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class of interests in a domestic cor-
poration that is traded on one or more 
established securities markets located 
outside the United States shall not be 
considered to be regularly traded on 
such market or markets unless such 
class is traded in registered form, and— 

(i) The corporation registers such 
class of interests pursuant to section 12 
of the Securities Exchange Act of 1934, 
15 U.S.C. section 78, or 

(ii) The corporation attaches to its 
Federal income tax return a statement 
providing the following: 

(A) A caption which states ‘‘The fol-
lowing information concerning certain 
shareholders of this corporation is pro-
vided in accordance with the require-
ments of § 1.897–9T.’’ 

(B) The name under which the cor-
poration is incorporated, the state in 
which such corporation is incor-
porated, the principal place of business 
of the corporation, and its employer 
identification number, if any; 

(C) The identity of each person who, 
at any time during the corporation’s 
taxable year, was the beneficial owner 
of more than 5 percent of any class of 
interests of the corporation to which 
this paragraph (d)(3) applies; 

(D) The title, and the total number of 
shares issued, of any class of interests 
so owned; and 

(E) With respect to each beneficial 
owner of more than 5 percent of any 
class of interests of the corporation, 
the number of shares owned, the per-
centage of the class represented there-
by, and the nature of the beneficial 
ownership of each class of shares so 
owned. 
Interests in a domestic corporation 
which has filed a report pursuant to 
this paragraph (d)(3)(ii) shall be consid-
ered to be regularly traded on an estab-
lished securities market only for the 
taxable year of the corporation with 
respect to which such a report is filed. 

(4) Coordination with section 1445. For 
purposes of section 1445, a class of in-
terests in a corporation shall be pre-
sumed to be regularly traded during a 
calendar quarter if such interests were 
regularly traded within the meaning of 
this paragraph during the previous cal-
endar quarter. 

(e) Foreign governments and inter-
national organizations. A foreign gov-

ernment shall be treated as a foreign 
person with respect to U.S. real prop-
erty interests, and shall be subject to 
sections 897, 1445, and 6039C on the dis-
position of a U.S. real property interest 
except to the extent specifically other-
wise provided in the regulations issued 
under section 892. An international or-
ganization (as defined in section 
7701(a)(18)) is not a foreign person with 
respect to U.S. real property interests, 
and is not subject to sections 897, 1445, 
and 6039C on the disposition of a U.S. 
real property interest. Buildings or 
parts of buildings and the land ancil-
lary thereto (including the residence of 
the head of the diplomatic mission) 
used by the foreign government for a 
diplomatic mission shall not be a U.S. 
real property interest in the hands of 
the respective foreign government. 

(f) Effective date. Section 1.897–9T 
with the exception of paragraph (e) 
shall be effective for transfers, ex-
changes, distributions and other dis-
positions occurring on or after June 6, 
1988. Paragraph (e) of this section shall 
be effective for transfers, exchanges, 
distributions and other dispositions oc-
curring on or after July 1, 1986. 

[T.D. 8198, 53 FR 16229, May 5, 1988] 

INCOME FROM SOURCES WITHOUT THE 
UNITED STATES 

FOREIGN TAX CREDIT 

§ 1.901–1 Allowance of credit for taxes. 
(a) and (b). [Reserved] For further 

guidance, see § 1.901–1T(a) and (b). 
(c) Deduction denied if credit claimed. 

If a taxpayer chooses with respect to 
any taxable year to claim a credit for 
taxes to any extent, such choice will be 
considered to apply to income, war 
profits, and excess profits taxes paid or 
accrued in such taxable year to all for-
eign countries and possessions of the 
United States, and no portion of any 
such taxes shall be allowed as a deduc-
tion from gross income in such taxable 
year or any succeeding taxable year. 
See section 275(a)(4). 

(d) Period during which election can be 
made or changed. The taxpayer may, for 
a particular taxable year, claim the 
benefits of section 901 (or claim a de-
duction in lieu of a foreign tax credit) 
at any time before the expiration of 
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the period prescribed by section 
6511(d)(3)(A) (or section 6511(c) if the 
period is extended by agreement). 

(e) Joint return. In the case of a hus-
band and wife making a joint return, 
credit for taxes paid or accrued to any 
foreign country or to any possession of 
the United States shall be computed 
upon the basis of the total taxes so 
paid by or accrued against the spouses. 

(f) Taxes against which credit not al-
lowed— The credit for taxes shall be al-
lowed only against the tax imposed by 
chapter 1 of the Code, but it shall not 
be allowed against the following taxes 
imposed under that chapter: 

(1) The minimum tax for tax pref-
erences imposed by section 56; 

(2) The 10 percent tax on premature 
distributions to owner-employees im-
posed by section 72(m)(5)(B); 

(3) The tax on lump sum distribu-
tions imposed by section 402(e); 

(4) The additional tax on income 
from certain retirement accounts im-
posed by section 408(f); 

(5) The tax on accumulated earnings 
imposed by section 531; 

(6) The personal holding company tax 
imposed by section 541; 

(7) The additional tax relating to war 
loss recoveries imposed by section 1333; 
and 

(8) The additional tax relating to re-
coveries of foreign expropriation losses 
imposed by section 1351. 

(g) Taxpayers to whom credit not al-
lowed. Among those to whom the credit 
for taxes is not allowed are the fol-
lowing: 

(1) Except as provided in section 906, 
a foreign corporation. 

(2) Except as provided in section 906, 
a nonresident alien individual who is 
not described in section 876 (see sec-
tions 874(c) and 901(b)(4)). 

(3) A nonresident alien individual de-
scribed in section 876 other than a bona 
fide resident (as defined in section 
937(a) and the regulations under that 
section) of Puerto Rico during the en-
tire taxable year (see sections 901(b)(3) 
and (4)). 

(4) A U.S. citizen or resident alien in-
dividual who is a bona fide resident of 
a section 931 possession (as defined in 
§ 1.931–1(c)(1)), the U.S. Virgin Islands, 
or Puerto Rico, and who excludes cer-
tain income from U.S. gross income to 

the extent of taxes allocable to the in-
come so excluded (see sections 931(b)(2), 
933(1), and 932(c)(4)). 

(h) Taxpayers denied credit in a par-
ticular taxable year. Taxpayers who are 
denied the credit for taxes for par-
ticular taxable years are the following: 

(1) An individual who elects to pay 
the optional tax imposed by section 3, 
or one who elects under section 144 to 
take the standard deduction (see sec-
tion 36); 

(2) A taxpayer who elects to deduct 
taxes paid or accrued to any foreign 
country or possession of the United 
States (see sections 164 and 275); 

(3) A regulated investment company 
which has exercised the election under 
section 853. 

(i) Dividends from a DISC treated as 
foreign. For purposes of sections 901 
through 906 and the regulations there-
under, any amount treated as a divi-
dend from a corporation which is a 
DISC or former DISC (as defined in sec-
tion 992(a) (1) or (3) as the case may be) 
will be treated as a dividend from a for-
eign corporation to the extent such 
dividend is treated under section 
861(a)(2)(D) as income from sources 
without the United States. 

(j) Effective/applicability date. Para-
graph (g) of this section applies to tax-
able years ending after April 9, 2008. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 6780, 29 FR 18148, Dec. 22, 
1964; T.D. 6789, 29 FR 19241, Dec. 31, 1964; T.D. 
6795, 30 FR 934, Jan. 29, 1965; T.D. 7283, 38 FR 
20824, Aug. 3, 1973; T.D. 7636, 44 FR 47058, Aug. 
10, 1979; T.D. 7961, 49 FR 26225, June 27, 1984; 
T.D. 8160, 52 FR 33932, Sept. 9, 1987; T.D. 9194, 
70 FR 18930, Apr. 11, 2005; T.D. 9391, 73 FR 
19360, Apr. 9, 2008; T.D. 9416, 73 FR 40733, July 
16, 2008] 

§ 1.901–1T Allowance of credit for 
taxes (temporary). 

(a) In general. Citizens of the United 
States, domestic corporations, and cer-
tain aliens resident in the United 
States or Puerto Rico may choose to 
claim a credit, as provided in section 
901, against the tax imposed by chapter 
1 of the Code for taxes paid or accrued 
to foreign countries and possessions of 
the United States, subject to the condi-
tions prescribed in paragraphs (a)(1) 
through (a)(3) and paragraph (b) of this 
section. 
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(1) Citizen of the United States. A cit-
izen of the United States, whether resi-
dent or nonresident, may claim a cred-
it for— 

(i) The amount of any income, war 
profits, and excess profits taxes paid or 
accrued during the taxable year to any 
foreign country or to any possession of 
the United States; and 

(ii) His share of any such taxes of a 
partnership of which he is a member, 
or of an estate or trust of which he is 
a beneficiary. 

(2) Domestic corporation. A domestic 
corporation may claim a credit for— 

(i) The amount of any income, war 
profits, and excess profits taxes paid or 
accrued during the taxable year to any 
foreign country or to any possession of 
the United States; 

(ii) Its share of any such taxes of a 
partnership of which it is a member, or 
of an estate or trust of which it is a 
beneficiary; and 

(iii) The taxes deemed to have been 
paid under section 902 or 960. 

(3) Alien resident of the United States or 
Puerto Rico. Except as provided in a 
Presidential proclamation described in 
section 901(c), an alien resident of the 
United States, or an alien individual 
who is a bona fide resident of Puerto 
Rico during the entire taxable year, 
may claim a credit for— 

(i) The amount of any income, war 
profits, and excess profits taxes paid or 
accrued during the taxable year to any 
foreign country or to any possession of 
the United States; and 

(ii) His share of any such taxes of a 
partnership of which he is a member, 
or of an estate or trust of which he is 
a beneficiary. 

(b) Limitations. Certain Code sections, 
including sections 814, 901(e) through 
(l), 906, 907, 908, 911, 999, and 6038, limit 
the credit against the tax imposed by 
chapter 1 of the Code for certain for-
eign taxes. 

(c) through (i) [Reserved] For further 
guidance, see § 1.901–1(c) through (i). 

(j) Effective/applicability date. This 
section applies to taxable years begin-
ning after July 16, 2008. 

(k) Expiration date. The applicability 
of this section expires July 15, 2011. 

[T.D. 9416, 73 FR 40733, July 16, 2008] 

§ 1.901–2 Income, war profits, or excess 
profits tax paid or accrued. 

(a) Definition of income, war profits, or 
excess profits tax—(1) In general. Section 
901 allows a credit for the amount of 
income, war profits or excess profits 
tax (referred to as ‘‘income tax’’ for 
purposes of this section and §§ 1.901–2A 
and 1.903–1) paid to any foreign coun-
try. Whether a foreign levy is an in-
come tax is determined independently 
for each separate foreign levy. A for-
eign levy is an income tax if and only 
if— 

(i) It is a tax; and 
(ii) The predominant character of 

that tax is that of an income tax in the 
U.S. sense. 
Except to the extent otherwise pro-
vided in paragraphs (a)(3)(ii) and (c) of 
this section, a tax either is or is not an 
income tax, in its entirety, for all per-
sons subject to the tax. Paragraphs (a), 
(b) and (c) of this section define an in-
come tax for purposes of section 901. 
Paragraph (d) of this section contains 
rules describing what constitutes a sep-
arate foreign levy. Paragraph (e) of 
this section contains rules for deter-
mining the amount of tax paid by a 
person. Paragraph (f) of this section 
contains rules for determining by 
whom foreign tax is paid. Paragraph (g) 
of this section contains definitions of 
the terms ‘‘paid by,’’ ‘‘foreign coun-
try,’’ and ‘‘foreign levy.’’ Paragraph (h) 
of this section states the effective date 
of this section. 

(2) Tax—(i) In general. A foreign levy 
is a tax if it requires a compulsory pay-
ment pursuant to the authority of a 
foreign country to levy taxes. A pen-
alty, fine, interest, or similar obliga-
tion is not a tax, nor is a customs duty 
a tax. Whether a foreign levy requires 
a compulsory payment pursuant to a 
foreign country’s authority to levy 
taxes is determined by principles of 
U.S. law and not by principles of law of 
the foreign country. Therefore, the as-
sertion by a foreign country that a 
levy is pursuant to the foreign coun-
try’s authority to levy taxes is not de-
terminative that, under U.S. prin-
ciples, it is pursuant thereto. Notwith-
standing any assertion of a foreign 
country to the contrary, a foreign levy 
is not pursuant to a foreign country’s 
authority to levy taxes, and thus is not 
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a tax, to the extent a person subject to 
the levy receives (or will receive), di-
rectly or indirectly, a specific eco-
nomic benefit (as defined in paragraph 
(a)(2)(ii)(B) of this section) from the 
foreign country in exchange for pay-
ment pursuant to the levy. Rather, to 
that extent, such levy requires a com-
pulsory payment in exchange for such 
specific economic benefit. If, applying 
U.S. principles, a foreign levy requires 
a compulsory payment pursuant to the 
authority of a foreign country to levy 
taxes and also requires a compulsory 
payment in exchange for a specific eco-
nomic benefit, the levy is considered to 
have two distinct elements: A tax and 
a requirement of compulsory payment 
in exchange for such specific economic 
benefit. In such a situation, these two 
distinct elements of the foreign levy 
(and the amount paid pursuant to each 
such element) must be separated. No 
credit is allowable for a payment pur-
suant to a foreign levy by a dual capac-
ity taxpayer (as defined in paragraph 
(a)(2)(ii)(A) of this section) unless the 
person claiming such credit establishes 
the amount that is paid pursuant to 
the distinct element of the foreign levy 
that is a tax. See paragraph (a)(2)(ii) of 
this section and § 1.901–2A. 

(ii) Dual capacity taxpayers—(A) In 
general. For purposes of this section 
and §§ 1.901–2A and 1.903–1, a person who 
is subject to a levy of a foreign state or 
of a possession of the United States or 
of a political subdivision of such a 
state or possession and who also, di-
rectly or indirectly (within the mean-
ing of paragraph (a)(2)(ii)(E) of this sec-
tion) receives (or will receive) a spe-
cific economic benefit from the state 
or possession or from a political sub-
division of such state or possession or 
from an agency or instrumentality of 
any of the foregoing is referred to as a 
‘‘dual capacity taxpayer.’’ Dual capac-
ity taxpayers are subject to the special 
rules of § 1.901–2A. 

(B) Specific economic benefit. For pur-
poses of this section and §§ 1.901–2A and 
1.903–1, the term ‘‘specific economic 
benefit’’ means an economic benefit 
that is not made available on substan-
tially the same terms to substantially 
all persons who are subject to the in-
come tax that is generally imposed by 
the foreign country, or, if there is no 

such generally imposed income tax, an 
economic benefit that is not made 
available on substantially the same 
terms to the population of the country 
in general. Thus, a concession to ex-
tract government-owned petroleum is a 
specific economic benefit, but the right 
to travel or to ship freight on a govern-
ment-owned airline is not, because the 
latter, but not the former, is made gen-
erally available on substantially the 
same terms. An economic benefit in-
cludes property; a service; a fee or 
other payment; a right to use, acquire 
or extract resources, patents or other 
property that a foreign country owns 
or controls (within the meaning of 
paragraph (a)(2)(ii)(D) of this section); 
or a reduction or discharge of a con-
tractual obligation. It does not include 
the right or privilege merely to engage 
in business generally or to engage in 
business in a particular form. 

(C) Pension, unemployment, and dis-
ability fund payments. A foreign levy 
imposed on individuals to finance re-
tirement, old-age, death, survivor, un-
employment, illness, or disability ben-
efits, or for some substantially similar 
purpose, is not a requirement of com-
pulsory payment in exchange for a spe-
cific economic benefit, as long as the 
amounts required to be paid by the in-
dividuals subject to the levy are not 
computed on a basis reflecting the re-
spective ages, life expectancies or simi-
lar characteristics of such individuals. 

(D) Control of property. A foreign 
country controls property that it does 
not own if the country exhibits sub-
stantial indicia of ownership with re-
spect to the property, for example, by 
both regulating the quantity of prop-
erty that may be extracted and estab-
lishing the minimum price at which it 
may be disposed of. 

(E) Indirect receipt of a benefit. A per-
son is considered to receive a specific 
economic benefit indirectly if another 
person receives a specific economic 
benefit and that other person— 

(1) Owns or controls, directly or indi-
rectly, the first person or is owned or 
controlled, directly or indirectly, by 
the first person or by the same persons 
that own or control, directly or indi-
rectly, the first person; or 

(2) Engages in a transaction with the 
first person under terms and conditions 
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such that the first person receives, di-
rectly or indirectly, all or part of the 
value of the specific economic benefit. 

(3) Predominant character. The pre-
dominant character of a foreign tax is 
that of an income tax in the U.S. 
sense— 

(i) If, within the meaning of para-
graph (b)(1) of this section, the foreign 
tax is likely to reach net gain in the 
normal circumstances in which it ap-
plies, 

(ii) But only to the extent that liabil-
ity for the tax is not dependent, within 
the meaning of paragraph (c) of this 
section, by its terms or otherwise, on 
the availability of a credit for the tax 
against income tax liability to another 
country. 

(b) Net gain—(1) In general. A foreign 
tax is likely to reach net gain in the 
normal circumstances in which it ap-
plies if and only if the tax, judged on 
the basis of its predominant character, 
satisfies each of the realization, gross 
receipts, and net income requirements 
set forth in paragraphs (b)(2), (b)(3) and 
(b)(4), respectively, of this section. 

(2) Realization—(i) In general. A for-
eign tax satisfies the realization re-
quirement if, judged on the basis of its 
predominant character, it is imposed— 

(A) Upon or subsequent to the occur-
rence of events (‘‘realization events’’) 
that would result in the realization of 
income under the income tax provi-
sions of the Internal Revenue Code; 

(B) Upon the occurrence of an event 
prior to a realization event (a 
‘‘prerealization event’’) provided the 
consequence of such event is the recap-
ture (in whole or part) of a tax deduc-
tion, tax credit or other tax allowance 
previously accorded to the taxpayer; or 

(C) Upon the occurrence of a 
prerealization event, other than one 
described in paragraph (b)(2)(i)(B) of 
this section, but only if the foreign 
country does not, upon the occurrence 
of a later event (other than a distribu-
tion or a deemed distribution of the in-
come), impose tax (‘‘second tax’’) with 
respect to the income on which tax is 
imposed by reason of such 
prerealization event (or, if it does im-
pose a second tax, a credit or other 
comparable relief is available against 
the liability for such a second tax for 

tax paid on the occurrence of the 
prerealization event) and— 

(1) The imposition of the tax upon 
such prerealization event is based on 
the difference in the values of property 
at the beginning and end of a period; or 

(2) The prerealization event is the 
physical transfer, processing, or export 
of readily marketable property (as de-
fined in paragraph (b)(2)(iii) of this sec-
tion). 
A foreign tax that, judged on the basis 
of its predominant character, is im-
posed upon the occurrence of events de-
scribed in this paragraph (b)(2)(i) satis-
fies the realization requirement even if 
it is also imposed in some situations 
upon the occurrence of events not de-
scribed in this paragraph (b)(2)(i). For 
example, a foreign tax that, judged on 
the basis of its predominant character, 
is imposed upon the occurrence of 
events described in this paragraph 
(b)(2)(i) satisfies the realization re-
quirement even though the base of that 
tax also includes imputed rental in-
come from a personal residence used by 
the owner and receipt of stock divi-
dends of a type described in section 
305(a) of the Internal Revenue Code. As 
provided in paragraph (a)(1) of this sec-
tion, a tax either is or is not an income 
tax, in its entirety, for all persons sub-
ject to the tax; therefore, a foreign tax 
described in the immediately preceding 
sentence satisfies the realization re-
quirement even though some persons 
subject to the tax will on some occa-
sions not be subject to the tax except 
with respect to such imputed rental in-
come and such stock dividends. How-
ever, a foreign tax based only or pre-
dominantly on such imputed rental in-
come or only or predominantly on re-
ceipt of such stock dividends does not 
satisfy the realization requirement. 

(ii) Certain deemed distributions. A for-
eign tax that does not satisfy the real-
ization requirement under paragraph 
(b)(2)(i) of this section is nevertheless 
considered to meet the realization re-
quirement if it is imposed with respect 
to a deemed distribution (e.g., by a cor-
poration to a shareholder) of amounts 
that meet the realization requirement 
in the hands of the person that, under 
foreign law, is deemed to distribute 
such amount, but only if the foreign 
country does not, upon the occurrence 
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of a later event (e.g., an actual dis-
tribution), impose tax (‘‘second tax’’) 
with respect to the income on which 
tax was imposed by reason of such 
deemed distribution (or, if it does im-
pose a second tax, a credit or other 
comparable relief is available against 
the liability for such a second tax for 
tax paid with respect to the deemed 
distribution). 

(iii) Readily marketable property. Prop-
erty is readily marketable if— 

(A) It is stock in trade or other prop-
erty of a kind that properly would be 
included in inventory if on hand at the 
close of the taxable year or if it is held 
primarily for sale to customers in the 
ordinary course of business, and 

(B) It can be sold on the open market 
without further processing or it is ex-
ported from the foreign country. 

(iv) Examples. The provisions of para-
graph (b)(2) of this section may be il-
lustrated by the following examples: 

Example 1. Residents of country X are sub-
ject to a tax of 10 percent on the aggregate 
net appreciation in fair market value during 
the calendar year of all shares of stock held 
by them at the end of the year. In addition, 
all such residents are subject to a country X 
tax that qualifies as an income tax within 
the meaning of paragraph (a)(1) of this sec-
tion. Included in the base of the income tax 
are gains and losses realized on the sale of 
stock, and the basis of stock for purposes of 
determining such gain or loss is its cost. The 
operation of the stock appreciation tax and 
the income tax as applied to sales of stock is 
exemplified as follows: A, a resident of coun-
try X, purchases stock in June, 1983 for 100u 
(units of country X currency) and sells it in 
May, 1985 for 160u. On December 31, 1983, the 
stock is worth 120u and on December 31, 1984, 
it is worth 155u. Pursuant to the stock appre-
ciation tax, A pays 2u for 1983 (10 percent of 
(120u¥100u)), 3.5u for 1984 (10 percent of 
(155u¥120u)), and nothing in 1985 because no 
stock was held at the end of that year. For 
purposes of the income tax, A must include 
60u (160u¥100u) in his income for 1985, the 
year of sale. Pursuant to paragraph 
(b)(2)(i)(C) of this section, the stock appre-
ciation tax does not satisfy the realization 
requirement because country X imposes a 
second tax upon the occurrence of a later 
event (i.e., the sale of stock) with respect to 
the income that was taxed by the stock ap-
preciation tax and no credit or comparable 
relief is available against such second tax for 
the stock appreciation tax paid. 

Example 2. The facts are the same as in ex-
ample 1 except that if stock was held on the 
December 31 last preceding the date of its 

sale, the basis of such stock for purposes of 
computing gain or loss under the income tax 
is the value of the stock on such December 
31. Thus, in 1985, A includes only 5u (160u— 
155u) as income from the sale for purposes of 
the income tax. Because the income tax im-
posed upon the occurrence of a later event 
(the sale) does not impose a tax with respect 
to the income that was taxed by the stock 
appreciation tax, the stock appreciation tax 
satisfies the realization requirement. The re-
sult would be the same if, instead of a basis 
adjustment to reflect taxation pursuant to 
the stock appreciation tax, the country X in-
come tax allowed a credit (or other com-
parable relief) to take account of the stock 
appreciation tax. If a credit mechanism is 
used, see also paragraph (e)(4)(i) of this sec-
tion. 

Example 3. Country X imposes a tax on the 
realized net income of corporations that do 
business in country X. Country X also im-
poses a branch profits tax on corporations 
organized under the law of a country other 
than country X that do business in country 
X. The branch profits tax is imposed when 
realized net income is remitted or deemed to 
be remitted by branches in country X to 
home offices outside of country X. The 
branch profits tax is imposed subsequent to 
the occurrence of events that would result in 
realization of income (i.e., by corporations 
subject to such tax) under the income tax 
provisions of the Internal Revenue Code; 
thus, in accordance with paragraph 
(b)(2)(i)(A) of this section, the branch profits 
tax satisfies the realization requirement. 

Example 4. Country X imposes a tax on the 
realized net income of corporations that do 
business in country X (the ‘‘country X cor-
porate tax’’). Country X also imposes a sepa-
rate tax on shareholders of such corporations 
(the ‘‘country X shareholder tax’’). The 
country X shareholder tax is imposed on the 
sum of the actual distributions received dur-
ing the taxable year by such a shareholder 
from the corporation’s realized net income 
for that year (i.e., income from past years is 
not taxed in a later year when it is actually 
distributed) plus the distributions deemed to 
be received by such a shareholder. Deemed 
distributions are defined as (A) a share-
holder’s pro rata share of the corporation’s 
realized net income for the taxable year, less 
(B) such shareholder’s pro rata share of the 
corporation’s country X corporate tax for 
that year, less (C) actual distributions made 
by such corporation to such shareholder 
from such net income. A shareholder’s re-
ceipt of actual distributions is a realization 
event within the meaning of paragraph 
(b)(2)(i)(A) of this section. The deemed dis-
tributions are not realization events, but 
they are described in paragraph (b)(2)(ii) of 
this section. Accordingly, the country X 
shareholder tax satisfies the realization re-
quirement. 
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(3) Gross receipts—(i) In general. A for-
eign tax satisfies the gross receipts re-
quirement if, judged on the basis of its 
predominant character, it is imposed 
on the basis of— 

(A) Gross receipts; or 
(B) Gross receipts computed under a 

method that is likely to produce an 
amount that is not greater than fair 
market value. 
A foreign tax that, judged on the basis 
of its predominant character, is im-
posed on the basis of amounts de-
scribed in this paragraph (b)(3)(i) satis-
fies the gross receipts requirement 
even if it is also imposed on the basis 
of some amounts not described in this 
paragraph (b)(3)(i). 

(ii) Examples. The provisions of para-
graph (b)(3)(i) of this section may be il-
lustrated by the following examples: 

Example 1. Country X imposes a ‘‘head-
quarters company tax’’ on country X cor-
porations that serve as regional head-
quarters for affiliated nonresident corpora-
tions, and this tax is a separate tax within 
the meaning of paragraph (d) of this section. 
A headquarters company for purposes of this 
tax is a corporation that performs adminis-
trative, management or coordination func-
tions solely for nonresident affiliated enti-
ties. Due to the difficulty of determining on 
a case-by-case basis the arm’s length gross 
receipts that headquarters companies would 
charge affiliates for such services, gross re-
ceipts of a headquarters company are 
deemed, for purposes of this tax, to equal 110 
percent of the business expenses incurred by 
the headquarters company. It is established 
that this formula is likely to produce an 
amount that is not greater than the fair 
market value of arm’s length gross receipts 
from such transactions with affiliates. Pur-
suant to paragraph (b)(3)(i)(B) of this sec-
tion, the headquarters company tax satisfies 
the gross receipts requirement. 

Example 2. The facts are the same as in Ex-
ample 1, with the added fact that in the case 
of a particular taxpayer, A, the formula ac-
tually produces an amount that is substan-
tially greater than the fair market value of 
arm’s length gross receipts from trans-
actions with affiliates. As provided in para-
graph (a)(1) of this section, the headquarters 
company tax either is or is not an income 
tax, in its entirety, for all persons subject to 
the tax. Accordingly, the result is the same 
as in example 1 for all persons subject to the 
headquarters company tax, including A. 

Example 3. Country X imposes a separate 
tax (within the meaning of paragraph (d) of 
this section) on income from the extraction 
of petroleum. Under that tax, gross receipts 

from extraction income are deemed to equal 
105 percent of the fair market value of petro-
leum extracted. This computation is de-
signed to produce an amount that is greater 
than the fair market value of actual gross 
receipts; therefore, the tax on extraction in-
come is not likely to produce an amount 
that is not greater than fair market value. 
Accordingly, the tax on extraction income 
does not satisfy the gross receipts require-
ment. However, if the tax satisfies the cri-
teria of § 1.903–1(a), it is a tax in lieu of an in-
come tax. 

(4) Net income—(i) In general. A for-
eign tax satisfies the net income re-
quirement if, judged on the basis of its 
predominant character, the base of the 
tax is computed by reducing gross re-
ceipts (including gross receipts as com-
puted under paragraph (b)(3)(i)(B) of 
this section) to permit— 

(A) Recovery of the significant costs 
and expenses (including significant 
capital expenditures) attributable, 
under reasonable principles, to such 
gross receipts; or 

(B) Recovery of such significant costs 
and expenses computed under a method 
that is likely to produce an amount 
that approximates, or is greater than, 
recovery of such significant costs and 
expenses. 
A foreign tax law permits recovery of 
significant costs and expenses even if 
such costs and expenses are recovered 
at a different time than they would be 
if the Internal Revenue Code applied, 
unless the time of recovery is such that 
under the circumstances there is effec-
tively a denial of such recovery. For 
example, unless the time of recovery is 
such that under the circumstances 
there is effectively a denial of such re-
covery, the net income requirement is 
satisfied where items deductible under 
the Internal Revenue Code are capital-
ized under the foreign tax system and 
recovered either on a recurring basis 
over time or upon the occurrence of 
some future event or where the recov-
ery of items capitalized under the In-
ternal Revenue Code occurs less rap-
idly under the foreign tax system. A 
foreign tax law that does not permit 
recovery of one or more significant 
costs or expenses, but that provides al-
lowances that effectively compensate 
for nonrecovery of such significant 
costs or expenses, is considered to per-
mit recovery of such costs or expenses. 
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Principles used in the foreign tax law 
to attribute costs and expenses to gross 
receipts may be reasonable even if they 
differ from principles that apply under 
the Internal Revenue Code (e.g., prin-
ciples that apply under section 265, 465 
or 861(b) of the Internal Revenue Code). 
A foreign tax whose base, judged on the 
basis of its predominant character, is 
computed by reducing gross receipts by 
items described in paragraph 
(b)(4)(i)(A) or (B) of this section satis-
fies the net income requirement even if 
gross receipts are not reduced by some 
such items. A foreign tax whose base is 
gross receipts or gross income does not 
satisfy the net income requirement ex-
cept in the rare situation where that 
tax is almost certain to reach some net 
gain in the normal circumstances in 
which it applies because costs and ex-
penses will almost never be so high as 
to offset gross receipts or gross income, 
respectively, and the rate of the tax is 
such that after the tax is paid persons 
subject to the tax are almost certain to 
have net gain. Thus, a tax on the gross 
receipts or gross income of businesses 
can satisfy the net income requirement 
only if businesses subject to the tax are 
almost certain never to incur a loss 
(after payment of the tax). In deter-
mining whether a foreign tax satisfies 
the net income requirement, it is im-
material whether gross receipts are re-
duced, in the base of the tax, by an-
other tax, provided that other tax sat-
isfies the realization, gross receipts 
and net income requirements. 

(ii) Consolidation of profits and losses. 
In determining whether a foreign tax 
satisfies the net income requirement, 
one of the factors to be taken into ac-
count is whether, in computing the 
base of the tax, a loss incurred in one 
activity (e.g., a contract area in the 
case of oil and gas exploration) in a 
trade or business is allowed to offset 
profit earned by the same person in an-
other activity (e.g., a separate contract 
area) in the same trade or business. If 
such an offset is allowed, it is immate-
rial whether the offset may be made in 
the taxable period in which the loss is 
incurred or only in a different taxable 
period, unless the period is such that 
under the circumstances there is effec-
tively a denial of the ability to offset 
the loss against profit. In determining 

whether a foreign tax satisfies the net 
income requirement, it is immaterial 
that no such offset is allowed if a loss 
incurred in one such activity may be 
applied to offset profit earned in that 
activity in a different taxable period, 
unless the period is such that under the 
circumstances there is effectively a de-
nial of the ability to offset such loss 
against profit. In determining whether 
a foreign tax satisfies the net income 
requirement, it is immaterial whether 
a person’s profits and losses from one 
trade or business (e.g., oil and gas ex-
traction) are allowed to offset its prof-
its and losses from another trade or 
business (e. g., oil and gas refining and 
processing), or whether a person’s busi-
ness profits and losses and its passive 
investment profits and losses are al-
lowed to offset each other in com-
puting the base of the foreign tax. 
Moreover, it is immaterial whether for-
eign law permits or prohibits consoli-
dation of profits and losses of related 
persons, unless foreign law requires 
separate entities to be used to carry on 
separate activities in the same trade or 
business. If foreign law requires that 
separate entities carry on such sepa-
rate activities, the determination 
whether the net income requirement is 
satisfied is made by applying the same 
considerations as if such separate ac-
tivities were carried on by a single en-
tity. 

(iii) Carryovers. In determining 
whether a foreign tax satisfies the net 
income requirement, it is immaterial, 
except as otherwise provided in para-
graph (b)(4)(ii) of this section, whether 
losses incurred during one taxable pe-
riod may be carried over to offset prof-
its incurred in different taxable peri-
ods. 

(iv) Examples. The provisions of this 
paragraph (b)(4) may be illustrated by 
the following examples: 

Example 1. Country X imposes an income 
tax on corporations engaged in business in 
country X; however, that income tax is not 
applicable to banks. Country X also imposes 
a tax (the ‘‘bank tax’’) of 1 percent on the 
gross amount of interest income derived by 
banks from branches in country X; no deduc-
tions are allowed. Banks doing business in 
country X incur very substantial costs and 
expenses (e.g., interest expense) attributable 
to their interest income. The bank tax nei-
ther provides for recovery of significant 
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costs and expenses nor provides any allow-
ance that significantly compensates for the 
lack of such recovery. Since such banks are 
not almost certain never to incur a loss on 
their interest income from branches in coun-
try X, the bank tax does not satisfy the net 
income requirement. However, if the tax on 
corporations is generally imposed, the bank 
tax satisfies the criteria of § 1.903–1(a) and 
therefore is a tax in lieu of an income tax. 

Example 2. Country X law imposes an in-
come tax on persons engaged in business in 
country X. The base of that tax is realized 
net income attributable under reasonable 
principles to such business. Under the tax 
law of country X, a bank is not considered to 
be engaged in business in country X unless it 
has a branch in country X and interest in-
come earned by a bank from a loan to a resi-
dent of country X is not considered attrib-
utable to business conducted by the bank in 
country X unless a branch of the bank in 
country X performs certain significant enu-
merated activities, such as negotiating the 
loan. Country X also imposes a tax (the 
‘‘bank tax’’) of 1 percent on the gross amount 
of interest income earned by banks from 
loans to residents of country X if such banks 
do not engage in business in country X or if 
such interest income is not considered at-
tributable to business conducted in country 
X. For the same reasons as are set forth in 
example 1, the bank tax does not satisfy the 
net income requirement. However, if the tax 
on persons engaged in business in country X 
is generally imposed, the bank tax satisfies 
the criteria of § 1.903–1(a) and therefore is a 
tax in lieu of an income tax. 

Example 3. A foreign tax is imposed at the 
rate of 40 percent on the amount of gross 
wages realized by an employee; no deduc-
tions are allowed. Thus, the tax law neither 
provides for recovery of costs and expenses 
nor provides any allowance that effectively 
compensates for the lack of such recovery. 
Because costs and expenses of employees at-
tributable to wage income are almost always 
insignificant compared to the gross wages re-
alized, such costs and expenses will almost 
always not be so high as to offset the gross 
wages and the rate of the tax is such that, 
under the circumstances, after the tax is 
paid, employees subject to the tax are al-
most certain to have net gain. 
Accordingly, the tax satisfies the net income 
requirement. 

Example 4. Country X imposes a tax at the 
rate of 48 percent of the ‘‘taxable income’’ of 
nonresidents of country X who furnish speci-
fied types of services to customers who are 
residents of country X. ‘‘Taxable income’’ for 
purposes of the tax is defined as gross re-
ceipts received from residents of country X 
(regardless of whether the services to which 
the receipts relate are performed within or 
outside country X) less deductions that per-
mit recovery of the significant costs and ex-

penses (including significant capital expendi-
tures) attributable under reasonable prin-
ciples to such gross receipts. The country X 
tax satisfies the net income requirement. 

Example 5. Each of country X and province 
Y (a political subdivision of country X) im-
poses a tax on corporations, called the 
‘‘country X income tax’’ and the ‘‘province Y 
income tax,’’ respectively. Each tax has an 
identical base, which is computed by reduc-
ing a corporation’s gross receipts by deduc-
tions that, based on the predominant char-
acter of the tax, permit recovery of the sig-
nificant costs and expenses (including sig-
nificant capital expenditures) attributable 
under reasonable principles to such gross re-
ceipts. The country X income tax does not 
allow a deduction for the province Y income 
tax for which a taxpayer is liable, nor does 
the province Y income tax allow a deduction 
for the country X income tax for which a 
taxpayer is liable. As provided in paragraph 
(d)(1) of this section, each of the country X 
income tax and the province Y income tax is 
a separate levy. Both of these levies satisfy 
the net income requirement; the fact that 
neither levy’s base allows a deduction for the 
other levy is immaterial in reaching that de-
termination. 

(c) Soak-up taxes—(1) In general. Pur-
suant to paragraph (a)(3)(ii) of this sec-
tion, the predominant character of a 
foreign tax that satisfies the require-
ment of paragraph (a)(3)(i) of this sec-
tion is that of an income tax in the 
U.S. sense only to the extent that li-
ability for the foreign tax is not de-
pendent (by its terms or otherwise) on 
the availability of a credit for the tax 
against income tax liability to another 
country. Liability for foreign tax is de-
pendent on the availability of a credit 
for the foreign tax against income tax 
liability to another country only if and 
to the extent that the foreign tax 
would not be imposed on the taxpayer 
but for the availability of such a cred-
it. See also § 1.903–1(b)(2). 

(2) Examples. The provisions of para-
graph (c)(1) of this section may be il-
lustrated by the following examples: 

Example 1. Country X imposes a tax on the 
receipt of royalties from sources in country 
X by nonresidents of country X. The tax is 15 
percent of the gross amount of such royalties 
unless the recipient is a resident of the 
United States or of country A, B, C, or D, in 
which case the tax is 20 percent of the gross 
amount of such royalties. Like the United 
States, each of countries A, B, C, and D al-
lows its residents a credit against the in-
come tax otherwise payable to it for income 
taxes paid to other countries. Because the 20 
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percent rate applies only to residents of 
countries which allow a credit for taxes paid 
to other countries and the 15 percent rate ap-
plies to residents of countries which do not 
allow such a credit, one-fourth of the coun-
try X tax would not be imposed on residents 
of the United States but for the availability 
of such a credit. Accordingly, one-fourth of 
the country X tax imposed on residents of 
the United States who receive royalties from 
sources in country X is dependent on the 
availability of a credit for the country X tax 
against income tax liability to another coun-
try. 

Example 2. Country X imposes a tax on the 
realized net income derived by all non-
residents from carrying on a trade or busi-
ness in country X. Although country X law 
does not prohibit other nonresidents from 
carrying on business in country X, United 
States persons are the only nonresidents of 
country X that carry on business in country 
X in 1984. The country X tax would be im-
posed in its entirety on a nonresident of 
country X irrespective of the availability of 
a credit for country X tax against income 
tax liability to another country. Accord-
ingly, no portion of that tax is dependent on 
the availability of such a credit. 

Example 3. Country X imposes tax on the 
realized net income of all corporations incor-
porated in country X. Country X allows a tax 
holiday to qualifying corporations incor-
porated in country X that are owned by non-
residents of country X, pursuant to which no 
country X tax is imposed on the net income 
of a qualifying corporation for the first ten 
years of its operations in country X. A cor-
poration qualifies for the tax holiday if it 
meets certain minimum investment criteria 
and if the development office of country X 
certifies that in its opinion the operations of 
the corporation will be consistent with speci-
fied development goals of country X. The de-
velopment office will not so certify to any 
corporation owned by persons resident in 
countries that allow a credit (such as that 
available under section 902 of the Internal 
Revenue Code) for country X tax paid by a 
corporation incorporated in country X. In 
practice, tax holidays are granted to a large 
number of corporations, but country X tax is 
imposed on a significant number of other 
corporations incorporated in country X (e.g., 
those owned by country X persons and those 
which have had operations for more than 10 
years) in addition to corporations denied a 
tax holiday because their shareholders qual-
ify for a credit for the country X tax against 
income tax liability to another country. In 
the case of corporations denied a tax holiday 
because they have U.S. shareholders, no por-
tion of the country X tax during the period 
of the denied 10-year tax holiday is depend-
ent on the availability of a credit for the 
country X tax against income tax liability to 
another country. 

Example 4. The facts are the same as in ex-
ample 3, except that corporations owned by 
persons resident in countries that will allow 
a credit for country X tax at the time when 
dividends are distributed by the corporations 
are granted a provisional tax holiday. Under 
the provisional tax holiday, instead of reliev-
ing such a corporation from country X tax 
for 10 years, liability for such tax is deferred 
until the corporation distributes dividends. 
The result is the same as in example 3. 

(d) Separate levies—(1) In general. For 
purposes of sections 901 and 903, wheth-
er a single levy or separate levies are 
imposed by a foreign country depends 
on U.S. principles and not on whether 
foreign law imposes the levy or levies 
in a single or separate statutes. A levy 
imposed by one taxing authority (e.g., 
the national government of a foreign 
country) is always separate for pur-
poses of sections 901 and 903 from a 
levy imposed by another taxing author-
ity (e.g., a political subdivision of that 
foreign country). Levies are not sepa-
rate merely because different rates 
apply to different taxpayers. For exam-
ple, a foreign levy identical to the tax 
imposed on U.S. citizens and resident 
alien individuals by section 1 of the In-
ternal Revenue Code is a single levy 
notwithstanding the levy has grad-
uated rates and applies different rate 
schedules to unmarried individuals, 
married individuals who file separate 
returns and married individuals who 
file joint returns. In general, levies are 
not separate merely because some pro-
visions determining the base of the 
levy apply, by their terms or in prac-
tice, to some, but not all, persons sub-
ject to the levy. For example, a foreign 
levy identical to the tax imposed by 
section 11 of the Internal Revenue Code 
is a single levy even though some pro-
visions apply by their terms to some 
but not all corporations subject to the 
section 11 tax (e.g., section 465 is by its 
terms applicable to corporations de-
scribed in sections 465(a)(1)(B) and 
465(a)(1)(C), but not to other corpora-
tions), and even though some provi-
sions apply in practice to some but not 
all corporations subject to the section 
11 tax (e.g., section 611 does not, in 
practice, apply to any corporation that 
does not have a qualifying interest in 
the type of property described in sec-
tion 611(a)). However, where the base of 
a levy is different in kind, and not 
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merely in degree, for different classes 
of persons subject to the levy, the levy 
is considered for purposes of sections 
901 and 903 to impose separate levies 
for such classes of persons. For exam-
ple, regardless of whether they are con-
tained in a single or separate foreign 
statutes, a foreign levy identical to the 
tax imposed by section 871(b) of the In-
ternal Revenue Code is a separate levy 
from a foreign levy identical to the tax 
imposed by section 1 of the Internal 
Revenue Code as it applies to persons 
other than those described in section 
871(b), and foreign levies identical to 
the taxes imposed by sections 11, 541, 
881, 882, 1491 and 3111 of the Internal 
Revenue Code are each separate levies, 
because the base of each of those levies 
differs in kind, and not merely in de-
gree, from the base of each of the oth-
ers. Accordingly, each such levy must 
be analyzed separately to determine 
whether it is an income tax within the 
meaning of paragraph (a)(1) of this sec-
tion and whether it is a tax in lieu of 
an income tax within the meaning of 
paragraph (a) of § 1.903–1. Where foreign 
law imposes a levy that is the sum of 
two or more separately computed 
amounts, and each such amount is 
computed by reference to a separate 
base, separate levies are considered, for 
purposes of sections 901 and 903, to be 
imposed. A separate base may consist, 
for example, of a particular type of in-
come or of an amount unrelated to in-
come, e.g., wages paid. Amounts are 
not separately computed if they are 
computed separately merely for pur-
poses of a preliminary computation 
and are then combined as a single base. 
In the case of levies that apply to dual 
capacity taxpayers, see also § 1.901– 
2A(a). 

