any
income, war profits, or excess profits taxes of a possession
of the United States which are not taken into account in
computing the foreign tax credit. See section 936(i)(3)(C).
Line 24.—For more information on figuring possession
income taxes allocable to nonsheltered income, see section
936(i)(3).

Part V
Complete Part V to figure the corporation’s deduction for
possession income taxes. A corporation may take a
deduction for a portion of its possession income taxes if it is
either:
● A corporation that uses the economic-activity limitation
and the profit split method to allocate income from intangible
property, or
● A corporation that elects the reduced credit (percentage
limitation).
Note: Do not take any deduction for possession income
taxes into account in Part II when figuring the section 936
credit or when figuring the amount of the allowable
deduction for possession income taxes.
For this purpose, possession income taxes are any
income, war profits, or excess profits taxes of a possession
of the United States which are not taken into account in
computing the foreign tax credit. See section 936(i)(3)(C).

Part VI
The corporation is not required to complete Part VI if it has
attached less than 10 Schedules P. Part VI information will
not affect the corporation’s tax liability. However, failure to
complete this part, if required, will delay the processing of
Form 5735.
Line 34.—Enter on line 34a the sum of sales of possession
products (as reported on line 2, Part I, Schedule(s) P) subject
to the cost sharing method. Enter on line 34b the sum of
sales of possession products (as reported on line 2, Part I,
Schedule(s) P) subject to the profit split method.
Line 35.—Enter on lines 35a through 35e the sum of sales of
possession products (as reported on line 2, Part I,
Schedule(s) P) which have met the listed business presence
test. Total sales included on lines 35a through 35e should
equal the total of lines 34a and 34b.
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