(2) Contractual modifications. Notwith-
standing paragraph (d)(1) of this sec-
tion, if foreign law imposing a levy is 
modified for one or more persons sub-
ject to the levy by a contract entered 
into by such person or persons and the 
foreign country, then foreign law is 
considered for purposes of sections 901 
and 903 to impose a separate levy for 
all persons to whom such contractual 
modification of the levy applies, as 
contrasted to the levy as applied to all 
persons to whom such contractual 
modification does not apply. In apply-

ing the provisions of paragraph (c) of 
this section to a tax as modified by 
such a contract, the provisions of 
§ 1.903–1(b)(2) shall apply. 

(3) Examples. The provisions of para-
graph (d)(1) of this section may be il-
lustrated by the following examples: 

Example 1. A foreign statute imposes a levy 
on corporations equal to the sum of 15% of 
the corporation’s realized net income plus 
3% of its net worth. As the levy is the sum 
of two separately computed amounts, each of 
which is computed by reference to a separate 
base, each of the portion of the levy based on 
income and the portion of the levy based on 
net worth is considered, for purposes of sec-
tions 901 and 903, to be a separate levy. 

Example 2. A foreign statute imposes a levy 
on nonresident alien individuals analogous 
to the taxes imposed by section 871 of the In-
ternal Revenue Code. For the same reasons 
as set forth in example 1, each of the portion 
of the foreign levy analogous to the tax im-
posed by section 871(a) and the portion of the 
foreign levy analogous to the tax imposed by 
sections 871 (b) and 1, is considered, for pur-
poses of sections 901 and 903, to be a separate 
levy. 

Example 3. A single foreign statute or sepa-
rate foreign statutes impose a foreign levy 
that is the sum of the products of specified 
rates applied to specified bases, as follows: 

Base Rate (per-
cent) 

Net income from mining .................................... 45 
Net income from manufacturing ........................ 50 
Net income from technical services .................. 50 
Net income from other services ........................ 45 
Net income from investments ............................ 15 
All other net income .......................................... 50 

In computing each such base, deductible ex-
penditures are allocated to the type of in-
come they generate. If allocated deductible 
expenditures exceed the gross amount of a 
specified type of income, the excess may not 
be applied against income of a different spec-
ified type. Accordingly, the levy is the sum 
of several separately computed amounts, 
each of which is computed by reference to a 
separate base. Each of the levies on mining 
net income, manufacturing net income, tech-
nical services net income, other services net 
income, investment net income and other 
net income is, therefore, considered, for pur-
poses of sections 901 and 903, to be a separate 
levy. 

Example 4. The facts are the same as in ex-
ample 3, except that excess deductible ex-
penditures allocated to one type of income 
are applied against other types of income to 
which the same rate applies. The levies on 
mining net income and other services net in-
come together are considered, for purposes of 
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sections 901 and 903, to be a single levy since, 
despite a separate preliminary computation 
of the bases, by reason of the permitted ap-
plication of excess allocated deductible ex-
penditures, the bases are not separately com-
puted. For the same reason, the levies on 
manufacturing net income, technical serv-
ices net income and other net income to-
gether are considered, for purposes of sec-
tions 901 and 903, to be a single levy. The 
levy on investment net income is considered, 
for purposes of sections 901 and 903, to be a 
separate levy. These results are not depend-
ent on whether the application of excess al-
located deductible expenditures to a dif-
ferent type of income, as described above, is 
permitted in the same taxable period in 
which the expenditures are taken into ac-
count for purposes of the preliminary com-
putation, or only in a different (e.g., later) 
taxable period. 

Example 5. The facts are the same as in ex-
ample 3, except that excess deductible ex-
penditures allocated to any type of income 
other than investment income are applied 
against the other types of income (including 
investment income) according to a specified 
set of priorities of application. Excess de-
ductible expenditures allocated to invest-
ment income are not applied against any 
other type of income. For the reason ex-
pressed in example 4, all of the levies are to-
gether considered, for purposes of sections 
901 and 903, to be a single levy. 

(e) Amount of income tax that is cred-
itable—(1) In general. Credit is allowed 
under section 901 for the amount of in-
come tax (within the meaning of para-
graph (a)(1) of this section) that is paid 
to a foreign country by the taxpayer. 
The amount of income tax paid by the 
taxpayer is determined separately for 
each taxpayer. 

(2) Refunds and credits—(i) In general. 
An amount is not tax paid to a foreign 
country to the extent that it is reason-
ably certain that the amount will be 
refunded, credited, rebated, abated, or 
forgiven. It is not reasonably certain 
that an amount will be refunded, cred-
ited, rebated, abated, or forgiven if the 
amount is not greater than a reason-
able approximation of final tax liabil-
ity to the foreign country. 

(ii) Examples. The provisions of para-
graph (e)(2)(i) of this section may be il-
lustrated by the following examples: 

Example 1. The internal law of country X 
imposes a 25 percent tax on the gross amount 
of interest from sources in country X that is 
received by a nonresident of country X. 
Country X law imposes the tax on the non-
resident recipient and requires any resident 

of country X that pays such interest to a 
nonresident to withhold and pay over to 
country X 25 percent of such interest, which 
is applied to offset the recipient’s liability 
for the 25 percent tax. A tax treaty between 
the United States and country X overrides 
internal law of country X and provides that 
country X may not tax interest received by 
a resident of the United States from a resi-
dent of country X at a rate in excess of 10 
percent of the gross amount of such interest. 
A resident of the United States may claim 
the benefit of the treaty only by applying for 
a refund of the excess withheld amount (15 
percent of the gross amount of interest in-
come) after the end of the taxable year. A, a 
resident of the United States, receives a 
gross amount of 100u (units of country X cur-
rency) of interest income from a resident of 
country X from sources in country X in the 
taxable year 1984, from which 25u of country 
X tax is withheld. A files a timely claim for 
refund of the 15u excess withheld amount. 
15u of the amount withheld (25u–10u) is rea-
sonably certain to be refunded; therefore 15u 
is not considered an amount of tax paid to 
country X. 

Example 2. A’s initial income tax liability 
under country X law is 100u (units of country 
X currency). However, under country X law 
A’s initial income tax liability is reduced in 
order to compute its final tax liability by an 
investment credit of 15u and a credit for 
charitable contributions of 5u. The amount 
of income tax paid by A is 80u. 

Example 3. A computes his income tax li-
ability in country X for the taxable year 1984 
as 100u (units of country X currency), files a 
tax return on that basis, and pays 100u of 
tax. The day after A files that return, A files 
a claim for refund of 90u. The difference be-
tween the 100u of liability reflected in A’s 
original return and the 10u of liability re-
flected in A’s refund claim depends on wheth-
er a particular expenditure made by A is 
nondeductible or deductible, respectively. 
Based on an analysis of the country X tax 
law, A’s country X tax advisors have advised 
A that it is not clear whether or not that ex-
penditure is deductible. In view of the uncer-
tainty as to the proper treatment of the item 
in question under country X tax law, no por-
tion of the 100u paid by A is reasonably cer-
tain to be refunded. If A receives a refund, A 
must treat the refund as required by section 
905(c) of the Internal Revenue Code. 

Example 4. A levy of country X, which 
qualifies as an income tax within the mean-
ing of paragraph (a)(1) of this section, pro-
vides that each person who makes payment 
to country X pursuant to the levy will re-
ceive a bond to be issued by country X with 
an amount payable at maturity equal to 10 
percent of the amount paid pursuant to the 
levy. A pays 38,000u (units of country X cur-
rency) to country X and is entitled to receive 
a bond with an amount payable at maturity 
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of 3800u. It is reasonably certain that a re-
fund in the form of property (the bond) will 
be made. The amount of that refund is equal 
to the fair market value of the bond. There-
fore, only the portion of the 38,000u payment 
in excess of the fair market value of the bond 
is an amount of tax paid. 

(3) Subsidies—(i) General rule. An 
amount of foreign income tax is not an 
amount of income tax paid or accrued 
by a taxpayer to a foreign country to 
the extent that— 

(A) The amount is used, directly or 
indirectly, by the foreign country im-
posing the tax to provide a subsidy by 
any means (including, but not limited 
to, a rebate, a refund, a credit, a deduc-
tion, a payment, a discharge of an obli-
gation, or any other method) to the 
taxpayer, to a related person (within 
the meaning of section 482), to any 
party to the transaction, or to any 
party to a related transaction; and 

(B) The subsidy is determined, di-
rectly or indirectly, by reference to the 
amount of the tax or by reference to 
the base used to compute the amount 
of the tax. 

(ii) Subsidy. The term ‘‘subsidy’’ in-
cludes any benefit conferred, directly 
or indirectly, by a foreign country to 
one of the parties enumerated in para-
graph (e)(3)(i)(A) of this section. Sub-
stance and not form shall govern in de-
termining whether a subsidy exists. 
The fact that the U.S. taxpayer may 
derive no demonstrable benefit from 
the subsidy is irrelevant in deter-
mining whether a subsidy exists. 

(iii) Official exchange rate. A subsidy 
described in paragraph (e)(3)(i)(B) of 
this section does not include the actual 
use of an official foreign government 
exchange rate converting foreign cur-
rency into dollars where a free ex-
change rate also exists if— 

(A) The economic benefit represented 
by the use of the official exchange rate 
is not targeted to or tied to trans-
actions that give rise to a claim for a 
foreign tax credit; 

(B) The economic benefit of the offi-
cial exchange rate applies to a broad 
range of international transactions, in 
all cases based on the total payment to 
be made without regard to whether the 
payment is a return of principal, gross 
income, or net income, and without re-
gard to whether it is subject to tax; 
and 

(C) Any reduction in the overall cost 
of the transaction is merely coinci-
dental to the broad structure and oper-
ation of the official exchange rate. 
In regard to foreign taxes paid or ac-
crued in taxable years beginning before 
January 1, 1987, to which the Mexican 
Exchange Control Decree, effective as 
of December 20, 1982, applies, see Rev. 
Rul. 84–143, 1984–2 C.B. 127. 

(iv) Examples. The provisions of this 
paragraph (e)(3) may be illustrated by 
the following examples: 

Example 1. (i) Country X imposes a 30 per-
cent tax on nonresident lenders with respect 
to interest which the nonresident lenders re-
ceive from borrowers who are residents of 
Country X, and it is established that this tax 
is a tax in lieu of an income tax within the 
meaning of § 1.903–1(a). Country X provides 
the nonresident lenders with receipts upon 
their payment of the 30 percent tax. Country 
X remits to resident borrowers an incentive 
payment for engaging in foreign loans, which 
payment is an amount equal to 20 percent of 
the interest paid to nonresident lenders. 

(ii) Because the incentive payment is based 
on the interest paid, it is determined by ref-
erence to the base used to compute the tax 
that is imposed on the nonresident lender. 
The incentive payment is considered a sub-
sidy under this paragraph (e)(3) since it is 
provided to a party (the borrower) to the 
transaction and is based on the amount of 
tax that is imposed on the lender with re-
spect to the transaction. Therefore, two- 
thirds (20 percent/30 percent) of the amount 
withheld by the resident borrower from in-
terest payments to the nonresidential lender 
is not an amount of income tax paid or ac-
crued for purposes of section 901(b). 

Example 2. (i) A U.S. bank lends money to 
a development bank in Country X. The devel-
opment bank relends the money to compa-
nies resident in Country X. A withholding 
tax is imposed by Country X on the U.S. 
bank with respect to the interest that the 
development bank pays to the U.S. bank, and 
appropriate receipts are provided. On the 
date that the tax is withheld, fifty percent of 
the tax is credited by Country X to an ac-
count of the development bank. Country X 
requires the development bank to transfer 
the amount credited to the borrowing com-
panies. 

(ii) The amount successively credited to 
the account of the development bank and 
then to the account of the borrowing compa-
nies is determined by reference to the 
amount of the tax and the tax base. Since 
the amount credited to the borrowing com-
panies is a subsidy provided to a party (the 
borrowing companies) to a related trans-
action and is based on the amount of tax and 
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the tax base, it is not an amount paid or ac-
crued as an income tax for purposes of sec-
tion 901(b). 

Example 3. (i) A U.S. bank lends dollars to 
a Country X borrower. Country X imposes a 
withholding tax on the lender with respect 
to the interest. The tax is to be paid in Coun-
try X currency, although the interest is pay-
able in dollars. Country X has a dual ex-
change rate system, comprised of a con-
trolled official exchange rate and a free ex-
change rate. Priority transactions such as 
exports of merchandise, imports of merchan-
dise, and payments of principal and interest 
on foreign currency loans payable abroad to 
foreign lenders are governed by the official 
exchange rate which yields more dollars per 
unit of Country X currency than the free ex-
change rate. The Country X borrower remits 
the net amount of dollar interest due to the 
U.S. bank (interest due less withholding 
tax), pays the tax withheld in Country X cur-
rency to the Country X government, and pro-
vides to the U.S. bank a receipt for payment 
of the Country X taxes. 

(ii) The use of the official exchange rate by 
the U.S. bank to determine foreign taxes 
with respect to interest is not a subsidy de-
scribed in paragraph (e)(3)(i)(B) of this sec-
tion. The official exchange rate is not tar-
geted to or tied to transactions that give rise 
to a claim for a foreign tax credit. The use of 
the official exchange rate applies to the in-
terest paid and to the principal paid. Any 
benefit derived by the U.S. bank through the 
use of the official exchange rate is merely 
coincidental to the broad structure and oper-
ation of the official exchange rate. 

Example 4. (i) B, a U.S. corporation, is en-
gaged in the production of oil and gas in 
Country X pursuant to a production sharing 
agreement between B, Country X, and the 
state petroleum authority of Country X. The 
agreement is approved and enacted into law 
by the Legislature of Country X. Both B and 
the petroleum authority are subject to the 
Country X income tax. Each entity files an 
annual income tax return and pays, to the 
tax authority of Country X, the amount of 
income tax due on its annual income. B is a 
dual capacity taxpayer as defined in § 1.901– 
2(a)(2)(ii)(A). Country X has agreed to return 
to the petroleum authority one-half of the 
income taxes paid by B by allowing it a cred-
it in calculating its own tax liability to 
Country X. 

(ii) The petroleum authority is a party to 
a transaction with B and the amount re-
turned by Country X to the petroleum au-
thority is determined by reference to the 
amount of the tax imposed on B. Therefore, 
the amount returned is a subsidy as de-
scribed in this paragraph (e)(3) and one-half 
the tax imposed on B is not an amount of in-
come tax paid or accrued. 

Example 5. Assume the same facts as in Ex-
ample 4, except that the state petroleum au-

thority of Country X does not receive 
amounts from Country X related to tax paid 
by B. Instead, the authority of Country X re-
ceives a general appropriation from Country 
X which is not calculated with reference to 
the amount of tax paid by B. The general ap-
propriation is therefore not a subsidy de-
scribed in this paragraph (e)(3). 

(v) Effective Date. This paragraph (e)(3) 
shall apply to foreign taxes paid or accrued 
in taxable years beginning after December 
31, 1986. 

(4) Multiple levies—(i) In general. If, 
under foreign law, a taxpayer’s ten-
tative liability for one levy (the ‘‘first 
levy’’) is or can be reduced by the 
amount of the taxpayer’s liability for a 
different levy (the ‘‘second levy’’), then 
the amount considered paid by the tax-
payer to the foreign country pursuant 
to the second levy is an amount equal 
to its entire liability for that levy, and 
the remainder of the amount paid is 
considered paid pursuant to the first 
levy. This rule applies regardless of 
whether it is or is not likely that li-
ability for one such levy will always 
exceed liability for the other such levy. 
For an example of the application of 
this rule, see example 5 of § 1.903–1(b)(3). 
If, under foreign law, the amount of a 
taxpayer’s liability is the greater or 
lesser of amounts computed pursuant 
to two levies, then the entire amount 
paid to the foreign country by the tax-
payer is considered paid pursuant to 
the levy that imposes such greater or 
lesser amount, respectively, and no 
amount is considered paid pursuant to 
such other levy. 

(ii) Integrated tax systems. [Reserved] 
(5) Noncompulsory amounts—(i) In gen-

eral. An amount paid is not a compul-
sory payment, and thus is not an 
amount of tax paid, to the extent that 
the amount paid exceeds the amount of 
liability under foreign law for tax. An 
amount paid does not exceed the 
amount of such liability if the amount 
paid is determined by the taxpayer in a 
manner that is consistent with a rea-
sonable interpretation and application 
of the substantive and procedural pro-
visions of foreign law (including appli-
cable tax treaties) in such a way as to 
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reduce, over time, the taxpayer’s rea-
sonably expected liability under for-
eign law for tax, and if the taxpayer ex-
hausts all effective and practical rem-
edies, including invocation of com-
petent authority procedures available 
under applicable tax treaties, to re-
duce, over time, the taxpayer’s liabil-
ity for foreign tax (including liability 
pursuant to a foreign tax audit adjust-
ment). Where foreign tax law includes 
options or elections whereby a tax-
payer’s tax liability may be shifted, in 
whole or part, to a different year or 
years, the taxpayer’s use or failure to 
use such options or elections does not 
result in a payment in excess of the 
taxpayer’s liability for foreign tax. An 
interpretation or application of foreign 
law is not reasonable if there is actual 
notice or constructive notice (e.g., a 
published court decision) to the tax-
payer that the interpretation or appli-
cation is likely to be erroneous. In in-
terpreting foreign tax law, a taxpayer 
may generally rely on advice obtained 
in good faith from competent foreign 
tax advisors to whom the taxpayer has 
disclosed the relevant facts. A remedy 
is effective and practical only if the 
cost thereof (including the risk of off-
setting or additional tax liability) is 
reasonable in light of the amount at 
issue and the likelihood of success. A 
settlement by a taxpayer of two or 
more issues will be evaluated on an 
overall basis, not on an issue-by-issue 
basis, in determining whether an 
amount is a compulsory amount. A 
taxpayer is not required to alter its 
form of doing business, its business 
conduct, or the form of any business 
transaction in order to reduce its li-
ability under foreign law for tax. 

(ii) Examples. The provisions of para-
graph (e)(5)(i) of this section may be il-
lustrated by the following examples: 

Example 1. A, a corporation organized and 
doing business solely in the United States, 
owns all of the stock of B, a corporation or-
ganized in country X. In 1984 A buys mer-
chandise from unrelated persons for 
$1,000,000, shortly thereafter resells that 
merchandise to B for $600,000, and B later in 
1984 resells the merchandise to unrelated 
persons for $1,200,000. Under the country X 
income tax, which is an income tax within 
the meaning of paragraph (a)(1) of this sec-
tion, all corporations organized in country X 
are subject to a tax equal to 3 percent of 

their net income. In computing its 1984 coun-
try X income tax liability B reports $600,000 
($1,200,000—$600,000) of profit from the pur-
chase and resale of the merchandise referred 
to above. The country X income tax law re-
quires that transactions between related per-
sons be reported at arm’s length prices, and 
a reasonable interpretation of this require-
ment, as it has been applied in country X, 
would consider B’s arm’s length purchase 
price of the merchandise purchased from A 
to be $1,050,000. When it computes its country 
X tax liability B is aware that $600,000 is not 
an arm’s length price (by country X stand-
ards). B’s knowing use of a non-arm’s length 
price (by country X standards) of $600,000, in-
stead of a price of $1,050,000 (an arm’s length 
price under country X’s law), is not con-
sistent with a reasonable interpretation and 
application of the law of country X, deter-
mined in such a way as to reduce over time 
B’s reasonably expected liability for country 
X income tax. Accordingly, $13,500 (3 percent 
of $450,000 ($1,050,000—$600,000)), the amount 
of country X income tax paid by B to coun-
try X that is attributable to the purchase of 
the merchandise from B’s parent at less than 
an arm’s length price, is in excess of the 
amount of B’s liability for country X tax, 
and thus is not an amount of tax. 

Example 2. A, a corporation organized and 
doing business solely in the United States, 
owns all of the stock of B, a corporation or-
ganized in country X. Country X has in force 
an income tax treaty with the United States. 
The treaty provides that the profits of re-
lated persons shall be determined as if the 
persons were not related. A and B deal exten-
sively with each other. A and B, with respect 
to a series of transactions involving both of 
them, treat A as having $300,000 of income 
and B as having $700,000 of income for pur-
poses of A’s United States income tax and 
B’s country X income tax, respectively. B 
has no actual or constructive notice that its 
treatment of these transactions under coun-
try X law is likely to be erroneous. Subse-
quently, the Internal Revenue Service re-
allocates $200,000 of this income from B to A 
under the authority of section 482 and the 
treaty. This reallocation constitutes actual 
notice to A and constructive notice to B that 
B’s interpretation and application of country 
X’s law and the tax treaty is likely to be er-
roneous. B does not exhaust all effective and 
practical remedies to obtain a refund of the 
amount of country X income tax paid by B to 
country X that is attributable to the reallo-
cated $200,000 of income. This amount is in 
excess of the amount of B’s liability for 
country X tax and thus is not an amount of 
tax. 

Example 3. The facts are the same as in ex-
ample 2, except that B files a claim for re-
fund (an administrative proceeding) of coun-
try X tax and A or B invokes the competent 
authority procedures of the treaty, the cost 
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of which is reasonable in view of the amount 
at issue and the likelihood of success, Never-
theless, B does not obtain any refund of 
country X tax. The cost of pursuing any judi-
cial remedy in country X would be unreason-
able in light of the amount at issue and the 
likelihood of B’s success, and B does not pur-
sue any such remedy. The entire amount 
paid by B to country X is a compulsory pay-
ment and thus is an amount of tax paid by B. 

Example 4. The facts are the same as in ex-
ample 2, except that, when the Internal Rev-
enue Service makes the reallocation, the 
country X statute of limitations on refunds 
has expired; and neither the internal law of 
country X nor the treaty authorizes the 
country X tax authorities to pay a refund 
that is barred by the statute of limitations. 
B does not file a claim for refund, and nei-
ther A nor B invokes the competent author-
ity procedures of the treaty. Because the 
country X tax authorities would be barred by 
the statute of limitations from paying a re-
fund, B has no effective and practicable rem-
edies. The entire amount paid by B to coun-
try X is a compulsory payment and thus is 
an amount of tax paid by B. 

Example 5. A is a U.S. person doing business 
in country X. In computing its income tax li-
ability to country X, A is permitted, at its 
election, to recover the cost of machinery 
used in its business either by deducting that 
cost in the year of acquisition or by depre-
ciating that cost on the straight line method 
over a period of 2, 4, 6 or 10 years. A elects to 
depreciate machinery over 10 years. This 
election merely shifts A’s tax liability to dif-
ferent years (compared to the timing of A’s 
tax liability under a different depreciation 
period); it does not result in a payment in 
excess of the amount of A’s liability for 
country X income tax in any year since the 
amount of country X tax paid by A is con-
sistent with a reasonable interpretation of 
country X law in such a way as to reduce 
over time A’s reasonably expected liability 
for country X tax. Because the standard of 
paragraph (e)(5(i) of this section refers to A’s 
reasonably expected liability, not its actual 
liability, events actually occurring in subse-
quent years (e.g. whether A has sufficient 
profit in such years so that such deprecia-
tion deductions actually reduce A’s country 
X tax liability or whether the country X tax 
rates change) are immaterial. 

Example 6. The internal law of country X 
imposes a 25 percent tax on the gross amount 
of interest from sources in country X that is 
received by a nonresident of country X. 
Country X law imposes the tax on the non-
resident recipient and requires any resident 
of country X that pays such interest to a 
nonresident to withhold and pay over to 
country X 25 percent of such interest, which 
is applied to offset the recipient’s liability 
for the 25 percent tax. A tax treaty between 
the United States and country X overrides 

internal law of country X and provides that 
country X may not tax interest received by 
a resident of the United States from a resi-
dent of country X at a rate in excess of 10 
percent of the gross amount of such interest. 
A resident of the United States may claim 
the benefit of the treaty only by applying for 
a refund of the excess withheld amount (15 
percent of the gross amount of interest in-
come) after the end of the taxable year. A, a 
resident of the United States, receives a 
gross amount of 100u (units of country X cur-
rency) of interest income from a resident of 
country X from sources in country X in the 
taxable year 1984, from which 25u of country 
X tax is withheld. A does not file a timely 
claim for refund. 15u of the amount withheld 
(25u–10u) is not a compulsory payment and 
hence is not an amount of tax. 

(iii) and (iv) [Reserved] For further 
guidance, see § 1.901–2T(e)(5)(iii) and 
(iv). 

(f) Taxpayer—(1) In general. The per-
son by whom tax is considered paid for 
purposes of sections 901 and 903 is the 
person on whom foreign law imposes 
legal liability for such tax, even if an-
other person (e.g., a withholding agent) 
remits such tax. For purposes of this 
section, § 1.901–2A and § 1.903–1, the per-
son on whom foreign law imposes such 
liability is referred to as the ‘‘tax-
payer.’’ A foreign tax of a type de-
scribed in paragraph (a)(2)(ii)(C) of this 
section is considered to be imposed on 
the recipients of wages if such tax is 
deducted from such wages under provi-
sions that are comparable to section 
3102 (a) and (b) of the Internal Revenue 
Code. 

(2) Party undertaking tax obligation as 
part of transaction—(i) In general. Tax is 
considered paid by the taxpayer even if 
another party to a direct or indirect 
transaction with the taxpayer agrees, 
as a part of the transaction, to assume 
the taxpayer’s foreign tax liability. 
The rules of the foregoing sentence 
apply notwithstanding anything to the 
contrary in paragraph (e)(3) of this sec-
tion. See § 1.901–2A for additional rules 
regarding dual capacity taxpayers. 

(ii) Examples. The provisions of para-
graphs (f)(1) and (2)(i) of this section 
may be illustrated by the following ex-
amples: 

Example 1. Under a loan agreement between 
A, a resident of country X, and B, a United 
States person, A agrees to pay B a certain 
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amount of interest net of any tax that coun-
try X may impose on B with respect to its in-
terest income. Country X imposes a 10 per-
cent tax on the gross amount of interest in-
come received by nonresidents of country X 
from sources in country X, and it is estab-
lished that this tax is a tax in lieu of an in-
come tax within the meaning of § 1.903–1(a). 
Under the law of country X this tax is im-
posed on the nonresident recipient, and any 
resident of country X that pays such interest 
to a nonresident is required to withhold and 
pay over to country X 10 percent of the 
amount of such interest, which is applied to 
offset the recipient’s liability for the tax. 
Because legal liability for the tax is imposed 
on the recipient of such interest income, B is 
the taxpayer with respect to the country X 
tax imposed on B’s interest income from B’s 
loan to A. Accordingly, B’s interest income 
for federal income tax purposes includes the 
amount of country X tax that is imposed on 
B with respect to such interest income and 
that is paid on B’s behalf by A pursuant to 
the loan agreement, and, under paragraph 
(f)(2)(i) of this section, such tax is considered 
for purposes of section 903 to be paid by B. 

Example 2. The facts are the same as in ex-
ample 1, except that in collecting and receiv-
ing the interest B is acting as a nominee for, 
or agent of, C, who is a United States person. 
Because C (not B) is the beneficial owner of 
the interest, legal liability for the tax is im-
posed on C, not B (C’s nominee or agent). 
Thus, C is the taxpayer with respect to the 
country X tax imposed on C’s interest in-
come from C’s loan to A. Accordingly, C’s in-
terest income for federal income tax pur-
poses includes the amount of country X tax 
that is imposed on C with respect to such in-
terest income and that is paid on C’s behalf 
by A pursuant to the loan agreement. Under 
paragraph (f)(2)(i) of this section, such tax is 
considered for purposes of section 903 to be 
paid by C. No such tax is considered paid by 
B. 

Example 3. Country X imposes a tax called 
the ‘‘country X income tax.’’ A, a United 
States person engaged in construction ac-
tivities in country X, is subject to that tax. 
Country X has contracted with A for A to 
construct a naval base. A is a dual capacity 
taxpayer (as defined in paragraph (a)(2)(ii)(A) 
of this section) and, in accordance with para-
graphs (a)(1) and (c)(1) of § 1.901–2A, A has es-
tablished that the country X income tax as 
applied to dual capacity persons and the 
country X income tax as applied to persons 
other than dual capacity persons together 
constitute a single levy. A has also estab-
lished that that levy is an income tax within 
the meaning of paragraph (a)(1) of this sec-
tion. Pursuant to the terms of the contract, 
country X has agreed to assume any country 
X tax liability that A may incur with respect 
to A’s income from the contract. For federal 
income tax purposes, A’s income from the 

contract includes the amount of tax liability 
that is imposed by country X on A with re-
spect to its income from the contract and 
that is assumed by country X; and for pur-
poses of section 901 the amount of such tax 
liability assumed by country X is considered 
to be paid by A. By reason of paragraph 
(f)(2)(i) of this section, country X is not con-
sidered to provide a subsidy, within the 
meaning of paragraph (e)(3) of this section, 
to A. 

(3) Taxes paid on combined income. If 
foreign income tax is imposed on the 
combined income of two or more re-
lated persons (for example, a husband 
and wife or a corporation and one or 
more of its subsidiaries) and they are 
jointly and severally liable for the in-
come tax under foreign law, foreign law 
is considered to impose legal liability 
on each such person for the amount of 
the foreign income tax that is attrib-
utable to its portion of the base of the 
tax, regardless of which person actu-
ally pays the tax. 

(g) Definitions. For purposes of this 
section and §§ 1.901–2A and 1.903–1, the 
following definitions apply: 

(1) The term paid means ‘‘paid or ac-
crued’’; the term payment means ‘‘pay-
ment or accrual’’; and the term paid by 
means ‘‘paid or accrued by or on behalf 
of.’’ 

(2) The term foreign country means 
any foreign state, any possession of the 
United States, and any political sub-
division of any foreign state or of any 
possession of the United States. The 
term ‘‘possession of the United States’’ 
includes Puerto Rico, the Virgin Is-
lands, Guam, the Northern Mariana Is-
lands and American Samoa. 

(3) The term foreign levy means a levy 
imposed by a foreign country. 

(h) Effective/applicability date—(1) In 
general. This section and §§ 1.901–2A and 
1.903–1 apply to taxable years beginning 
after November 14, 1983. 

(2) [Reserved] For further guidance, 
see § 1.901–2T(h)(2). 

(Approved by the Office of Management and 
Budget under control number 1545–0746) 

[T.D. 7918, 48 FR 46276, Oct. 12, 1983, as 
amended by T.D. 8372, 56 FR 56008, Oct. 31, 
1991; T.D. 9416, 73 FR 40733, July 16, 2008] 
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§ 1.901–2T Income, war profits, or ex-
cess profits tax paid or accrued 
(temporary). 

(a) through (e)(5)(ii) [Reserved] For 
further guidance, see § 1.901–2(a) 
through (e)(5)(ii). 

(e)(5)(iii) [Reserved] 
(iv) Structured passive investment ar-

rangements—(A) In general. Notwith-
standing § 1.901–2(e)(5)(i), an amount 
paid to a foreign country (a ‘‘foreign 
payment’’) is not a compulsory pay-
ment, and thus is not an amount of tax 
paid, if the foreign payment is attrib-
utable (within the meaning of para-
graph (e)(5)(iv)(B)(1)(ii) of this section) 
to a structured passive investment ar-
rangement (as described in paragraph 
(e)(5)(iv)(B) of this section). 

(B) Conditions. An arrangement is a 
structured passive investment arrange-
ment if all of the following conditions 
are satisfied: 

(1) Special purpose vehicle (SPV). An 
entity that is part of the arrangement 
meets the following requirements: 

(i) Substantially all of the gross in-
come (for U.S. tax purposes) of the en-
tity, if any, is passive investment in-
come, and substantially all of the as-
sets of the entity are assets held to 
produce such passive investment in-
come. As provided in paragraph 
(e)(5)(iv)(C)(5)(ii) of this section, pas-
sive investment income generally does 
not include income of a holding com-
pany from qualified equity interests in 
lower-tier entities that are predomi-
nantly engaged in the active conduct of 
a trade or business. Thus, except as 
provided in paragraph (e)(5)(iv)(C)(5)(ii) 
of this section, qualified equity inter-
ests of a holding company in such 
lower-tier entities are not held to 
produce passive investment income and 
the ownership of such interests will not 
cause the holding company to meet the 
requirements of this paragraph 
(e)(5)(iv)(B)(1)(i). 

(ii) There is a foreign payment attrib-
utable to income of the entity (as de-
termined under the laws of the foreign 
country to which such foreign payment 
is made), including the entity’s share 
of income of a lower-tier entity that is 
a branch or pass-through entity under 
the laws of such foreign country, that, 
if the foreign payment were an amount 
of tax paid, would be paid or accrued in 

a U.S. taxable year in which the entity 
meets the requirements of paragraph 
(e)(5)(iv)(B)(1)(i) of this section. A for-
eign payment attributable to income of 
an entity includes a foreign payment 
attributable to income that is required 
to be taken into account by an owner 
of the entity, if the entity is a branch 
or pass-through entity under the laws 
of such foreign country. A foreign pay-
ment attributable to income of an enti-
ty also includes a foreign payment at-
tributable to income of a lower-tier en-
tity that is a branch or pass-through 
entity for U.S. tax purposes. A foreign 
payment attributable to income of the 
entity does not include a withholding 
tax (within the meaning of section 
901(k)(1)(B)) imposed on a distribution 
or payment from the entity to a U.S. 
party. 

(2) U.S. party. A person would be eli-
gible to claim a credit under section 
901(a) (including a credit for foreign 
taxes deemed paid under section 902 or 
960) for all or a portion of the foreign 
payment described in paragraph 
(e)(5)(iv)(B)(1)(ii) of this section if the 
foreign payment were an amount of tax 
paid. 

(3) Direct investment. The U.S. party’s 
proportionate share of the foreign pay-
ment or payments described in para-
graph (e)(5)(iv)(B)(1)(ii) of this section 
is (or is expected to be) substantially 
greater than the amount of credits, if 
any, that the U.S. party reasonably 
would expect to be eligible to claim 
under section 901(a) for foreign taxes 
attributable to income generated by 
the U.S. party’s proportionate share of 
the assets owned by the SPV if the U.S. 
party directly owned such assets. For 
this purpose, direct ownership shall not 
include ownership through a branch, a 
permanent establishment or any other 
arrangement (such as an agency ar-
rangement or dual resident status) 
that would result in the income gen-
erated by the U.S. party’s propor-
tionate share of the assets being sub-
ject to tax on a net basis in the foreign 
country to which the payment is made. 
A U.S. party’s proportionate share of 
the assets of the SPV shall be deter-
mined by reference to such U.S. party’s 
proportionate share of the total value 
of all of the outstanding interests in 
the SPV that are held by its equity 
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owners and creditors. A U.S. party’s 
proportionate share of the assets of the 
SPV, however, shall not include any 
assets that produce income subject to 
gross basis withholding tax. 

(4) Foreign tax benefit. The arrange-
ment is reasonably expected to result 
in a credit, deduction, loss, exemption, 
exclusion or other tax benefit under 
the laws of a foreign country that is 
available to a counterparty or to a per-
son that is related to the counterparty 
(determined under the principles of 
paragraph (e)(5)(iv)(C)(7) of this section 
by applying the tax laws of a foreign 
country in which the counterparty is 
subject to tax on a net basis). However, 
a foreign tax benefit is described in 
this paragraph (e)(5)(iv)(B)(4) only if 
any such credit corresponds to 10 per-
cent or more of the U.S. party’s share 
(for U.S. tax purposes) of the foreign 
payment referred to in paragraph 
(e)(5)(iv)(B)(1)(ii) of this section or if 
any such deduction, loss, exemption, 
exclusion or other tax benefit cor-
responds to 10 percent or more of the 
foreign base with respect to which the 
U.S. party’s share (for U.S. tax pur-
poses) of the foreign payment is im-
posed. 

(5) Counterparty. The arrangement in-
volves a counterparty. A counterparty 
is a person that, under the tax laws of 
a foreign country in which the person 
is subject to tax on the basis of place of 
management, place of incorporation or 
similar criterion or otherwise subject 
to a net basis tax, directly or indi-
rectly owns or acquires equity inter-
ests in, or assets of, the SPV. However, 
a counterparty does not include the 
SPV or a person with respect to which 
for U.S. tax purposes the same domes-
tic corporation, U.S. citizen or resident 
alien individual directly or indirectly 
owns more than 80 percent of the total 
value of the stock (or equity interests) 
of each of the U.S. party and such per-
son. In addition, a counterparty does 
not include a person with respect to 
which for U.S. tax purposes the U.S. 
party directly or indirectly owns more 
than 80 percent of the total value of 
the stock (or equity interests), but 
only if the U.S. party is a domestic cor-
poration, a U.S. citizen or a resident 
alien individual. 

(6) Inconsistent treatment. The United 
States and an applicable foreign coun-
try treat one or more of the following 
aspects of the arrangement differently 
under their respective tax systems, and 
for one or more tax years when the ar-
rangement is in effect either the 
amount of income recognized by the 
SPV, the U.S. party, and persons re-
lated to the U.S. party for U.S. tax pur-
poses is materially less than the 
amount of income that would be recog-
nized if the foreign tax treatment con-
trolled for U.S. tax purposes, or the 
amount of credits claimed by the U.S. 
party (if the foreign payment described 
in paragraph (e)(5)(iv)(B)(1)(ii) of this 
section were an amount of tax paid) is 
materially greater than it would be if 
the foreign tax treatment controlled 
for U.S. tax purposes: 

(i) The classification of the SPV (or 
an entity that has a direct or indirect 
ownership interest in the SPV) as a 
corporation or other entity subject to 
an entity-level tax, a partnership or 
other flow-through entity or an entity 
that is disregarded for tax purposes. 

(ii) The characterization as debt, eq-
uity or an instrument that is dis-
regarded for tax purposes of an instru-
ment issued by the SPV (or an entity 
that has a direct or indirect ownership 
interest in the SPV) to the U.S. party, 
the counterparty or a person related to 
the U.S. party or the counterparty. 

(iii) The proportion of the equity of 
the SPV (or an entity that directly or 
indirectly owns the SPV) that is con-
sidered to be owned directly or indi-
rectly by the U.S. party and the 
counterparty. 

(iv) The amount of taxable income of 
the SPV for one or more tax years dur-
ing which the arrangement is in effect. 

(C) Definitions. The following defini-
tions apply for purposes of paragraph 
(e)(5)(iv) of this section. 

(1) Applicable foreign country. An ap-
plicable foreign country means each for-
eign country to which a foreign pay-
ment described in paragraph 
(e)(5)(iv)(B)(1)(ii) of this section is made 
or which confers a foreign tax benefit 
described in paragraph (e)(5)(iv)(B)(4) of 
this section. 

(2) Counterparty. The term 
counterparty means a person described 
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in paragraph (e)(5)(iv)(B)(5) of this sec-
tion. 

(3) Entity. The term entity includes a 
corporation, trust, partnership or dis-
regarded entity described in § 301.7701– 
2(c)(2)(i) of this chapter. 

(4) Indirect ownership. Indirect owner-
ship of stock or another equity interest 
(such as an interest in a partnership) 
shall be determined in accordance with 
the principles of section 958(a)(2), re-
gardless of whether the interest is 
owned by a U.S. or foreign entity. 

(5) Passive investment income—(i) In 
general. The term passive investment in-
come means income described in sec-
tion 954(c), as modified by this para-
graph (e)(5)(iv)(C)(5)(i) and paragraph 
(e)(5)(iv)(C)(5)(ii) of this section. In de-
termining whether income is described 
in section 954(c), paragraphs (c)(3) and 
(c)(6) of that section shall be dis-
regarded, and sections 954(h) and 954(i) 
shall be taken into account by apply-
ing those provisions at the entity level 
as if the entity were a controlled for-
eign corporation (as defined in section 
957(a)). For purposes of the preceding 
sentence, any income of an entity at-
tributable to transactions that, assum-
ing the entity is an SPV, are with a 
person that is a counterparty, or with 
persons that are related to a 
counterparty within the meaning of 
paragraph (e)(5)(iv)(B)(4) of this sec-
tion, shall not be treated as qualified 
banking or financing income or as 
qualified insurance income, and shall 
not be taken into account in applying 
sections 954(h) and 954(i) for purposes of 
determining whether other income of 
the entity is excluded from section 
954(c)(1) under section 954(h) or 954(i), 
but only if any such person (or a person 
that is related to such person within 
the meaning of paragraph 
(e)(5)(iv)(B)(4) of this section) is eligi-
ble for a foreign tax benefit described 
in paragraph (e)(5)(iv)(B)(4) of this sec-
tion. In addition, in applying section 
954(h) for purposes of this paragraph 
(e)(5)(iv)(C)(5)(i), section 954(h)(3)(E) 
shall not apply, section 954(h)(2)(A)(ii) 
shall be satisfied only if the entity con-
ducts substantial activity with respect 
to its business through its own employ-
ees, and the term ‘‘any foreign coun-
try’’ shall be substituted for ‘‘home 

country’’ wherever it appears in sec-
tion 954(h). 

(ii) Holding company exception. Except 
as provided in this paragraph 
(e)(5)(iv)(C)(5)(ii), income of an entity 
that is attributable to an equity inter-
est in a lower-tier entity is passive in-
vestment income. If the entity is a 
holding company and directly owns a 
qualified equity interest in another en-
tity (a ‘‘lower-tier entity’’) that is en-
gaged in the active conduct of a trade 
or business and that derives more than 
50 percent of its gross income from 
such trade or business, then none of the 
entity’s income attributable to such 
interest is passive investment income, 
provided that substantially all of the 
entity’s opportunity for gain and risk 
of loss with respect to such interest in 
the lower-tier entity is shared by the 
U.S. party or parties (or persons that 
are related to a U.S. party) and, assum-
ing the entity is an SPV, a 
counterparty or counterparties (or per-
sons that are related to a 
counterparty). For purposes of the pre-
ceding sentence, an entity is a holding 
company, and is considered to be en-
gaged in the active conduct of a trade 
or business and to derive more than 50 
percent of its gross income from such 
trade or business, if substantially all of 
its assets consist of qualified equity in-
terests in one or more entities, each of 
which is engaged in the active conduct 
of a trade or business and derives more 
than 50 percent of its gross income 
from such trade or business and with 
respect to which substantially all of 
the entity’s opportunity for gain and 
risk of loss with respect to each such 
interest in a lower-tier entity is shared 
(directly or indirectly) by the U.S. 
party or parties (or persons that are re-
lated to a U.S. party) and, assuming 
the entity is an SPV, a counterparty or 
counterparties (or persons that are re-
lated to a counterparty). A person is 
not considered to share in the entity’s 
opportunity for gain and risk of loss if 
its equity interest in the entity was ac-
quired in a sale-repurchase trans-
action, if its interest is treated as debt 
for U.S. tax purposes, or if substan-
tially all of the entity’s opportunity 
for gain and risk of loss with respect to 
its interest in any lower-tier entity is 
borne (directly or indirectly) by the 
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U.S. party or parties (or persons that 
are related to a U.S. party) or, assum-
ing the entity is an SPV, a 
counterparty or counterparties (or per-
sons that are related to a 
counterparty), but not both parties. 
For purposes of this paragraph 
(e)(5)(iv)(C)(5)(ii), a lower-tier entity 
that is engaged in a banking, financ-
ing, or similar business shall not be 
considered to be engaged in the active 
conduct of a trade or business unless 
the income derived by such entity 
would be excluded from section 
954(c)(1) under section 954(h) or 954(i), 
determined by applying those provi-
sions at the lower-tier entity level as if 
the entity were a controlled foreign 
corporation (as defined in section 
957(a)). In addition, for purposes of the 
preceding sentence, any income of an 
entity attributable to transactions 
that, assuming the entity is an SPV, 
are with a person that is a 
counterparty, or with other persons 
that are related to a counterparty 
within the meaning of paragraph 
(e)(5)(iv)(B)(4) of this section, shall not 
be treated as qualified banking or fi-
nancing income or as qualified insur-
ance income, and shall not be taken 
into account in applying sections 954(h) 
and 954(i) for purposes of determining 
whether other income of the entity is 
excluded from section 954(c)(1) under 
section 954(h) or 954(i), but only if any 
such person (or a person that is related 
to such person within the meaning of 
paragraph (e)(5)(iv)(B)(4) of this sec-
tion) is eligible for a foreign tax ben-
efit described in paragraph 
(e)(5)(iv)(B)(4) of this section. In apply-
ing section 954(h) for purposes of this 
paragraph (e)(5)(iv)(C)(5)(ii), section 
954(h)(3)(E) shall not apply, section 
954(h)(2)(A)(ii) shall be satisfied only if 
the entity conducts substantial activ-
ity with respect to its business through 
its own employees, and the term ‘‘any 
foreign country’’ shall be substituted 
for ‘‘home country’’ wherever it ap-
pears in section 954(h). 

(6) Qualified equity interest. With re-
spect to an interest in a corporation, 
the term qualified equity interest means 
stock representing 10 percent or more 
of the total combined voting power of 
all classes of stock entitled to vote and 
10 percent or more of the total value of 

the stock of the corporation or dis-
regarded entity, but does not include 
any preferred stock (as defined in sec-
tion 351(g)(3)). Similar rules shall apply 
to determine whether an interest in an 
entity other than a corporation is a 
qualified equity interest. 

(7) Related person. Two persons are re-
lated if— 

(i) One person directly or indirectly 
owns stock (or an equity interest) pos-
sessing more than 50 percent of the 
total value of the other person; or 

(ii) The same person directly or indi-
rectly owns stock (or an equity inter-
est) possessing more than 50 percent of 
the total value of both persons. 

(8) Special purpose vehicle (SPV). The 
term SPV means the entity described 
in paragraph (e)(5)(iv)(B)(1) of this sec-
tion. 

(9) U.S. party. The term U.S. party 
means a person described in paragraph 
(e)(5)(iv)(B)(2) of this section. 

(D) Examples. The following examples 
illustrate the rules of paragraph 
(e)(5)(iv) of this section. No inference is 
intended as to whether a taxpayer 
would be eligible to claim a credit 
under section 901(a) if a foreign pay-
ment were an amount of tax paid. 

Example 1. U.S. borrower transaction. (i) 
Facts. A domestic corporation (USP) forms a 
country M corporation (Newco), contributing 
$1.5 billion in exchange for 100 percent of the 
stock of Newco. Newco, in turn, loans the 
$1.5 billion to a second country M corpora-
tion (FSub) wholly owned by USP. USP then 
sells its entire interest in Newco to a coun-
try M corporation (FP) for the original pur-
chase price of $1.5 billion, subject to an obli-
gation to repurchase the interest in five 
years for $1.5 billion. The sale has the effect 
of transferring ownership of the Newco stock 
to FP for country M tax purposes. The sale- 
repurchase transaction is structured in a 
way that qualifies as a collateralized loan for 
U.S. tax purposes. Therefore, USP remains 
the owner of the Newco stock for U.S. tax 
purposes. In year 1, FSub pays Newco $120 
million of interest. Newco pays $36 million to 
country M with respect to such interest in-
come and distributes the remaining $84 mil-
lion to FP. Under country M law, the $84 mil-
lion distribution is excluded from FP’s in-
come. None of FP’s stock is owned, directly 
or indirectly, by USP or any shareholders of 
USP that are domestic corporations, U.S. 
citizens, or resident alien individuals. Under 
an income tax treaty between country M and 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00653 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



644 

26 CFR Ch. I (4–1–09 Edition) § 1.901–2T 

the United States, country M does not im-
pose country M tax on interest received by 
U.S. residents from sources in country M. 

(ii) Result. The $36 million payment by 
Newco to country M is not a compulsory 
payment, and thus is not an amount of tax 
paid because the foreign payment is attrib-
utable to a structured passive investment ar-
rangement. First, Newco is an SPV because 
all of Newco’s income is passive investment 
income described in paragraph (e)(5)(iv)(C)(5) 
of this section; Newco’s only asset, a note, is 
held to produce such income; the payment to 
country M is attributable to such income; 
and if the payment were an amount of tax 
paid it would be paid or accrued in a U.S. 
taxable year in which Newco meets the re-
quirements of paragraph (e)(5)(iv)(B)(1)(i) of 
this section. Second, if the foreign payment 
were treated as an amount of tax paid, USP 
would be deemed to pay the foreign payment 
under section 902(a) and, therefore, would be 
eligible to claim a credit for such payment 
under section 901(a). Third, USP would not 
pay any country M tax if it directly owned 
Newco’s loan receivable. Fourth, the dis-
tribution from Newco to FP is exempt from 
tax under country M law, and the exempt 
amount corresponds to more than 10 percent 
of the foreign base with respect to which 
USP’s share (which is 100 percent under U.S. 
tax law) of the foreign payment was imposed. 
Fifth, FP is a counterparty because FP owns 
stock of Newco under country M law and 
none of FP’s stock is owned by USP or share-
holders of USP that are domestic corpora-
tions, U.S. citizens, or resident alien individ-
uals. Sixth, FP is the owner of 100 percent of 
Newco’s stock for country M tax purposes, 
while USP is the owner of 100 percent of 
Newco’s stock for U.S. tax purposes, and the 
amount of credits claimed by USP if the pay-
ment to country M were an amount of tax 
paid is materially greater than it would be 
if, for U.S. tax purposes, FP and not USP 
were treated as owning 100 percent of 
Newco’s stock. Because the payment to 
country M is not an amount of tax paid, USP 
is not deemed to pay any country M tax 
under section 902(a). USP has dividend in-
come of $84 million and also has interest ex-
pense of $84 million. FSub’s post-1986 undis-
tributed earnings are reduced by $120 million 
of interest expense. 

Example 2. U.S. borrower transaction. (i) 
Facts. The facts are the same as in Example 
1, except that FSub is a wholly-owned sub-
sidiary of Newco. In addition, assume FSub 
is engaged in the active conduct of manufac-
turing and selling widgets and derives more 
than 50 percent of its gross income from such 
business. 

(ii) Result. The results are the same as in 
Example 1. Although Newco wholly owns 
FSub, which is engaged in the active conduct 
of manufacturing and selling widgets and de-
rives more than 50 percent of its income 

from such business, Newco’s income that is 
attributable to Newco’s equity interest in 
FSub is passive investment income because 
the sale-repurchase transaction limits FP’s 
interest in Newco and its assets to that of a 
creditor, so that substantially all of Newco’s 
opportunity for gain and risk of loss with re-
spect to its stock in FSub is borne by USP. 
See paragraph (e)(5)(iv)(C)(5)(ii) of this sec-
tion. Accordingly, Newco’s stock in FSub is 
held to produce passive investment income. 
Thus, Newco is an SPV because all of 
Newco’s income is passive investment in-
come described in paragraph (e)(5)(iv)(C)(5) 
of this section, Newco’s assets are held to 
produce such income, the payment to coun-
try M is attributable to such income, and if 
the payment were an amount of tax paid it 
would be paid or accrued in a U.S. taxable 
year in which Newco meets the requirements 
of paragraph (e)(5)(iv)(B)(1)(i) of this section. 

Example 3. U.S. borrower transaction. (i) 
Facts. (A) A domestic corporation (USP) 
loans $750 million to its wholly-owned do-
mestic subsidiary (Sub). USP and Sub form a 
country M partnership (Partnership) to 
which each contributes $750 million. Partner-
ship loans all of its $1.5 billion of capital to 
Issuer, a wholly-owned country M affiliate of 
USP, in exchange for a note and coupons pro-
viding for the payment of interest at a fixed 
rate over a five-year term. Partnership sells 
all of the coupons to Coupon Purchaser, a 
country N partnership owned by a country M 
corporation (Foreign Bank) and a wholly- 
owned country M subsidiary of Foreign 
Bank, for $300 million. At the time of the 
coupon sale, the fair market value of the 
coupons sold is $290 million and, pursuant to 
section 1286(b)(3), Partnership’s basis allo-
cated to the coupons sold is $290 million. 
Several months later and prior to any inter-
est payments on the note, Foreign Bank and 
its subsidiary sell all of their interests in 
Coupon Purchaser to an unrelated country O 
corporation for $280 million. None of Foreign 
Bank’s stock or its subsidiary’s stock is 
owned, directly or indirectly, by USP or Sub 
or by any shareholders of USP or Sub that 
are domestic corporations, U.S. citizens, or 
resident alien individuals. 

(B) Assume that both the United States 
and country M respect the sale of the cou-
pons for tax law purposes. In the year of the 
coupon sale, for country M tax purposes 
USP’s and Sub’s shares of Partnership’s prof-
its total $300 million, a payment of $60 mil-
lion to country M is made with respect to 
those profits, and Foreign Bank and its sub-
sidiary, as partners of Coupon Purchaser, are 
entitled to deduct the $300 million purchase 
price of the coupons from their taxable in-
come. For U.S. tax purposes, USP and Sub 
recognize their distributive shares of the $10 
million premium income and claim a direct 
foreign tax credit for their distributive 
shares of the $60 million payment to country 
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M. Country M imposes no additional tax 
when Foreign Bank and its subsidiary sell 
their interests in Coupon Purchaser. Country 
M also does not impose country M tax on in-
terest received by U.S. residents from 
sources in country M. 

(ii) Result. The payment to country M is 
not a compulsory payment, and thus is not 
an amount of tax paid, because the foreign 
payment is attributable to a structured pas-
sive investment arrangement. First, Part-
nership is an SPV because all of Partner-
ship’s income is passive investment income 
described in paragraph (e)(5)(iv)(C)(5) of this 
section; Partnership’s only asset, Issuer’s 
note, is held to produce such income; the 
payment to country M is attributable to 
such income; and if the payment were an 
amount of tax paid, it would be paid or ac-
crued in a U.S. taxable year in which Part-
nership meets the requirements of paragraph 
(e)(5)(iv)(B)(1)(i) of this section. Second, if 
the foreign payment were an amount of tax 
paid, USP and Sub would be eligible to claim 
a credit for such payment under section 
901(a). Third, USP and Sub would not pay 
any country M tax if they directly owned 
Issuer’s note. Fourth, for country M tax pur-
poses, Foreign Bank and its subsidiary de-
duct the $300 million purchase price of the 
coupons and are exempt from country M tax 
on the $280 million received upon the sale of 
Coupon Purchaser, and the deduction and ex-
emption correspond to more than 10 percent 
of the $300 million base with respect to which 
USP’s and Sub’s 100% share of the foreign 
payments was imposed. Fifth, Foreign Bank 
and its subsidiary are counterparties because 
they indirectly acquired assets of Partner-
ship, the interest coupons on Issuer’s note, 
and are not directly or indirectly owned by 
USP or Sub or shareholders of USP or Sub 
that are domestic corporations, U.S. citi-
zens, or resident alien individuals. Sixth, the 
amount of taxable income of Partnership for 
one or more years is different for U.S. and 
country M tax purposes, and the amount of 
income recognized by USP and Sub for U.S. 
tax purposes is materially less than the 
amount of income they would recognize if 
the country M tax treatment of the coupon 
sale controlled for U.S. tax purposes. Be-
cause the payment to country M is not an 
amount of tax paid, USP and Sub are not 
considered to pay tax under section 901. USP 
and Sub have interest income of $10 million 
in the year of the coupon sale. 

Example 4. Active business; no SPV. (i) Facts. 
A, a domestic corporation, wholly owns B, a 
country X corporation engaged in the manu-
facture and sale of widgets. On January 1, 
year 1, C, also a country X corporation, loans 
$400 million to B in exchange for an instru-
ment that is debt for U.S. tax purposes and 
equity in B for country X tax purposes. As a 
result, C is considered to own stock of B for 
country X tax purposes. B loans $55 million 

to D, a country Y corporation wholly owned 
by A. In year 1, B has $166 million of net in-
come attributable to its sales of widgets and 
$3.3 million of interest income attributable 
to the loan to D. Country Y does not impose 
tax on interest paid to nonresidents. B 
makes a payment of $50.8 million to country 
X with respect to B’s net income. Country X 
does not impose tax on dividend payments 
between country X corporations. None of C’s 
stock is owned, directly or indirectly, by A 
or by any shareholders of A that are domes-
tic corporations, U.S. citizens, or resident 
alien individuals. 

(ii) Result. B is not an SPV within the 
meaning of paragraph (e)(5)(iv)(B)(1) of this 
section because the amount of interest in-
come received from D does not constitute 
substantially all of B’s income and the $55 
million note from D does not constitute sub-
stantially all of B’s assets. Accordingly, the 
$50.8 million payment to country X is not at-
tributable to a structured passive invest-
ment arrangement. 

Example 5. U.S. lender transaction. (i) Facts. 
(A) A country X corporation (Foreign Bank) 
contributes $2 billion to a newly-formed 
country X company (Newco) in exchange for 
all of the common stock of Newco and secu-
rities that are treated as debt of Newco for 
U.S. tax purposes and preferred stock of 
Newco for country X tax purposes. A domes-
tic corporation (USP) contributes $1 billion 
to Newco in exchange for securities that are 
treated as preferred stock of Newco for U.S. 
tax purposes and debt of Newco for country 
X tax purposes. Newco loans the $3 billion to 
a wholly-owned, country X subsidiary of For-
eign Bank (FSub) in return for a $3 billion, 
seven-year note paying interest currently. 
The Newco securities held by USP entitle 
the holder to fixed distributions of $4 million 
per year, and the Newco securities held by 
Foreign Bank entitle the holder to receive 
$82 million per year, payable only on matu-
rity of the $3 billion FSub note in year 7. At 
the end of year 5, pursuant to a prearranged 
plan, Foreign Bank acquires USP’s Newco se-
curities for a prearranged price of $1 billion. 
Country X does not impose tax on dividends 
received by one country X corporation from 
a second country X corporation. Under an in-
come tax treaty between country X and the 
United States, country X does not impose 
country X tax on interest received by U.S. 
residents from sources in country X. None of 
Foreign Bank’s stock is owned, directly or 
indirectly, by USP or any shareholders of 
USP that are domestic corporations, U.S. 
citizens or resident alien individuals. 

(B) In each of years 1 through 7, FSub pays 
Newco $124 million of interest on the $3 bil-
lion note. Newco distributes $4 million to 
USP in each of years 1 through 5. The dis-
tributions are deductible for country X tax 
purposes, and Newco pays country X $36 mil-
lion with respect to $120 million of taxable 
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income from the FSub note in each year. For 
U.S. tax purposes, in each year Newco’s post- 
1986 undistributed earnings are increased by 
$124 million of interest income and reduced 
by accrued interest expense with respect to 
the Newco securities held by Foreign Bank. 

(ii) Result. The $36 million payment to 
country X is not a compulsory payment, and 
thus is not an amount of tax paid, because 
the foreign payment is attributable to a 
structured passive investment arrangement. 
First, Newco is an SPV because all of 
Newco’s income is passive investment in-
come described in paragraph (e)(5)(iv)(C)(5) 
of this section; Newco’s only asset, a note of 
FSub, is held to produce such income; the 
payment to country X is attributable to such 
income; and if the payment were an amount 
of tax paid it would be paid or accrued in a 
U.S. taxable year in which Newco meets the 
requirements of paragraph (e)(5)(iv)(B)(1)(i) 
of this section. Second, if the foreign pay-
ment were an amount of tax paid, USP would 
be deemed to pay its pro rata share of the 
foreign payment under section 902(a) in each 
of years 1 through 5 and, therefore, would be 
eligible to claim a credit under section 
901(a). Third, USP would not pay any coun-
try X tax if it directly owned its propor-
tionate share of Newco’s assets, a note of 
FSub. Fourth, for country X tax purposes, 
Foreign Bank is eligible to receive a tax-free 
distribution of $82 million attributable of 
each of years 1 through 5, and that amount 
corresponds to more than 10 percent of the 
foreign base with respect to which USP’s 
share of the foreign payment was imposed. 
Fifth, Foreign Bank is a counterparty be-
cause it owns stock of Newco for country X 
tax purposes and none of Foreign Bank’s 
stock is owned, directly or indirectly, by 
USP or shareholders of USP that are domes-
tic corporations, U.S. citizens, or resident 
alien individuals. Sixth, the United States 
and country X treat various aspects of the 
arrangement differently, including whether 
the Newco securities held by Foreign Bank 
and USP are debt or equity. The amount of 
credits claimed by USP if the payment to 
country X were an amount of tax paid is ma-
terially greater than it would be if, for U.S. 
tax purposes, the securities held by USP 
were treated as debt or the securities held by 
Foreign Bank were treated as equity, and 
the amount of income recognized by Newco 
for U.S. tax purposes is materially less than 
the amount of income recognized for country 
X tax purposes. Because the payment to 
country X is not an amount of tax paid, USP 
is not deemed to pay any country X tax 
under section 902(a). USP has dividend in-
come of $4 million in each of years 1 through 
5. 

Example 6. Holding company; no SPV. (i) 
Facts. A, a country X corporation, and B, a 
domestic corporation, each contribute $1 bil-
lion to a newly-formed country X entity (C) 

in exchange for stock of C. C is treated as a 
corporation for country X purposes and a 
partnership for U.S. tax purposes. C contrib-
utes $1.95 billion to a newly-formed country 
X corporation (D) in exchange for 100 percent 
of D’s stock. C loans its remaining $50 mil-
lion to D. Accordingly, C’s sole assets are 
stock and debt of D. D uses the entire $2 bil-
lion to engage in the business of manufac-
turing and selling widgets. In year 1, D de-
rives $300 million of income from its widget 
business and derives $2 million of interest in-
come. Also in year 1, C has dividend income 
of $200 million and interest income of $3.2 
million with respect to its investment in D. 
Country X does not impose tax on dividends 
received by one country X corporation from 
a second country X corporation. C makes a 
payment of $960,000 to country X with re-
spect to C’s net income. 

(ii) Result. C’s dividend income is not pas-
sive investment income, and C’s stock in D is 
not held to produce such income, because C 
owns at least 10 percent of D and D derives 
more than 50 percent of its income from the 
active conduct of its widget business. See 
paragraph (e)(5)(iv)(C)(5)(ii) of this section. 
As a result, less than substantially all of C’s 
income is passive investment income and 
less than substantially all of C’s assets are 
held to produce passive investment income. 
Accordingly, C is not an SPV within the 
meaning of paragraph (e)(5)(iv)(B)(1) of this 
section, and the $960,000 payment to country 
X is not attributable to a structured passive 
investment arrangement. 

Example 7. Holding company; no SPV. (i) 
Facts. The facts are the same as in Example 
6, except that instead of loaning $50 million 
to D, C contributes the $50 million to E in 
exchange for 10 percent of the stock of E. E 
is a country Y corporation that is not en-
gaged in the active conduct of a trade or 
business. Also in year 1, D pays no dividends 
to C, E pays $3.2 million in dividends to C, 
and C makes a payment of $960,000 to coun-
try X with respect to C’s net income. 

(ii) Result. C’s dividend income attrib-
utable to its stock in E is passive investment 
income, and C’s stock in E is held to produce 
such income. C’s stock in D is not held to 
produce passive investment income because 
C owns at least 10 percent of D and D derives 
more than 50 percent of its income from the 
active conduct of its widget business. See 
paragraph (e)(5)(iv)(C)(5)(ii) of this section. 
As a result, less than substantially all of C’s 
assets are held to produce passive invest-
ment income. Accordingly, C is not an SPV 
because it does not meet the requirements of 
paragraph (e)(5)(iv)(B)(1) of this section, and 
the $960,000 payment to country X is not at-
tributable to a structured passive invest-
ment arrangement. 
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Example 8. Asset holding transaction. (i) 
Facts. (A) A domestic corporation (USP) con-
tributes $6 billion of country Z debt obliga-
tions to a country Z entity (DE) in exchange 
for all of the class A and class B stock of DE. 
A corporation unrelated to USP and orga-
nized in country Z (FC) contributes $1.5 bil-
lion to DE in exchange for all of the class C 
stock of DE. DE uses the $1.5 billion contrib-
uted by FC to redeem USP’s class B stock. 
The class C stock is entitled to ‘‘all’’ income 
from DE. However, FC is obligated imme-
diately to contribute back to DE all distribu-
tions on the class C stock. USP and FC enter 
into— 

(1) A contract under which USP agrees to 
buy after five years the class C stock for $1.5 
billion; and 

(2) An agreement under which USP agrees 
to pay FC periodic payments on $1.5 billion. 

(B) The transaction is structured in such a 
way that, for U.S. tax purposes, there is a 
loan of $1.5 billion from FC to USP, and USP 
is the owner of the class C stock and the 
class A stock. In year 1, DE earns $400 mil-
lion of interest income on the country Z debt 
obligations. DE makes a payment to country 
Z of $100 million with respect to such income 
and distributes the remaining $300 million to 
FC. FC contributes the $300 million back to 
DE. None of FC’s stock is owned, directly or 
indirectly, by USP or shareholders of USP 
that are domestic corporations, U.S. citi-
zens, or resident alien individuals. Country Z 
does not impose tax on interest income de-
rived by U.S. residents. 

(C) Country Z treats FC as the owner of the 
class C stock. Pursuant to country Z tax law, 
FC is required to report the $400 million of 
income with respect to the $300 million dis-
tribution from DE, but is allowed to claim 
credits for DE’s $100 million payment to 
country Z. For country Z tax purposes, FC is 
entitled to current deductions equal to the 
$300 million contributed back to DE. 

(ii) Result. The payment to country Z is 
not a compulsory payment, and thus is not 
an amount of tax paid because the payment 
is attributable to a structured passive in-
vestment arrangement. First, DE is an SPV 
because all of DE’s income is passive invest-
ment income described in paragraph 
(e)(5)(iv)(C)(5) of this section; all of DE’s as-
sets are held to produce such income; the 
payment to country Z is attributable to such 
income; and if the payment were an amount 
of tax paid it would be paid or accrued in a 
U.S. taxable year in which DE meets the re-
quirements of paragraph (e)(5)(iv)(B)(1)(i) of 
this section. Second, if the payment were an 
amount of tax paid, USP would be eligible to 
claim a credit for such amount under section 
901(a). Third, USP would not pay any coun-
try Z tax if it directly owned DE’s assets. 
Fourth, FC is entitled to claim a credit 
under country Z tax law for the payment and 
recognizes a deduction for the $300 million 

contributed to DE under country Z law. The 
credit claimed by FC corresponds to more 
than 10 percent of USP’s share (for U.S. tax 
purposes) of the foreign payment and the de-
ductions claimed by FC correspond to more 
than 10 percent of the base with respect to 
which USP’s share of the foreign payment 
was imposed. Fifth, FC is a counterparty be-
cause FC is considered to own equity of DE 
under country Z law and none of FC’s stock 
is owned, directly or indirectly, by USP or 
shareholders of USP that are domestic cor-
porations, U.S. citizens, or resident alien in-
dividuals. Sixth, the United States and coun-
try X treat certain aspects of the trans-
action differently and the amount of credits 
claimed by USP if the country Z payment 
were an amount of tax paid is materially 
greater than it would be if FC, rather than 
USP, owned the class C stock for U.S. tax 
purposes. Because the payment to country Z 
is not an amount of tax paid, USP is not con-
sidered to pay tax under section 901. USP has 
$400 million of interest income. 

Example 9. Loss surrender. (i) Facts. The 
facts are the same as in Example 8, except 
that the deductions attributable to the ar-
rangement contribute to a loss recognized by 
FC for country Z tax purposes, and pursuant 
to a group relief regime in country Z FC 
elects to surrender the loss to its country Z 
subsidiary. 

(ii) Result. The results are the same as in 
Example 8. The surrender of the loss to a re-
lated party is a foreign tax benefit that cor-
responds to the base with respect to which 
USP’s share of the foreign payment was im-
posed. 

Example 10. Joint venture; no foreign tax ben-
efit. (i) Facts. FC, a country X corporation, 
and USC, a domestic corporation, each con-
tribute $1 billion to a newly-formed country 
X entity (C) in exchange for stock of C. FC 
and USC are entitled to equal 50% shares of 
C’s income, gain, expense and loss. C is treat-
ed as a corporation for country X purposes 
and a partnership for U.S. tax purposes. In 
year 1, C earns $200 million of passive invest-
ment income, makes a payment to country X 
of $60 million with respect to that income, 
and distributes $70 million to each of FC and 
USC. Country X does not impose tax on divi-
dends received by one country X corporation 
from a second country X corporation. 

(ii) Result. FC’s tax-exempt receipt of $70 
million, or its 50% share of C’s profits, is not 
a foreign tax benefit within the meaning of 
paragraph (e)(5)(iv)(B)(4) of this section, be-
cause it does not correspond to any part of 
the foreign base with respect to which USC’s 
share of the foreign payment was imposed. 
Accordingly, the $60 million payment to 
country X is not attributable to a structured 
passive investment arrangement. 
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(f) through (h)(1) [Reserved] For fur-
ther guidance, see § 1.901–2(f) through 
(h)(1). 

(h)(2) This section applies to foreign 
payments that, if such payments were 
an amount of tax paid, would be con-
sidered paid or accrued under § 1.901–2(f) 
by a U.S. or foreign person in taxable 
years ending on or after July 16, 2008. 
In the case of foreign payments by a 
foreign corporation that has a domes-
tic corporate shareholder, this section 
also applies to such payments that, if 
such payments were an amount of tax 
paid, would be considered paid or ac-
crued in the foreign corporation’s U.S. 
taxable years ending with or within 
taxable years of its domestic corporate 
shareholder ending on or after July 16, 
2008. In the case of foreign payments by 
a partnership, trust or estate with re-
spect to which any person would be eli-
gible to claim a credit under section 
901(b) if the payment were an amount 
of tax paid, this section also applies to 
such payments that would be consid-
ered paid or accrued in U.S. taxable 
years of the partnership, trust or es-
tate ending with or within taxable 
years of such eligible persons ending on 
or after July 16, 2008. 

(3) Expiration date. The applicability 
of this section expires on July 15, 2011. 

[T.D. 9416, 73 FR 40734, July 16, 2008, as 
amended by 73 FR 67387, Nov. 14, 2008] 

§ 1.901–2A Dual capacity taxpayers. 
(a) Application of separate levy rules as 

applied to dual capacity taxpayers—(1) In 
general. If the application of a foreign 
levy (as defined in § 1.901–2(g)(3)) is dif-
ferent, either by the terms of the levy 
or in practice, for dual capacity tax-
payers (as defined in § 1.901– 
2(a)(2)(ii)(A)) from its application to 
other persons, then, unless the only 
such difference is that a lower rate (but 
the same base) applies to dual capacity 
taxpayers, such difference is considered 
to be related to the fact that dual ca-
pacity taxpayers receive, directly or 
indirectly, a specific economic benefit 
(as defined in § 1.901–2(a)(2)(ii)(B)) from 
the foreign country and thus to be a 
difference in kind, and not merely of 
degree. In such a case, notwithstanding 
any contrary provision of § 1.901–2(d), 
the levy as applicable to such dual ca-
pacity taxpayers is a separate levy 

(within the meaning of § 1.901–2(d)) 
from the levy as applicable to such 
other persons, regardless of whether 
such difference is in the base of the 
levy, in the rate of the levy, or both. In 
such a case, each of the levy as applied 
to dual capacity taxpayers and the levy 
as applied to other persons must be 
analyzed separately to determine 
whether it is an income tax within the 
meaning of § 1.901–2(a)(1) and whether it 
is a tax in lieu of an income tax within 
the meaning of § 1.903–1(a). However, if 
the application of the levy is neither 
different by its terms nor different in 
practice for dual capacity taxpayers 
from its application to other persons, 
or if the only difference is that a lower 
rate (but the same base) applies to dual 
capacity taxpayers, then, in accord-
ance with § 1.901–2(d), such foreign levy 
as applicable to dual capacity tax-
payers and such levy as applicable to 
other persons together constitute a 
single levy. In such a case, no amount 
paid (as defined in § 1.901–2(g)(1)) pursu-
ant to such levy by any such dual ca-
pacity taxpayer is considered to be 
paid in exchange for a specific eco-
nomic benefit, and such levy, as appli-
cable in the aggregate to such dual ca-
pacity taxpayers and to such other per-
sons, is analyzed to determine whether 
it is an income tax within the meaning 
of § 1.901–2(a)(1) or a tax in lieu of an in-
come tax within the meaning of § 1.903– 
1(a). Application of a foreign levy to 
dual capacity taxpayers will be consid-
ered to be different in practice from ap-
plication of that levy to other persons, 
even if no such difference is apparent 
from the terms of the levy, unless it is 
established that application of that 
levy to dual capacity taxpayers does 
not differ in practice from its applica-
tion to other persons. 

(2) Examples. The provisions of para-
graph (a)(1) of this section may be il-
lustrated by the following examples: 

Example 1. Under a levy of country X called 
the country X income tax, every corporation 
that does business in country X is required 
to pay to country X 40 percent of its income 
from its business in country X. Income for 
purposes of the country X income tax is com-
puted by subtracting specified deductions 
from the corporation’s gross income derived 
from its business in country X. The specified 
deductions include the corporation’s ex-
penses attributable to such gross income and 
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allowances for recovery of the cost of capital 
expenditures attributable to such gross in-
come, except that under the terms of the 
country X income tax a corporation engaged 
in the exploitation of minerals K, L or M in 
country X is not permitted to recover, cur-
rently or in the future, expenditures it in-
curs in exploring for those minerals. In prac-
tice, the only corporations that engage in ex-
ploitation of the specified minerals in coun-
try X are dual capacity taxpayers. Thus, the 
application of the country X income tax to 
dual capacity taxpayers is different from its 
application to other corporations. The coun-
try X income tax as applied to corporations 
that engage in the exploitation of minerals 
K, L or M (dual capacity taxpayers) is, there-
fore, a separate levy from the country X in-
come tax as applied to other corporations. 
Accordingly, each of (i) the country X in-
come tax as applied to such dual capacity 
taxpayers and (ii) the country X income tax 
as applied to such other persons, must be 
analyzed separately to determine whether it 
is an income tax within the meaning of 
§ 1.901–2(a)(1) and whether it is a tax in lieu 
of an income tax within the meaning of 
§ 1.903–1(a). 

Example 2. The facts are the same as in ex-
ample 1, except that it is demonstrated that 
corporations that engage in exploitation of 
the specified minerals in country X and that 
are subject to the levy include both dual ca-
pacity taxpayers and other persons. The 
country X income tax as applied to all cor-
porations is, therefore, a single levy. Accord-
ingly, no amount paid pursuant to the coun-
try X income tax by a dual capacity tax-
payer is considered to be paid in exchange 
for a specific economic benefit; and, if the 
country X income tax is an income tax with-
in the meaning of § 1.901–2(a)(1) or a tax in 
lieu of an income tax within the meaning of 
§ 1.903–1(a), it will be so considered in its en-
tirety for all corporations subject to it. 

Example 3. Under a levy of country Y called 
the country Y income tax, each corporation 
incorporated in country Y is required to pay 
to country Y a percentage of its worldwide 
income. The applicable percentage is greater 
for such corporations that earn more than a 
specified amount of income than for such 
corporations that earn less than that 
amount. Income for purposes of the levy is 
computed by deducting from gross income 
specified types of expenses and specified al-
lowances for capital expenditures. The ex-
penses for which deductions are permitted 
differ depending on the type of business in 
which the corporation subject to the levy is 
engaged, e.g., a deduction for interest paid to 
a related party is not allowed for corpora-
tions engaged in enumerated types of activi-
ties. In addition, carryover of losses from 
one taxable period to another is permitted 
for corporations engaged in specified types of 
activities, but not for corporations engaged 

in other activities. By its terms, the foreign 
levy makes no distinction between dual ca-
pacity taxpayers and other persons. It is es-
tablished that in practice the higher rate of 
the country Y income tax applies to both 
dual capacity taxpayers and other persons 
and that in practice the differences in the 
base of the country Y income tax (e.g., the 
lack of a deduction for interest paid to re-
lated parties for some corporations subject 
to the levy and the lack of a carryover provi-
sion for some corporations subject to the 
levy) apply to both dual capacity taxpayers 
and other persons. The country Y income tax 
as applied to all corporations incorporated in 
country Y is therefore a single levy. Accord-
ingly, no amount paid pursuant to the coun-
try Y income tax by a dual capacity tax-
payer is considered to be paid in exchange 
for a specific economic benefit; and if the 
country Y income tax is an income tax with-
in the meaning of § 1.901–2(a)(1) or a tax in 
lieu of an income tax within the meaning of 
§ 1.903–1(a), it will be so considered in its en-
tirety for all persons subject to it. 

Example 4. The facts are the same as in ex-
ample 3, except that it is not established 
that in practice the higher rate does not 
apply only to dual capacity taxpayers. By 
reason of such higher rate, application of the 
country Y income tax to dual capacity tax-
payers is different in practice from applica-
tion of the country Y income tax to other 
persons subject to it. The country Y income 
tax as applied to dual capacity taxpayers is 
therefore a separate levy from the country Y 
income tax as applied to other corporations 
incorporated in country Y. Accordingly, each 
of (i) the country Y income tax as applied to 
dual capacity taxpayers and (ii) the country 
Y income tax as applied to other corpora-
tions incorporated in country Y, must be 
analyzed separately to determine whether it 
is an income tax within the meaning of 
§ 1.901–2(a)(1) and whether it is a tax in lieu 
of an income tax within the meaning of 
§ 1.903–1(a). 

Example 5. Under a levy of country X called 
the country X tax, all persons who do not en-
gage in business in country X and who re-
ceive interest income from residents of coun-
try X are required to pay to country X 25 
percent of the gross amount of such interest 
income. It is established that the country X 
tax applies by its terms and in practice to 
certain banks that are dual capacity tax-
payers and to persons who are not dual ca-
pacity taxpayers and that application to 
such dual capacity taxpayers does not differ 
by its terms or in practice from application 
to such other persons. The country X tax as 
applied to all such persons (both the dual ca-
pacity taxpayers and the other persons) is, 
therefore, a single levy. Accordingly, no 
amount paid pursuant to the country X tax 
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by such a dual capacity taxpayer is consid-
ered to be paid in exchange for a specific eco-
nomic benefit; and, if the country X tax is a 
tax in lieu of an income tax within the 
meaning of § 1.903–1(a), it will be so consid-
ered in its entirety for all persons subject to 
it. 

Example 6. Under a levy of country X called 
the country X tax, every corporation incor-
porated outside of country X (‘‘foreign cor-
poration’’) that maintains a branch in coun-
try X is required annually to pay to country 
X 52 percent of its net income attributable to 
that branch. It is established that the appli-
cation of the country X tax is neither dif-
ferent by its terms nor different in practice 
for certain banks that are dual capacity tax-
payers from its application to persons (which 
may, but do not necessarily, include other 
banks) that are not dual capacity taxpayers. 
The country X tax as applied to all foreign 
corporations with branches in country X 
(i.e., both those banks that are dual capacity 
taxpayers and the foreign corporations that 
are not dual capacity taxpayers) is, there-
fore, a single levy. Accordingly, no amount 
paid pursuant to the country X tax by a 
bank that is a dual capacity taxpayer is con-
sidered to be paid in exchange for a specific 
economic benefit; and, if the country X tax 
is an income tax within the meaning of 
§ 1.901–2(a)(1) or a tax in lieu of an income tax 
within the meaning of § 1.903–1(a), it will be 
so considered in its entirety for all persons 
subject to it. 

Example 7. Under a levy of country H called 
the country H tax, all corporations that are 
organized outside country H and that do not 
engage in business in country H are required 
to pay to country H a percentage of the gross 
amount of interest income derived from resi-
dents of country H. The percentage is 30 per-
cent, except that it is 15 percent for a speci-
fied category of corporations. All corpora-
tions in that category are dual capacity tax-
payers. It is established that the country H 
tax applies by its terms and in practice to 
dual capacity taxpayers and to persons that 
are not dual capacity taxpayers and that the 
only difference in application between such 
dual capacity taxpayers and such other per-
sons is that a lower rate (but the same base) 
applies to such dual capacity taxpayers. The 
country H tax as applied to all such persons 
(both the dual capacity taxpayers and the 
other persons) is, therefore, a single levy. 
Accordingly, no amount paid pursuant to the 
country H tax by such a dual capacity tax-
payer is considered to be paid in exchange 
for a specific economic benefit, and if the 
country H tax is a tax in lieu of an income 
tax within the meaning of § 1.903–1(a), it will 
be so considered in its entirety for all per-
sons subject to it. 

(b) Burden of proof for dual capacity 
taxpayers—(1) In general. For credit to 

be allowable under section 901 or 903, 
the person claiming credit must estab-
lish that the foreign levy with respect 
to which credit is claimed is an income 
tax within the meaning of § 1.901–2(a)(1) 
or a tax in lieu of an income tax within 
the meaning of § 1.903–1(a), respec-
tively. Thus, such person must estab-
lish, among other things, that such 
levy is a tax. See § 1.901–2(a)(2)(i) and 
§ 1.903–1(a). Where a person claims cred-
it under section 901 or 903 for an 
amount paid by a dual capacity tax-
payer pursuant to a foreign levy, 
§ 1.901–2(a)(2)(i) and § 1.903–1(a), respec-
tively, require such person to establish 
the amount, if any, that is paid pursu-
ant to the distinct element of the levy 
that is a tax. If, pursuant to paragraph 
(a)(1) of this section and § 1.901–2(d), 
such levy as applicable to dual capac-
ity taxpayers and such levy as applica-
ble to other persons together con-
stitute a single levy, then no amount 
paid pursuant to that levy by any such 
dual capacity taxpayer is considered to 
be paid in exchange for a specific eco-
nomic benefit. Accordingly, such levy 
has only one distinct element, and the 
levy either is or is not, in its entirety, 
a tax. If, however, such levy as applica-
ble to dual capacity taxpayers is a sep-
arate levy from such levy as applicable 
to other persons, then a person claim-
ing credit under section 901 or 903 for 
an amount paid by a dual capacity tax-
payer pursuant to such separate levy 
may establish the amount, if any, that 
is paid pursuant to the distinct ele-
ment of the levy that is a tax only by 
the facts and circumstances method or 
the safe harbor method described in 
paragraph (c) of this section. If such 
person fails to so establish such 
amount, no portion of the amount that 
is paid pursuant to the separate levy 
by the dual capacity taxpayer to such 
foreign country shall be treated as an 
amount of tax. Any amount that, ei-
ther by reason of application of the 
methods of paragraph (c) of this sec-
tion or by reason of the immediately 
preceding sentence, is not treated as an 
amount of tax shall (i) be considered to 
have been paid in exchange for a spe-
cific economic benefit; (ii) be charac-
terized (e.g., as royalty, purchase price, 
cost of sales, reduction of the proceeds 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00660 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



651 

Internal Revenue Service, Treasury § 1.901–2A 

of a sale, or reduction of interest in-
come) according to the nature of the 
transaction and of the specific eco-
nomic benefit received; and (iii) be 
treated according to such characteriza-
tion for all purposes of chapter 1 of the 
Internal Revenue Code, except that any 
determination that an amount is not 
tax for purposes of section 901 or 903 by 
reason of application of the safe harbor 
method shall not be taken into account 
in determining whether or not such an 
amount is to be characterized and 
treated as tax for purposes of com-
puting an allowance for percentage de-
pletion under sections 611 and 613. 

(2) Effect of certain treaties. If, irre-
spective of whether such credit would 
be allowable under section 901 or 903 in 
the absence of a treaty, the United 
States has in force a treaty with a for-
eign country that treats a foreign levy 
as an income tax for purposes of allow-
ing credit for United States tax and if 
the person claiming credit is entitled 
to the benefit of such treaty, then, un-
less such person claims credit not 
under the treaty but under section 901 
or 903, and except to the extent the 
treaty provides otherwise and subject 
to all terms, conditions and limitations 
provided in the treaty, no portion of an 
amount paid with respect to such levy 
by a dual capacity taxpayer shall be 
considered to be paid in exchange for a 
specific economic benefit. If, however, 
such person claims credit not under 
such treaty but rather under section 
901 or 903 (e.g., so as not to be subject 
to a limitation contained in such trea-
ty), the provisions of this section apply 
to such levy. 

(c) Satisfaction of burden of proof—(1) 
In general. This paragraph (c) sets out 
the methods by which a person who 
claims credit under section 901 or 903 
for an amount paid by a dual capacity 
taxpayer pursuant to a foreign levy 
that satisfies all of the criteria of sec-
tion 901 or 903 other than the deter-
mination of the distinct element of the 
levy that is a tax and of the amount 
that is paid pursuant to that distinct 
element (a ‘‘qualifying levy’’) may es-
tablish such distinct element and 
amount. Such person must establish 
the amount paid pursuant to a quali-
fying levy that is paid pursuant to the 
distinct element of the levy that is a 

tax (which amount therefore is an 
amount of income tax within the 
meaning of § 1.901–2(a)(1) or an amount 
of tax in lieu of income tax within the 
meaning of § 1.903–1(a) (a ‘‘qualifying 
amount’’)) only by the facts and cir-
cumstances method set forth in para-
graph (c)(2) of this section or the safe 
harbor method set forth in paragraph 
(c)(3) of this section. A levy is not a 
qualifying levy, and neither the facts 
and circumstances method nor the safe 
harbor method applies to an amount 
paid by a dual capacity taxpayer pursu-
ant to a foreign levy, if it has been es-
tablished pursuant to § 1.901–2(d) and 
paragraph (a)(1) of this section that 
that levy as applied to that dual capac-
ity taxpayer and that levy as applied 
to persons other than dual capacity 
taxpayers together constitute a single 
levy, or if it has been established in ac-
cordance with the first sentence of 
paragraph (b)(2) of this section that 
credit is allowable by reason of a trea-
ty for an amount paid with respect to 
such levy. 

(2) Facts and circumstances method—(i) 
In general. If the person claiming credit 
establishes, based on all of the relevant 
facts and circumstances, the amount, if 
any, paid by the dual capacity tax-
payer pursuant to the qualifying levy 
that is not paid in exchange for a spe-
cific economic benefit, such amount is 
the qualifying amount with respect to 
such qualifying levy. In determining 
the qualifying amount with respect to 
a qualifying levy under the facts and 
circumstances method, neither the 
methodology nor the results that 
would have obtained if a person had 
elected to apply the safe harbor meth-
od to such qualifying levy is a relevant 
fact or circumstance. Accordingly, nei-
ther such methodology nor such results 
shall be taken into account in applying 
the facts and circumstances method. 

(ii) Examples. The application of the 
facts and circumstances method is il-
lustrated by the following examples: 

Example 1. Country A, which does not have 
a generally imposed income tax, imposes a 
levy, called the country A income tax, on 
corporations that carry on the banking busi-
ness through a branch in country A. All such 
corporations lend money to the government 
of country A, and the consideration (inter-
est) paid by the government of country A for 
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the loans is not made available by the gov-
ernment on substantially the same terms to 
the population of country A in general. 
Thus, the country A income tax is imposed 
only on dual capacity taxpayers. L, a cor-
poration that carries on the banking busi-
ness through a branch in country A and that 
is a dual capacity taxpayer, establishes that 
all of the criteria of section 901 are satisfied 
by the country A income tax, except for the 
determination of the distinct element of the 
levy that is a tax and of L’s qualifying 
amount with respect thereto. The country A 
income tax is, therefore, a qualifying levy. L 
establishes that, although all persons subject 
to the country A income tax are dual capac-
ity taxpayers, the country A income tax ap-
plies in the same manner to income from 
such persons’ transactions with the govern-
ment of country A as it does to income from 
their transactions with private persons; that 
there are significant transactions (either in 
volume or in amount) with private persons; 
and that the portion of such persons’ income 
that is derived from transactions with the 
government of country A on the one hand or 
private persons on the other varies greatly 
among persons subject to the country A in-
come tax. By making this showing, L has 
demonstrated that no portion of the amount 
paid by it to country A pursuant to the levy 
is paid in exchange for a specific economic 
benefit (the interest income). Accordingly, L 
has demonstrated under the facts and cir-
cumstances method that the entire amount 
it has paid pursuant to the country A income 
tax is a qualifying amount. 

Example 2. A, a domestic corporation that 
is a dual capacity taxpayer subject to a 
qualifying levy of country X, pays 1000u 
(units of country X currency) to country X 
in 1986 pursuant to the qualifying levy. A 
does not elect to apply the safe harbor meth-
od to country X, but if it had so elected, 800u 
would have been A’s qualifying amount with 
respect to the levy. Based on all of the rel-
evant facts and circumstances (which do not 
include either the methodology of the safe 
harbor method or the qualifying amount 
that would have obtained under that meth-
od), A establishes that 628u of such 1000u is 
not paid in exchange for a specific economic 
benefit. A has demonstrated under the facts 
and circumstances method that 628u is a 
qualifying amount. Pursuant to paragraph 
(b)(1) of this section, 372u (1000u–628u) is con-
sidered to have been paid by A in exchange 
for a specific economic benefit. That amount 
is characterized and treated as provided in 
paragraph (b)(1) of this section. 

Example 3. The facts are the same as in ex-
ample 2 except that under the safe harbor 
method 580u would have been A’s qualifying 
amount with respect to the levy. That 
amount is not a relevant fact or cir-
cumstance and the result is the same as in 
example 2. 

(3) Safe harbor method. Under the safe 
harbor method, the person claiming 
credit makes an election as provided in 
paragraph (d) of this section and, pur-
suant to such election, applies the safe 
harbor formula described in paragraph 
(e) of this section to the qualifying 
levy or levies to which the election ap-
plies. 

(d) Election to use the safe harbor meth-
od—(1) Scope of election. An election to 
use the safe harbor method is made 
with respect to one or more foreign 
states and possessions of the United 
States with respect to a taxable year of 
the person making the election (the 
‘‘electing person’’). Such election ap-
plies to such taxable year and to all 
subsequent taxable years of the elect-
ing person (‘‘election years’’), unless 
the election is revoked in accordance 
with paragraph (d)(4) of this section. If 
an election applies to a foreign state or 
possession of the United States 
(‘‘elected country’’), it applies to all 
qualifying levies of the elected country 
and to all qualifying levies of all polit-
ical subdivisions of the elected country 
with respect to which the electing per-
son claims credit for amounts paid (or 
deemed to be paid) by any dual capac-
ity taxpayer. A member of an affiliated 
group that files a consolidated United 
States income tax return may use the 
safe harbor method for a foreign state 
or U.S. possession only if an election to 
use the safe harbor method for that 
state or possession has been made by 
the common parent of such affiliated 
group on behalf of all members of the 
group. Similarly, a member of an affili-
ated group that does not file a consoli-
dated United States income tax return 
may elect to use the safe harbor meth-
od for a foreign state or U.S. possession 
only if an election to use the safe har-
bor method for that state or possession 
is made by each member of the affili-
ated group which claims credit for 
taxes paid to such state or possession 
or to any political subdivision thereof. 
An election to use the safe harbor 
method for an elected country does not 
apply to foreign taxes carried back or 
forward to any election year from any 
taxable year to which the election does 
not apply. Such election does apply to 
foreign taxes carried back or forward 
from any election year to any taxable 
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year. A person who elects to use the 
safe harbor method for one or more for-
eign countries may, in a later taxable 
year, also elect to use that method for 
other foreign countries. 

(2) Effect of election. An election to 
use the safe harbor method described in 
paragraph (c)(3) of this section requires 
the electing person to apply the safe 
harbor formula of paragraph (e) of this 
section to all qualifying levies of all 
elected countries and their political 
subdivisions, and constitutes a specific 
waiver by such person of the right to 
use the facts and circumstances meth-
od described in paragraph (c)(2) of this 
section with respect to any levy of any 
elected country or any political sub-
division thereof. 

(3) Time and manner of making elec-
tion—(i) In general. To elect to use the 
safe harbor method, an electing person 
must attach a statement to its United 
States income tax return for the tax-
able year for which the election is 
made and must file such return by the 
due date (including extensions) for the 
filing thereof. Such statement shall 
state— 

(A) That the electing person elects to 
use the safe harbor method for the for-
eign states and the possessions of the 
United States designated in the state-
ment and their political subdivisions, 
and 

(B) That the electing person waives 
the right, for any election year, to use 
the facts and circumstances method for 
any levy of the designated states, pos-
sessions and political subdivisions. 
Notwithstanding the foregoing, a per-
son may, with the consent of the Com-
missioner, elect to use the safe harbor 
method for a taxable year for one or 
more foreign states or possessions of 
the United States, at a date later than 
that specified in the first sentence of 
this paragraph (d)(3)(i), e.g., upon audit 
of such person’s United States income 
tax return for such taxable year. The 
Commissioner will normally consent to 
such a later election if such person 
demonstrates that it failed to make a 
timely election for such a foreign state 
or possession for such taxable year be-
cause such person reasonably believed 
either that it was not a dual capacity 
taxpayer with respect to such state or 
possession or that no levy that it paid 

to such state or possession or any po-
litical subdivision thereof was a quali-
fying levy (for example, because it rea-
sonably, but incorrectly, believed that 
the levy it paid was not a separate levy 
from that applicable to persons other 
than dual capacity taxpayers). The 
Commissioner will not, however, con-
sent to such a later election with re-
spect to any state or possession for a 
taxable year if such person (or any 
other member of an affiliated group of 
which such person is a member) applied 
the facts and circumstances method to 
any levy of such state or possession or 
any political subdivision thereof for 
such taxable year. 

(ii) Certain retroactive elections. 
Notwithstanding the requirements of 
paragraph (d)(3)(i) of this section relat-
ing to the time and manner of making 
an election, an election may be made 
for a taxable year beginning on or be-
fore November 14, 1983, provided the 
electing person elects in accordance 
with § 1.901–2(h) to apply all of the pro-
visions of this section, § 1.901–2 and 
§ 1.903–1 to such taxable year and pro-
vided all of the requirements set forth 
in this paragraph (d)(3)(ii) are satisfied. 
Such an election shall be made by 
timely (including extensions) filing a 
federal income tax return or an amend-
ed federal income tax return for such 
taxable year; by attaching to such re-
turn a statement containing the state-
ments and information set forth in 
paragraph (d)(3)(i) of this section; and 
by filing amended income tax returns 
for all subsequent election years for 
which income tax returns have pre-
viously been filed in which credit is 
claimed under section 901 or 903 and ap-
plying the safe harbor method in such 
amended returns. All amended returns 
referred to in the immediately pre-
ceding sentence must be filed on or be-
fore October 12, 1984, (unless the Com-
missioner consents to a later filing in 
circumstances similar to those pro-
vided in paragraph (d)(3)(i)) and at a 
time when neither assessment of a defi-
ciency for any of such election years 
nor the filing of a claim for any refund 
claimed in any such amended return is 
barred. 

(iii) Election to credit taxes made in 
amended return. If a person has filed a 
United States income tax return for a 
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taxable year to which this § 1.901–2A ap-
plies (including application by reason 
of the election provided in § 1.901– 
2(h)(2)) in which such person has de-
ducted (instead of credited) qualifying 
foreign taxes and such person validly 
makes an election to credit (instead of 
deduct) such taxes in a timely filed 
amended return for such taxable year, 
an election to use the safe harbor 
method may be made in such amended 
return provided all of the requirements 
of paragraph (d)(3)(ii) of this section 
are satisfied other than the require-
ment that such amended return and 
the other amended returns referred to 
in that paragraph be filed on or before 
October 12, 1984. 

(4) Revocation of election. An election 
to use the safe harbor method de-
scribed in paragraph (c)(3) of this sec-
tion may not be revoked without the 
consent of the Commissioner. An appli-
cation for consent to revoke such elec-
tion with respect to one or more elect-
ed countries shall be made to the Com-
missioner of Internal Revenue, Wash-
ington, DC 20224. Such application 
shall be made not later than the 30th 
day before the due date (including ex-
tensions) for the filing of the income 
tax return for the first taxable year for 
which the revocation is sought to be ef-
fective, except in the case of an event 
described in (i), (ii), (iii) or (iv) below, 
in which case an application for rev-
ocation with retroactive effect may be 
made within a reasonable time after 
such event. The Commissioner may 
make his consent to any revocation 
conditioned upon adjustments being 
made in one or more taxable years so 
as to prevent the revocation from re-
sulting in a distortion of the amount of 
any item relating to tax liability in 
any taxable year. The Commissioner 
will normally consent to a revocation 
(including, in the case of (i), (ii), (iii) or 
(iv) below, one with retroactive effect), 
if— 

(i) An amendment to the Internal 
Revenue Code or the regulations there-
under is made which applies to the tax-
able year for which the revocation is to 
be effective and the amendment sub-
stantially affects the taxation of in-
come from sources outside the United 
States under subchapter N of chapter 1 
of the Internal Revenue Code; or 

(ii) After a safe harbor election is 
made with respect to a foreign state, a 
tax treaty between the United States 
and that state enters into force; that 
treaty covers a foreign tax to which 
the safe harbor election applies; and 
that treaty applies to the taxable year 
for which the revocation is to be effec-
tive; or 

(iii) After a safe harbor election is 
made with respect to a foreign state or 
possession of the United States, a ma-
terial change is made in the tax law of 
that state or possession or of a polit-
ical subdivision of that state or posses-
sion; and the changed law applies to 
the taxable year for which the revoca-
tion is to be effective and has a mate-
rial effect on the taxpayer; or 

(iv) With respect to a foreign country 
to which a safe harbor election applies, 
the Internal Revenue Service issues a 
letter ruling to the electing person and 
that letter ruling (A) relates to the 
availability or application of the safe 
harbor method to one or more levies of 
such foreign country; (B) does not re-
late to the facts and circumstances 
method described in paragraph (c)(2) of 
this section; and (C) fails to include a 
ruling requested by the electing person 
or includes a ruling contrary to one re-
quested by such person (in either case, 
other than one relating to the facts 
and circumstances method) and such 
failure or inclusion has a material ad-
verse effect on the amount of such 
electing person’s credit for taxes paid 
to such foreign country for the taxable 
year for which the revocation is to be 
effective; or 

(v) A corporation (‘‘new member’’) 
becomes a member of an affiliated 
group; the new member and one or 
more pre-existing members of such 
group are dual capacity taxpayers with 
respect to the same foreign country; 
and, with respect to such country, ei-
ther the new member or the pre-exist-
ing members (but not both) have made 
a safe harbor election; and the Com-
missioner in his discretion determines 
that obtaining the benefit of the right 
to revoke the safe harbor election with 
respect to such foreign country was not 
the principal purpose of the affiliation 
between such new member and such 
group; or 
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(vi) The election has been in effect 
with respect to at least three taxable 
years prior to the taxable year for 
which the revocation is to be effective. 
The Commissioner may, in his discre-
tion, consent to a revocation even if 
none of the foregoing subdivisions (i) 
through (vi) is applicable. If an elec-
tion has been revoked with respect to 
an elected country, a subsequent elec-
tion to apply the safe harbor method 
with respect to such elected country 
may be made only with the consent of 
the Commissioner and upon such terms 
and conditions as the Commissioner in 
his discretion may require. 

(e) Safe harbor formula—(1) In general. 
The safe harbor formula applies to de-
termine the distinct element of a 
qualifying levy that is a tax and the 
amount paid by a dual capacity tax-
payer pursuant to such qualifying levy 
that is the qualifying amount with re-
spect to such levy. Under the safe har-
bor formula the amount paid in a tax-
able year pursuant to a qualifying levy 
that is the qualifying amount with re-
spect to such levy is an amount equal 
to: 

(A¥B¥C)×D/(1¥D) 

where (except as otherwise provided in para-
graph (e)(5) of this section): 
A=the amount of gross receipts as deter-

mined under paragraph (e)(2) of this sec-
tion 

B=the amount of costs and expenses as deter-
mined under paragraph (e)(2) of this sec-
tion 

C=the total amount paid in the taxable year 
by the dual capacity taxpayer pursuant to 
the qualifying levy (the ‘‘actual payment 
amount’’) 

D=the tax rate as determined under para-
graph (e)(3) of this section 

In no case, however, shall the quali-
fying amount exceed the actual pay-
ment amount; and the qualifying 
amount is zero if the safe harbor for-
mula yields a qualifying amount less 
than zero. The safe harbor formula is 
intended to yield a qualifying amount 
that is approximately equal to the 
amount of generally imposed income 
tax within the meaning of paragraphs 
(a) and (b)(1) of § 1.903–1 (‘‘general tax’’) 
of the foreign country that would have 
been required to be paid in the taxable 
year by the dual capacity taxpayer if it 
had not been a dual capacity taxpayer 

and if the base of the general tax had 
allowed a deduction in such year for 
the amount (‘‘specific economic benefit 
amount’’) by which the actual payment 
amount exceeds the qualifying amount. 
See, however, paragraph (e)(5) of this 
section if an elected country has no 
general tax. The specific economic ben-
efit amount is considered to be the por-
tion of the actual payment amount 
that is paid pursuant to the distinct 
portion of the qualifying levy that im-
poses an obligation in exchange for a 
specific economic benefit. The specific 
economic benefit amount is therefore 
considered to be an amount paid by the 
dual capacity taxpayer in exchange for 
such specific economic benefit, which 
amount must be treated for purposes of 
chapter 1 of the Internal Revenue Code 
as provided in paragraph (b)(1) of this 
section. 

(2) Determination of gross receipts and 
costs and expenses. For purposes of the 
safe harbor formula, gross receipts and 
costs and expenses are, except as other-
wise provided in this paragraph (e), the 
gross receipts and the deductions for 
costs and expenses, respectively, as de-
termined under the foreign law appli-
cable in computing the actual payment 
amount of the qualifying levy to which 
the safe harbor formula applies. How-
ever, except as otherwise provided in 
this paragraph (e), if provisions of the 
qualifying levy increase or decrease 
the liability imposed on dual capacity 
taxpayers compared to the general tax 
liability of persons other than dual ca-
pacity taxpayers by reason of the de-
termination or treatment of gross re-
ceipts or of costs or expenses, the pro-
visions generally applicable in com-
puting such other persons’ tax base 
under the general tax shall apply to de-
termine gross receipts and costs and 
expenses for purposes of computing the 
qualifying amount. If provisions of the 
qualifying levy relating to gross re-
ceipts meet the requirements of § 1.901– 
2(b) (3)(i), such provisions shall apply 
to determine gross receipts for pur-
poses of computing the qualifying 
amount. If neither the general tax nor 
the qualifying levy permits recovery of 
one or more costs or expenses, and by 
reason of the failure to permit such re-
covery the qualifying levy does not sat-
isfy the net income requirement of 
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§ 1.901–2(b)(4) (even though the general 
tax does satisfy that requirement), 
then such cost or expense shall be con-
sidered a cost or expense for purposes 
of computing the qualifying amount. If 
the qualifying levy does not permit re-
covery of one or more significant costs 
or expenses, but provides allowances 
that effectively compensate for non-
recovery of such significant costs or 
expenses, then, for purposes of com-
puting the qualifying amount, costs 
and expenses shall not include the 
costs and expenses under the general 
tax whose nonrecovery under the quali-
fying levy is compensated for by such 
allowances but shall instead include 
such allowances. In determining costs 
and expenses for purposes of computing 
the qualifying amount with respect to 
a qualifying levy, the actual payment 
amount with respect to such levy shall 
not be considered a cost or expense. 
For purposes of this paragraph, the fol-
lowing differences in gross receipts and 
costs and expenses between the quali-
fying levy and the general tax shall not 
be considered to increase the liability 
imposed on dual capacity taxpayers 
compared to the general tax liability of 
persons other than dual capacity tax-
payers, but only if the general tax 
would be an income tax within the 
meaning of § 1.901–2(a)(1) if such dif-
ferent treatment under the qualifying 
levy had also applied under the general 
tax: 

(i) Differences in the time of realiza-
tion or recognition of one or more 
items of income or in the time when re-
covery of one or more costs and ex-
penses is allowed (unless the period of 
recovery of such costs and expenses 
pursuant to the qualifying levy is such 
that it effectively is a denial of recov-
ery of such costs and expenses, as de-
scribed in § 1.901–2(b)(4)(i)); and 

(ii) Differences in consolidation or 
carryover provisions of the types de-
scribed in paragraphs (b)(4)(ii) and 
(b)(4)(iii) of § 1.901–2. 

(3) Determination of tax rate. The tax 
rate for purposes of the safe harbor for-
mula is the tax rate (expressed as a 
decimal) that is applicable in com-
puting tax liability under the general 
tax. If the rate of the general tax var-
ies according to the amount of the base 
of that tax, the rate to be applied in 

computing the qualifying amount is 
the rate that applies under the general 
tax to a person whose base is, using the 
terminology of paragraph (e)(1) of this 
section, ‘‘A’’ minus ‘‘B’’ minus the spe-
cific economic benefit amount paid by 
the dual capacity taxpayer pursuant to 
the qualifying levy, provided such rate 
applies in practice to persons other 
than dual capacity taxpayers, or, if 
such rate does not so apply in practice, 
the next lowest rate of the general tax 
that does so apply in practice. 

(4) Determination of applicable provi-
sions of general tax—(i) In general. If the 
general tax is a series of income taxes 
(e.g., on different types of income), or if 
the application of the general tax dif-
fers by its terms for different classes of 
persons subject to the general tax (e.g., 
for persons in different industries), 
then, except as otherwise provided in 
this paragraph (e), the qualifying 
amount small be computed by ref-
erence to the income tax contained in 
such series of income taxes, or in the 
case of such different applications the 
application of the general tax, that by 
its terms and in practice imposes the 
highest tax burden on persons other 
than dual capacity taxpayers. Notwith-
standing the preceding sentence, the 
general tax amount shall be computed 
by reference to the application of the 
general tax to entities of the same type 
(as determined under the general tax) 
as the dual capacity taxpayer and to 
persons of the same resident or non-
resident status (as determined under 
the general tax) as the dual capacity 
taxpayer; and, if the general tax treats 
business income differently from non- 
business (e.g., investment) income (as 
determined under the general tax), the 
dual capacity taxpayer’s business and 
non-business income shall be treated as 
the general tax treats such income. If, 
for example, the dual capacity tax-
payer would, under the general tax, be 
treated as a resident (e.g., because the 
general tax treats an entity that is or-
ganized in the foreign country or man-
aged or controlled there as a resident) 
and as a corporation (i.e., because the 
rules of the general tax treat an entity 
like the dual capacity taxpayer as a 
corporation), and if some of the dual 
capacity taxpayer’s income would, 
under the general tax, be treated as 
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business income and some as non-busi-
ness income, the dual capacity tax-
payer and its income shall be so treat-
ed in computing the qualifying 
amount. 

(ii) Establishing that provisions apply 
in practice. For purposes of the safe 
harbor formula a provision (including 
tax rate) shall be considered a provi-
sion of the general tax only if it is rea-
sonably likely that that provision ap-
plies by its terms and in practice to 
persons other than dual capacity tax-
payers. In general, it will be assumed 
that a provision (including tax rate) 
that by its terms applies to persons 
other than dual capacity taxpayers is 
reasonably likely to apply in practice 
to such other persons, unless the per-
son claiming credit knows or has rea-
son to know otherwise. However, in 
cases of doubt, the person claiming 
credit may be required to demonstrate 
that such provision is reasonably like-
ly so to apply in practice. 

(5) No general tax. If a foreign country 
does not impose a general tax (and thus 
a levy, in order to be a qualifying levy 
must satisfy all of the criteria of sec-
tion 901 (because section 903 cannot 
apply), other than the determination of 
the distinct element of the levy that is 
a tax and of the amount that is paid 
pursuant to that distinct element), 
paragraphs (e)(2), (3) and (4) of this sec-
tion do not apply to a qualifying levy 
of such country, and the terms of the 
safe harbor formula set forth in para-
graph (e)(1) of this section are defined 
with respect to such levy as follows: 

A=the amount of gross receipts as deter-
mined under the qualifying levy; 

B=the amount of deductions for costs and ex-
penses as determined under the qualifying 
levy; 

C=the actual payment amount; and 
D=the lower of the rate of the qualifying 

levy, or the rate of tax specified in section 
11(b)(5) (or predecessor or successor sec-
tion, as the case may be) of the Internal 
Revenue Code as applicable to the taxable 
year in which the actual payment amount 
is paid. 

(6) Certain taxes in lieu of an income 
tax. To the extent a tax in lieu of an in-
come tax (within the meaning of 
§ 1.903–1(a)) that applies in practice to 
persons other than dual capacity tax-
payers would actually have been re-
quired to be paid in the taxable year by 

a dual capacity taxpayer if it had not 
been a dual capacity taxpayer (e.g., in 
substitution for the general tax with 
respect to a type of income, such as in-
terest income, dividend income, roy-
alty income, insurance income), such 
tax in lieu of an income tax shall be 
treated as if it were an application of 
the general tax for purposes of apply-
ing the safe harbor formula of this 
paragraph (e) to such dual capacity 
taxpayer, and such formula shall be ap-
plied to yield a qualifying amount that 
is approximately equal to the general 
tax (so defined) that would have been 
required to be paid in the taxable year 
by such dual capacity taxpayer if the 
base of such general tax had allowed a 
deduction in such year for the specific 
economic benefit amount. 

(7) Multiple levies. If, in any election 
year of an electing person, with respect 
to any elected country and all of its po-
litical subdivisions, 

(i) Amounts are paid by a dual capac-
ity taxpayer pursuant to more than 
one qualifying levy or pursuant to one 
or more levies that are qualifying lev-
ies and one or more levies that are not 
qualifying levies by reason of the last 
sentence of paragraph (c)(1) of this sec-
tion but with respect to which credit is 
allowable, or 

(ii) More than one general tax (in-
cluding a tax treated as if it were an 
application of the general tax under 
paragraph (e)(6)) would have been re-
quired to be paid by a dual capacity 
taxpayer (or taxpayers) if it (or they) 
had not been a dual capacity taxpayer 
(or taxpayers), or 

(iii) Credit is claimed with respect to 
amounts paid by more than one dual 
capacity taxpayer, 
the provisions of this paragraph (e) 
shall be applied such that the aggre-
gate qualifying amount with respect to 
such qualifying levy or levies plus the 
aggregate amount paid with respect to 
levies referred to in (e)(7)(i) that are 
not qualifying levies shall be the ag-
gregate amount that would have been 
required to be paid in the taxable year 
by such dual capacity taxpayer (or tax-
payers) pursuant to such general tax or 
taxes if it (or they) had not been a dual 
capacity taxpayer (or taxpayers) and if 
the base of such general tax or taxes 
had allowed a deduction in such year 
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for the aggregate specific economic 
benefit amount (except that, if para-
graph (e)(5) applies to any levy of such 
elected country or any political sub-
division thereof, the aggregate quali-
fying amount for qualifying levies of 
such elected country and all of its po-
litical subdivisions plus the aggregate 
amount paid with respect to levies re-
ferred to in paragraph (e)(7)(i) that are 
not qualifying levies shall not exceed 
the greater of the aggregate amount 
paid with respect to levies referred to 
in paragraph (e)(7)(i) that are not 
qualifying levies and the amount deter-
mined in accordance with paragraph 
(e)(5) where ‘‘D’’ is the rate of tax spec-
ified in section 11(b)(5) (or predecessor 
or successor section, as the case may 
be) of the Internal Revenue Code as ap-
plicable to the taxable year in which 
the actual payment amount is paid). 
However, in no event shall such aggre-
gate amount exceed the aggregate ac-
tual payment amount plus the aggre-
gate amount paid with respect to levies 
referred to in (e)(7)(i) that are not 
qualifying levies, nor be less than the 
aggregate amount paid with respect to 
levies referred to in (e)(7)(i) that are 
not qualifying levies. In applying 
(e)(7)(ii) a person who is not subject to 
a levy but who is considered to receive 
a specific economic benefit by reason 
of § 1.901–2(a)(2)(ii)(E) shall be treated 
as a dual capacity taxpayer. See exam-
ple 12 in paragraph (e)(8) of this sec-
tion. 

(8) Examples. The provisions of this 
paragraph (e) may be illustrated by the 
following examples: 

Example 1. Under a levy of country X called 
the country X income tax, every corporation 
that does business in country X is required 
to pay to country X 40% of its income from 
its business in country X. Income for pur-
poses of the country X income tax is com-
puted by subtracting specified deductions 
from the corporation’s gross income derived 
from its business in country X. The specified 
deductions include the corporation’s ex-
penses attributable to such gross income and 
allowances for recovery of the cost of capital 
expenditures attributable to such gross in-
come, except that under the terms of the 
country X income tax a corporation engaged 
in the exploitation of minerals K, L or M in 
country X is not permitted to recover, cur-
rently or in the future, expenditures it in-
curs in exploring for those minerals. Under 
the terms of the country X income tax inter-

est is not deductible to the extent it exceeds 
an arm’s length amount (e.g., if the loan to 
which the interest relates is not in accord-
ance with normal commercial practice or to 
the extent the interest rate exceeds an arm’s 
length rate). In practice, the only corpora-
tions that engage in exploitation of the spec-
ified minerals in country X are dual capacity 
taxpayers. Because no other persons subject 
to the levy engage in exploitation of min-
erals K, L or M in country X, the application 
of the country X income tax to dual capacity 
taxpayers is different from its application to 
other corporations. The country X income 
tax as applied to corporations that engage in 
the exploitation of minerals K, L or M (dual 
capacity taxpayers) is, therefore, a separate 
levy from the country X income tax as ap-
plied to other corporations. 

A is a U.S. corporation that is engaged in 
country X in exploitation of mineral K. Nat-
ural deposits of mineral K in country X are 
owned by country X, and A has been allowed 
to extract mineral K in consideration of pay-
ment of a bonus and of royalties to an in-
strumentality of country X. Therefore, A is a 
dual capacity taxpayer. In 1984, A does busi-
ness in country X within the meaning of the 
levy. A has validly elected the safe harbor 
method for country X for 1984. In 1984, as de-
termined in accordance with the country X 
income tax as applied to A, A has gross re-
ceipts of 120u (units of country X currency), 
deducts 20u of costs and expenses, and pays 
40u (40% of (120u–20u)) to country X pursuant 
to the levy. A also incurs in 1984 10u of non-
deductible expenditures for exploration for 
mineral K and 2u of nondeductible interest 
costs attributable to an advance of funds 
from a related party to finance an under-
taking relating to the exploration for min-
eral K for which normal commercial financ-
ing was unavailable because of the substan-
tial risk inherent in the undertaking. A es-
tablishes that the country X income tax as 
applied to persons other than dual capacity 
taxpayers is an income tax within the mean-
ing of § 1.901–2(a)(1), that it is the generally 
imposed income tax of country X and hence 
the general tax, and that all of the criteria 
of section 903 are satisfied with respect to 
the country X income tax as applied to dual 
capacity taxpayers, except for the deter-
mination of the distinct element of the levy 
that is a tax and of A’s qualifying amount 
with respect thereto. (No conclusion is 
reached whether the country X income tax 
as applied to dual capacity taxpayers is an 
income tax within the meaning of § 1.901– 
2(a)(1). Such a determination would require, 
among other things, that the country X in-
come tax as so applied, judged on the basis of 
its predominant character, meets the net in-
come requirement of § 1.901–2(b)(4) notwith-
standing its failure to permit recovery of ex-
ploration expenses.) A has therefore dem-
onstrated that the country X income tax as 
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applied to dual capacity taxpayers is a quali-
fying levy. 

In applying the safe harbor formula, in ac-
cordance with paragraph (e)(2), the amount 
of A’s costs and expenses includes the 10u of 
nondeductible exploration expenses. The fail-
ure to permit recovery of interest in excess 
of arm’s length amounts, a provision of both 
the general tax and the qualifying levy, does 
not cause the qualifying levy to fail to sat-
isfy the net income requirement of § 1.901– 
2(b)(4); therefore, the amount of A’s costs 
and expenses does not include the 2u of non-
deductible interest costs. Thus, under the 
safe harbor method, A’s qualifying amount 
with respect to the levy is 33.33u 
((120u¥30u¥40u)×.40/(1¥.40)). A’s specific eco-
nomic benefit amount is 6.67u (A’s actual 
payment amount (40u) less A’s qualifying 
amount (33.33u)). Under paragraph (a) of this 
section, this 6.67u is considered to be consid-
eration paid by A for the right to extract 
mineral K. Pursuant to paragraph (b) of this 
section, this amount is characterized accord-
ing to the nature of A’s transactions with 
country X and its instrumentality and of the 
specific economic benefit received (the right 
to extract mineral K), as an additional roy-
alty or other business expense paid or ac-
crued by A and is so treated for all purposes 
of chapter 1 of the Internal Revenue Code, 
except that if an allowance for percentage 
depletion is allowable to A under sections 611 
and 613 with respect to A’s interest in min-
eral K, the determination whether this 6.67u 
is tax or royalty for purposes of computing 
the amount of such allowance shall be made 
under sections 611 and 613 without regard to 
the determination that under the safe harbor 
formula such 6.67u is not tax for purposes of 
section 901 or 903. 

Example 2. Under a levy of country Y called 
the country Y income tax, each corporation 
incorporated in country Y is required to pay 
to country Y a percentage of its worldwide 
income. The applicable percentage is 40 per-
cent of the first 1,000u (units of country Y 
currency) of income and 50 percent of income 
in excess of 1,000u. Income for purposes of 
the levy is computed by deducting from 
gross income specified types of expenses and 
specified allowances for capital expenditures. 
The expenses for which deductions are per-
mitted differ depending on the type of busi-
ness in which the corporation subject to the 
levy is engaged, e.g., a deduction for interest 
paid to a related party is not allowed for cor-
porations engaged in enumerated types of ac-
tivities. In addition, carryover of losses from 
one taxable period to another is permitted 
for corporations engaged in specified types of 
activities, but not for corporations engaged 
in other activities. By its terms, the foreign 
levy makes no distinction between dual ca-
pacity taxpayers and other persons. In prac-
tice the differences in the base of the coun-
try Y income tax (e.g., the lack of a deduc-

tion for interest paid to related parties for 
some corporations subject to the levy and 
the lack of a carryover provision for some 
corporations subject to the levy) apply to 
both dual capacity taxpayers and other per-
sons, but the 50 percent rate applies only to 
dual capacity taxpayers. By reason of such 
higher rate, application of the country Y in-
come tax to dual capacity taxpayers is dif-
ferent in practice from application of the 
country Y income tax to other persons sub-
ject to it. The country Y income tax as ap-
plied to dual capacity taxpayers is therefore 
a separate levy from the country Y income 
tax as applied to other corporations incor-
porated in country Y. 

B is a corporation incorporated in country 
Y that is engaged in construction activities 
in country Y. B has a contract with the gov-
ernment of country Y to build a hospital in 
country Y for a fee that is not made avail-
able on substantially the same terms to sub-
stantially all persons who are subject to the 
general tax of country X. Accordingly, B is a 
dual capacity taxpayer. B has validly elected 
the safe harbor method for country Y for 
1985. In 1985, as determined in accordance 
with the country Y income tax as applied to 
B, B has gross receipts of 10,000u, deducts 
6,000u of costs and expenses, and pays 1900u 
((1,000u×40%) + (3,000u×50%)) to country Y 
pursuant to the levy. 

It is asssumed that B has established that 
the country Y income tax as applied to per-
sons other than dual capacity taxpayers is 
an income tax within the meaning of § 1.901– 
2(a)(1) and is the general tax. It is further as-
sumed that B has demonstrated that all of 
the criteria of section 901 are satisfied with 
respect to the country Y income tax as ap-
plied to dual capacity taxpayers, except for 
the determination of the distinct element of 
such levy that is a tax and of B’s qualifying 
amount with respect to that levy, and there-
fore that the country Y income tax as ap-
plied to dual capacity taxpayers is a quali-
fying levy. 

In applying the safe harbor formula, in ac-
cordance with paragraph (e)(3), the 50 per-
cent rate is not used because it does not 
apply in practice to persons other than dual 
capacity taxpayers. The next lowest rate of 
the general tax that does apply in practice to 
such persons, 40 percent, is used. Accord-
ingly, under the safe harbor formula, B’s 
qualifying amount with respect to the levy is 
1400u ((10,000u¥6000u¥1900u)×.40/(1¥.40)). B’s 
specific economic benefit amount is 500u (B’s 
actual payment amount (1900u) less B’s 
qualifying amount (1400u)). Pursuant to 
paragraph (b) of this section, B’s specific 
economic benefit amount is characterized 
according to the nature of B’s transactions 
with country Y and of the specific economic 
benefit received, as a reduction of B’s pro-
ceeds of its contract with country Y; and 
this amount is so treated for all purposes of 
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chapter 1 of the Code, including the com-
putation of B’s accumulated profits for pur-
poses of section 902. 

Example 3. The facts are the same as in ex-
ample 2, with the following additional facts: 
The contract between B and country Y is a 
cost plus contract. One of the costs of the 
contract which country Y is required to pay 
or for which it is required to reimburse B is 
any tax of country Y on B’s income or re-
ceipts from the contract. Instead of reim-
bursing B therefor, country Y agrees with B 
to assume any such tax liability. Under 
country Y tax law, B is not considered to 
have additional income or receipts by reason 
of country Y’s assumption of B’s country Y 
tax liability. In 1985, B’s gross receipts of 
10,000u include 3000u from the contract, and 
its costs and expenses of 6000u include 2000u 
attributable to the contract. B’s other gross 
receipts and expenses do not relate to any 
transaction in which B receives a specific 
economic benefit. In accordance with the 
contract, country Y, and not B, is required 
to bear the amount of B’s country Y income 
tax liability on B’s 1000u (3000u–2000u) in-
come from the contract. In accordance with 
the contract B computes its country Y in-
come tax without taking this 1000u into ac-
count and therefore pays 1400u 
((1000u×40%)+(2000u×50%)) to country Y pur-
suant to the levy. 

In accordance with § 1.901–2(f)(2)(i), the 
country Y income tax which country Y is, 
under the contract, required to bear is con-
sidered to be paid by country Y on behalf of 
B. B’s proceeds of its contract, for all pur-
poses of chapter 1 of the Code (including the 
computation of B’s accumulated profits for 
purposes of section 902), therefore, are in-
creased by the additional 500u (1900u com-
puted as in example 2 less 1400u as computed 
above) of B’s liability under the country Y 
income tax that is assumed by country Y and 
such 500u is considered to be paid pursuant 
to the levy by country Y on behalf of B. In 
applying the safe harbor formula, therefore, 
the computation is exactly as in example 2 
and the results are the same as in example 2. 

Example 4. Country L issues a decree (the 
‘‘April 11 decree’’), in which it states it is ex-
ercising its tax authority to impose a tax on 
all corporations on their ‘‘net income’’ from 
country L. ‘‘Net income’’ is defined as actual 
gross receipts less all expenses attributable 
thereto, except that in the case of income 
from extraction of petroleum, gross receipts 
are defined as 105 percent of actual gross re-
ceipts, and no deduction is allowed for inter-
est incurred on loans whose proceeds are 

used for exploration for petroleum. Under 
the April 11 decree, wages paid by corpora-
tions subject to the decree are deductible in 
the year of payment, except that corpora-
tions engaged in the extraction of petroleum 
may deduct such wages only by amortization 
over a 5-year period and, to the extent such 
wages are paid to officers, they may be de-
ducted only by amortization over a period of 
50 years. The April 11 decree permits related 
corporations subject to the decree to file 
consolidated returns in which net income 
and net losses of related corporations offset 
each other in computing net income for pur-
poses of the April 11 decree, except that cor-
porations engaged in petroleum exploration 
or extraction activities are not eligible for 
inclusion in such a consolidated return. The 
law of country L does not require separate 
entities to carry on separate activities in 
connection with exploring for or extracting 
petroleum. Net losses of a taxable year may 
be carried over for 10 years to offset income, 
except that no more than 25% of net income 
(before deducting the loss carryover) in any 
such future year may be offset by a carry-
over of net loss, and, in the case of any cor-
poration engaged in exploration or extrac-
tion of petroleum, losses incurred prior to 
such a corporation’s having net income from 
production may be carried forward for only 8 
years and no more than 15% of net income in 
any such future year may be offset by such 
a net loss. The rate to be paid under the 
April 11 decree is 50% of net income (as de-
fined in the levy), except that if net income 
exceeds 10,000u (units of country L currency), 
the rate is 75% of the corporation’s net in-
come (including the first 10,000u thereof). In 
practice, no corporations other than corpora-
tions engaged in extraction of petroleum 
have net income in excess of 10,000u. All pe-
troleum resources of country L are owned by 
the government of country L, whose petro-
leum ministry licenses corporations to ex-
plore for and extract petroleum in consider-
ation for payment of royalties as petroleum 
is produced. 

J is a U.S. corporation that is engaged in 
country L in the exploration and extraction 
of petroleum and therefore is a dual capacity 
taxpayer. J has validly elected the safe har-
bor method for country L for the year 1983, 
the year that J commenced activities in 
country L, and has not revoked such elec-
tion. For the years 1983 through 1986, J’s 
gross receipts, deductions and net income be-
fore application of the carryover provisions, 
determined in accordance with the April 11 
decree, are as follows: 
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Year 

Gross re-
ceipts (105 
percent of 

actual gross 
receipts) 

Deductions 
other than 

wages 

Wages paid 
other than 
to officers 

(amortizable 
at 20 per-

cent) 

Wages paid 
to officers 

(amortizable 
at 2 per-

cent) 

Nondeduct-
ible explo-
ration inter-
est expense 

Net income 
(loss) (B-C- 
amortization 

of cumu-
lative D-am-
ortization of 
cumulative 

E) 

A. B. C. D. E. F. G. 

1983 ...................................................... 0 13,000u 100u 50u 1,000u (13,021u) 
1984 ...................................................... 0 17,000u 100u 50u 2,800u (17,042u) 
1985 ...................................................... 42,000u 15,000u 100u 50u 2,800u 26,937u 
1986 ...................................................... 105,000u 20,000u 100u 50u 2,800u 84,916u 

After application of the carryover provi-
sions, J’s net income and actual payment 
amounts pursuant to the April 11 levy are as 
follows: 

Year Net income 
(loss) 

Actual pay-
ment 

amount 
(I×75 per-

cent) 

H. I. J. 

1983 ........................................... (13,021u) 0 
1984 ........................................... (17,042u) 0 
1985 ........................................... 22,896u 17,172u 
1986 ........................................... 72,179u 54,134u 

Pursuant to paragraph (a)(1) of this sec-
tion, the April 11 decree as applied to cor-
porations engaged in the exploration or ex-
traction of petroleum in country L is a sepa-
rate levy from the April 11 decree as applied 
to all other corporations. J establishes that 
the April 11 decree, as applied to such other 
corporations, is an income tax within the 
meaning of § 1.901–2(a)(1) and that the decree 
as so applied is the general tax. 

The April 11 decree as applied to corpora-
tions engaged in the exploration or extrac-
tion of petroleum in country L does not meet 
the gross receipts requirement of § 1.901– 
2(b)(3); therefore, irrespective of whether it 
meets the other requirements of § 1.901– 
2(b)(1), it is not an income tax within the 
meaning of § 1.901–2(a)(1). However, the April 
11 decree as applied to such corporations is a 
qualifying levy because J has demonstrated 
that all of the criteria of section 903 are sat-
isfied with respect to the April 11 decree as 
applied to such corporations, except for the 
determination of the distinct element of 
such levy that imposes a tax and of J’s quali-
fying amount with respect thereto. 

In applying the safe harbor formula, in ac-
cordance with paragraph (e)(2), gross receipts 
are computed by reference to the general 
levy, and thus are 100%, not 105%, of actual 
gross receipts. Similarly, costs and expenses 
include exploration interest expense. In ac-
cordance with paragraph (e)(2)(i) of this sec-
tion the difference between the general tax 
and the qualifying levy in the timing of the 
deduction for wages, other than wages of of-

ficers, is not considered to increase the li-
ability of dual capacity taxpayers because 
the general tax would not have failed to be 
an income tax within the meaning of § 1.901– 
2(a)(1) if it had provided for 5-year amortiza-
tion of such wages instead of for current de-
duction. See § 1.901–2(b)(4)(i). However, amor-
tization of wages paid to officers over a 50- 
year period is such a deferred recovery of 
such wages that it effectively is a denial of 
the deduction of the excess of such wages 
paid in any year over the amortization of 
such cumulative wages permitted in such 
year. See § 1.901–2(b)(4)(i). The different 
treatment of wages paid to officers under the 
general tax and the qualifying levy is thus 
not merely a difference in timing within the 
meaning of paragraph(e)(2)(i) of this section. 
Accordingly, the difference between the 
amount of wages paid by J to officers in any 
year and J’s deduction (in computing the ac-
tual payment amount) for amortization of 
such cumulative wages allowed in such year 
is, pursuant to paragraph (e)(2) of this sec-
tion, treated as a cost and expense in com-
puting J’s qualifying amount for such year 
with respect to the April 11 decree. The dif-
ferences in the consolidation and carryover 
provisions between the general tax and the 
qualifying levy are of the types described in 
paragraph (e)(2)(ii) of this section and, pursu-
ant to paragraphs (b)(4)(ii) and (b)(4)(iii) of 
§ 1.901–2, the general tax would not fail to be 
an income tax within the meaning of § 1.901– 
2(a)(i) even if it contained the consolidation 
and carryover provisions of the qualifying 
levy. Thus, such differences are not consid-
ered to increase the liability of dual capacity 
taxpayers pursuant to the qualifying levy as 
compared to the general tax liability of per-
sons other than dual capacity taxpayers. 

Accordingly, in applying the safe harbor 
formula to the qualifying levy for 1985 and 
1986, gross receipts and costs and expenses 
are computed as follows: 

Gross receipts 

1985: 42,000u×(100/105)¥40,000u 
1986: 105,000u×(100/105)¥100,000u 
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COSTS AND EXPENSES 

Item 1985 1986 

1. Deductions other than wages 
(column C in the preceding 
chart) ...................................... 15,000u 20,000u 

2. Amortization of cumulative 
wages paid in 1983 and 
thereafter other than to offi-
cers ........................................ 60u 80u 

3. Deduction of wages to offi-
cers paid in current year, in-
stead of amortization allowed 
in current year of such cumu-
lative wages paid in 1983 and 
thereafter ................................ 50u 50u 

4. Deduction of exploration in-
terest expense ....................... 2,800u 2,800u 

5. Costs and expenses before 
carryover of net loss (sum of 
lines 1 through 4) ................... 17,910u 22,930u 

6. Recalculation of loss carry-
over by recalculating 1983 
and 1984 net income (loss) to 
reflect current deduction of 
wages to officers and explo-
ration interest expense: 1983 
adjusted net loss carryover: 
(13,021u) + (49u) + 
(1000u)=(14,070u); 1984 ad-
justed net loss carryover: 
(17,042u) + (48u) + 
(2800u)=(19,890u).

7. Recalculation of limitation on 
use of net loss carryover de-
duction: 

Gross receipts .................... 40,000u 100,000u 
Less costs and expenses .. (17,910u) (22,930) 

Total ................................ 22,090u 77,070u 
Times 15 percent limitation 3,314u 11,561u 

8. Costs and expenses includ-
ing net loss carryover deduc-
tion (line 5 plus line 7) ........... 21,224u 34,491u 

In years after 1986, costs and expenses for 
purposes of determining the qualifying 
amount would reflect net loss carryforward 
deductions based on the recomputed losses 
carried forward from 1983 and 1984 (14,070u 
and 19,890u, respectively) less the amounts 
thereof that were utilized in determining 
costs and expenses for 1985 and 1986 (3,314u 
and 11,561u, respectively). The 1983 and 1984 
loss carryforwards would be considered uti-
lized in accordance with the order of priority 
in which such losses are utilized under the 
terms of the qualifying levy. 

In applying the safe harbor formula, the 
tax rate to be used, in accordance with para-
graph (e)(3) of this section, is .50. 

Accordingly, under the safe harbor meth-
od, J’s qualifying amounts with respect to 
the April 11 decree for 1985 and 1986 are com-
puted as follows: 

1985: (40,000u¥21,224u¥17,172u)×.50/ 
(1¥.50)=1604u 

1986: (100,000u¥34,491u¥54,134u)×.50/ 
(1¥.50)=11,375u 
Under the safe harbor method J’s quali-

fying amounts with respect to the April 11 
decree for 1985 and 1986 are thus 1604u and 
11,375u, respectively; and its specific eco-
nomic benefit amounts are 15,568u (17,172u– 
1604u) and 42,759u, (54,134u–11,375u), respec-
tively. Pursuant to paragraph (b) of this sec-
tion, J’s specific economic benefit amounts 
are characterized according to the nature of 
J’s transactions with country L and of the 
specific economic benefit received by J as ad-
ditional royalties paid to country L with re-
spect to the petroleum extracted by J in 
country L in 1985 and 1986, and these 
amounts are so treated for all purposes of 
chapter 1 of the Code. 

Example 5. Country E, which has no gen-
erally imposed income tax, imposes a levy 
called the country E income tax only on cor-
porations carrying on the banking business 
through a branch in country E and on cor-
porations engaged in the extraction of petro-
leum in country E. All of the petroleum re-
sources of country E are owned by the gov-
ernment of country E, whose petroleum min-
istry licenses corporations to explore for and 
extract petroleum in consideration of pay-
ment of royalties as petroleum is extracted. 
The base of the country E income tax is a 
corporation’s actual gross receipts from 
sources in country E less all expenses attrib-
utable, on reasonable principles, to such 
gross receipts; the rate of tax is 29 percent. 

A is a U.S corporation that carries on the 
banking business through a branch in coun-
try E. B is a U.S. corporation (unrelated to 
A) that is engaged in the extraction of petro-
leum in country E. In 1984 A receives interest 
on loans it has made to 160 borrowers in 
country E, seven of which are agencies and 
instrumentalities of the government of coun-
try E. The economic benefits received by A 
and B (i.e., the interest received by A from 
the government and B’s license to extract 
petroleum owned by the government) are not 
made available on substantially the same 
terms to the population of country E in gen-
eral. 

A and B are dual capacity taxpayers. Each 
of them has validly elected the safe harbor 
method for country E for 1984. A dem-
onstrates that the country E income tax as 
applied to it (a dual capacity taxpayer) is 
not different by its terms or in practice from 
the country E income tax as applied to per-
sons (in this case other banks) that are not 
dual capacity taxpayers. A has therefore es-
tablished pursuant to paragraph (a)(1) of this 
section and § 1.901–2(d) that the country E in-
come tax as applied to it and the country E 
income tax as applied to persons other than 
dual capacity taxpayers are together a single 
levy. A establishes that such levy is an in-
come tax within the meaning of § 1.901– 
2(a)(1). In accordance with paragraph (a)(1) of 
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this section, no portion of the amount paid 
by A pursuant to such levy is considered to 
be paid in exchange for a specific economic 
benefit. Thus, the entire amount paid by A 
pursuant to this levy is an amount of income 
tax paid. 

B does not demonstrate that the country E 
income tax as applied to corporations en-
gaged in the extraction of petroleum in 
country E (dual capacity taxpayers) is not 
different by its terms or in practice from the 
country E income tax as applied to persons 
other than dual capacity taxpayers (i.e., 
banks that are not dual capacity taxpayers). 
Accordingly, pursuant to paragraph (a)(1) of 
this section and § 1.901–2(d), the country E in-
come tax as applied to corporations engaged 
in the extraction of petroleum in country E 
is a separate levy from the country E income 
tax as applied to other persons. 

B demonstrates that all of the criteria of 
section 901 are satisfied with respect to the 
country E income tax as applied to corpora-
tions engaged in the exploration of petro-
leum in country E, except for the determina-
tion of the distinct element of such levy that 
imposes a tax and of B’s qualifying amount 
with respect to the levy. Pursuant to para-
graph (e)(5) of this section, in applying the 
safe harbor formula to B, ‘‘A’’ is the amount 
of B’s gross receipts as determined under the 
country E income tax as applied to B; ‘‘B’’ is 
the amount of B’s costs and expenses as de-
termined thereunder; ‘‘C’’ is B’s actual pay-
ment amount; and ‘‘D’’ is .29, the lower of 
the rate (29 percent) of the qualifying levy 
(the country E income tax as applied to cor-
porations engaged in the extraction of petro-
leum in country E) or the rate (46 percent) of 
tax specified for 1984 in section 11(b)(5) of the 
Internal Revenue Code. Thus, B’s qualifying 
amount is equal to its actual payment 
amount. 

Example 6. The facts are the same as in ex-
ample 5, except that the rate of the country 
E income tax is 55 percent. For the reasons 
stated in example 5, the results with respect 
to A are the same as in example 5. In apply-
ing the safe harbor formula to B, ‘‘A,’’ ‘‘B,’’ 
and ‘‘C’’ are the same as in example 5, but 
‘‘D’’ is .46, as that rate is less than .55. Thus, 
B’s qualifying amount is less than B’s actual 
payment amount, and the difference is B’s 
specific economic benefit amount. 

Example 7. Country E imposes a tax (called 
the country E income tax) on the realized 
net income derived by corporations from 
sources in country E, except that, with re-
spect to interest income received from 
sources in country E and certain insurance 
income, nonresident corporations are instead 
subject to other levies. With respect to such 
interest income a levy (called the country E 
interest tax) requires nonresident corpora-
tions to pay to country E 20 percent of such 
gross interest income unless the nonresident 
corporation falls within a specified category 

of corporations (‘‘special corporations’’), all 
of which are dual capacity taxpayers, in 
which case the rate is instead 25 percent. 
With respect to such insurance income non-
resident corporations are subject to a levy 
(called the country E insurance tax), which 
is not an income tax within the meaning of 
§ 1.901–2(a)(1). 

The country E interest tax applies at the 
20 percent rate by its terms and in practice 
to persons other than dual capacity tax-
payers. The country E interest tax as applied 
at the 25 percent rate to special corporations 
applies only to dual capacity taxpayers; 
therefore, the country E interest tax as ap-
plied to special corporations is a separate 
levy from the country E interest tax as ap-
plied at the 20 percent rate. 

A is a U.S. corporation which is a special 
corporation subject to the 25 percent rate of 
the country E interest tax. A does not have 
any insurance income that is subject to the 
country E insurance tax. A, a dual capacity 
taxpayer, has validly elected the safe harbor 
formula for 1984. In 1984 A receives 100u 
(units of country E currency) of gross inter-
est income subject to the country E interest 
tax and pays 25u to country E. 

A establishes that the country E income 
tax is the generally imposed income tax of 
country E; that all of the criteria of section 
903 are satisfied with respect to the country 
E interest tax as applied to special corpora-
tions except for the determination of the dis-
tinct element of the levy that is a tax and of 
A’s qualifying amount with respect thereto. 
A has therefore demonstrated that the coun-
try E interest tax as applied to special cor-
porations is a qualifying levy. A establishes 
that the country E interest tax at the 20 per-
cent rate is a tax in lieu of an income tax 
within the meaning of § 1.903–1(a). Pursuant 
to paragraph (e)(6) of this section the coun-
try E interest tax at the 20 percent rate is 
treated as if it were an application of the 
general tax for purposes of the safe harbor 
formula of this paragraph (e), since that tax 
would actually have been required to have 
been paid by A with respect to its interest 
income had A not been a dual capacity tax-
payer (special corporation) instead subject 
to the qualifying levy (the country E inter-
est tax at the 25 percent rate). 

Even if the country E insurance tax is a 
tax in lieu of an income tax within the 
meaning of § 1.903–1(a), that tax is not treat-
ed as if it were an application of the general 
tax for purposes of applying the safe harbor 
formula to A since A had no insurance in-
come in 1984 and hence such tax would not 
actually have been required to be paid by A 
had A not been a dual capacity taxpayer. 

Example 8. Under a levy of country S called 
the country S income tax, each corporation 
operating in country S is required to pay 
country S 50 percent of its income from oper-
ations in country S. Income for purposes of 
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the country S income tax is computed by 
subtracting all attributable costs and ex-
penses from a corporation’s gross receipts 
derived from its business in country S. 
Among corporations on which the country S 
income tax is imposed are corporations en-
gaged in the exploitation of mineral K in 
country S. Natural deposits of mineral K in 
country S are owned by country S, and all 
corporations engaged in the exploitation 
thereof do so under concession agreement 
with an instrumentality of country S. Such 
corporations, in addition to the 50 percent 
country S income tax, are also subject to a 
levy called a surtax, which is equal to 60 per-
cent of posted price net income less the 
amount of the contry S income tax. The sur-
tax is not deductible in computing the coun-
try S income tax of corporations engaged in 
the exploitation of mineral K in country S. 

A is a U.S. corporation engaged in country 
S in the exploitation of mineral K, and A has 
been allowed to extract mineral K under a 
concession agreement with an instrumen-
tality of country S. Therefore, A is a dual ca-
pacity taxpayer. In accordance with a term 
of the concession agreement, certain of A’s 
income (net of expenses attributable thereto) 
is exempted from the income tax and surtax. 

The results for A in 1984 are as follows: 

Income Tax Surtax 

Gross Receipts: 
Realized—Taxable ................... 120u — 
Realized—Exempt .................... 15u — 
Posted Price-Taxable ............... — 145u 

Costs: 
Attributable to Taxable Re-

ceipts .................................... 20u 20u 
Attributable to Exempt Receipts 5u — 

Taxable Income ............................... 100u 125u 
Tentative Surtax (60 percent) ......... — 75u 
Petroleum Levy at 50 percent ......... 50u 50u 
Surtax .............................................. — 25u 

Because of the difference (nondeductibility 
of the surtax) in the country S income tax as 
applied to dual capacity taxpayers from its 
application to other persons, the country S 
income tax as applied to dual capacity tax-
payers and the country S income tax as ap-
plied to persons other than dual capacity 
taxpayers are separate levies. Moreover, be-
cause A’s concession agreement provides for 
a modification (exemption of certain income) 
of the country S income tax and surtax as 
they otherwise apply to other persons en-
gaged in the exploitation of mineral K in 
country S, those levies (contractual levies) 
as applied to A are separate levies from those 
levies as applied to other persons engaged in 
the exploitation of mineral K in country S. 

A establishes that the country S income 
tax as applied to persons other than dual ca-
pacity taxpayers is an income tax within the 
meaning of § 1.901–2(a)(1) and is the general 
tax. A demonstrates that all the criteria of 
section 903 are satisfied with respect to the 

country S income tax as applied to A and 
with respect to the surtax as applied to A, 
except for the determination of the distinct 
elements of such levies that are taxes and of 
A’s qualifying amounts with respect to such 
levies. Therefore, both the country S income 
tax as applied to A and the surtax as applied 
to A are qualifying levies. 

In applying the safe harbor formula, in ac-
cordance with paragraph (e)(2), the amount 
of A’s gross receipts includes the exempt re-
alized income, and the amount of A’s costs 
and expenses includes the costs attributable 
to such exempt income. In accordance with 
paragraph (e)(7)(i), the amount of the quali-
fying levy for purposes of the formula is the 
sum of A’s liability for the country S income 
tax and A’s liability for the surtax. Accord-
ingly, under the safe harbor formula, A’s 
qualifying amount with respect to the coun-
try S income tax and the surtax is 35u 
((135u¥25u¥75u)×.50/(1¥.50)). A’s specific eco-
nomic benefit amount is 40u (A’s actual pay-
ment amount (75u) less A’s qualifying 
amount (35u)). 

Example 9. Country T imposes a levy on 
corporations, called the country T income 
tax. The country T income tax is imposed at 
a rate of 50 percent on gross receipts less all 
costs and expenses, and affiliated corpora-
tions are allowed to consolidate their results 
in applying the country T income tax. Cor-
porations engaged in the exploitation of 
mineral L in country T are subject to a levy 
that is identical to the country T income tax 
except that no consolidation among affili-
ated corporations is allowed. The levy allows 
unlimited loss carryforwards. 

C and D are affiliated U.S. corporations en-
gaged in country T in the exploitation of 
mineral L. Natural deposits of mineral L in 
country T are owned by country T, and C and 
D have been allowed to extract mineral L in 
consideration of certain payments to an in-
strumentality of country T. Therefore, C and 
D are dual capacity taxpayers. 

The results for C and D in 1984 and 1985 are 
as follows: 

1984 1985 

C D C D 

Gross Receipts .......... 120u 0 120u 120u 
Costs ......................... 20u 50u 20u 20u 
Loss Carryforward ..... ............ ............ ............ 50u 
Net Income (Loss) ..... 100u (50u) 100u 50u 
Income Tax ................ 50u ............ 50u 25u 

C and D establish that the country T in-
come tax as applied to persons other than 
dual capacity taxpayers is an income tax 
within the meaning of § 1.901–2(a)(1) and is 
the general tax. C and D demonstrate that 
all of the criteria of section 901 are satisfied 
with respect to the country T income tax as 
applied to dual capacity taxpayers, except 
for the determination of the distinct element 
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of such levy that is a tax and of C and D’s 
qualifying amounts with respect to that 
levy. Therefore, the country T income tax as 
applied to dual capacity taxpayers is a quali-
fying levy. 

In applying the safe harbor formula, in ac-
cordance with paragraphs (e)(2)(ii) and 
(e)(7)(iii), the gross receipts, costs and ex-
penses, and actual payment amounts of C 
and D are aggregated, except that in D’s loss 
year (1984) its gross receipts and costs and 
expenses are disregarded. The results of any 
loss year are disregarded since the country T 
income tax as applied to dual capacity tax-
payers does not allow consolidation, and, 
pursuant to paragraph (e)(2)(ii), differences 
in consolidation provisions between such 
levy and the country T income tax as applied 
to persons that are not dual capacity tax-
payers are not considered. Accordingly, in 
1984 the qualifying amount with respect to 
the country T income tax is 50u 
((120u¥20u¥50u)×.50/(1¥.50)), all of which is 
considered paid by C. In 1985 the qualifying 
amount is 75u ((120u+120u¥20u¥20u¥50u 
(loss carry forward)—50u—25u)×.50/(1¥.50)), of 
which 50u is considered to be paid by C and 
25u by D. 

Example 10. Country W imposes a levy 
called the country W income tax on corpora-
tions doing business in country W. The coun-
try W income tax is imposed at a 50 percent 
rate on gross receipts less all costs and ex-
penses. Corporations engaged in the exploi-
tation of mineral M in country W are subject 
to a levy that is identical in all respects to 
the country W income tax except that it is 
imposed at a rate of 80 percent (the ‘‘80 per-
cent levy’’). 

A is a U.S. corporation engaged in country 
W in exploitation of mineral M and is subject 
to the 80 percent levy. Natural deposits of 
mineral M in country W are owned by coun-
try W, and A has been allowed to extract 
mineral M in consideration of certain pay-
ments to an instrumentality of country W. 
Therefore, A is a dual capacity taxpayer. B, 
a U.S. corporation affiliated with A, also is 
engaged in business in country W, but has no 
transactions with country W. B is subject to 
the country W income tax. B is a dual capac-
ity taxpayer within the meaning of § 1.901– 
2(a)(2)(ii)(A) by virtue of its affiliation with 
A. 

The results for A and B in 1984 are as fol-
lows: 

A B 

Gross Receipts .................................. 120u 100u 
Costs ................................................. 20u 40u 
Net Income ........................................ 100u 60u 
Tax Rate ............................................ .80 .50 
Tax ..................................................... 80u 30u 

A and B establish that the country W in-
come tax as applied to persons other than 
dual capacity taxpayers is an income tax 

within the meaning of § 1.901–2(a)(1) and is 
the general tax. It is assumed that B has 
demonstrated that the country W income tax 
as applied to B does not differ by its terms or 
in practice from the country W income tax 
as applied to persons other than dual capac-
ity taxpayers and hence that the country W 
income tax as applied to B, a dual capacity 
taxpayer, and the country W income tax as 
applied to such other persons is a single levy. 
Thus, with respect to B, the country W in-
come tax is not a qualifying levy by reason 
of the last sentence of paragraph (c)(1) of 
this section. A demonstrates that all the cri-
teria of section 901 are satisfied with respect 
to the 80 percent levy, except for the deter-
mination of the distinct element of such levy 
that is a tax and of A’s qualifying amount 
with respect thereto. Accordingly, the 80 per-
cent levy as applied to A is a qualifying levy. 

In applying the safe harbor formula in ac-
cordance with paragraphs (e)(7)(i) and 
(e)(7)(iii) in the instant case, it is not nec-
essary to incorporate B’s results in the safe 
harbor formula because B’s taxation in coun-
try W is identical to the taxation of persons 
other than dual capacity taxpayers and be-
cause neither A’s and B’s results nor their 
taxation in country W interact in any way to 
change A’s taxation. All of the amount paid 
by B, 30u, is an amount of income tax paid by 
B within the meaning of § 1.901–2(a)(1). Ac-
cordingly, under the safe harbor formula, the 
qualifying amount for A with respect to the 
80 percent levy is 20u ((120u¥20u¥80u)×.50/ 
(1¥.50)). The remaining 60u paid by A (80u ¥ 

20u) is A’s specific economic benefit amount. 
Example 11. The facts are the same as in ex-

ample 10, except that it is assumed that B 
has not demonstrated that the country W in-
come tax as applied to B does not differ by 
its terms or in practice from the country W 
income tax as applied to persons other than 
dual capacity taxpayers. In addition, A and B 
demonstrate that all the criteria of section 
901 are satisfied with respect to each of the 
country W income tax and the 80 percent 
levy as applied to dual capacity taxpayers, 
except for the determination of the distinct 
elements of such levies that are taxes of A 
and B’s qualifying amounts with respect to 
such levies. Therefore, the country W income 
tax and 80 percent levy as applied to dual ca-
pacity taxpayers are qualifying levies. 

In applying the safe harbor formula in ac-
cordance with paragraphs (e)(7)(i) and 
(e)(7)(iii), the results of A and B are aggre-
gated. Accordingly, under the safe harbor 
formula, the aggregate qualifying amount 
for A and B with respect to the country W in-
come tax and 80 percent levy is 50u 
([(120u+100u)¥(20u+40u)¥(80u+30u)]×.50/ 
(1¥.50)). 

Example 12. Country Y imposes a levy on 
corporations operating in country Y, called 
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the country Y income tax. Income for pur-
poses of the country Y income tax is com-
puted by subtracting all costs and expenses 
from a corporation’s gross receipts derived 
from its business in country Y. The rate of 
the country Y income tax is 50 percent. 
Country Y also imposes a 20 percent tax (the 
‘‘withholding tax’’) on the gross amount of 
certain income, including dividends, received 
by persons who are not residents of country 
Y from persons who are residents of country 
Y and from corporations that operate there. 
Corporations engaged in the exploitation of 
mineral K in country Y are subject to a levy 
(the ‘‘75 percent levy’’) that is identical in 
all respects to the country Y income tax ex-
cept that it is imposed at a rate of 75 per-
cent. Dividends received from such corpora-
tions are not subject to the withholding tax. 

C, a wholly-owned country Y subsidiary of 
D, a U.S. corporation, is engaged in country 
Y in the exploitation of mineral K. Natural 
deposits of mineral K in country Y are owned 
by country Y, and C has been allowed to ex-
tract mineral K in consideration of certain 
payments to an instrumentality of country 
Y. Therefore, C is a dual capacity taxpayer. 
D has elected the safe harbor method for 
country Y for 1984. In 1984, C’s gross receipts 
are 120u (units of country Y currency), its 
costs and expenses are 20u, and its liability 
under the 75 percent levy is 75u. C distributes 
the amount that remains, 25u, as a dividend 
to D. 

D establishes that the country Y income 
tax as applied to persons other than dual ca-
pacity taxpayers is an income tax within the 
meaning of § 1.901–2(a)(1) and the general tax, 
and that all the criteria of section 901 are 
satisfied with respect to the 75 percent levy, 
except for the determination of the distinct 
element of such levy that is tax and of C’s 
qualifying amount with respect thereto. Ac-
cordingly, the 75 percent levy is a qualifying 
levy. 

Pursuant to paragraph (e)(7), D (which is 
not subject to a levy of country Y but is con-
sidered to receive a specific economic benefit 
by reason of § 1.901–2(a)(2)(ii)(E)) is treated as 
a dual capacity taxpayer in applying para-
graph (e)(7)(ii). D demonstrates that the 
withholding tax is a tax in lieu of an income 
tax within the meaning of § 1.903–1, which tax 
applies in practice to persons other than 
dual capacity taxpayers, and that such tax 
actually would have applied to D had D not 
been a dual capacity taxpayer (i.e., had C not 
been a dual capacity taxpayer, in which case 
D also would not have been one). Accord-
ingly, the withholding tax is treated for pur-
poses of the safe harbor formula as if it were 
an application of the general tax. 

In applying the safe harbor formula to this 
situation in accordance with paragraph 
(e)(7)(ii), the rates of the country Y income 
tax and the withholding tax are aggregated 
into a single effective general tax rate. In 

this case, the rate is .60 (.50+[(1¥.50)×.20]). 
Accordingly, under the safe harbor formula, 
C’s qualifying amount with respect to the 75 
percent levy is 37.5u [(120u¥20u¥75u) ×.60/ 
(1¥.60)], the aggregate amount that C and D 
would have paid if C had been subject to the 
country Y income tax and had distributed to 
D as a dividend subject to the withholding 
tax the entire amount that remained for the 
year after payment of the country Y income 
tax. Because C is in fact the only taxpayer, 
the entire qualifying amount is paid by C. 

Example 13. The facts are the same as in ex-
ample 12, except that dividends received 
from corporations engaged in the exploi-
tation of mineral K in country Y are subject 
to the withholding tax. Thus, C’s liability 
under the 75 percent levy is 75u, and D’s li-
ability under the withholding tax on the 25u 
distribution is 5u. 

D, which is a dual capacity taxpayer, dem-
onstrates that the withholding tax as applied 
to D does not differ by its terms or in prac-
tice from the withholding tax as applied to 
persons other than dual capacity taxpayers 
and hence that the withholding tax as ap-
plied to D and that levy as applied to such 
other persons is a single levy. D dem-
onstrates that all of the criteria of section 
903 are satisfied with respect to the with-
holding tax. The withholding tax is not a 
qualifying levy by reason of the last sen-
tence of paragraph (c)(1) of this section. 

Paragraphs (e)(7)(i), (e)(7)(ii) and (e)(7)(iii) 
all apply in this situation. As in example 10, 
it is not necessary to incorporate the with-
holding tax into the safe harbor formula. All 
of the amount paid by D, 5u, is an amount of 
tax paid by D in lieu of an income tax. In ap-
plying the safe harbor formula to C, there-
fore, with respect to the 75 percent levy, ‘‘A’’ 
is 120, ‘‘B’’ is ‘‘20’’, ‘‘C’’ is 75 and ‘‘D’’ is .50. 
Accordingly, C’s qualifying amount with re-
spect to the 75 percent levy is 25u; the re-
maining 50u that it paid is its specific eco-
nomic benefit amount. 

Example 14. The facts are the same as in ex-
ample 12, except that dividends received 
from corporations engaged in the exploi-
tation of mineral K in country Y are subject 
to a 10 percent withholding tax (the ‘‘10 per-
cent withholding tax’’). Thus, C’s liability 
under the 75 percent levy is 75u, and D’s li-
ability under the 10 percent withholding tax 
on the 25u distribution is 2.5u. 

The only difference between the with-
holding tax and the 10 percent withholding 
tax applicable only to dual capacity tax-
payers (including D) is that a lower rate (but 
the same base) applies to dual capacity tax-
payers. Although the withholding tax and 
the 10 percent withholding tax are together a 
single levy, this difference makes it nec-
essary, when dealing with multiple levies, to 
incorporate the withholding tax and D’s pay-
ment pursuant to the 10 percent withholding 
tax in the safe harbor formula. Accordingly, 
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as in example 12, the safe harbor formula is 
applied by aggregation. 

The aggregate effective rate of the general 
taxes for purposes of the safe harbor formula 
is .60 (.50+[(1¥.50)×.20]). Pursuant to para-
graph (e)(7), the aggregate actual payment 
amount of the qualifying levies for purposes 
of the formula is the sum of C and D’s liabil-
ity for the 75 percent levy and the 10 percent 
withholding tax. Accordingly, under the safe 
harbor formula, the aggregate qualifying 
amount with respect to the 75 percent levy 
on C and the 10 percent withholding tax on D 
is 33.75u ((120u¥20u¥[75u+2.5u])×.60/(1¥.60)), 
which is the aggregate amount of tax that C 
and D would have paid if C had been subject 
to the country Y income tax and had paid 
out its entire amount remaining after pay-
ment of that tax to D as a dividend subject 
to the withholding tax. 

Example 15. The facts are the same as in ex-
ample 5, except that the rate of the country 
E income tax is 45 percent and a political 
subdivision of country E also imposes a levy, 
called the ‘‘local tax,’’ on all corporations 
subject to the country E income tax. The 
base of the local tax is the same as the base 
of the country E income tax; the rate is 10 
percent. 

The reasoning of example 5 with regard to 
the country E income tax as applied to A and 
B, respectively, applies equally with regard 
to the local tax as applied to A and B, respec-
tively. Accordingly, the entire amount paid 
by A pursuant to each of the country E in-
come tax and the local tax is an amount of 
income tax paid, and both the country E in-
come tax as applied to B and the local tax as 
applied to B are qualifying levies. 

Pursuant to paragraph (e)(7), in applying 
the safe harbor formula to B, ‘‘A’’ is the 
amount of B’s gross receipts as determined 
under the (identical) country E income tax 
and local tax as applied to B; ‘‘B’’ is the 
amount of B’s costs and expenses thereunder; 
and ‘‘C’’ is the sum of B’s actual payment 
amounts with respect to the two levies. Pur-
suant to paragraph (e)(7), in applying the 
safe harbor formula to B, B’s aggregate 
qualifying amount with respect to the two 
levies is limited to the amount determined 
in accordance with paragraph (e)(5) where 
‘‘D’’ is the rate of tax specified in section 
11(b)(5) of the Internal Revenue Code. Ac-
cordingly, ‘‘D’’ is .46, which is the lower of 
the aggregate rate (55 percent) of the quali-
fying levies or the section 11(b)(5) rate (46 
percent). B’s aggregate qualifying amount is, 
therefore, identical to B’s qualifying amount 
in example 6, which is less than its aggregate 
actual payment amount, and the difference 
is B’s specific economic benefit amount. 

(f) Effective date. The effective date of 
this section is as provided in § 1.901– 
2(h). 

(Approved by the Office of Management and 
Budget under control number 1545–0746) 

[T.D. 7918, 48 FR 46284, Oct. 12, 1983] 

§ 1.901–3 Reduction in amount of for-
eign taxes on foreign mineral in-
come allowed as a credit. 

(a) Determination of amount of reduc-
tion—(1) In general. For purposes of de-
termining the amount of taxes which 
are allowed as a credit under section 
901(a) for taxable years beginning after 
December 31, 1969, the amount of any 
income, war profits, and excess profits 
taxes paid or accrued, or deemed to be 
paid under section 902, during the tax-
able year to any foreign country or 
possession of the United States with 
respect to foreign mineral income (as 
defined in paragraph (b) of this section) 
from sources within such country or 
possession shall be reduced by the 
amount, if any, by which— 

(i) The smaller of— 
(a) The amount of such foreign in-

come, war profits, and excess profits 
taxes, or 

(b) The amount of the tax which 
would be computed under chapter 1 of 
the Code for such year with respect to 
such foreign mineral income if the de-
duction for depletion were determined 
under section 611 without regard to the 
deduction for percentage depletion 
under section 613, exceeds 

(ii) The amount of the tax computed 
under chapter 1 of the Code for such 
year with respect to such foreign min-
eral income. 

The reduction required by this sub-
paragraph must be made on a country- 
by-country basis whether the taxpayer 
uses for the taxable year the per-coun-
try limitation under section 904(a)(1), 
or the overall limitation under section 
904(a)(2), on the amount of taxes al-
lowed as credit under section 901(a). 

(2) Determination of amount of tax on 
foreign mineral income—(i) Foreign tax. 
For purposes of subparagraph (1)(i)(a) 
of this paragraph, the amount of the 
income, war profits, and excess profits 
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taxes paid or accrued during the tax-
able year to a foreign country or pos-
session of the United States with re-
spect to foreign mineral income from 
sources within such country or posses-
sion is an amount which is the greater 
of— 

(a) The amount by which the total 
amount of the income, war profits, and 
excess profits taxes paid or accrued 
during the taxable year to such coun-
try or possession exceeds the amount 
of such taxes that would be paid or ac-
crued for such year to such country or 
possesion without taking into account 
such foreign mineral income, or 

(b) The amount of the income, war 
profits, and excess profits taxes that 
would be paid or accrued to such coun-
try or possession if such foreign min-
eral income were the taxpayer’s only 
income for the taxable year, except 
that in no case shall the amount so de-
termined exceed the total of all in-
come, war profits, and excess profits 
taxes paid or accrued during the tax-
able year to such country or posses-
sion. For such purposes taxes which are 
paid or accrued also include taxes 
which are deemed paid under section 
902. In the case of a dividend described 
in paragraph (b)(2)(i) (a) of this section 
which is from sources within a foreign 
country or possession of the United 
States and is attributable in whole or 
in part to foreign mineral income, the 
amount of the income, war profits, and 
excess profits taxes deemed paid under 
section 902 during the taxable year to 
such country or possession with re-
spect to foreign mineral income from 
sources within such country or posses-
sion is an amount which bears the 
same ratio to the amount of the in-
come, war profits, and excess profits 
taxes deemed paid under section 902 
during such year to such country or 
possession with respect to such divi-
dend as the portion of the dividend 
which is attributable to foreign min-
eral income bears to the total dividend. 
For purposes of (a) and (b) of this sub-
division, foreign mineral income is to 
be reduced by any credits, expenses, 
losses, and other deductions which are 
properly allocable to such income 
under the law of the foreign country or 
possession of the United States from 
which such income is derived. 

(ii) U.S. tax. For purposes of subpara-
graph (1)(ii) of this paragraph, the 
amount of the tax computed under 
chapter 1 of the Code for the taxable 
year with respect to foreign mineral in-
come from sources within a foreign 
country or possession of the United 
States is the greater of— 

(a) The amount by which the tax 
under chapter 1 of the Code on the tax-
payer’s taxable income for the taxable 
year exceeds a tax determined under 
such chapter on the taxable income for 
such year determined without regard 
to such foreign mineral income, or 

(b) The amount of tax that would be 
determined under chapter 1 of the Code 
if such foreign mineral income were 
the taxpayer’s only income for the tax-
able year. 

For purposes of this subdivision the tax 
is to be determined without regard to 
any credits against the tax and with-
out taking into account any tax 
against which a credit is not allowed 
under section 901(a). For purposes of (b) 
of this subdivision, the foreign mineral 
income is to be reduced only by ex-
penses, losses, and other deductions 
properly allocable under chapter 1 of 
the Code to such income and is to be 
computed without any deduction for 
personal exemptions under section 151 
or 642(b). 

(iii) U.S. income tax computed without 
deduction allowed by section 613. For 
purposes of subparagraph (1)(i)(b) of 
this paragraph, the amount of the tax 
which would be computed under chap-
ter 1 of the Code (without regard to 
section 613) for the taxable year with 
respect to foreign mineral income from 
sources within a foreign country or 
possession of the United States is the 
amount of the tax on such income that 
would be computed under such chapter 
by using as the allowance for depletion 
cost depletion computed upon the ad-
justed depletion basis of the property. 
For purposes of this subdivision the tax 
is to be determined without regard to 
any credits against the tax and with-
out taking into account any tax 
against which credit is not allowed 
under section 901(a). If the greater tax 
with respect to the foreign mineral in-
come under subdivision (ii) of this sub-
paragraph is the tax determined under 
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(a) of such subdivision, the tax deter-
mined for purposes of subparagraph 
(1)(i)(b) of this paragraph is to be deter-
mined by applying the principles of (a) 
(rather than of (b)) of subdivision (ii) of 
this subparagraph. On the other hand, 
if the greater tax with respect to the 
foreign mineral income under subdivi-
sion (ii) of this subparagraph is the tax 
determined under (b) of such subdivi-
sion, the tax determined for purposes 
of subparagraph (1)(i)(b) of this para-
graph is to be determined by applying 
the principles of (b) (rather than of (a)) 
of subdivision (ii) of this subparagraph. 

(3) Special rules. (i) The reduction re-
quired by this paragraph in the amount 
of taxes paid, accrued, or deemed to be 
paid to a foreign country or possession 
of the United States applies only where 
the taxpayer is allowed a deduction for 
percentage depletion under section 613 
with respect to any part of his foreign 
mineral income for the taxable year 
from sources within such country or 
possession, whether or not such deduc-
tion is allowed with respect to the en-
tire foreign mineral income from 
sources within such country or posses-
sion for such year. 

(ii) For purposes of this section, the 
term ‘‘foreign country’’ or ‘‘possession 
of the United States’’ includes the ad-
jacent continental shelf areas to the 
extent, and in the manner, provided by 
section 638(2) and the regulations 
thereunder. 

(iii) The provisions of this section are 
to be applied before making any reduc-
tion required by section 1503(b) in the 
amount of income, war profits, and ex-
cess profits taxes paid or accrued to 
foreign countries or possessions of the 
United States by a Western Hemi-
sphere trade corporation. 

(iv) If a taxpayer chooses with re-
spect to any taxable year to claim a 
credit under section 901 and has any 
foreign mineral income from sources 
within a foreign country or possession 
of the United States with respect to 
which the deduction under section 613 
is allowed, he must attach to his re-
turn a schedule showing the computa-
tions required by subdivisions (i), (ii), 
and (iii) of subparagraph (2) of this 
paragraph. 

(v) A taxpayer who has elected to use 
the overall limitation under section 

904(a)(2) on the amount of the foreign 
tax credit for any taxable year begin-
ning before January 1, 1970, may, for 
his first taxable year beginning after 
December 31, 1969, revoke his election 
without first securing the consent of 
the Commissioner. See paragraph (d) of 
§ 1.904–1. 

(b) Foreign mineral income defined—(1) 
In general. The term ‘‘foreign mineral 
income’’ means income (determined 
under chapter 1 of the Code) from 
sources within a foreign country or 
possession of the United States derived 
from— 

(i) The extraction of minerals from 
mines, wells, or other natural deposits, 

(ii) The processing of minerals into 
their primary products, or 

(iii) The transportation, distribution, 
or sale of minerals or of the primary 
products derived from minerals. 
Any income of the taxpayer derived 
from an activity described in either 
subdivision (i), (ii), or (iii) of this sub-
paragraph is foreign mineral income, 
since it is not necessary that the tax-
payer extract, process, and transport, 
distribute, or sell minerals or their pri-
mary products for the income derived 
from any such activity to be foreign 
mineral income. Thus, for example, an 
integrated oil company must treat as 
foreign mineral income from sources 
within a foreign country or possession 
of the United States all income from 
such sources derived from the produc-
tion of oil, the refining of crude oil into 
gasoline, the distribution of gasoline to 
marketing outlets, and the retail sale 
of gasoline. Similarly, income from 
such sources from the refining, dis-
tribution, or marketing of fuel oil by 
the taxpayer is foreign mineral in-
come, whether or not the crude oil was 
extracted by the taxpayer. In further 
illustration, income from sources with-
in a foreign country or possession of 
the United States derived from the 
processing of minerals into their pri-
mary products by the taxpayer is for-
eign mineral income, whether or not 
the minerals were extracted, or the pri-
mary products were sold, by the tax-
payer. Section 901(e) and this section 
apply whether or not the extraction, 
processing, transportation, distribu-
tion, or selling of the minerals or pri-
mary products is done by the taxpayer. 
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Thus, for example, an individual who 
derives royalty income from the ex-
traction of oil from an oil well in a for-
eign country has foreign mineral in-
come for purposes of this paragraph. 
Income from the manufacture, dis-
tribution, and marketing of petro-
chemicals is not foreign mineral in-
come. Foreign mineral income is not 
limited to gross income from the prop-
erty within the meaning of section 
613(c) and § 1.613–3. 

(2) Income included in foreign mineral 
income—(i) In general. Foreign mineral 
income from sources within a foreign 
country or possession of the United 
States includes, but is not limited to— 

(a) Dividends from such sources, as 
determined under § 1.902–1(h)(1), re-
ceived from a foreign corporation in re-
spect of which taxes are deemed paid 
by the taxpayer under section 902, to 
the extent such dividends are attrib-
utable to foreign mineral income de-
scribed in subparagraph (1) of this 
paragraph. The portion of such a divi-
dend which is attributable to such in-
come is that amount which bears the 
same ratio to the total dividend re-
ceived as the earnings and profits out 
of which such dividend is paid that are 
attributable to foreign mineral income 
bear to the total earnings and profits 
out of which such dividend is paid. For 
such purposes, the foreign mineral in-
come of a foreign corporation is its for-
eign mineral income described in this 
paragraph (including any dividends de-
scribed in this (a) which are received 
from another foreign corporation), 
whether or not such income is derived 
from sources within the foreign coun-
try or possession of the United States 
in which, or under the laws of which, 
the former corporation is created or or-
ganized. A foreign corporation is con-
sidered to have no foreign mineral in-
come for any taxable year beginning 
before January 1, 1970. 

(b) Any section 78 dividend to which 
a dividend described in (a) of this sub-
division gives rise, but only to the ex-
tent such section 78 dividend is deemed 
paid under paragraph (a)(2)(i) of this 
section with respect to foreign mineral 
income from sources within such coun-
try or possession and to the extent it is 
treated under of § 1.902–1(h)(1) as in-

come from sources within such country 
or possession. 

(c) Any amounts includible in income 
of the taxpayer under section 702(a) as 
his distributive share of the income of 
a partnership consisting of income de-
scribed in subparagraph (1) of this 
paragraph. 

(d) Any amounts includible in income 
of the taxpayer by virtue of section 
652(a), 662(a), 671, 682(a), or 691(a), to 
the extent such amounts consist of in-
come described in subparagraph (1) of 
this paragraph. 

(ii) Illustration. The provisions of this 
subparagraph may be illustrated by the 
following example: 

Example. (a) Throughout 1974, M, a domes-
tic corporation, owns all the one class of 
stock of N, a foreign corporation which is 
not a less developed country corporation 
within the meaning of section 902(d). Both 
corporations use the calendar year as the 
taxable year. N is incorporated in foreign 
country Y. During 1974, N has income from 
sources within foreign country X, all of 
which is foreign mineral income. During 
1974, N also has income from sources within 
country Y, none of which is foreign mineral 
income. N is taxed in each foreign country 
only on income derived from sources within 
that country. Neither country X nor country 
Y allows a credit against its tax for foreign 
income taxes. N pays a dividend of $40,000 to 
M for 1974. For purposes of section 902, the 
dividend is paid from earnings and profits for 
1974. 

(b) N’s earnings and profits and taxes for 
1974 are determined as follows: 
Foreign mineral income from country X ................ $100,000 
Less: 

Intangible drilling and develop-
ment costs ................................. $21,000 

Cost depletion ............................... 3,000 24,000 

Taxable income from country X ............................ 76,000 
Income tax rate of country X ................................. ×50% 

Tax paid to country X ............................................ 38,000 

Income from country Y .......................................... 100,000 
Less deductions ..................................................... 25,000 

Taxable income from country Y ............................ 75,000 
Income tax rate of country Y ................................. ×60% 

Tax paid to country Y ............................................ 45,000 

Total taxable income ............................................. 151,000 
Less total foreign income taxes ............................. 83,000 

Total earnings and profits ...................................... 68,000 

Taxable income from foreign mineral income ....... 76,000 
Less: Tax paid on foreign mineral income ............ 38,000 

Earnings and profits from foreign mineral income 38,000 
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(c) For 1974, M has foreign mineral income 
from country Y of $49,636.68, determined in 
the following manner and by applying this 
section, § 1.78–1, and § 1.902–1(h)(1): 
Portion of dividend from country Y attributable to 

foreign mineral income (subdivision (i)(a) of 
this subparagraph) ($40,000×$38,000/ 
$68,000) ........................................................... $22,352.94 

Foreign income tax deemed paid by M to coun-
try Y under section 902(a)(1) 
($83,000×$40,000/$68,000) ............................. 48,823.53 

Foreign income tax deemed paid by M to coun-
try Y with respect to foreign mineral income 
from country Y (paragraph (a)(2)(i) of this sec-
tion) ($48,823.53×$22,352.94/$40,000) ........... 27,283.74 

Foreign mineral income from country Y: 
Dividend attributable to foreign mineral in-

come from country Y ................................ 22,352.94 
Sec. 78 dividend deemed paid with respect 

to foreign mineral income (subdivision 
(i)(b) of this subparagraph) ....................... 27,283.74 

Total foreign mineral income ........................ 49,636.68 

(c) Limitations on foreign tax credit— 
(1) In general. The reduction under sec-
tion 901(e) and paragraph (a)(1) of this 
section in the amount of foreign taxes 
allowed as a credit under section 901(a) 
is to be made whether the per-country 
limitation under section 904(a)(1) or the 
overall limitation under section 
904(a)(2) is used for the taxable year, 
but the reduction in the amount of for-
eign taxes allowed as a credit under 
section 901(a) must be made on a coun-
try-by-country basis before applying 
the limitation under section 904(a) to 
the reduced amount of taxes. If for the 
taxable year the separate limitation 
under section 904(f) applies to any for-
eign mineral income, that limitation 
must also be applied after making the 
reduction under section 901(e) and 
paragraph (a)(1) of this section. 

(2) Carrybacks and carryovers of excess 
tax paid—(i) In general. Any amount by 
which (a) any income, war profits, and 
excess profits taxes paid or accrued, or 
deemed to be paid under section 902, 
during the taxable year to any foreign 
country or possession of the United 
States with respect to foreign mineral 
income from sources within such coun-
try or possession exceed (b) the reduced 
amount of such taxes as determined 
under paragraph (a)(1) of this section 
may not be deemed paid or accrued 
under section 904(d) in any other tax-
able year. See § 1.904–2(b)(2)(iii). How-
ever, to the extent such reduced 
amount of taxes exceeds the applicable 
limitation under section 904(a) for the 
taxable year it shall be deemed paid or 

accrued under section 904(d) in another 
taxable year as a carryback or carry-
over of an unused foreign tax. The 
amount so deemed paid or accrued in 
another taxable year is not, however, 
deemed paid or accrued with respect to 
foreign mineral income in such other 
taxable year. See § 1.904–2(c)(3). 

(ii) Carryovers to taxable years begin-
ning after December 31, 1969. Where, 
under the provisions of section 904(d), 
taxes paid or accrued, or deemed to be 
paid under section 902, to any foreign 
country or possession of the United 
States in any taxable year beginning 
before January 1, 1970, are deemed paid 
or accrued in one or more taxable years 
beginning after December 31, 1969, the 
amount of such taxes so deemed paid or 
accrued shall not be deemed paid or ac-
crued with respect to foreign mineral 
income and shall not be reduced under 
section 901(e) and paragraph (a)(1) of 
this section. 

(iii) Carrybacks to taxable years begin-
ning before January 1, 1970. Where in-
come, war profits, and excess profits 
taxes are paid or accrued, or deemed to 
be paid under section 902, to any for-
eign country or possession of the 
United States in any taxable year be-
ginning after December 31, 1969, with 
respect to foreign mineral income from 
sources within such country or posses-
sion, they must first be reduced under 
section 901(e) and paragraph (a)(1) of 
this section before they may be deemed 
paid or accrued under section 904(d) in 
one or more taxable years beginning 
before January 1, 1970. 

(d) Illustrations. The application of 
this section may be illustrated by the 
following examples, in which the sur-
tax exemption provided by section 11(d) 
and the tax surcharge provided by sec-
tion 51(a) are disregarded for purposes 
of simplification: 

Example 1. (a) M, a domestic corporation 
using the calendar year as the taxable year, 
is an operator drilling for oil in foreign coun-
try W. For 1971, M’s gross income under 
chapter 1 of the Code is $100,000, all of which 
is foreign mineral income from a property in 
country W and is subject to the allowance 
for depletion. During 1971, M incurs intan-
gible drilling and development costs of 
$15,000, which are currently deductible for 
purposes of the tax of both countries. Cost 
depletion amounts to $2,000 for purposes of 
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the tax of both countries, and only cost de-
pletion is allowed as a deduction under the 
law of country W. It is assumed that no 
other deductions are allowable under the law 
of either country. Based upon the facts as-
sumed, the income tax paid to country W on 
such foreign mineral income is $41,500, and 
the U.S. tax on such income before allowance 
of the foreign tax credit is $30,240, deter-
mined as follows: 

U.S. tax W tax 

Foreign mineral income ..................... $100,000 $100,000 
Less: 

Intangible drilling and develop-
ment costs .............................. 15,000 15,000 

Cost depletion ............................ ................ 2,000 
Percentage depletion (22% of 

$100,000, but not to exceed 
50% of $85,000) ..................... 22,000 ................

Taxable income ................................. 63,000 83,000 
Income tax rate ................................. 48% 50% 
Tax ..................................................... 30,240 41,500 

(b) Without taking this section into ac-
count, M would be allowed a foreign tax 
credit for 1971 of $30,240 ($30,240×$63,000/ 
$63,000), and foreign income tax in the 
amount of $11,260 ($41,500 less $30,240) would 
first be carried back to 1969 under section 
904(d). 

(c) Pursuant to paragraph (a)(1) of this sec-
tion, however, the foreign income tax allow-
able as a credit against the U.S. tax is re-
duced to $31,900, determined as follows: 
Foreign income tax paid on foreign mineral income $41,500 
Less reduction under sec. 901(e): 

Smaller of $41,500 (tax paid to 
country W on foreign mineral in-
come) or $39,840 (U.S. tax on 
foreign mineral income of 
$83,000 ($83,000×48%), deter-
mined by deducting cost deple-
tion of $2,000 in lieu of percent-
age depletion of $22,000) ........... 39,840 

Less: U.S. tax on foreign mineral 
income (before credit) ................. $30,240 9,600 

Foreign income tax allowable as a credit ................ 31,900 

(d) After taking this section into account, 
M is allowed a foreign tax credit for 1971 of 
$30,240 ($30,240×$63,000/$63,000). The amount of 
foreign income tax which may be first car-
ried back to 1969 under section 904(d) is re-
duced from $11,260 to $1,660 ($31,900 less 
$30,240). 

Example 2. (a) M, a domestic corporation 
using the calendar year as the taxable year, 
is an operator drilling for oil in foreign coun-
try X. For 1972, M has gross income under 
chapter 1 of the Code of $100,000, all of which 
is foreign mineral income from a property in 
country X and is subject to the allowance for 
depletion. During 1972, M incurs intangible 
drilling and development costs of $50,000 
which are currently deductible for purposes 
of the U.S. tax but which must be amortized 
for purposes of the tax of country X. Per-
centage depletion of $22,000 is allowed as a 

deduction by both countries. For purposes of 
the U.S. tax, cost depletion for 1972 amounts 
to $15,000. It is assumed that no other deduc-
tions are allowable under the law of either 
country. Based upon these facts, the income 
tax paid to country X on such foreign min-
eral income is $27,200, and the U.S. tax on 
such income before allowance of the foreign 
tax credit is $13,440, determined as follows: 

U.S. tax X tax 

Foreign mineral income ..................... $100,000 $100,000 
Less: 

Intangible drilling and develop-
ment costs .............................. 50,000 10,000 

Percentage depletion ................. 22,000 22,000 
Taxable income ................................. 28,000 68,000 
Income tax rate ................................. 48% 40% 
Tax ..................................................... 13,440 27,200 

(b) Without taking this section into ac-
count, M would be allowed a foreign tax 
credit for 1972 of $13,440 ($13,440×$28,000/ 
$28,000), and foreign income tax in the 
amount of $13,760 ($27,200 less $13,440) would 
first be carried back to 1970 under section 
904(d). 

(c) Pursuant to paragraph (a)(1) of this sec-
tion, however, the foreign income tax allow-
able as a credit against the U.S. tax is re-
duced to $23,840, determined as follows: 
Foreign income tax paid on foreign mineral income $27,200 
Less reduction under sec. 901(e): 

Smaller of $27,200 (tax paid to 
country X on foreign mineral in-
come) or $16,800 (U.S. tax on 
foreign mineral income of 
$35,000 ($35,000×48%), deter-
mined by deducting cost deple-
tion of $15,000 in lieu of percent-
age depletion of $22,000) ........... $16,800 

Less: U.S. tax on foreign mineral 
income (before credit) ................. 13,440 3,360 

Foreign income tax allowable as a credit ................ 23,840 

(d) After taking this section into account, 
M is allowed a foreign tax credit of $13,440 
($13,440×$28,000/$28,000). The amount of for-
eign income tax which may be first carried 
back to 1970 under section 904(d) is reduced 
from $13,760 to $10,400 ($23,840 less $13,440). 

Example 3. (a) N, a domestic corporation 
using the calendar year as the taxable year, 
is an operator drilling for oil in foreign coun-
try Y. For 1972, N’s gross income under chap-
ter 1 of the Code is $100,000, all of which is 
foreign mineral income from a property in 
country Y and is subject to the allowance for 
depletion. During 1972, N incurs intangible 
drilling and development costs of $15,000, 
which are currently deductible for purposes 
of the U.S. tax but are not deductible under 
the law of country Y. Depreciation of $40,000 
is allowed as a deduction for purposes of the 
U.S. tax; and of $20,000, for purposes of the Y 
tax. Cost depletion amounts to $10,000 for 
purposes of the tax of both countries, and 
only cost depletion is allowed as a deduction 
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under the law of country Y. It is assumed 
that no other deductions are allowable under 
the law of either country. Based upon the 
facts assumed, the income tax paid to coun-
try Y on such foreign mineral income is 
$14,000, and the U.S. tax on such income be-
fore allowance of the foreign tax credit is 
$11,040, determined as follows: 

U.S. tax Y tax 

Foreign mineral income ..................... $100,000 $100,000 
Less: 

Intangible drilling and develop-
ment costs .............................. 15,000 ................

Depreciation ............................... 40,000 20,000 
Cost depletion ............................ ................ 10,000 
Percentage depletion (22% of 

$100,000, but not to exceed 
50% of $45,000) ..................... 22,000 ................

Taxable income .......................... 23,000 70,000 
Income tax rate .......................... 48% 20% 
Tax ............................................. 11,040 14,000 

(b) Without taking this section into ac-
count, N would be allowed a foreign tax cred-
it for 1972 of $11,040 ($11,040×$23,000/$23,000), 
and foreign income tax in the amount of 
$2,960 ($14,000 less $11,040) would first be car-
ried back to 1970 under section 904(d). 

(c) Pursuant to paragraph (a)(1) of this sec-
tion, however, the foreign income tax allow-
able as a credit against the U.S. tax is re-
duced to $11,040, determined as follows: 
Foreign income tax paid on foreign mineral income $14,000 
Less reduction under sec. 901(e): 

Smaller of $14,000 (tax paid to 
country Y on foreign mineral in-
come) or $16,800 (U.S. tax on 
foreign mineral income of 
$35,000 ($35,000×48%), deter-
mined by deducting cost deple-
tion of $10,000 in lieu of percent-
age depletion of $22,000) ........... $14,000 

Less: U.S. tax on foreign mineral 
income (before credit) ................. 11,040 2,960 

Foreign income tax allowable as a credit ................ 11,040 

(d) After taking this section into account, 
N is allowed a foreign tax credit for 1972 of 
$11,040 ($11,040×$23,000/$23,000), but no foreign 
income tax is carried back to 1970 under sec-
tion 904(d) since the allowable credit of 
$11,040 does not exceed the limitation of 
$11,040. 

Example 4. (a) D, a domestic corporation 
using the calendar year as the taxable year, 
is an operator drilling for oil in foreign coun-
try Z. For 1971, D’s gross income under chap-
ter 1 of the Code is $100,000, all of which is 
foreign mineral income from a property in 
country Z and is subject to the allowance for 
depletion. During 1971, D incurs intangible 
drilling and development costs of $85,000, 
which are currently deductible for purposes 
of the U.S. Tax but are not deductible under 
the law of country Z. Cost depletion in the 
amount of $10,000 is allowed as a deduction 
for purposes of both the U.S. tax and the tax 
of country Z. Percentage depletion is not al-

lowed as a deduction under the law of coun-
try Z and is not taken as a deduction for pur-
poses of the U.S. tax. It is assumed that no 
other deductions are allowable under the law 
of either country. Based upon the facts as-
sumed, the income tax paid to country Z on 
such foreign mineral income is $27,000, and 
the U.S. tax on such income before allowance 
of the foreign tax credit is $2,400, determined 
as follows: 

U.S. tax Z tax 

Foreign mineral income ..................... $100,000 $100,000 
Less: 

Intangible drilling and develop-
ment costs .............................. 85,000 ................

Cost depletion ............................ 10,000 10,000 
Taxable income ................................. 5,000 90,000 
Income tax rate ................................. 48% 30% 
Tax ..................................................... 2,400 27,000 

(b) Section 901(e) and this section do not 
apply to reduce the amount of the foreign in-
come tax paid to country Z with respect to 
the foreign mineral income since for 1971 D is 
not allowed the deduction for percentage de-
pletion with respect to any foreign mineral 
income from sources within country Z. Ac-
cordingly, D is allowed a foreign tax credit of 
$2,400 ($2,400×$5,000/$5,000), and foreign in-
come tax in the amount of $24,600 ($27,000 less 
$2,400) is first carried back to 1969 under sec-
tion 904(d). 

Example 5. (a) R, a domestic corporation 
using the calendar year as the taxable year, 
is an operator drilling for oil in the United 
States and in foreign country Z. For 1971, R’s 
gross income under chapter 1 of the Code is 
$250,000, of which $100,000 is foreign mineral 
income from a property in foreign country Z 
and $150,000 is from a property in the United 
States, all being subject to the allowance for 
depletion. During 1971, R incurs intangible 
drilling and development costs of $125,000 in 
the United States and of $25,000 in country Z, 
all of which are currently deductible for pur-
poses of the U.S. tax. Of these costs of $25,000 
incurred in country Z, only $2,500 is cur-
rently deductible under the law of country Z. 
Cost depletion in the case of the U.S. prop-
erty amounts to $60,000; and in the case of 
the property in country Z, to $5,000, which is 
allowed as a deduction under the laws of 
such country. Percentage depletion is not al-
lowed as a deduction under the law of coun-
try Z. In computing the U.S. tax for 1971, R 
is required to use cost depletion with respect 
to the mineral income from the U.S. prop-
erty and percentage depletion with respect 
to the foreign mineral income from the prop-
erty in country Z. It is assumed that no 
other deductions are allowed under the law 
of either country. Based upon the facts as-
sumed, the income tax paid to country Z on 
the foreign mineral income from sources 
therein is $37,000, and the U.S. tax on the en-
tire mineral income before allowance of the 
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foreign tax credit is $8,640, determined as fol-
lows: 

U.S. tax Z tax 

Gross income (including foreign min-
eral income) ................................... $250,000 $100,000 

Less: 
Intangible drilling and develop-

ment costs .............................. 150,000 2,500 
Cost depletion ............................ 60,000 5,000 
Percentage depletion on foreign 

mineral income (22% of 
$100,000, but not to exceed 
50% of [$100,000¥$25,000]) 22,000 ................

Taxable income ................................. 18,000 92,500 
Income tax rate ................................. 48% 40% 
Tax ..................................................... 8,640 37,000 

(b) Without taking this section into ac-
count, R would be allowed a foreign tax cred-
it for 1971 of $8,640 ($8,640×$18,000/$18,000), and 
foreign income tax in the amount of $28,360 
($37,000 less $8,640) would first be carried 
back to 1969 under section 904(d). 

(c) Under paragraph (a)(2)(ii) of this sec-
tion, the amount of the U.S. tax for 1971 with 
respect to foreign mineral income from 
country Z is $25,440, which is the greater of 
the amounts of tax determined under sub-
paragraphs (1) and (2): 

(1) U.S. tax on total taxable income in ex-
cess of U.S. tax on taxable income excluding 
foreign mineral income from country Z (de-
termined under paragraph (a)(2)(ii)(a) of this 
section): 
U.S. tax on total taxable income ....... ................ $8,640 
Less U.S. tax on taxable income 

other than foreign mineral income 
from country Z: 

Income from U.S. property ......... $150,000 
Intangible drilling and develop-

ment costs ............................... 125,000 
Cost depletion ............................. 60,000 
Taxable income .......................... 0 
Income tax rate ........................... 48% 
U.S. tax ....................................... 0 0 

Excess tax ......................................... ................ 8,640 

(2) U.S. tax on foreign mineral income 
from country Z (determined under paragraph 
(a)(2)(ii) (b) of this section): 
Foreign mineral income ......................................... $100,000 
Intangible drilling and development costs ............. 25,000 
Percentage depletion (22% of $100,000, but not 

to exceed 50% of $75,000) ................................ 22,000 
Taxable income ..................................................... 53,000 
Income tax rate ...................................................... 48% 
U.S. tax .................................................................. 25,440 

(d) Under paragraph (a)(2)(iii) of this sec-
tion, the amount of the U.S. tax which would 
be computed for 1971 (without regard to sec-
tion 613) with respect to foreign mineral in-
come from sources within country Z is 
$33,600, computed by applying the principles 
of paragraph (a)(2)(ii)(b) of this section: 
Foreign mineral income ......................................... $100,000 
Intangible drilling and development costs ............. 25,000 
Cost depletion ........................................................ 5,000 
Taxable income ..................................................... 70,000 

Income tax rate ...................................................... 48% 
U.S. tax .................................................................. 33,600 

(e) Pursuant to paragraph (a)(1) of this sec-
tion, the foreign income tax allowable as a 
credit against the U.S. tax for 1971 is reduced 
to $28,840, determined as follows: 
Foreign income tax paid on foreign mineral income $37,000 
Less reduction under sec. 901(e): 

Smaller of $37,000 (tax paid to 
country Z on foreign mineral in-
come) or $33,600 (U.S. tax on 
foreign mineral income of 
$70,000, as determined under 
paragraph (d) of this example .... $33,600 

Less: U.S. tax on foreign mineral 
income of $53,000, as deter-
mined under paragraph (c) of 
this example ................................ 25,440 8,160 

Foreign income tax allowable as a credit ................ $28,840 

(f) After taking this section into account, 
R is allowed a foreign tax credit for 1971 of 
$8,640 ($8,640×$18,000/$18,000). The amount of 
foreign income tax which may be first car-
ried back to 1969 under section 904(d) is re-
duced from $28,360 to $20,200 ($28,840 less 
$8,640). 

Example 6. (a) B, a single individual using 
the calendar year as the taxable year, is an 
operator drilling for oil in foreign countries 
X and Y. For 1972, B’s gross income under 
chapter 1 of the Code is $250,000, of which 
$150,000 is foreign mineral income from a 
property in country X and $100,000 is foreign 
mineral income from a property in country 
Y, all being subject to the allowance for de-
pletion. The assumption is made that B’s 
earned taxable income for 1972 is insufficient 
to cause section 1348 to apply. During 1972, B 
incurs intangible drilling and development 
costs of $16,000 in country X and of $9,000 in 
country Y, which are currently deductible 
for purposes of both the U.S. tax and the tax 
of countries X and Y, respectively. For pur-
poses of both the U.S. tax and the tax of 
countries X and Y, respectively, cost deple-
tion in the case of the X property amounts to 
$8,000, and in the case of Y property, to 
$7,000; and only cost depletion is allowed as 
a deduction under the law of countries X and 
Y. For 1972, B uses the overall limitation 
under section 904(a)(2) on the foreign tax 
credit. Percentage depletion is not allowed 
as a deduction under the law of countries X 
and Y. It is assumed that the only other al-
lowable deductions amount to $2,250. None of 
these deductions is attributable to the in-
come from the properties in countries X and 
Y, and none is deductible under the laws of 
country X or country Y. Based upon the 
facts assumed, the income tax paid to coun-
tries X and Y on the foreign mineral income 
from each such country is $71,820 and $25,200, 
respectively, and the U.S. tax on B’s total 
taxable income before allowance of the for-
eign tax credit is $99,990, determined as fol-
lows: 
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U.S. Tax X tax Y tax 

Total income (including 
foreign mineral in-
come from countries X 
and Y) ........................ $250,000 $150,000 $100,000 

Intangible drilling and 
development costs ..... 25,000 16,000 9,000 

Cost depletion ............... ................ 8,000 7,000 
Percentage depletion 

(22% of $150,000, but 
not to exceed 50% of 
$134,000; plus 22% of 
$100,000, but not to 
exceed 50% of 
$91,000) ..................... 55,000 ................ ................

Adjusted gross income .. 170,000 ................ ................
Other deductions ........... 2,250 ................ ................
Personal exemption ....... 750 ................ ................
Taxable income ............. 167,000 126,000 84,000 
Income tax rate ............. ................ 57% 30% 
Foreign tax .................... ................ 71,820 25,200 
U.S. tax ($53,090 plus 

70% of $67,000) ........ 99,990 ................ ................

(b) Without taking this section into ac-
count, B would be allowed a foreign tax cred-
it for 1972 of $97,020 ($71,820+$25,200), but not 
to exceed the overall limitation under sec-
tion 904(a)(2) of $99,990 ($99,990 ×$167,750/ 
$167,750). There would be no foreign income 
tax carried back to 1970 under section 904(d) 
since the allowable credit of $97,020 does not 
exceed the limitation of $99,990. 

(c) Under paragraph (a)(2)(ii) of this sec-
tion, the amount of the U.S. tax for 1972 with 
respect to foreign mineral income from 
sources within country X is $69,760, which is 
the greater of the amounts of tax determined 
under subparagraphs (1) and (2): 

(1) U.S. tax on total taxable income in ex-
cess of U.S. tax on taxable income excluding 
foreign mineral income from country X (de-
termined under paragraph (a)(2)(ii)(a) of this 
section): 
U.S. tax on total taxable income ....... ................ $99,990 
Less U.S. tax on taxable income 

other than foreign mineral income 
from country X: 

Foreign mineral income from 
country Y ................................. $100,000 

Intangible drilling and develop-
ment costs ............................... 9,000 

Percentage depletion (22% of 
$100,000, but not to exceed 
50% of $91,000) ..................... 22,000 

Adjusted gross income ............... 69,000 
Other deductions ........................ 2,250 
Personal exemption .................... 750 
Taxable income .......................... 66,000 

U.S. tax ($26,390 plus 64% of 
$6,000) ........................................... ................ 30,230 

Excess tax ......................................... ................ 69,760 

(2) U.S. tax on foreign mineral income 
from country X (determined under paragraph 
(a)(2)(ii)(b) of this section): 
Foreign mineral income from country X ............ $150,000.00 
Intangible drilling and development costs ......... 16,000.00 
Percentage depletion (22% of $150,000, but 

not to exceed 50% of $134,000) ................... 33,000.00 
Adjusted gross income ...................................... 101,000.00 

Other deductions.
Taxable income ................................................. 101,000.00 
U.S. tax ($53,090 plus 70% of excess over 

$100,000) ....................................................... 53,790.00 

(d) Under paragraph (a)(2)(iii) of this sec-
tion, and by applying the principles of para-
graph (a)(2)(ii)(a) of this section, the amount 
of the U.S. tax which would be computed for 
1972 (without regard to section 613) with re-
spect to foreign mineral income from sources 
within country X is $87,920, which is the ex-
cess of the U.S. tax ($127,990) determined 
under subparagraph (1) over the U.S. tax 
($40,070) determined under subparagraph (2): 

(1) U.S. tax on total taxable income deter-
mined without regard to section 613: 
Total income .......................................................... $250,000 
Intangible drilling and development costs ............. 25,000 
Cost depletion ........................................................ 15,000 
Adjusted gross income .......................................... 210,000 
Other deductions ................................................... 2,250 
Personal exemption ............................................... 750 
Taxable income ..................................................... 207,000 
U.S. tax ($53,090 plus 70% of $107,000) ............. 127,990 

(2) U.S. tax on total taxable income other 
than foreign mineral income from country X, 
determined without regard to section 613: 
Foreign mineral income from country Y ................ $100,000 
Intangible drilling and development costs ............. 9,000 
Cost depletion ........................................................ 7,000 
Adjusted gross income .......................................... 84,000 
Other deductions ................................................... 2,250 
Personal exemption ............................................... 750 
Taxable income ..................................................... 81,000 
U.S. tax ($39,390 plus 68% of $1,000) ................. 40,070 

(e) Under paragraph (a)(2)(i) of this section, 
the amount of income tax paid to country X 
for 1972 with respect to foreign mineral in-
come from sources within such country is 
$71,820. This is the amount determined under 
both (a) and (b) of paragraph (a)(2)(i) of this 
section, since, in this case, there is no in-
come from sources within country X other 
than foreign mineral income, and there are 
no deductions allowed under the law of coun-
try X which are not allocable to such foreign 
mineral income. 

(f) Pursuant to paragraph (a)(1) of this sec-
tion, the foreign income tax with respect to 
foreign mineral income from sources within 
country X which is allowable as a credit 
against the U.S. tax for 1972 is reduced to 
$69,760, determined as follows: 
Foreign income tax paid to country X on foreign 

mineral income ..................................................... $71,820 
Less reduction under sec. 901(e): 

Smaller of $71,820 (tax paid to 
country X on foreign mineral in-
come) or $87,920 (U.S. tax on 
foreign mineral income from 
sources within country X, as de-
termined under paragraph (d) of 
this example) ............................... $71,820 

Less: U.S. tax on foreign mineral 
income from sources within 
country X, determined under 
paragraph (c) of this example ..... 69,760 2,060 
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Foreign income tax of country X allow-
able as a credit .................................. .............. 69,760 

(g) Under paragraph (a)(2)(ii) of this sec-
tion, the amount of the U.S. tax for 1972 with 
respect to foreign mineral income from 
sources within country Y is $48,280, which is 
the greater of the amounts of tax determined 
under subparagraphs (1) and (2): 

(1) U.S. tax on total taxable income in ex-
cess of U.S. tax on taxable income excluding 
foreign mineral income from country Y (de-
termined under paragraph (a)(2)(ii)(a) of this 
section): 
U.S. tax on total taxable income ............................. $99,990 

Less U.S. tax on taxable income other than 
foreign mineral income from country Y: 

Foreign mineral income from 
country X ................................... $150,000 

Intangible drilling and develop-
ment costs ................................. 16,000 

Percentage depletion (22% of 
$150,000, but not to exceed 
50% of $134,000) ..................... 33,000 

Adjusted gross income ................. 101,000 
Other deductions .......................... 2,250 
Personal exemption ...................... 750 
Taxable income ............................ 98,000 
U.S. tax ($46,190 plus 69% of 

$8,000) ...................................... ................ 51,710 

Excess tax ........................................... ................ 48,280 

(2) U.S. tax on foreign mineral income 
from country Y (determined under paragraph 
(a)(2)(ii)(b) of this section): 
Foreign mineral income from country Y ................ $100,000 
Intangible drilling and development costs ............. 9,000 
Percentage depletion (22% of $100,000, but not 

to exceed 50% of $91,000) ................................ 22,000 
Adjusted gross income .......................................... 69,000 
Other deductions ................................................... ................
Taxable income ..................................................... 69,000 
U.S. tax ($26,390 plus 64% of $9,000) ................. 32,150 

(h) Under paragraph (a)(2)(iii) of this sec-
tion, and by applying the principles of para-
graph (a)(2)(ii)(a) of this section, the amount 
of the U.S. tax which would be computed for 
1972 (without regard to section 613) with re-
spect to foreign mineral income from sources 
within country Y is $58,800, which is the ex-
cess of the U.S. tax ($127,990) determined 
under paragraph (d)(1) of this example over 
the U.S. tax ($69,190) on total taxable income 
other than foreign mineral income from 
country Y, determined without regard to 
section 613, as follows: 
Foreign mineral income from country X ................ $150,000 
Intangible drilling and development costs ............. 16,000 
Cost depletion ........................................................ 8,000 
Adjusted gross income .......................................... 126,000 
Other deductions ................................................... 2,250 
Personal exemption ............................................... 750 
Taxable income ..................................................... 123,000 
U.S. tax ($53,090 plus 70% of $23,000) ............... 69,190 

(i) Under paragraph (a)(2)(i) of this section, 
the amount of income tax paid to country Y 
for 1972 with respect to foreign mineral in-
come from sources within such country is 
$25,200. This is the amount determined under 
both (a) and (b) of paragraph (a)(2)(i) of this 

section, since, in this case, there is no in-
come from sources within country Y other 
than foreign mineral income, and there are 
no deductions allowed under the law of coun-
try Y which are not allocable to such foreign 
mineral income. 

(j) Pursuant to paragraph (a)(1) of this sec-
tion, the foreign income tax with respect to 
foreign mineral income from sources within 
country Y which is allowable as a credit 
against the U.S. tax for 1972 is not reduced 
from $25,200, as follows: 
Foreign income tax paid to country Y 

on foreign mineral income ................. .............. $25,200 
Less reduction under sec. 901(e): 

Smaller of $25,200 (tax paid to 
country Y on foreign mineral in-
come) or $58,800 (U.S. tax on 
foreign mineral income from 
sources within country Y, as de-
termined under paragraph (h) of 
this example) ............................... $25,200 

Less: U.S. tax on foreign mineral 
income from sources within 
country Y, as determined under 
paragraph (g) of this example .... 48,280 

Foreign income tax of country Y allow-
able as a credit .................................. .............. 25,200 

(k) After taking this section into account, 
B is allowed a foreign tax credit for 1972 of 
$94,960 ($69,760+$25,200), but not to exceed the 
overall limitation under section 904 (a)(2) of 
$99,990 ($99,990×$167,750/$167,750). There would 
be no foreign income tax carried back to 1970 
under section 904(d) since the allowable cred-
it of $94,960 does not exceed the limitation of 
$99,990. 

Example 7. (a) P, a domestic corporation 
using the calendar year as the taxable year, 
is an operator mining for iron ore in foreign 
country X. For 1971, P’s gross income under 
chapter 1 of the Code is $100,000, all of which 
is foreign mineral income from a property in 
country X and is subject to the allowance for 
depletion. For 1971, cost depletion amounts 
to $5,000 for purposes of the tax of both coun-
tries, and only cost depletion is allowed as a 
deduction under the law of country X. It is 
assumed that deductions (other than for de-
pletion) attributable to the mineral property 
in country X amount to $8,000, and these de-
ductions are allowable under the law of both 
countries. Based upon the facts assumed, the 
income tax paid to country X on such foreign 
mineral income is $39,150, and the U.S. tax 
on such income before allowance of the for-
eign tax credit is $37,440 determined as fol-
lows: 

U.S. tax X tax 

Foreign mineral income ..................... $100,000 $100,000 
Less: 

Percentage depletion (14% of 
$100,000, but not to exceed 
50% of $92,000) ..................... 14,000 ................

Cost depletion ............................ ................ 5,000 
Other deductions ........................ 8,000 8,000 

Taxable income ................................. 78,000 87,000 
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U.S. tax X tax 

Income tax rate ................................. 48% 45% 
Tax ..................................................... 37,440 39,150 

(b) Without taking this section into ac-
count, P would be allowed a foreign tax cred-
it for 1971 of $37,440 ($37,440×$78,000/ $78,000), 
and foreign income tax in the amount of 
$1,710 ($39,150 less $37,440) would first be car-
ried back to 1969 under section 904(d). 

(c) Pursuant to paragraph (a)(1) of this sec-
tion, however, the foreign income tax allow-
able as a credit against the U.S. tax is re-
duced to $37,440, determined as follows: 
Foreign income tax paid on foreign mineral income $39,150 
Less reduction under sec. 901(e): 

Smaller of $39,150 (tax paid to 
country X on foreign mineral in-
come) or $41,760 (U.S. tax on 
foreign mineral income of 
$87,000 ($87,000×48%), deter-
mined by deducting cost deple-
tion of $5,000 in lieu of percent-
age depletion of $14,000) ........... $39,150 

Less: U.S. tax on foreign mineral 
income (before credit) ................. 37,440 1,710 

Foreign income tax allowable as a credit ................ 37,440 

(d) After taking this section into account, 
P is allowed a foreign tax credit for 1971 of 
$37,440 ($37,440×$78,000/$78,000), but no foreign 
income tax is carried back to 1969 under sec-
tion 904(d) since the allowable credit of 
$37,440 does not exceed the limitation of 
$37,440. 

Example 8. (a) The facts are the same as in 
example 7, except that P is assumed to have 
received dividends for 1971 of $25,000 from R, 
a foreign corporation incorporated in coun-
try X which is not a less developed country 
corporation within the meaning of section 
902(d). Income tax of $2,500 ($25,000×10%) on 
such dividends is withheld at the source in 
country X. It is assumed that P is deemed 
under section 902(a)(1) and § 1.902–1(h) to have 
paid income tax of $22,500 to country X in re-
spect of such dividends and that under para-
graphs (a)(2)(i) and (b)(2)(i) of this section 
such dividends are deemed to be attributable 
to foreign mineral income from sources in 
country X and that such tax is deemed to be 
paid with respect to such foreign mineral in-
come. Based upon the facts assumed, the 
U.S. tax on the foreign mineral income from 
sources in country X is $60,240 before allow-
ance of the foreign tax credit, determined as 
follows: 
Foreign mineral income from country 

X: 
Income from mining property ..... $100,000 
Dividends from R ........................ 25,000 
Sec. 78 dividend ......................... 22,500 $147,500 

Less: 
Percentage depletion (14% of $100,000, but 

not to exceed 50% of $92,000) .................. $14,000 
Other deductions ............................................ 8,000 

Taxable income ..................................................... 125,500 

Income tax rate ...................................................... 48% 
U.S. tax .................................................................. 60,240 

(b) Without taking this section into ac-
count, P would be allowed a foreign tax cred-
it for 1971 of $60,240 ($60,240×$125,500/$125,500), 
and foreign income tax in the amount of 
$3,910 ([$39,150+$22,500+$2,500] less $60,240) 
would first be carried back to 1969 under sec-
tion 904(d). 

(c) Pursuant to paragraph (a)(1) of this sec-
tion, however, the foreign income tax allow-
able as a credit against the U.S. tax is re-
duced from $64,150 to $60,240, determined as 
follows: 
Foreign income tax paid, and deemed to be paid, 

to country X on foreign mineral income 
($39,150+$22,500+$2,500) ................................ $64,150 

Less reduction under sec. 901(e): 
Smaller of $64,150 (tax paid and 

deemed paid to country X on 
foreign mineral income) or 
$64,560 (U.S. tax on foreign 
mineral income of $134,500 
($134,500×48%), determined 
by deducting cost depletion of 
$5,000 in lieu of percentage 
depletion of $14,000) .............. $64,150 

Less: U.S. tax on foreign mineral 
income (before credit) ............. $60,240 $3,910 

Foreign income tax allowable as a credit .............. 60,240 

(d) After taking this section into account, 
P is allowed a foreign tax credit for 1971 of 
$60,240 ($60,240×$125,500/$125,500), but no for-
eign income tax is carried back to 1969 under 
section 904(d) since the allowable credit of 
$60,240 does not exceed the limitation of 
$60,240. 

[T.D. 7294, 38 FR 33074, Nov. 30, 1973, as 
amended by T.D. 7481, 42 FR 20130, Apr. 18, 
1977] 

§ 1.902–0 Outline of regulations provi-
sions for section 902. 

This section lists the provisions 
under section 902. 

§ 1.902–1 Credit for domestic corporate share-
holder of a foreign corporation for foreign in-
come taxes paid by the foreign corporation. 

(a) Definitions and special effective date. 
(1) Domestic shareholder. 
(2) First-tier corporation. 
(3) Second-tier corporation. 
(4) Third- or lower-tier corporation. 
(i) Third-tier corporation. 
(ii) Fourth-, fifth-, or sixth-tier corpora-

tion. 
(5) Example. 
(6) Upper- and lower-tier corporations. 
(7) Foreign income taxes. 
(8) Post-1986 foreign income taxes. 
(i) In general. 
(ii) Distributions out of earnings and prof-

its accumulated by a lower-tier corporation 
in its taxable years beginning before Janu-
ary 1, 1987, and included in the gross income 
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of an upper-tier corporation in its taxable 
year beginning after December 31, 1986. 

(iii) Foreign income taxes paid or accrued 
with respect to high withholding tax inter-
est. 

(9) Post-1986 undistributed earnings. 
(i) In general. 
(ii) Distributions out of earnings and prof-

its accumulated by a lower-tier corporation 
in its taxable years beginning before Janu-
ary 1, 1987, and included in the gross income 
of an upper-tier corporation in its taxable 
year beginning after December 31, 1986. 

(iii) Reduction for foreign income taxes 
paid or accrued. 

(iv) Special allocations. 
(10) Pre-1987 accumulated profits. 
(i) Definition. 
(ii) Computation of pre-1987 accumulated 

profits. 
(iii) Foreign income taxes attributable to 

pre-1987 accumulated profits. 
(11) Dividend. 
(12) Dividend received. 
(13) Special effective date. 
(i) Rule. 
(ii) Example. 
(b) Computation of foreign income taxes 

deemed paid by a domestic shareholder, 
first-tier corporation, or lower-tier corpora-
tion. 

(1) General rule. 
(2) Allocation rule for dividends attrib-

utable to post-1986 undistributed earnings 
and pre-1987 accumulated profits. 

(i) Portion of dividend out of post-1986 un-
distributed earnings. 

(ii) Portion of dividend out of pre-1987 ac-
cumulated profits. 

(3) Dividends paid out of pre-1987 accumu-
lated profits. 

(4) Deficits in accumulated earnings and 
profits. 

(5) Examples. 
(c) Special rules. 
(1) Separate computations required for 

dividends from each first-tier and lower-tier 
corporation. 

(i) Rule. 
(ii) Example. 
(2) Section 78 gross-up. 
(i) Foreign income taxes deemed paid by a 

domestic shareholder. 
(ii) Foreign income taxes deemed paid by 

an upper-tier corporation. 
(iii) Example. 
(3) Creditable foreign income taxes. 
(4) Foreign mineral income. 
(5) Foreign taxes paid or accrued in con-

nection with the purchase or sale of certain 
oil and gas. 

(6) Foreign oil and gas extraction income. 
(7) United States shareholders of con-

trolled foreign corporations. 
(8) Effect of certain liquidations, reorga-

nizations, or similar transactions on certain 

foreign taxes paid or accrued in taxable 
years beginning on or before August 5, 1997. 

(i) General rule. 
(ii) Example. 
(d) Dividends from controlled foreign cor-

porations and noncontrolled section 902 cor-
porations. 

(1) General rule. 
(2) Look-through. 
(i) Dividends. 
(ii) Coordination with section 960. 
(e) Information to be furnished. 
(f) Examples. 
(g) Effective date. 

§ 1.902–2 Treatment of deficits in post-1986 un-
distributed earnings and pre-1987 accumulated 
profits of a first- or lower-tier corporation for 
purposes of computing an amount of foreign 
taxes deemed paid under § 1.902–1. 

(a) Carryback of deficits in post-1986 undis-
tributed earnings of a first- or lower-tier cor-
poration to pre-effective date taxable years. 

(1) Rule. 
(2) Examples. 
(b) Carryforward of deficit in pre-1987 accu-

mulated profits of a first- or lower-tier cor-
poration to post-1986 undistributed earnings 
for purposes of section 902. 

(1) General rule. 
(2) Effect of pre-effective date deficit. 
(3) Examples. 

§ 1.902–3 Credit for domestic corporate share-
holder of a foreign corporation for foreign in-
come taxes paid with respect to accumulated 
profits of taxable years of the foreign corpora-
tion beginning before January 1, 1987. 

(a) Definitions. 
(1) Domestic shareholder. 
(2) First-tier corporation. 
(3) Second-tier corporation. 
(4) Third-tier corporation. 
(5) Foreign income taxes. 
(6) Dividend. 
(7) Dividend received. 
(b) Domestic shareholder owning stock in a 

first-tier corporation. 
(1) In general. 
(2) Amount of foreign taxes deemed paid by 

a domestic shareholder. 
(c) First-tier corporation owning stock in a 

second-tier corporation. 
(1) In general. 
(2) Amount of foreign taxes deemed paid by 

a first-tier corporation. 
(d) Second-tier corporation owning stock 

in a third-tier corporation. 
(1) In general. 
(2) Amount of foreign taxes deemed paid by 

a second-tier corporation. 
(e) Determination of accumulated profits 

of a foreign corporation. 
(f) Taxes paid on or with respect to accu-

mulated profits of a foreign corporation. 
(g) Determination of earnings and profits 

of a foreign corporation. 
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(1) Taxable year to which section 963 does 
not apply. 

(2) Taxable year to which section 963 ap-
plies. 

(3) Time and manner of making choice. 
(4) Determination by district director. 
(h) Source of income from first-tier cor-

poration and country to which tax is deemed 
paid. 

(1) Source of income. 
(2) Country to which taxes deemed paid. 
(i) United Kingdom income taxes paid with 

respect to royalties. 
(j) Information to be furnished. 
(k) Illustrations. 
(l) Effective date. 

§ 1.902–4 Rules for distributions attributable to 
accumulated profits for taxable years in 
which a first-tier corporation was a less devel-
oped country corporation. 

(a) In general. 
(b) Combined distributions. 
(c) Distributions of a first-tier corporation 

attributable to certain distributions from 
second- or third-tier corporations. 

(d) Illustrations. 

[T.D. 8708, 62 FR 927, Jan. 7, 1997, as amended 
by T.D. 9260, Apr. 25, 2006] 

§ 1.902–1 Credit for domestic corporate 
shareholder of a foreign corpora-
tion for foreign income taxes paid 
by the foreign corporation. 

(a) Definitions and special effective 
date. For purposes of section 902, this 
section, and § 1.902–2, the definitions 
provided in paragraphs (a) (1) through 
(12) of this section and the special ef-
fective date of paragraph (a)(13) of this 
section apply. 

(1) Domestic shareholder. In the case of 
dividends received by a domestic cor-
poration from a foreign corporation 
after December 31, 1986, the term do-
mestic shareholder means a domestic 
corporation, other than an S corpora-
tion as defined in section 1361(a), that 
owns at least 10 percent of the voting 
stock of the foreign corporation at the 
time the domestic corporation receives 
a dividend from that foreign corpora-
tion. 

(2) First-tier corporation. In the case of 
dividends received by a domestic share-
holder from a foreign corporation in a 
taxable year beginning after December 
31, 1986, the term first-tier corporation 
means a foreign corporation, at least 10 
percent of the voting stock of which is 
owned by a domestic shareholder at the 
time the domestic shareholder receives 

a dividend from that foreign corpora-
tion. The term first-tier corporation 
also includes a DISC or former DISC, 
but only with respect to dividends from 
the DISC or former DISC that are 
treated under sections 861(a)(2)(D) and 
862(a)(2) as income from sources with-
out the United States. 

(3) Second-tier corporation. In the case 
of dividends paid to a first-tier cor-
poration by a foreign corporation in a 
taxable year beginning after December 
31, 1986, the foreign corporation is a 
second-tier corporation if, at the time 
a first-tier corporation receives a divi-
dend from that foreign corporation, the 
first-tier corporation owns at least 10 
percent of the foreign corporation’s 
voting stock and the product of the fol-
lowing equals at least 5 percent— 

(i) The percentage of voting stock 
owned by the domestic shareholder in 
the first-tier corporation; multiplied 
by 

(ii) The percentage of voting stock 
owned by the first-tier corporation in 
the second-tier corporation. 

(4) Third- or lower-tier corporation. (i) 
Third-tier corporation. In the case of 
dividends paid to a second-tier corpora-
tion by a foreign corporation in a tax-
able year beginning after December 31, 
1986, a foreign corporation is a third- 
tier corporation if, at the time a sec-
ond-tier corporation receives a divi-
dend from that foreign corporation, the 
second-tier corporation owns at least 
10 percent of the foreign corporation’s 
voting stock and the product of the fol-
lowing equals at least 5 percent— 

(A) The percentage of voting stock 
owned by the domestic shareholder in 
the first-tier corporation; multiplied 
by 

(B) The percentage of voting stock 
owned by the first-tier corporation in 
the second-tier corporation; multiplied 
by 

(C) The percentage of voting stock 
owned by the second-tier corporation 
in the third-tier corporation. 

(ii) Fourth-, fifth-, or sixth-tier corpora-
tion. [Reserved]. For further guidance, 
see § 1.902–1T(a)(4)(ii). 

(5) Example. The following example il-
lustrates the ownership requirements 
of paragraphs (a) (1) through (4) of this 
section: 
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Example. (i) Domestic corporation M owns 
30 percent of the voting stock of foreign cor-
poration A on January 1, 1991, and for all pe-
riods thereafter. Corporation A owns 40 per-
cent of the voting stock of foreign corpora-
tion B on January 1, 1991, and continues to 
own that stock until June 1, 1991, when Cor-
poration A sells its stock in Corporation B. 
Both Corporation A and Corporation B use 
the calendar year as the taxable year. Cor-
poration B pays a dividend out of its post- 
1986 undistributed earnings to Corporation 
A, which Corporation A receives on February 
16, 1991. Corporation A pays a dividend out of 
its post-1986 undistributed earnings to Cor-
poration M, which Corporation M receives on 
January 20, 1992. Corporation M uses a fiscal 
year ending on June 30 as the taxable year. 

(ii) On February 16, 1991, when Corporation 
B pays a dividend to Corporation A, Corpora-
tion M satisfies the 10 percent stock owner-
ship requirement of paragraphs (a) (1) and (2) 
of this section with respect to Corporation 
A. Therefore, Corporation A is a first-tier 
corporation within the meaning of paragraph 
(a)(2) of this section and Corporation M is a 
domestic shareholder of Corporation A with-
in the meaning of paragraph (a)(1) of this 
section. Also on February 16, 1991, Corpora-
tion B is a second-tier corporation within 
the meaning of paragraph (a)(3) of this sec-
tion because Corporation A owns at least 10 
percent of its voting stock, and the percent-
age of voting stock owned by Corporation M 
in Corporation A on February 16, 1991 (30 per-
cent) multiplied by the percentage of voting 
stock owned by Corporation A in Corpora-
tion B on February 16, 1991 (40 percent) 
equals 12 percent. Corporation A shall be 
deemed to have paid foreign income taxes of 
Corporation B with respect to the dividend 
received from Corporation B on February 16, 
1991. 

(iii) On January 20, 1992, Corporation M 
satisfies the 10-percent stock ownership re-
quirement of paragraphs (a)(1) and (2) of this 
section with respect to Corporation A. 
Therefore, Corporation A is a first-tier cor-
poration within the meaning of paragraph 
(a)(2) of this section and Corporation M is a 
domestic shareholder within the meaning of 
paragraph (a)(1) of this section. Accordingly, 
for its taxable year ending on June 30, 1992, 
Corporation M is deemed to have paid a por-
tion of the post-1986 foreign income taxes 
paid, accrued, or deemed to be paid, by Cor-
poration A. Those taxes will include taxes 
paid by Corporation B that were deemed paid 
by Corporation A with respect to the divi-
dend paid by Corporation B to Corporation A 
on February 16, 1991, even though Corpora-
tion B is no longer a second-tier corporation 
with respect to Corporations A and M on 
January 20, 1992, and has not been a second- 
tier corporation with respect to Corporations 
A and M at any time during the taxable 

years of Corporations A and M that include 
January 20, 1992. 

(6) Upper- and lower-tier corporations. 
[Reserved]. For further guidance, see 
§ 1.902–1T(a)(6). 

(7) Foreign income taxes. [Reserved]. 
For further guidance, see § 1.902– 
1T(a)(7). 

(8) Post-1986 foreign income taxes—(i) 
In general. [Reserved]. For further guid-
ance, see § 1.902–1T(a)(8)(i). 

(ii) Distributions out of earnings and 
profits accumulated by a lower-tier cor-
poration in its taxable years beginning be-
fore January 1, 1987, and included in the 
gross income of an upper-tier corporation 
in its taxable year beginning after Decem-
ber 31, 1986. Post-1986 foreign income 
taxes shall include foreign income 
taxes that are deemed paid by an 
upper-tier corporation with respect to 
distributions from a lower-tier corpora-
tion out of nonpreviously taxed pre- 
1987 accumulated profits, as defined in 
paragraph (a)(10) of this section, that 
are received by an upper-tier corpora-
tion in any taxable year of the upper- 
tier corporation beginning after De-
cember 31, 1986, provided the upper-tier 
corporation’s earnings and profits in 
that year are included in its post-1986 
undistributed earnings under para-
graph (a)(9) of this section. Foreign in-
come taxes deemed paid with respect 
to a distribution of pre-1987 accumu-
lated profits shall be translated from 
the functional currency of the lower- 
tier corporation into dollars at the 
spot exchange rate in effect on the date 
of the distribution. To determine the 
character of the earnings and profits 
and associated taxes for foreign tax 
credit limitation purposes, see section 
904 and § 1.904–7(a). 

(iii) Foreign income taxes paid or ac-
crued with respect to high withholding 
tax interest. Post-1986 foreign income 
taxes shall not include foreign income 
taxes paid or accrued by a noncon-
trolled section 902 corporation (as de-
fined in section 904(d)(2)(E)(i)) in a tax-
able year beginning on or before De-
cember 31, 2002 with respect to high 
withholding tax interest (as defined in 
section 904(d)(2)(B)) to the extent the 
foreign tax rate imposed on such inter-
est exceeds 5 percent. See section 
904(d)(2)(E)(ii) and § 1.904–4(g)(2)(iii) (26 
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CFR revised as of April 1, 2006). The re-
duction in foreign income taxes paid or 
accrued by the amount of tax in excess 
of 5 percent imposed on high with-
holding tax interest income must be 
computed in functional currency before 
foreign income taxes are translated 
into U.S. dollars and included in post- 
1986 foreign income taxes. 

(9) Post-1986 undistributed earnings—(i) 
In general. Except as provided in para-
graphs (a) (10) and (13) of this section, 
the term post-1986 undistributed earn-
ings means the amount of the earnings 
and profits of a foreign corporation 
(computed in accordance with sections 
964(a) and 986) accumulated in taxable 
years of the foreign corporation begin-
ning after December 31, 1986, deter-
mined as of the close of the taxable 
year of the foreign corporation in 
which it distributes a dividend. Post- 
1986 undistributed earnings shall not be 
reduced by reason of any earnings dis-
tributed or otherwise included in in-
come, for example under section 304, 
367(b), 551, 951(a), 1248 or 1293, during 
the taxable year. Post-1986 undistrib-
uted earnings shall be reduced to ac-
count for distributions or deemed dis-
tributions that reduced earnings and 
profits and inclusions that resulted in 
previously-taxed amounts described in 
section 959(c) (1) and (2) or section 
1293(c) in prior taxable years beginning 
after December 31, 1986. Thus, post-1986 
undistributed earnings shall not be re-
duced to the extent of the ratable share 
of a controlled foreign corporation’s 
subpart F income, as defined in section 
952, attributable to a shareholder that 
is not a United States shareholder 
within the meaning of section 951(b) or 
section 953(c)(1)(A), because that 
amount has not been included in a 
shareholder’s gross income. Post-1986 
undistributed earnings shall be reduced 
as provided herein regardless of wheth-
er any shareholder is deemed to have 
paid any foreign taxes, and regardless 
of whether any domestic shareholder 
chose to claim a foreign tax credit 
under section 901(a) for the year of the 
distribution. For rules on carrybacks 
and carryforwards of deficits and their 
effect on post-1986 undistributed earn-
ings, see § 1.902–2. In the case of a for-
eign corporation the foreign income 
taxes of which are computed based on 

an accounting period of less than one 
year, the term year means that ac-
counting period. See sections 441(b)(3) 
and 443. 

(ii) Distributions out of earnings and 
profits accumulated by a lower-tier cor-
poration in its taxable years beginning be-
fore January 1, 1987, and included in the 
gross income of an upper-tier corporation 
in its taxable year beginning after Decem-
ber 31, 1986. Distributions by a lower- 
tier corporation out of non-previously 
taxed pre-1987 accumulated profits, as 
defined in paragraph (a)(10) of this sec-
tion, that are received by an upper-tier 
corporation in any taxable year of the 
upper-tier corporation beginning after 
December 31, 1986, shall be treated as 
post-1986 undistributed earnings of the 
upper-tier corporation, provided the 
upper-tier corporation’s earnings and 
profits for that year are included in its 
post-1986 undistributed earnings under 
paragraph (a)(9)(i) of this section. To 
determine the character of the earn-
ings and profits and associated taxes 
for foreign tax credit limitation pur-
poses, see section 904 and § 1.904–7(a). 

(iii) Reduction for foreign income taxes 
paid or accrued. In computing post-1986 
undistributed earnings, earnings and 
profits shall be reduced by foreign in-
come taxes paid or accrued regardless 
of whether the taxes are creditable. 
Thus, earnings and profits shall be re-
duced by foreign income taxes paid 
with respect to high withholding tax 
interest even though a portion of the 
taxes is not creditable pursuant to sec-
tion 904(d)(2)(E)(ii) and is not included 
in post-1986 foreign income taxes under 
paragraph (a)(8)(iii) of this section. 
Earnings and profits of an upper-tier 
corporation, however, shall not be re-
duced by foreign income taxes paid by 
a lower-tier corporation and deemed to 
have been paid by the upper-tier cor-
poration. 

(iv) Special allocations. The term post- 
1986 undistributed earnings means the 
total amount of the earnings of the 
corporation determined at the cor-
porate level. Special allocations of 
earnings and taxes to particular share-
holders, whether required or permitted 
by foreign law or a shareholder agree-
ment, shall be disregarded. If, however, 
the Commissioner establishes that 
there is an agreement to pay dividends 
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only out of earnings in the separate 
categories for passive or high with-
holding tax interest income, then only 
taxes imposed on passive or high with-
holding tax interest earnings shall be 
treated as related to the dividend. See 
§ 1.904–6(a)(2). 

(10) Pre-1987 accumulated profits—(i) 
Definition. The term pre-1987 accumu-
lated profits means the amount of the 
earnings and profits of a foreign cor-
poration computed in accordance with 
section 902 and attributable to its tax-
able years beginning before January 1, 
1987. If the special effective date of 
paragraph (a)(13) of this section ap-
plies, pre-1987 accumulated profits also 
includes any earnings and profits (com-
puted in accordance with sections 
964(a) and 986) attributable to the for-
eign corporation’s taxable years begin-
ning after December 31, 1986, but before 
the first day of the first taxable year of 
the foreign corporation in which the 
ownership requirements of section 
902(c)(3)(B) and paragraphs (a) (1) 
through (4) of this section are met with 
respect to that corporation. 

(ii) Computation of pre-1987 accumu-
lated profits. Pre-1987 accumulated prof-
its must be computed under United 
States principles governing the com-
putation of earnings and profits. Pre- 
1987 accumulated profits are deter-
mined at the corporate level. Special 
allocations of accumulated profits and 
taxes to particular shareholders with 
respect to distributions of pre-1987 ac-
cumulated profits in taxable years be-
ginning after December 31, 1986, wheth-
er required or permitted by foreign law 
or a shareholder agreement, shall be 
disregarded. Pre-1987 accumulated prof-
its of a particular year shall be reduced 
by amounts distributed from those ac-
cumulated profits or otherwise in-
cluded in income from those accumu-
lated profits, for example under sec-
tions 304, 367(b), 551, 951(a), 1248 or 1293. 
If a deficit in post-1986 undistributed 
earnings is carried back to offset pre- 
1987 accumulated profits, pre-1987 accu-
mulated profits of a particular taxable 
year shall be reduced by the amount of 
the deficit carried back to that year. 
See § 1.902–2. The amount of a distribu-
tion out of pre-1987 accumulated prof-
its, and the amount of foreign income 
taxes deemed paid under section 902, 

shall be determined and translated into 
United States dollars by applying the 
law as in effect prior to the effective 
date of the Tax Reform Act of 1986. See 
§§ 1.902–3, 1.902–4 and 1.964–1. 

(iii) Foreign income taxes attributable 
to pre-1987 accumulated profits. The term 
pre-1987 foreign income taxes means 
any foreign income taxes paid, accrued, 
or deemed paid by a foreign corpora-
tion on or with respect to its pre-1987 
accumulated profits. Pre-1987 foreign 
income taxes of a particular year shall 
be reduced by the amount of taxes paid 
or deemed paid by the foreign corpora-
tion on or with respect to amounts dis-
tributed or otherwise included in in-
come from pre-1987 accumulated profits 
of that year. Thus, pre-1987 foreign in-
come taxes shall be reduced by the 
amount of taxes deemed paid by a do-
mestic shareholder (regardless of 
whether the shareholder chose to cred-
it foreign income taxes under section 
901 for the year of the distribution or 
inclusion) or a first-tier or second-tier 
corporation, and by the amount of 
taxes that would have been deemed 
paid had any other shareholder been el-
igible to compute an amount of foreign 
taxes deemed paid under section 902. 
Foreign income taxes deemed paid with 
respect to a distribution of pre-1987 ac-
cumulated profits shall be translated 
from the functional currency of the 
distributing corporation into United 
States dollars at the spot exchange 
rate in effect on the date of the dis-
tribution. 

(11) Dividend. For purposes of section 
902, the definition of the term dividend 
in section 316 and the regulations 
under that section applies. Thus, for 
example, distributions and deemed dis-
tributions under sections 302, 304, 305(b) 
and 367(b) that are treated as dividends 
within the meaning of section 301(c)(1) 
also are dividends for purposes of sec-
tion 902. In addition, the term dividend 
includes deemed dividends under sec-
tions 551 and 1248, but not deemed in-
clusions under sections 951(a) and 1293. 
For rules concerning excess distribu-
tions from section 1291 funds that are 
treated as dividends solely for foreign 
tax credit purposes, (see Regulation 
Project INTL–656–87 published in 1992–1 
C.B. 1124; see § 601.601(d)(2)(ii)(b) of this 
chapter). 
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(12) Dividend received. A dividend 
shall be considered received for pur-
poses of section 902 when the cash or 
other property is unqualifiedly made 
subject to the demands of the dis-
tributee. See § 1.301–1(b). A dividend 
also is considered received for purposes 
of section 902 when it is deemed re-
ceived under section 304, 367(b), 551, or 
1248. 

(13) Special effective date—(i) Rule. If 
the first day on which the ownership 
requirements of section 902(c)(3)(B) and 
paragraphs (a)(1) through (4) of this 
section are met with respect to a for-
eign corporation, without regard to 
whether a dividend is distributed, is in 
a taxable year of the foreign corpora-
tion beginning after December 31, 1986, 
then— 

(A) The post-1986 undistributed earn-
ings and post-1986 foreign income taxes 
of the foreign corporation shall be de-
termined by taking into account only 
taxable years beginning on and after 
the first day of the first taxable year of 
the foreign corporation in which the 
ownership requirements are met, in-
cluding subsequent taxable years in 
which the ownership requirements of 
section 902(c)(3)(B) and paragraphs 
(a)(1) through (4) of this section are not 
met; and 

(B) Earnings and profits accumulated 
prior to the first day of the first tax-
able year of the foreign corporation in 
which the ownership requirements of 
section 902(c)(3)(B) and paragraphs 
(a)(1) through (4) of this section are 
met shall be considered pre-1987 accu-
mulated profits. 

(ii) Example. The following example 
illustrates the special effective date 
rules of this paragraph (a)(13): 

Example. As of December 31, 1991, and since 
its incorporation, foreign corporation A has 
owned 100 percent of the stock of foreign cor-
poration B. Corporation B is not a controlled 
foreign corporation. Corporation B uses the 
calendar year as its taxable year, and its 
functional currency is the u. Assume 1u 
equals $1 at all relevant times. On April 1, 
1992, Corporation B pays a 200u dividend to 
Corporation A and the ownership require-
ments of section 902(c)(3)(B) and paragraphs 
(a)(1) through (4) of this section are not met 
at that time. On July 1, 1992, domestic cor-
poration M purchases 10 percent of the Cor-
poration B stock from Corporation A and, for 
the first time, Corporation B meets the own-
ership requirements of section 902(c)(3)(B) 

and paragraph (a)(2) of this section. Corpora-
tion M uses the calendar year as its taxable 
year. Corporation B does not distribute any 
dividends to Corporation M during 1992. For 
its taxable year ending December 31, 1992, 
Corporation B has 500u of earnings and prof-
its (after foreign taxes but before taking into 
account the 200u distribution to Corporation 
A) and pays 100u of foreign income taxes that 
is equal to $100. Pursuant to paragraph 
(a)(13)(i) of this section, Corporation B’s 
post-1986 undistributed earnings and post- 
1986 foreign income taxes will include earn-
ings and profits and foreign income taxes at-
tributable to Corporation B’s entire 1992 tax-
able year and all taxable years thereafter. 
Thus, the April 1, 1992, dividend to Corpora-
tion A will reduce post-1986 undistributed 
earnings to 300u (500u–200u) under paragraph 
(a)(9)(i) of this section. The foreign income 
taxes attributable to the amount distributed 
as a dividend to Corporation A will not be 
creditable because Corporation A is not a do-
mestic shareholder. Post-1986 foreign income 
taxes, however, will be reduced by the 
amount of foreign taxes attributable to the 
dividend. Thus, as of the beginning of 1993, 
Corporation B has $60 ($100–[$100×40% (200u/ 
500u)]) of post-1986 foreign income taxes. See 
paragraphs (a)(8)(i) and (b)(1) of this section. 

(b) Computation of foreign income taxes 
deemed paid by a domestic shareholder, 
first-tier corporation, or lower-tier cor-
poration.—(1) General rule. If a foreign 
corporation pays a dividend in any tax-
able year out of post-1986 undistributed 
earnings to a shareholder that is a do-
mestic shareholder or an upper-tier 
corporation at the time it receives the 
dividend, the recipient shall be deemed 
to have paid the same proportion of 
any post-1986 foreign income taxes 
paid, accrued or deemed paid by the 
distributing corporation on or with re-
spect to post-1986 undistributed earn-
ings which the amount of the dividend 
out of post-1986 undistributed earnings 
(determined without regard to the 
gross-up under section 78) bears to the 
amount of the distributing corpora-
tion’s post-1986 undistributed earnings. 
An upper-tier corporation shall not be 
entitled to compute an amount of for-
eign taxes deemed paid on a dividend 
from a lower-tier corporation, however, 
unless the ownership requirements of 
paragraphs (a) (1) through (4) of this 
section are met at each tier at the time 
the upper-tier corporation receives the 
dividend. Foreign income taxes deemed 
paid by a domestic shareholder or an 
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upper-tier corporation must be com-
puted under the following formula: 

Foreign income taxes
deemed paid by

domesticshareholder
or upper tier corporation

Post foreign in
come taxesof first tier
corporation or lower

tier corporation

Dividend paid to domestic
shareholder or upper tier cor
poration by first tier corpora
tion or lower tier corporation

Post undistributed
earningsof first tier corpora

tion or lower tier corporation

 
 

( - )

- -
-

( -
)

- -
- -

-

-
- -

-

= ×
( )

1986

1986

(
)

( )

(2) Allocation rule for dividends attrib-
utable to post-1986 undistributed earnings 
and pre-1987 accumulated profits—(i) Por-
tion of dividend out of post-1986 undistrib-
uted earnings. Dividends will be deemed 
to be paid first out of post-1986 undis-
tributed earnings to the extent thereof. 

If dividends exceed post-1986 undistrib-
uted earnings and dividends are paid to 
more than one shareholder, then the 
dividend to each shareholder shall be 
deemed to be paid pro rata out of post- 
1986 undistributed earnings, computed 
as follows: 

Portion of Dividend toa Share
holder Attributable to Post

Undistributed Earnings

Post Un
distributed Earnings

Dividends toShareholder

Total Dividends Paid
ToallShareholders

-
-

- -1986 1986= ×

(ii) Portion of dividend out of pre-1987 
accumulated profits. After the portion of 
the dividend attributable to post-1986 
undistributed earnings is determined 
under paragraph (b)(2)(i) of this sec-
tion, the remainder of the dividend re-
ceived by a shareholder is attributable 
to pre-1987 accumulated profits to the 
extent thereof. That part of the divi-
dend attributable to pre-1987 accumu-
lated profits will be treated as paid 
first from the most recently accumu-

lated earnings and profits. See § 1.902–3. 
If dividends paid out of pre-1987 accu-
mulated profits are attributable to 
more than one pre-1987 taxable year 
and are paid to more than one share-
holder, then the dividend to each 
shareholder attributable to earnings 
and profits accumulated in a particular 
pre-1987 taxable year shall be deemed 
to be paid pro rata out of accumulated 
profits of that taxable year, computed 
as follows: 

Portion of Dividend toa
Shareholder Attributable
to Accumulated ofits
of a Particular e

Taxable Year

Dividend Paid Out of e
Accumulated ofits

with spect to the
Particular e

Taxable Year

Dividends toShareholder

Total Dividends Paid
ToallShareholders

Pr
Pr

Pr
Pr

Re
Pr-

-

-1987

1987

1987
= ×

(3) Dividends paid out of pre-1987 accu-
mulated profits. If dividends are paid by 
a first-tier corporation or a lower-tier 
corporation out of pre-1987 accumu-

lated profits, the domestic shareholder 
or upper-tier corporation that receives 
the dividends shall be deemed to have 
paid foreign income taxes to the extent 
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provided under section 902 and the reg-
ulations thereunder as in effect prior 
to the effective date of the Tax Reform 
Act of 1986. See paragraphs (a) (10) and 
(13) of this section and §§ 1.902–3 and 
1.902–4. 

(4) Deficits in accumulated earnings 
and profits. No foreign income taxes 
shall be deemed paid with respect to a 
distribution from a foreign corporation 
out of current earnings and profits that 
is treated as a dividend under section 
316(a)(2), and post-1986 foreign income 
taxes shall not be reduced, if as of the 
end of the taxable year in which the 
dividend is paid or accrued, the cor-
poration has zero or a deficit in post- 
1986 undistributed earnings and the 
sum of current plus accumulated earn-
ings and profits is zero or less than 
zero. The dividend shall reduce post- 
1986 undistributed earnings and accu-
mulated earnings and profits. 

(5) Examples. The following examples 
illustrate the rules of this paragraph 
(b): 

Example 1. Domestic corporation M owns 
100 percent of foreign corporation A. Both 
Corporation M and Corporation A use the 
calendar year as the taxable year, and Cor-
poration A uses the u as its functional cur-
rency. Assume that 1u equals $1 at all rel-
evant times. All of Corporation A’s pre-1987 
accumulated profits and post-1986 undistrib-
uted earnings are non-subpart F general lim-
itation earnings and profits under section 
904(d)(1)(I). As of December 31, 1992, Corpora-
tion A has 100u of post-1986 undistributed 
earnings and $40 of post-1986 foreign income 
taxes. For its 1986 taxable year, Corporation 
A has accumulated profits of 200u (net of for-
eign taxes) and paid 60u of foreign income 
taxes on those earnings. In 1992, Corporation 
A distributes 150u to Corporation M. Cor-
poration A has 100u of post-1986 undistrib-
uted earnings and the dividend, therefore, is 
treated as paid out of post-1986 undistributed 
earnings to the extent of 100u. The first 100u 
distribution is from post-1986 undistributed 
earnings, and, because the distribution ex-
hausts those earnings, Corporation M is 
deemed to have paid the entire amount of 
post-1986 foreign income taxes of Corporation 
A ($40). The remaining 50u dividend is treat-
ed as a dividend out of 1986 accumulated 
profits under paragraph (b)(2) of this section. 
Corporation M is deemed to have paid $15 
(60u×50u/200u, translated at the appropriate 
exchange rates) of Corporation A’s foreign 
income taxes for 1986. As of January 1, 1993, 
Corporation A’s post-1986 undistributed earn-
ings and post-1986 foreign income taxes are 0. 
Corporation A has 150u of accumulated prof-

its and 45u of foreign income taxes remain-
ing in 1986. 

Example 2. Domestic corporation M (incor-
porated on January 1, 1987) owns 100 percent 
of foreign corporation A (incorporated on 
January 1, 1987). Both Corporation M and 
Corporation A use the calendar year as the 
taxable year, and Corporation A uses the u 
as its functional currency. Assume that 1u 
equals $1 at all relevant times. Corporation 
A has no pre-1987 accumulated profits. All of 
Corporation A’s post-1986 undistributed earn-
ings are non-subpart F general limitation 
earnings and profits under section 
904(d)(1)(I). On January 1, 1992, Corporation A 
has a deficit in accumulated earnings and 
profits and a deficit in post-1986 undistrib-
uted earnings of (200u). No foreign taxes have 
been paid with respect to post-1986 undistrib-
uted earnings. During 1992, Corporation A 
earns 100u (net of foreign taxes), pays $40 of 
foreign taxes on those earnings and distrib-
utes 50u to Corporation M. As of the end of 
1992, Corporation A has a deficit of (100u) 
((200u) post1986 undistributed earnings + 100u 
current earnings and profits) in post-1986 un-
distributed earnings. Corporation A, how-
ever, has current earnings and profits of 
100u. Therefore, the 50u distribution is treat-
ed as a dividend in its entirety under section 
316(a)(2). Under paragraph (b)(4) of this sec-
tion, Corporation M is not deemed to have 
paid any of the foreign taxes paid by Cor-
poration A because post-1986 undistributed 
earnings and the sum of current plus accu-
mulated earnings and profits are (100u). The 
dividend reduces both post-1986 undistributed 
earnings and accumulated earnings and prof-
its. Therefore, as of January 1, 1993, Corpora-
tion A’s post-1986 undistributed earnings are 
(150u) and its accumulated earnings and prof-
its are (150u). Corporation A’s post-1986 for-
eign income taxes at the start of 1993 are $40. 

(c) Special rules—(1) Separate computa-
tions required for dividends from each 
first-tier and lower-tier corporation—(i) 
Rule. If in a taxable year dividends are 
received by a domestic shareholder or 
an upper-tier corporation from two or 
more first-tier corporations or two or 
more lower-tier corporations, the for-
eign income taxes deemed paid by the 
domestic shareholder or the upper-tier 
corporation under sections 902 (a) and 
(b) and paragraph (b) of this section 
shall be computed separately with re-
spect to the dividends received from 
each first-tier corporation or lower-tier 
corporation. If a domestic shareholder 
receives dividend distributions from 
one or more first-tier corporations and 
in the same taxable year the first-tier 
corporation receives dividends from 
one or more lower-tier corporations, 
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then the amount of foreign income 
taxes deemed paid shall be computed 
by starting with the lowest-tier cor-
poration and working upward. 

(ii) Example. The following example 
illustrates the application of this para-
graph (c)(1): 

Example. P, a domestic corporation, owns 
40 percent of the voting stock of foreign cor-
poration S. S owns 30 percent of the voting 
stock of foreign corporation T, and 30 per-
cent of the voting stock of foreign corpora-
tion U. Neither S, T, nor U is a controlled 
foreign corporation. P, S, T and U all use the 
calendar year as their taxable year. In 1993, 
T and U both pay dividends to S and S pays 
a dividend to P. To compute foreign taxes 
deemed paid, paragraph (c)(1) of this section 
requires P to start with the lowest tier cor-
porations and to compute foreign taxes 
deemed paid separately for dividends from 
each first-tier and lower-tier corporation. 
Thus, S first will compute foreign taxes 
deemed paid separately on its dividends from 
T and U. The deemed paid taxes will be added 
to S’s post-1986 foreign income taxes, and the 
dividends will be added to S’s post-1986 un-
distributed earnings. Next, P will compute 
foreign taxes deemed paid with respect to 
the dividend from S. This computation will 
take into account the taxes paid by T and U 
and deemed paid by S. 

(2) Section 78 gross-up—(i) Foreign in-
come taxes deemed paid by a domestic 
shareholder. Except as provided in sec-
tion 960(b) and the regulations under 
that section (relating to amounts ex-
cluded from gross income under section 
959(b)), any foreign income taxes 
deemed paid by a domestic shareholder 
in any taxable year under section 902(a) 
and paragraph (b) of this section shall 
be included in the gross income of the 
domestic shareholder for the year as a 
dividend under section 78. Amounts in-
cluded in gross income under section 78 
shall, for purposes of section 904, be 
deemed to be derived from sources 
within the United States to the extent 
the earnings and profits on which the 
taxes were paid are treated under sec-
tion 904(g) as United States source 
earnings and profits. Section 1.904– 
5(m)(6). Amounts included in gross in-
come under section 78 shall be treated 
for purposes of section 904 as income in 
a separate category to the extent that 
the foreign income taxes were allo-
cated and apportioned to income in 
that separate category. See section 
904(d)(3)(G) and § 1.904–6(b)(3). 

(ii) Foreign income taxes deemed paid 
by an upper-tier corporation. Foreign in-
come taxes deemed paid by an upper- 
tier corporation on a distribution from 
a lower-tier corporation are not in-
cluded in the earnings and profits of 
the upper-tier corporation. For pur-
poses of section 904, foreign income 
taxes shall be allocated and appor-
tioned to income in a separate cat-
egory to the extent those taxes were 
allocated to the earnings and profits of 
the lower-tier corporation in that sepa-
rate category. See section 904(d)(3)(G) 
and § 1.904–6(b)(3). To the extent that 
section 904(g) treats the earnings of the 
lower-tier corporation on which those 
foreign income taxes were paid as 
United States source earnings and prof-
its, the foreign income taxes deemed 
paid by the upper-tier corporation on 
the distribution from the lower-tier 
corporation shall be treated as attrib-
utable to United States source earn-
ings and profits. See section 904(g) and 
§ 1.904–5(m)(6). 

(iii) Example. The following example 
illustrates the rules of this paragraph 
(c)(2): 

Example. P, a domestic corporation, owns 
100 percent of the voting stock of controlled 
foreign corporation S. Corporations P and S 
use the calendar year as their taxable year, 
and S uses the u as its functional currency. 
Assume that 1u equals $1 at all relevant 
times. As of January 1, 1992, S has –0– post- 
1986 undistributed earnings and –0– post-1986 
foreign income taxes. In 1992, S earns 150u of 
non-subpart F general limitation income net 
of foreign taxes and pays 60u of foreign in-
come taxes. As of the end of 1992, but before 
dividend payments, S has 150u of post-1986 
undistributed earnings and $60 of post-1986 
foreign income taxes. Assume that 50u of S’s 
earnings for 1992 are from United States 
sources. S pays P a dividend of 75u which P 
receives in 1992. Under § 1.904–5(m)(4), one- 
third of the dividend, or 25u (75u×50u/150u), is 
United States source income to P. P com-
putes foreign taxes deemed paid on the divi-
dend under paragraph (b)(1) of this section of 
$30 ($60×50%[75u/150u]) and includes that 
amount in gross income under section 78 as 
a dividend. Because 25u of the 75u dividend is 
United States source income to P, $10 
($30×33.33%[25u/75u]) of the section 78 divi-
dend will be treated as United States source 
income to P under this paragraph (c)(2). 

(3) Creditable foreign income taxes. The 
amount of creditable foreign income 
taxes under section 901 shall include, 
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subject to the limitations and condi-
tions of sections 902 and 904, foreign in-
come taxes actually paid and deemed 
paid by a domestic shareholder that re-
ceives a dividend from a first-tier cor-
poration. Foreign income taxes deemed 
paid by a domestic shareholder under 
paragraph (b) of this section shall be 
deemed paid by the domestic share-
holder only for purposes of computing 
the foreign tax credit allowed under 
section 901. 

(4) Foreign mineral income. Certain 
foreign income, war profits and excess 
profits taxes paid or accrued with re-
spect to foreign mineral income will 
not be considered foreign income taxes 
for purposes of section 902. See section 
901(e) and § 1.901–3. 

(5) Foreign taxes paid or accrued in 
connection with the purchase or sale of 
certain oil and gas. Certain income, war 
profits, or excess profits taxes paid or 
accrued to a foreign country in connec-
tion with the purchase and sale of oil 
or gas extracted in that country will 
not be considered foreign income taxes 
for purposes of section 902. See section 
901(f). 

(6) Foreign oil and gas extraction in-
come. For rules relating to reduction of 
the amount of foreign income taxes 
deemed paid with respect to foreign oil 
and gas extraction income, see section 
907(a) and the regulations under that 
section. 

(7) United States shareholders of con-
trolled foreign corporations. See para-
graph (d) of this section and sections 
960 and 962 and the regulations under 
those sections for special rules relating 
to the application of section 902 in 
computing foreign income taxes 
deemed paid by United States share-
holders of controlled foreign corpora-
tions. 

(8) Effect of certain liquidations, reorga-
nizations, or similar transactions on cer-
tain foreign taxes paid or accrued in tax-
able years beginning on or before August 
5, 1997. [Reserved]. For further guid-
ance, see § 1.902–1T(c)(8). 

(d) Dividends from controlled foreign 
corporations and noncontrolled section 
902 corporations—(1) General rule. [Re-
served] For further guidance, see 
§ 1.902–1T(d)(1). 

(2) Look-through—(i) Dividends. [Re-
served] For further guidance, see 
§ 1.902–1T(d)(2)(i). 

(ii) Coordination with section 960. For 
rules coordinating the computation of 
foreign taxes deemed paid with respect 
to amounts included in gross income 
under section 951(a) and dividends dis-
tributed by a controlled foreign cor-
poration, see section 960 and the regu-
lations under that section. 

(e) Information to be furnished. If the 
credit for foreign income taxes claimed 
under section 901 includes foreign in-
come taxes deemed paid under section 
902 and paragraph (b) of this section, 
the domestic shareholder must furnish 
the same information with respect to 
the foreign income taxes deemed paid 
as it is required to furnish with respect 
to the foreign income taxes it directly 
paid or accrued and for which the cred-
it is claimed. See § 1.905–2. For other in-
formation required to be furnished by 
the domestic shareholder for the an-
nual accounting period of certain for-
eign corporations ending with or with-
in the shareholder’s taxable year, and 
for reduction in the amount of foreign 
income taxes paid, accrued, or deemed 
paid for failure to furnish the required 
information, see section 6038 and the 
regulations under that section. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. Since 1987, domestic corporation 
M has owned 10 percent of the one class of 
stock of foreign corporation A. The remain-
ing 90 percent of Corporation A’s stock is 
owned by Z, a foreign corporation. Corpora-
tion A is not a controlled foreign corpora-
tion. Corporation A uses the u as its func-
tional currency, and 1u equals $1 at all rel-
evant times. Both Corporation A and Cor-
poration M use the calendar year as the tax-
able year. In 1992, Corporation A pays a 30u 
dividend out of post-1986 undistributed earn-
ings, 3u to Corporation M and 27u to Cor-
poration Z. Corporation M is deemed, under 
paragraph (b) of this section, to have paid a 
portion of the post-1986 foreign income taxes 
paid by Corporation A and includes the 
amount of foreign taxes deemed paid in gross 
income under section 78 as a dividend. Both 
the foreign taxes deemed paid and the divi-
dend would be subject to a separate limita-
tion for dividends from Corporation A, a non-
controlled section 902 corporation. Under 
paragraph (a)(9)(i) of this section, Corpora-
tion A must reduce its post-1986 undistrib-
uted earnings as of January 1, 1993, by the 
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total amount of dividends paid to Corpora-
tion M and Corporation Z in 1992. Under 
paragraph (a)(8)(i) of this section, Corpora-
tion A must reduce its post-1986 foreign in-
come taxes as of January 1, 1993, by the 
amount of foreign income taxes that were 
deemed paid by Corporation M and by the 
amount of foreign income taxes that would 
have been deemed paid by Corporation Z had 

Corporation Z been eligible to compute an 
amount of foreign income taxes deemed paid 
with respect to the dividend received from 
Corporation A. Foreign income taxes deemed 
paid by Corporation M and Corporation A’s 
opening balances in post-1986 undistributed 
earnings and post-1986 foreign income taxes 
for 1993 are computed as follows: 

1. Assumed post-1986 undistributed earnings of Corporation A at start of 1992 .................................................... 25u 
2. Assumed post-1986 foreign income taxes of Corporation A at start of 1992 ...................................................... $25 
3. Assumed pre-tax earnings and profits of Corporation A for 1992 ........................................................................ 50u 
4. Assumed foreign income taxes paid or accrued by Corporation A in 1992 ......................................................... 15u 
5. Post-1986 undistributed earnings in Corporation A for 1992 (pre-dividend) (Line 1 plus Line 3 minus Line 4) 60u 
6. Post-1986 foreign income taxes in Corporation A for 1992 (pre-dividend) (Line 2 plus Line 4 translated at the 

appropriate exchange rates).
$40 

7. Dividends paid out of post-1986 undistributed earnings of Corporation A to Corporation M in 1992 ................. 3u 
8. Percentage of Corporation A’s post-1986 undistributed earnings paid to Corporation M (Line 7 divided by 

Line 5).
5% 

9. Foreign income taxes of Corporation A deemed paid by Corporation M under section 902(a) (Line 6 multi-
plied by Line 8).

$2 

10. Total dividends paid out of post-1986 undistributed earnings of Corporation A to all shareholders in 1992 .... 30u 
11. Percentage of Corporation A’s post-1986 undistributed earnings paid to all shareholders in 1992 (Line 10 

divided by Line 5).
50% 

12. Post-1986 foreign income taxes paid with respect to post-1986 undistributed earnings distributed to all 
shareholders in 1992 (Line 6 multiplied by Line 11).

$20 

13. Corporation A’s post-1986 undistributed earnings at the start of 1993 (Line 5 minus Line 10) ........................ 30u 
14. Corporation A’s post-1986 foreign income taxes at the start of 1993 (Line 6 minus Line 12) .......................... $20 

Example 2. (i) The facts are the same as in 
Example 1, except that Corporation M has 
also owned 10 percent of the one class of 
stock of foreign corporation B since 1987. 
Corporation B uses the calendar year as the 
taxable year. The remaining 90 percent of 
Corporation B’s stock is owned by Corpora-
tion Z. Corporation B is not a controlled for-
eign corporation. Corporation B uses the u as 
its functional currency, and 1u equals $1 at 
all relevant times. In 1992, Corporation B has 
earnings and profits and pays foreign income 
taxes, a portion of which are attributable to 
high withholding tax interest, as defined in 
section 904(d)(2)(B)(i). Corporation B must 
reduce its pool of post-1986 foreign income 
taxes by the amount of tax imposed on high 

withholding tax interest in excess of 5 per-
cent because that amount is not treated as a 
tax for purposes of section 902. See section 
904(d)(2)(E)(ii) and paragraph (a)(8)(iii) of this 
section. Corporation B pays 50u in dividends 
in 1992, 5u to Corporation M and 45u to Cor-
poration Z. Corporation M must compute its 
section 902(a) deemed paid taxes separately 
for the dividends it receives in 1992 from Cor-
poration A (as computed in Example 1) and 
from Corporation B. Foreign income taxes of 
Corporation B deemed paid by Corporation 
M, and Corporation B’s opening balances in 
post-1986 undistributed earnings and post- 
1986 foreign income taxes for 1993 are com-
puted as follows: 

1. Assumed post-1986 undistributed earnings of Corporation B at start of 1992 .................................................... (100u) 
2. Assumed post-1986 foreign income taxes of Corporation B at start of 1992 ...................................................... $0 
3. Assumed pre-tax earnings and profits of Corporation B for 1992 (including 50u of high withholding tax inter-

est on which 5u of tax is withheld).
302.50u 

4. Assumed foreign income taxes paid or accrued by Corporation B in 1992 ......................................................... 102.50u 
5. Post-1986 undistributed earnings in Corporation B for 1992 (pre-dividend) (Line 1 plus Line 3 minus Line 4) 100u 
6. Amount of foreign income tax of Corporation B imposed on high withholding tax interest in excess of 5% (5u 

withholding tax—[5%×50u high withholding tax interest]).
2.50u 

7. Post-1986 foreign income taxes in Corporation B for 1992 (pre-dividend) (Line 2 plus [Line 4 minus Line 6 
translated at the appropriate exchange rate]).

$100 

8. Dividends paid out of post-1986 undistributed earnings to Corporation M in 1992 ............................................. 5u 
9. Percentage of Corporation B’s post-1986 undistributed earnings paid to Corporation M (Line 8 divided by 

Line 5).
5% 

10. Foreign income taxes of Corporation B deemed paid by Corporation M under section 902(a) (Line 7 multi-
plied by Line 9).

$5 

11. Total dividends paid out of post-1986 undistributed earnings of Corporation B to all shareholders in 1992 .... 50u 
12. Percentage of Corporation B’s post-1986 undistributed earnings paid to all shareholders in 1992 (Line 11 

divided by Line 5).
50% 

13. Post-1986 foreign income taxes of Corporation B paid on or with respect to post-1986 undistributed earn-
ings distributed to all shareholders in 1992 (Line 7 multiplied by Line 12).

$50 

14. Corporation B’s post-1986 undistributed earnings at start of 1993 (Line 5 minus Line 11) .............................. 50u 
15. Corporation B’s post-1986 foreign income taxes at start of 1993 (Line 7 minus Line 13) ................................ $50 
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(ii) For 1992, as computed in Example 1, 
Corporation M is deemed to have paid $2 of 
the post-1986 foreign income taxes paid by 
Corporation A and includes $2 in gross in-
come as a dividend under section 78. Both 
the income inclusion and the credit are sub-
ject to a separate limitation for dividends 
from Corporation A, a noncontrolled section 
902 corporation. Corporation M also is 
deemed to have paid $5 of the post-1986 for-
eign income taxes paid by Corporation B and 
includes $5 in gross income as a deemed divi-
dend under section 78. Both the income in-
clusion and the foreign taxes deemed paid 
are subject to a separate limitation for divi-
dends from Corporation B, a noncontrolled 
section 902 corporation. 

Example 3. (i) Since 1987, domestic corpora-
tion M has owned 50 percent of the one class 
of stock of foreign corporation A. The re-
maining 50 percent of Corporation A is 
owned by foreign corporation Z. For the 
same time period, Corporation A has owned 
40 percent of the one class of stock of foreign 
corporation B, and Corporation B has owned 
30 percent of the one class of stock of foreign 
corporation C. The remaining 60 percent of 
Corporation B is owned by foreign corpora-
tion Y, and the remaining 70 percent of Cor-
poration C is owned by foreign corporation 
X. Corporations A, B, and C are not con-

trolled foreign corporations. Corporations A, 
B, and C use the u as their functional cur-
rency, and 1u equals $1 at all relevant times. 
Corporation B uses a fiscal year ending June 
30 as its taxable year; all other corporations 
use the calendar year as the taxable year. On 
February 1, 1992, Corporation C pays a 500u 
dividend out of post-1986 undistributed earn-
ings, 150u to Corporation B and 350u to Cor-
poration X. On February 15, 1992, Corpora-
tion B pays a 300u dividend out of post-1986 
undistributed earnings computed as of the 
close of Corporation B’s fiscal year ended 
June 30, 1992, 120u to Corporation A and 180u 
to Corporation Y. On August 15, 1992, Cor-
poration A pays a 200u dividend out of post- 
1986 undistributed earnings, 100u to Corpora-
tion M and 100u to Corporation Z. In com-
puting foreign taxes deemed paid by Cor-
porations B and A, section 78 does not apply 
and Corporations B and A thus do not have 
to include the foreign taxes deemed paid in 
earnings and profits. See paragraph (c)(2)(ii) 
of this section. Foreign income taxes deemed 
paid by Corporations B, A and M, and the 
foreign corporations’ opening balances in 
post-1986 undistributed earnings and post- 
1986 foreign income taxes for Corporation B’s 
fiscal year beginning July 1, 1992, and Cor-
poration C’s and Corporation A’s 1993 cal-
endar years are computed as follows: 

A. Corporation C (third-tier corporation): 
1. Assumed post-1986 undistributed earnings in Corporation C at start of 1992 ...................................... 1300u 
2. Assumed post-1986 foreign income taxes in Corporation C at start of 1992 ........................................ $500 
3. Assumed pre-tax earnings and profits of Corporation C for 1992 ......................................................... 500u 
4. Assumed foreign income taxes paid or accrued in 1992 ....................................................................... 300u 
5. Post-1986 undistributed earnings in Corporation C for 1992 (pre-dividend) (Line 1 plus Line 3 minus 

Line 4).
1500u 

6. Post-1986 foreign income taxes in Corporation C for 1992 (pre-dividend) (Line 2 plus Line 4 trans-
lated at the appropriate exchange rates).

$800 

7. Dividends paid out of post-1986 undistributed earnings of Corporation C to Corporation B in 1992 ... 150u 
8. Percentage of Corporation C’s post-1986 undistributed earnings paid to Corporation B (Line 7 di-

vided by Line 5).
10% 

9. Foreign income taxes of Corporation C deemed paid by Corporation B under section 902(b)(2) (Line 
6 multiplied by Line 8).

$80 

10. Total dividends paid out of post-1986 undistributed earnings of Corporation C to all shareholders in 
1992.

500u 

11. Percentage of Corporation C’s post-1986 undistributed earnings paid to all shareholders in 1992 
(Line 10 divided by Line 5).

33.33% 

12. Post-1986 foreign income taxes paid with respect to post-1986 undistributed earnings distributed to 
all shareholders in 1992 (Line 6 multiplied by Line 11).

$266.66 

13. Post-1986 undistributed earnings in Corporation C at start of 1993 (Line 5 minus Line 10) .............. 1000u 
14. Post-1986 foreign income taxes in Corporation C at start of 1993 (Line 6 minus Line 12) ................ $533.34 

B. Corporation B (second-tier corporation): 
1. Assumed post-1986 undistributed earnings in Corporation B as of July 1, 1991 ................................. 0 
2. Assumed post-1986 foreign income taxes in Corporation B as of July 1, 1991 ................................... 0 
3. Assumed pre-tax earnings and profits of Corporation B for fiscal year ended June 30, 1992, (includ-

ing 150u dividend from Corporation B).
1000u 

4. Assumed foreign income taxes paid or accrued by Corporation B in fiscal year ended June 30, 1992 200u 
5. Foreign income taxes of Corporation C deemed paid by Corporation B in its fiscal year ended June 

30, 1992 (Part A, Line 9 of paragraph (i) of this Example 3).
$80 

6. Post-1986 undistributed earnings in Corporation B for fiscal year ended June 30, 1992 (pre-divi-
dend) (Line 1 plus Line 3 minus Line 4).

800u 

7. Post-1986 foreign income taxes in Corporation B for fiscal year ended June 30, 1992 (pre-dividend) 
(Line 2 plus Line 4 translated at the appropriate exchange rates plus Line 5).

$280 

8. Dividends paid out of post-1986 undistributed earnings of Corporation B to Corporation A on Feb-
ruary 15, 1992.

120u 

9. Percentage of Corporation B’s post-1986 undistributed earnings for fiscal year ended June 30, 
1992, paid to Corporation A (Line 8 divided by Line 6).

15% 

10. Foreign income taxes paid and deemed paid by Corporation B as of June 30, 1992, deemed paid 
by Corporation A under section 902(b)(1) (Line 7 multiplied by Line 9).

$42 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00699 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



690 

26 CFR Ch. I (4–1–09 Edition) § 1.902–1 

11. Total dividends paid out of post-1986 undistributed earnings of Corporation B for fiscal year ended 
June 30, 1992.

300u 

12. Percentage of Corporation B’s post-1986 undistributed earnings for fiscal year ended June 30, 
1992, paid to all shareholders (Line 11 divided by Line 6).

37.5% 

13. Post-1986 foreign income taxes paid and deemed paid with respect to post-1986 undistributed 
earnings distributed to all shareholders during Corporation B’s fiscal year ended June 30, 1992 (Line 
7 multiplied by Line 12).

$105 

14. Post-1986 undistributed earnings in Corporation B as of July 1, 1992 (Line 6 minus Line 11) .......... 500u 
15. Post-1986 foreign income taxes in Corporation B as of July 1, 1992 (Line 7 minus Line 13) ............ $175 

C. Corporation A (first-tier corporation): 
1. Assumed post-1986 undistributed earnings in Corporation A at start of 1992 ...................................... 250u 
2. Assumed post-1986 foreign income taxes in Corporation A at start of 1992 ........................................ $100 
3. Assumed pre-tax earnings and profits of Corporation A for 1992 (including 120u dividend from Cor-

poration B).
250u 

4. Assumed foreign income taxes paid or accrued by Corporation A in 1992 .......................................... 100u 
5. Foreign income taxes paid or deemed paid by Corporation B as of June 30, 1992, that are deemed 

paid by Corporation A in 1992 (Part B, Line 10 of paragraph (i) of this Example 3).
$42 

6. Post-1986 undistributed earnings in Corporation A for 1992 (pre-dividend) (Line 1 plus Line 3 minus 
Line 4).

400u 

7. Post-1986 foreign income taxes in Corporation A for 1992 (pre-dividend) (Line 2 plus Line 4 trans-
lated at the appropriate exchange rates plus Line 5).

$242 

8. Dividends paid out of post-1986 undistributed earnings of Corporation A to Corporation M on August 
15, 1992.

100u 

9. Percentage of Corporation A’s post-1986 undistributed earnings paid to Corporation M in 1992 (Line 
8 divided by Line 6).

25% 

10. Foreign income taxes paid and deemed paid by Corporation A in 1992 that are deemed paid by 
Corporation M under section 902(a) (Line 7 multiplied by Line 9).

$60.50 

11. Total dividends paid out of post-1986 undistributed earnings of Corporation A to all shareholders in 
1992.

200u 

12. Percentage of Corporation A’s post-1986 undistributed earnings paid to all shareholders in 1992 
(Line 11 divided by Line 6).

50% 

13. Post-1986 foreign income taxes paid and deemed paid by Corporation A with respect to post-1986 
undistributed earnings distributed to all shareholders in 1992 (Line 7 multiplied by Line 12).

$121 

14. Post-1986 undistributed earnings in Corporation A at start of 1993 (Line 6 minus Line 11) .............. 200u 
15. Post-1986 foreign income taxes in Corporation A at start of 1993 (Line 7 minus Line 13) ................ $121 

(ii) Corporation M is deemed, under section 
902(a) and paragraph (b) of this section, to 
have paid $60.50 of post-1986 foreign income 
taxes paid, or deemed paid, by Corporation A 
on or with respect to its post-1986 undistrib-
uted earnings (Part C, Line 10) and Corpora-
tion M includes that amount in gross income 
as a dividend under section 78. Both the in-
come inclusion and the credit are subject to 
a separate limitation for dividends from Cor-
poration A, a noncontrolled section 902 cor-
poration. 

Example 4. (i) Since 1987, domestic corpora-
tion M has owned 100 percent of the voting 
stock of controlled foreign corporation A, 
and Corporation A has owned 100 percent of 
the voting stock of controlled foreign cor-
poration B. Corporations M, A and B use the 
calendar year as the taxable year. Corpora-
tions A and B are organized in the same for-
eign country and use the u as their func-
tional currency. 1u equals $1 at all relevant 
times. Assume that all of the earnings of 
Corporations A and B are general limitation 
earnings and profits within the meaning of 
section 904(d)(2)(I), and that neither Corpora-
tion A nor Corporation B has any previously 
taxed income accounts. In 1992, Corporation 
B pays a dividend of 150u to Corporation A 
out of post-1986 undistributed earnings, and 
Corporation A computes an amount of for-
eign taxes deemed paid under section 
902(b)(1). The dividend is not subpart F in-
come to Corporation A because section 

954(c)(3)(B)(i) (the same country dividend ex-
ception) applies. Pursuant to paragraph 
(c)(2)(ii) of this section, Corporation A is not 
required to include the deemed paid taxes in 
earnings and profits. Corporation A has no 
pre-1987 accumulated profits and a deficit in 
post-1986 undistributed earnings for 1992. In 
1992, Corporation A pays a dividend of 100u to 
Corporation M out of its earnings and profits 
for 1992 (current earnings and profits). Under 
paragraph (b)(4) of this section, Corporation 
M is not deemed to have paid any of the for-
eign income taxes paid or deemed paid by 
Corporation A because Corporation A has a 
deficit in post-1986 undistributed earnings as 
of December 31, 1992, and the sum of its cur-
rent plus accumulated profits is less than 
zero. Note that if instead of paying a divi-
dend to Corporation A in 1992, Corporation B 
had made an additional investment of $150 in 
United States property under section 956, 
that amount would have been included in 
gross income by Corporation M under section 
951(a)(1)(B) and Corporation M would have 
been deemed to have paid $50 of foreign in-
come taxes paid by Corporation B. See sec-
tions 951(a)(1)(B) and 960. Foreign income 
taxes of Corporation B deemed paid by Cor-
poration A and the opening balances in post- 
1986 undistributed earnings and post-1986 for-
eign income taxes for Corporation A and Cor-
poration B for 1993 are computed as follows: 
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A. Corporation B (second-tier corporation): 
1. Assumed post-1986 undistributed earnings in Corporation B at start of 1992 ...................................... 200u 
2. Assumed post-1986 foreign income taxes in Corporation B at start of 1992 ........................................ $50 
3. Assumed pre-tax earnings and profits of Corporation B for 1992 ......................................................... 150u 
4. Assumed foreign income taxes paid or accrued in 1992 ....................................................................... 50u 
5. Post-1986 undistributed earnings in Corporation B for 1992 (pre-dividend) (Line 1 plus Line 3 minus 

Line 4).
300u 

6. Post-1986 foreign income taxes in Corporation B for 1992 (pre-dividend) (Line 2 plus Line 4 trans-
lated at the appropriate exchange rates).

$100 

7. Dividends paid out of post-1986 undistributed earnings of Corporation B to Corporation A in 1992 ... 150u 
8. Percentage of Corporation B’s post-1986 undistributed earnings paid to Corporation A (Line 7 di-

vided by Line 5).
50% 

9. Foreign income taxes of Corporation B deemed paid by Corporation A under section 902(b)(1) (Line 
6 multiplied by Line 8).

$50 

10. Post-1986 undistributed earnings in Corporation B at start of 1993 (Line 5 minus Line 7) ................ 150u 
11. Post-1986 foreign income taxes in Corporation B at start of 1993 (Line 6 minus Line 9) .................. $50 

B. Corporation A (first-tier corporation): 
1. Assumed post-1986 undistributed earnings in Corporation A at start of 1992 ...................................... (200u) 
2. Assumed post-1986 foreign income taxes in Corporation A at start of 1992 ........................................ 0 
3. Assumed pre-tax earnings and profits of Corporation A for 1992 (including 150u dividend from Cor-

poration B).
200u 

4. Assumed foreign income taxes paid or accrued by Corporation A in 1992 .......................................... 40u 
5. Foreign income taxes paid by Corporation B in 1992 that are deemed paid by Corporation A (Part 

A, Line 9 of paragraph (i) of this Example 4).
$50 

6. Post-1986 undistributed earnings in Corporation A for 1992 (pre-dividend) (Line 1 plus Line 3 minus 
Line 4).

(40u) 

7. Post-1986 foreign income taxes in Corporation A for 1992 (pre-dividend) (Line 2 plus Line 4 trans-
lated at the appropriate exchange rates plus Line 5).

$90 

8. Dividends paid out of current earnings and profits of Corporation A for 1992 ...................................... 100u 
9. Percentage of post-1986 undistributed earnings of Corporation A paid to Corporation M in 1992 

(Line 8 divided by the greater of Line 6 or zero).
0 

10. Foreign income taxes paid and deemed paid by Corporation A in 1992 that are deemed paid by 
Corporation M under section 902(a) (Line 7 multiplied by Line 9).

0 

11. Post-1986 undistributed earnings in Corporation A at start of 1993 (line 6 minus line 8) .................. (140u) 
12. Post-1986 foreign income taxes in Corporation A at start of 1993 (Line 7 minus Line 10) ................ $90 

(ii) For 1993, Corporation A has 500u of 
earnings and profits on which it pays 160u of 
foreign income taxes. Corporation A receives 
no dividends from Corporation B, and pays a 
100u dividend to Corporation M. The 100u div-
idend to Corporation M carries with it some 
of the foreign income taxes paid and deemed 
paid by Corporation A in 1992, which were 

not deemed paid by Corporation M in 1992 be-
cause Corporation A had no post-1986 undis-
tributed earnings. Thus, for 1993, Corpora-
tion M is deemed to have paid $125 of post- 
1986 foreign income taxes paid and deemed 
paid by Corporation A and includes that 
amount in gross income as a dividend under 
section 78, determined as follows: 

1. Post-1986 undistributed earnings in Corporation A at start of 1993 .................................................................... (140u) 
2. Post-1986 foreign income taxes in Corporation A at start of 1993 ...................................................................... $90 
3. Pre-tax earnings and profits of Corporation A for 1993 ....................................................................................... 500u 
4. Foreign income taxes paid or accrued by Corporation A in 1993 ........................................................................ 160u 
5. Post-1986 undistributed earnings in Corporation A for 1993 (pre-dividend) (Line 1 plus Line 3 minus Line 4) 200u 
6. Post-1986 foreign income taxes in Corporation A for 1993 (pre-dividend) (Line 2 plus Line 4 translated at the 

appropriate exchange rates).
$250 

7. Dividends paid out of post-1986 undistributed earnings of Corporation A to Corporation M in 1993 ................. 100u 
8. Percentage of post-1986 undistributed earnings of Corporation A paid to Corporation M in 1993 (Line 7 di-

vided by Line 5).
50% 

9. Foreign income taxes paid and deemed paid by Corporation A that are deemed paid by Corporation M in 
1993 (Line 6 multiplied by Line 8).

$125 

10. Post-1986 undistributed earnings in Corporation A at start of 1994 (Line 5 minus Line 7) .............................. 100u 
11. Post-1986 foreign income taxes in Corporation A at start of 1994 (Line 6 minus Line 9) ................................ $125 

Example 5. (i) Since 1987, domestic corpora-
tion M has owned 100 percent of the voting 
stock of controlled foreign corporation A. 
Corporation M also conducts operations 
through a foreign branch. Both Corporation 
A and Corporation M use the calendar year 
as the taxable year. Corporation A uses the 
u as its functional currency and 1u equals $1 
at all relevant times. Corporation A has no 
subpart F income, as defined in section 952, 

and no increase in earnings invested in 
United States property under section 956 for 
1992. Corporation A also has no previously 
taxed income accounts. Corporation A has 
general limitation income and high with-
holding tax interest income that, by oper-
ation of section 954(b)(4), does not constitute 
foreign base company income under section 
954(a). Because Corporation A is a controlled 
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foreign corporation, it is not required to re-
duce post-1986 foreign income taxes by for-
eign taxes paid or accrued with respect to 
high withholding tax interest in excess of 5 
percent. See § 1.902–1(a)(8)(iii). Corporation A 
pays a 60u dividend to Corporation M in 1992. 

For 1992, Corporation M is deemed, under 
paragraph (b) of this section, to have paid $24 
of the post-1986 foreign income taxes paid by 
Corporation A and includes that amount in 
gross income under section 78 as a dividend, 
determined as follows: 

1. Assumed post-1986 undistributed earnings in Corporation A at start of 1992 attributable to: 
(a) Section 904(d)(1)(B) high withholding tax interest ................................................................................ 20u 
(b) Section 904(d)(1)(I) general limitation income ...................................................................................... 55u 

2. Assumed post-1986 foreign income taxes in Corporation A at start of 1992 attributable to: 
(a) Section 904(d)(1)(B) high withholding tax interest ................................................................................ $5 
(b) Section 904(d)(1)(I) general limitation income ...................................................................................... $20 

3. Assumed pre-tax earnings and profits of Corporation A for 1992 attributable to: 
(a) Section 904(d)(1)(B) high withholding tax interest ................................................................................ 20u 
(b) Section 904(d)(1)(I) general limitation income ...................................................................................... 20u 

4. Assumed foreign income taxes paid or accrued in 1992 on or with respect to: 
(a) Section 904(d)(1)(B) high withholding tax interest ................................................................................ 10u 
(b) Section 904(d)(1)(I) general limitation income ...................................................................................... 5u 

5. Post-1986 undistributed earnings in Corporation A for 1992 (pre-dividend) attributable to: 
(a) Section 904(d)(1)(B) high withholding tax interest (Line 1(a) + Line 3(a) minus Line 4(a)) ................. 30u 
(b) Section 904(d)(1)(I) general limitation income (Line 1(b) + Line 3(b) minus Line 4(b)) ....................... 70u 

(c) Total ....................................................................................................................................................... 100u 
6. Post-1986 foreign income taxes in Corporation A for 1992 (pre-dividend) attributable to: 

(a) Section 904(d)(1)(B) high withholding tax interest (Line 2(a) + Line 4(a) translated at the appro-
priate exchange rates).

$15 

(b) Section 904(d)(1)(I) general limitation income (Line 2(b) + Line 4(b) translated at the appropriate 
exchange rates).

$25 

7. Dividends paid to Corporation M in 1992 ............................................................................................................. 60u 
8. Dividends paid to Corporation M in 1992 attributable to section 904(d) separate categories pursuant to 

§ 1.904–5(d): 
(a) Dividends paid to Corporation M in 1992 attributable to section 904(d)(1)(B) high withholding tax in-

terest (Line 7 multiplied by Line 5(a) divided by Line 5(c)).
18u 

(b) Dividends paid to Corporation M in 1992 attributable to section 904(d)(1)(I) general limitation in-
come (Line 7 multiplied by Line 5(b) divided by Line 5(c)).

42u 

9. Percentage of Corporation A’s post-1986 undistributed earnings for 1992 paid to Corporation M attributable 
to: 

(a) Section 904(d)(1)(B) high withholding tax interest (Line 8(a) divided by Line 5(a)) ............................. 60% 
(b) Section 904(d)(1)(I) general limitation income (Line 8(b) divided by Line 5(b)) ................................... 60% 

10. Foreign income taxes of Corporation A deemed paid by Corporation M under section 902(a) attributable to: 
(a) Foreign income taxes of Corporation A deemed paid by Corporation M under section 902(a) with 

respect to section 904(d)(1)(B) high withholding tax interest (Line 6(a) multiplied by Line 9(a)).
$9 

(b) Foreign income taxes of Corporation A deemed paid by Corporation M under section 902(a) with 
respect to section 904(d)(1)(I) general limitation income (Line 6(b) multiplied by Line 9(b)).

$15 

11. Post-1986 undistributed earnings in Corporation A at start of 1993 attributable to: 
(a) Section 904(d)(1)(B) high withholding tax interest (Line 5(a) minus Line 8(a)) ................................... 12u 
(b) Section 904(d)(1)(I) general limitation income (Line 5(b) minus Line 8(b)) .......................................... 28u 

12. Post-1986 foreign income taxes in Corporation A at start of 1989 allocable to: 
(a) Section 904(d)(1)(B) high withholding tax interest (Line 6(a) minus Line 10(a)) ................................. $6 
(b) Section 904(d)(1)(I) general limitation income (Line 6(b) minus Line 10(b)) ........................................ $10 

(ii) For purposes of computing Corporation 
M’s foreign tax credit limitation, the post- 
1986 foreign income taxes of Corporation A 
deemed paid by Corporation M with respect 
to income in separate categories will be 
added to the foreign income taxes paid or ac-
crued by Corporation M associated with in-
come derived from Corporation M’s branch 
operation in the same separate categories. 
The dividend (and the section 78 inclusion 
with respect to the dividend) will be treated 
as income in separate categories and added 
to Corporation M’s other income, if any, at-
tributable to the same separate categories. 
See section 904(d) and § 1.904–6. 

(g) Effective date. [Reserved]. For fur-
ther guidance, see § 1.902–1T(g). 

[T.D. 8708, 62 FR 928, Jan. 7, 1997, as amended 
by T.D. 8916, 66 FR 274, Jan. 3, 2001; T.D. 9260, 
71 FR 24526, Apr. 25, 2006; 71 FR 77264, Dec. 26, 
2006] 

§ 1.902–1T Credit for domestic cor-
porate shareholder of a foreign cor-
poration for foreign income taxes 
paid by the foreign corporation 
(temporary). 

(a)(1) through (a)(3) [Reserved]. For 
further guidance, see § 1.902–1(a)(1) 
through (a)(3). 

(a)(4)(i) [Reserved]. For further guid-
ance, see § 1.902–1(a)(4)(i). 
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(ii) Fourth-, fifth-, or sixth-tier corpora-
tion. In the case of dividends paid to a 
third-, fourth-, or fifth-tier corporation 
by a foreign corporation in a taxable 
year beginning after August 5, 1997, the 
foreign corporation is a fourth-, fifth-, 
or sixth-tier corporation, respectively, 
if at the time the dividend is paid, the 
corporation receiving the dividend 
owns at least 10 percent of the foreign 
corporation’s voting stock, the chain of 
foreign corporations that includes the 
foreign corporation is connected 
through stock ownership of at least 10 
percent of their voting stock, the do-
mestic shareholder in the first-tier cor-
poration in such chain indirectly owns 
at least 5 percent of the voting stock of 
the foreign corporation through such 
chain, such corporation is a controlled 
foreign corporation (as defined in sec-
tion 957) and the domestic shareholder 
is a United States shareholder (as de-
fined in section 951(b)) in the foreign 
corporation. Taxes paid by a fourth-, 
fifth-, or sixth-tier corporation shall be 
taken into account in determining 
post-1986 foreign income taxes only if 
such taxes are paid with respect to tax-
able years beginning after August 5, 
1997, in which the corporation was a 
controlled foreign corporation. 

(a)(5) [Reserved]. For further guid-
ance, see § 1.902–1(a)(5). 

(6) Upper- and lower-tier corporations. 
In the case of a sixth-tier corporation, 
the term upper-tier corporation means 
a first-, second-, third-, fourth-, or 
fifth-tier corporation. In the case of a 
fifth-tier corporation, the term upper- 
tier corporation means a first-, second- 
, third-, or fourth-tier corporation. In 
the case of a fourth-tier corporation, 
the term upper-tier corporation means 
a first-, second-, or third-tier corpora-
tion. In the case of a third-tier corpora-
tion, the term upper-tier corporation 
means a first- or second-tier corpora-
tion. In the case of a second-tier cor-
poration, the term upper-tier corpora-
tion means a first-tier corporation. In 
the case of a first-tier corporation, the 
term lower-tier corporation means a 
second-, third-, fourth-, fifth-, or sixth- 
tier corporation. In the case of a sec-
ond-tier corporation, the term lower- 
tier corporation means a third-, fourth- 
, fifth-, or sixth-tier corporation. In the 
case of a third-tier corporation, the 

term lower-tier corporation means a 
fourth-, fifth-, or sixth-tier corpora-
tion. In the case of a fourth-tier cor-
poration, the term lower-tier corpora-
tion means a fifth- or sixth-tier cor-
poration. In the case of a fifth-tier cor-
poration, the term lower-tier corpora-
tion means a sixth-tier corporation. 

(7) Foreign income taxes. The term for-
eign income taxes means income, war 
profits, and excess profits taxes as de-
fined in § 1.902–1(a), and taxes included 
in the term income, war profits, and 
excess profits taxes by reason of sec-
tion 903, that are imposed by a foreign 
country or a possession of the United 
States, including any such taxes 
deemed paid by a foreign corporation 
under this section. Foreign income, 
war profits, and excess profits taxes 
shall not include amounts excluded 
from the definition of those taxes pur-
suant to section 901 and the regula-
tions under that section. See sections 
901(f) and (i) and paragraph (c)(5) of 
this section. Foreign income, war prof-
its, and excess profits taxes also shall 
not include taxes for which a credit is 
disallowed under section 901 and the 
regulations thereunder. See sections 
901(e), (h), (j), (k), and (l), and para-
graphs (c)(4) and (c)(8) of this section. 

(8) Post-1986 foreign income taxes—(i) 
In general. Except as provided in para-
graphs (a)(10) and (a)(13) of this section, 
the term post-1986 foreign income taxes 
of a foreign corporation means the sum 
of the foreign income taxes paid, ac-
crued, or deemed paid in the taxable 
year of the foreign corporation in 
which it distributes a dividend plus the 
foreign income taxes paid, accrued, or 
deemed paid in the foreign corpora-
tion’s prior taxable years beginning 
after December 31, 1986, to the extent 
the foreign taxes were not attributable 
to dividends distributed to, or earnings 
otherwise included (e.g., under section 
304, 367(b), 551, 951(a), 1248, or 1293) in 
the income of, a foreign or domestic 
shareholder in prior taxable years. Ex-
cept as provided in paragraph (b)(4) of 
this section, foreign taxes paid or 
deemed paid by the foreign corporation 
on or with respect to earnings that 
were distributed or otherwise removed 
from post-1986 undistributed earnings 
in prior post-1986 taxable years shall be 
removed from post-1986 foreign income 
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taxes regardless of whether the share-
holder is eligible to compute an 
amount of foreign taxes deemed paid 
under section 902, and regardless of 
whether the shareholder in fact chose 
to credit foreign income taxes under 
section 901 for the year of the distribu-
tion or inclusion. Thus, if an amount is 
distributed or deemed distributed by a 
foreign corporation to a United States 
person that is not a domestic share-
holder within the meaning of para-
graph (a)(1) of this section (e.g., an in-
dividual or a corporation that owns 
less than 10% of the foreign corpora-
tion’s voting stock), or to a foreign 
person that does not meet the defini-
tion of an upper-tier corporation under 
paragraph (a)(6) of this section, then 
although no foreign income taxes shall 
be deemed paid under section 902, for-
eign income taxes attributable to the 
distribution or deemed distribution 
that would have been deemed paid had 
the shareholder met the ownership re-
quirements of paragraphs (a)(1) 
through (4) of this section shall be re-
moved from post-1986 foreign income 
taxes. Further, if a domestic share-
holder chooses to deduct foreign taxes 
paid or accrued for the taxable year of 
the distribution or inclusion, it shall 
nonetheless be deemed to have paid a 
proportionate share of the foreign cor-
poration’s post-1986 foreign income 
taxes under section 902(a), and the for-
eign income taxes deemed paid must be 
removed from post-1986 foreign income 
taxes. In the case of a foreign corpora-
tion the foreign income taxes of which 
are determined based on an accounting 
period of less than one year, the term 
year means that accounting period. See 
sections 441(b)(3) and 443. 

(a)(8)(ii) through (c)(7) [Reserved]. 
For guidance, see § 1.902–1(a)(8)(ii) 
through (c)(7). 

(8) Effect of certain liquidations, reorga-
nizations, or similar transactions on cer-
tain foreign taxes paid or accrued in tax-
able years beginning on or before August 
5, 1997—(i) General rule. Notwith-
standing the effect of any liquidation, 
reorganization, or similar transaction, 
foreign taxes paid or accrued by a 
member of a qualified group (as defined 
in section 902(b)(2)) shall not be eligible 
to be deemed paid if they were paid or 
accrued in a taxable year beginning on 

or before August 5, 1997, by a corpora-
tion that was a fourth-, fifth- or sixth- 
tier corporation with respect to the 
taxpayer on the first day of the cor-
poration’s first taxable year beginning 
after August 5, 1997. 

(ii) Example. P, a domestic corpora-
tion, has owned 100 percent of the vot-
ing stock of foreign corporation S at 
all times since January 1, 1987. Until 
June 30, 2002, S owned 100 percent of 
the voting stock of foreign corporation 
T, T owned 100 percent of the voting 
stock of foreign corporation U, and U 
owned 100 percent of the voting stock 
of foreign corporation V. P, S, T, U, 
and V each use the calendar year as 
their U.S. taxable year. Thus, begin-
ning in 1998 V was a fourth-tier con-
trolled foreign corporation, and its for-
eign taxes paid or accrued in 1998 and 
later taxable years were eligible to be 
deemed paid. On June 30, 2002, T was 
liquidated, causing S to acquire 100 
percent of the stock of U. As a result, 
V became a third-tier controlled for-
eign corporation. In 2003, V paid a divi-
dend to U. Under paragraph (c)(8) of 
this section, foreign taxes paid by V in 
taxable years beginning before 1998 are 
not taken into account in computing 
the foreign taxes deemed paid with re-
spect to the dividend paid by V to U. 

(d) Dividends from controlled foreign 
corporations and noncontrolled section 
902 corporations—(1) General rule. If a 
dividend is described in paragraphs 
(d)(1) (A) through (D) of this section, 
the following rules apply. If a dividend 
is paid out of post-1986 undistributed 
earnings or pre-1987 accumulated prof-
its of a foreign corporation attrib-
utable to more than one separate cat-
egory, the amount of foreign income 
taxes deemed paid by the domestic 
shareholder or the upper-tier corpora-
tion under section 902 and paragraph 
(b) of this section shall be computed 
separately with respect to the post-1986 
undistributed earnings or pre-1987 ac-
cumulated profits in each separate cat-
egory out of which the dividend is paid. 
See §§ 1.904–5T(c)(4), 1.904–5(i), and para-
graph (d)(2) of this section. The sepa-
rately computed deemed-paid taxes 
shall be added to other taxes paid by 
the domestic shareholder or upper-tier 
corporation with respect to income in 
the appropriate separate category. The 
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rules of this paragraph (d)(1) apply to 
dividends received by— 

(A) A domestic shareholder that is a 
United States shareholder (as defined 
in section 951(b) or section 953(c)) from 
a first-tier corporation that is a con-
trolled foreign corporation; 

(B) A domestic shareholder from a 
first-tier corporation that is a noncon-
trolled section 902 corporation; 

(C) An upper-tier controlled foreign 
corporation from a lower-tier con-
trolled foreign corporation if the cor-
porations are related look-through en-
tities within the meaning of § 1.904–5(i) 
(see § 1.904–5T(i)(3)); or 

(D) A foreign corporation that is eli-
gible to compute an amount of foreign 
taxes deemed paid under section 
902(b)(1), from a controlled foreign cor-
poration or a noncontrolled section 902 
corporation (i.e., both the payor and 
payee corporations are members of the 
same qualified group as defined in sec-
tion 902(b)(2) (see § 1.904–5T(i)(4)). 

(2) Look-through—(i) Dividends. Any 
dividend distribution by a controlled 
foreign corporation or noncontrolled 
section 902 corporation to a domestic 
shareholder or a foreign corporation 
that is eligible to compute an amount 
of foreign taxes deemed paid under sec-
tion 902(b)(1) shall be deemed paid pro 
rata out of each separate category of 
income. Any dividend distribution by a 
controlled foreign corporation to a con-
trolled foreign corporation that is a re-
lated look-through entity within the 
meaning of § 1.904–5T(i)(3) shall also be 
deemed to be paid pro rata out of each 
separate category of income. See 
§§ 1.904–5T(c)(4), 1.904–5(i), and 1.904–7. 
The portion of the foreign income taxes 
attributable to a particular separate 
category that shall be deemed paid by 
the domestic shareholder or upper-tier 
corporation must be computed under 
the following formula: 

Foreign taxes deemed paid by domestic 
shareholder or upper-tier corporation with 
respect to a separate category 

= 
Post-1986 foreign income taxes of first-tier or 
lower-tier corporation allocated and appor-
tioned to the separate category under § 1.904– 
6 

× 
Dividend amount attributable to the sepa-
rate category/Post-1986 undistributed earn-

ings of first-tier or lower-tier corporation in 
the separate category. 

(e) through (f). [Reserved]. For fur-
ther guidance, see § 1.902–1(e) through 
(f). 

(g) Effective dates. This section and 
§ 1.902–1 apply to any distribution made 
in and after a foreign corporation’s 
first taxable year beginning on or after 
January 1, 1987, except that the provi-
sions of paragraphs (a)(4)(ii), (a)(6), 
(a)(7), (a)(8)(i), and (c)(8) of this section 
apply to distributions made in taxable 
years of foreign corporations beginning 
after April 25, 2006, and, except as pro-
vided in § 1.904–7T(f)(9), the provisions 
of paragraph (d) of this section apply to 
distributions in taxable years of for-
eign corporations beginning after De-
cember 31, 2002. 

[T.D. 9260, 71 FR 24527, Apr. 25, 2006; 71 FR 
77264, Dec. 26, 2006] 

§ 1.902–2 Treatment of deficits in post- 
1986 undistributed earnings and 
pre-1987 accumulated profits of a 
first- or lower-tier corporation for 
purposes of computing an amount 
of foreign taxes deemed paid under 
§ 1.902–1. 

(a) Carryback of deficits in post-1986 
undistributed earnings of a first- or lower- 
tier corporation to pre-effective date tax-
able years.—(1) Rule. For purposes of 
computing foreign income taxes 
deemed paid under § 1.902–1(b) with re-
spect to dividends paid by a first- or 
lower-tier corporation, when there is a 
deficit in the post-1986 undistributed 
earnings of that corporation and the 
corporation makes a distribution to 
shareholders that is a dividend or 
would be a dividend if there were cur-
rent or accumulated earnings and prof-
its, then the post-1986 deficit shall be 
carried back to the most recent pre-ef-
fective date taxable year of the first- 
or lower-tier corporation with positive 
accumulated profits computed under 
section 902. See § 1.902–3(e). For pur-
poses of this § 1.902–2, a pre-effective 
date taxable year is a taxable year be-
ginning before January 1, 1987, or a tax-
able year beginning after December 31, 
1986, if the special effective date of 
§ 1.902–1(a)(13) applies. The deficit shall 
reduce the section 902 accumulated 
profits in the most recent pre-effective 
date year to the extent thereof, and 
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any remaining deficit shall be carried 
back to the next preceding year or 
years until the deficit is completely al-
located. The amount carried back shall 
reduce the deficit in post-1986 undis-
tributed earnings. Any foreign income 
taxes paid in a post-effective date year 
will not be carried back to pre-effective 
date taxable years or removed from 
post-1986 foreign income taxes. See sec-
tion 960 and the regulations under that 
section for rules governing the 
carryback of deficits and the computa-
tion of foreign income taxes deemed 
paid with respect to deemed income in-
clusions from controlled foreign cor-
porations. 

(2) Examples. The following examples 
illustrate the rules of this paragraph 
(a): 

Example 1. (i) From 1985 through 1990, do-
mestic corporation M owns 10 percent of the 
one class of stock of foreign corporation A. 
The remaining 90 percent of Corporation A’s 
stock is owned by Z, a foreign corporation. 
Corporation A is not a controlled foreign 
corporation and uses the u as its functional 
currency. 1u equals $1 at all relevant times. 
Both Corporation A and Corporation M use 
the calendar year as the taxable year. Cor-
poration A has pre-1987 accumulated profits 
and post-1986 undistributed earnings or defi-
cits in post-1986 undistributed earnings, pays 
pre-1987 and post-1986 foreign income taxes, 
and pays dividends as summarized below: 

Taxable year ................................. 1985 ............ 1986 ............ 1987 ............ 1988 ............ 1989 ............ 1990 
Current E & P (Deficits) of Corp. 

A.
150u ............ 150u ............ (100u) .......... 100u ............ 0 .................. 0 

Current Plus Accumulated E & P 
of Corp. A.

150u ............ 300u ............ 200u ............ 250u ............ 250u ............ 200u 

Post-’86 Undistributed Earnings of 
Corp. A.

..................... ..................... (100u) .......... 100u ............ 100u ............ 50u 

Post-’86 Undistributed Earnings of 
Corp. A Reduced By Current 
Year Dividend Distributions (in-
creased by deficit carryback).

..................... ..................... 0 .................. 100u ............ 50u .............. 50u 

Foreign Income Taxes of Corp. A 
(Annual).

120u ............ 120u ............ $10 .............. $50 .............. 0 .................. 0 

Post-’86 Foreign Income Taxes of 
Corp. A.

..................... ..................... $10 .............. $60 .............. $60 .............. $30 

12/31 Distributions to Corp. M ..... 0 .................. 0 .................. 5u ................ 0 .................. 5u ................ 0 
12/31 Distributions to Corp. Z ...... 0 .................. 0 .................. 45u .............. 0 .................. 45u .............. 0 

(ii) On December 31, 1987, Corporation A 
distributes a 5u dividend to Corporation M 
and a 45u dividend to Corporation Z. At that 
time Corporation A has a deficit of (100u) in 
post-1986 undistributed earnings and $10 of 
post-1986 foreign income taxes. The (100u) 
deficit (but not the post-1986 foreign income 
taxes) is carried back to offset the accumu-
lated profits of 1986 and removed from post- 
1986 undistributed earnings. The accumu-
lated profits for 1986 are reduced to 50u 
(150u¥100u). The dividend is paid out of the 
reduced 1986 accumulated profits. Foreign 
taxes deemed paid by Corporation M with re-
spect to the 5u dividend are 12u (120u×(5u/ 
50u)). See § 1.902–1(b)(3). Corporation M must 
include 12u in gross income (translated under 
the rule applicable to foreign income taxes 
paid on earnings accumulated in pre-effec-
tive date years) under section 78 as a divi-
dend. Both the income inclusion and the for-
eign taxes deemed paid are subject to a sepa-
rate limitation for dividends from Corpora-
tion A, a noncontrolled section 902 corpora-
tion. No accumulated profits remain in Cor-
poration A with respect to 1986 after the 
carryback of the 1987 deficit and the Decem-
ber 31, 1987, dividend distributions to Cor-
porations M and Z. 

(iii) On December 31, 1989, Corporation A 
distributes a 5u dividend to Corporation M 
and a 45u dividend to Corporation Z. At that 
time Corporation A has 100u of post-1986 un-
distributed earnings and $60 of post-1986 for-
eign income taxes. Therefore, the dividend is 
considered paid out of Corporation A’s post- 
1986 undistributed earnings. Foreign taxes 
deemed paid by Corporation M with respect 
to the 5u dividend are $3 ($60×5%[5u/100u]). 
Corporation M must include $3 in gross in-
come under section 78 as a dividend. Both 
the income inclusion and the foreign taxes 
deemed paid are subject to a separate limita-
tion for dividends from noncontrolled sec-
tion 902 corporation A. Corporation A’s post- 
1986 undistributed earnings as of January 1, 
1990, are 50u (100u¥50u). Corporation A’s 
post-1986 foreign income taxes must be re-
duced by the amount of foreign taxes that 
would have been deemed paid if both Cor-
porations M and Z were eligible to compute 
an amount of deemed paid taxes. Section 
1.902–1(a)(8)(i). The amount of foreign income 
taxes that would have been deemed paid if 
both Corporations M and Z were eligible to 
compute an amount of deemed paid taxes on 
the 50u dividend distributed by Corporation 
A is $30 ($60×50%[50u/100u]). Thus, post-1986 
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foreign income taxes as of January 1, 1990, 
are $30 ($60¥$30). 

Example 2. The facts are the same as in Ex-
ample 1, except that Corporation A has a def-
icit in its post-1986 undistributed earnings of 
(150u) on December 31, 1987. The deficit is 
carried back to 1986 and reduces accumulated 
profits for that year to -0-. Thus, the foreign 
income taxes paid with respect to the 1986 
accumulated profits will never be deemed 
paid. The 1987 dividend is deemed to be out of 
Corporation A’s 1985 accumulated profits. 
Foreign taxes deemed paid by Corporation M 
under section 902 with respect to the 5u divi-
dend paid on December 31, 1987, are 4u 
(120u×5u/150u). See § 1.902–1(b)(3). As a result 
of the December 31, 1987, dividend distribu-
tions, 100u (150u¥50u) of accumulated profits 
and 80u (120u reduced by 40u[120u×50u/150u] of 
foreign taxes that would have been deemed 
paid had all of Corporation A’s shareholders 

been eligible to compute an amount of for-
eign taxes deemed paid with respect to the 
dividend paid out of 1985 accumulated prof-
its) remain in Corporation A with respect to 
1985. 

Example 3. (i) From 1986 through 1991, do-
mestic corporation M owns 10 percent of the 
one class of stock of foreign corporation A. 
The remaining 90 percent of Corporation A’s 
stock is owned by Corporation Z, a foreign 
corporation. Corporation A is not a con-
trolled foreign corporation and uses the u as 
its functional currency. 1u equals $1 at all 
relevant times. Both Corporation A and Cor-
poration M use the calendar year as the tax-
able year. Corporation A has pre-1987 accu-
mulated profits and post-1986 undistributed 
earnings or deficits in post-1986 undistrib-
uted earnings, pays pre-1987 and post-1986 
foreign income taxes, and pays dividends as 
summarized below: 

Taxable year ................................. 1986 ............ 1987 ............ 1988 ............ 1989 ............ 1990 ............ 1991 
Current E & P (Deficits) of Corp. 

A.
100u ............ (50u) ............ 150u ............ 75u .............. 25u .............. 0 

Current Plus Accumulated E & P 
of Corp. A.

100u ............ 50u .............. 200u ............ 175u ............ 200u ............ 80u 

Post-’86 Undistributed Earnings of 
Corp. A.

..................... (50u) ............ 100u ............ 75u .............. 100u ............ 0 

Post-’86 Undistributed Earnings of 
Corp. A Reduced By Current 
Year Dividend Distributions (in-
creased by deficit carryback).

..................... (50u) ............ 0 .................. 75u .............. 0 .................. 0 

Foreign Income Taxes (Annual) of 
Corp. A.

80u .............. 0 .................. $120 ............ $20 .............. $20 .............. 0 

Post-’86 Foreign Income Taxes of 
Corp. A.

..................... 0 .................. $120 ............ $20 .............. $40 .............. 0 

12/31 Distributions to Corp. M ..... 0 .................. 0 .................. 10u .............. 0 .................. 12u .............. 0 
12/31 Distributions to Corp. Z ...... 0 .................. 0 .................. 90u .............. 0 .................. 108u ............ 0 

(ii) On December 31, 1988, Corporation A 
distributes a 10u dividend to Corporation M 
and a 90u dividend to Corporation Z. At that 
time Corporation A has 100u in its post-1986 
undistributed earnings and $120 in its post- 
1986 foreign income taxes. Corporation M is 
deemed, under § 1.902–1(b)(1), to have paid $12 
($120 × 10%[10u/100u]) of the post-1986 foreign 
income taxes paid by Corporation A and in-
cludes that amount in gross income under 
section 78 as a dividend. Both the income in-
clusion and the foreign taxes deemed paid 
are subject to a separate limitation for divi-
dends from noncontrolled section 902 cor-
poration A. Corporation A’s post-1986 undis-
tributed earnings as of January 1, 1989, are 0 
(100u–100u). Its post-1986 foreign taxes as of 
January 1, 1989, also are 0, $120 reduced by 
$120 of foreign income taxes paid that would 
have been deemed paid if both Corporations 
M and Z were eligible to compute an amount 
of foreign taxes deemed paid on the dividend 
from Corporation A ($120 × 100%[100u/100u]). 

(iii) On December 31, 1990, Corporation A 
distributes a 12u dividend to Corporation M 
and a 108u dividend to Corporation Z. At that 
time Corporation A has 100u in its post-1986 

undistributed earnings and $40 in its post- 
1986 foreign income taxes. The dividend is 
paid out of post-1986 undistributed earnings 
to the extent thereof (100u), and the remain-
der of 20u is paid out of 1986 accumulated 
profits. Under § 1.902–1(b)(2), the 12u dividend 
to Corporation M is deemed to be paid out of 
post-1986 undistributed earnings to the ex-
tent of 10u (100u × 12u/120u) and the remaining 
2u is deemed to be paid out of Corporation 
A’s 1986 accumulated profits. Similarly, the 
108u dividend to Corporation Z is deemed to 
be paid out of post-1986 undistributed earn-
ings to the extent of 90u (100u × 108u/120u) and 
the remaining 18u is deemed to be paid out of 
Corporation A’s 1986 accumulated profits. 
Foreign income taxes deemed paid by Cor-
poration M under section 902 with respect to 
the portion of the dividend paid out of post- 
1986 undistributed earnings are $4 
($40 × 10%[10u/100u]), and foreign taxes 
deemed paid by Corporation M with respect 
to the portion of the dividend deemed paid 
out of 1986 accumulated profits are 1.6u 
(80u × 2u/100u). Corporation M must include $4 
plus 1.6u translated under the rule applicable 
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to foreign income taxes paid on earnings ac-
cumulated in taxable years prior to the ef-
fective date of the Tax Reform Act of 1986 in 
gross income as a dividend under section 78. 
The income inclusion and the foreign income 
taxes deemed paid are subject to a separate 
limitation for dividends from noncontrolled 
section 902 Corporation A. As of January 1, 
1991, Corporation A’s post-1986 undistributed 
earnings are 0 (100u–100u). 80u (100u–20u) of 
accumulated profits remain with respect to 
1986. Post-1986 foreign income taxes as of 
January 1, 1991, are 0, $40 reduced by $40 of 
foreign income taxes paid that would have 
been deemed paid if both Corporations M and 
Z were eligible to compute an amount of 
deemed paid taxes on the 100u dividend dis-
tributed by Corporation A out of post-1986 
undistributed earnings ($40 × 100%[100u/100u]). 
Corporation A has 64u of foreign income 
taxes remaining with respect to 1986, 80u re-
duced by 16u [80u × 20u/100u] of foreign income 
taxes that would have been deemed paid if 
Corporations M and Z both were eligible to 
compute an amount of deemed paid taxes on 
the 20u dividend distributed by Corporation 
A out of 1986 accumulated profits. 

(b) Carryforward of deficit in pre-1987 
accumulated profits of a first- or lower- 
tier corporation to post-1986 undistributed 
earnings for purposes of section 902.—(1) 
General rule. For purposes of computing 
foreign income taxes deemed paid 
under § 1.902–1(b) with respect to divi-
dends paid by a first- or lower-tier cor-
poration out of post-1986 undistributed 
earnings, the amount of a deficit in ac-
cumulated profits of the foreign cor-
poration determined under section 902 
as of the end of its last pre-effective 
date taxable year is carried forward 
and reduces post-1986 undistributed 
earnings on the first day of the foreign 
corporation’s first taxable year begin-
ning after December 31, 1986, or on the 
first day of the first taxable year in 
which the ownership requirements of 
section 902(c)(3)(B) and § 1.902–1(a)(1) 
through (4) are met if the special effec-
tive date of § 1.902–1(a)(13) applies. Any 
foreign income taxes paid with respect 
to a pre-effective date year shall not be 
carried forward and included in post- 
1986 foreign income taxes. Post-1986 un-
distributed earnings may not be re-
duced by the amount of a pre-1987 def-
icit in earnings and profits computed 

under section 964(a). See section 960 
and the regulations under that section 
for rules governing the carryforward of 
deficits and the computation of foreign 
income taxes deemed paid with respect 
to deemed income inclusions from con-
trolled foreign corporations. For trans-
lation rules governing carryforwards of 
deficits in pre-1987 accumulated profits 
to post-1986 taxable years of a foreign 
corporation with a dollar functional 
currency, see § 1.985–6(d)(2). 

(2) Effect of pre-effective date deficit. If 
a foreign corporation has a deficit in 
accumulated profits as of the end of its 
last pre-effective date taxable year, 
then the foreign corporation cannot 
pay a dividend out of pre-effective date 
years unless there is an adjustment 
made (for example, a refund of foreign 
taxes paid) that restores section 902 ac-
cumulated profits to a pre-effective 
date taxable year or years. Moreover, if 
a foreign corporation has a deficit in 
section 902 accumulated profits as of 
the end of its last pre-effective date 
taxable year, then no deficit in post- 
1986 undistributed earnings will be car-
ried back under paragraph (a) of this 
section. For rules concerning 
carrybacks of eligible deficits from 
post-1986 undistributed earnings to re-
duce pre-1987 earnings and profits com-
puted under section 964(a), see section 
960 and the regulations under that sec-
tion. 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(b): 

Example 1. (i) From 1984 through 1988, do-
mestic corporation M owns 10 percent of the 
one class of stock of foreign corporation A. 
The remaining 90 percent of Corporation A’s 
stock is owned by Corporation Z, a foreign 
corporation. Corporation A is not a con-
trolled foreign corporation and uses the u as 
its functional currency. 1u equals $1 at all 
relevant times. Both Corporation A and Cor-
poration M use the calendar year as the tax-
able year. Corporation A has pre-1987 accu-
mulated profits or deficits in accumulated 
profits and post-1986 undistributed earnings, 
pays pre-1987 and post-1986 foreign income 
taxes, and pays dividends as summarized 
below: 

Taxable year .............................................. 1984 .............. 1985 .............. 1986 .............. 1987 .............. 1988 
Current E & P (Deficits) of Corp. A ........... 25u ................ (100u) ............ (25u) .............. 200u .............. 100u 
Current Plus Accumulated E & P (Deficits) 

of Corp. A.
25u ................ (75u) .............. (100u) ............ 100u .............. 50u 

Post-’86 Undistributed Earnings of Corp. A ........................ ........................ ........................ 100u .............. 50u 
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Post-’86 Undistributed Earnings of Corp. A 
Reduced By Current Year Dividend Dis-
tributions (reduced by deficit 
carryforward).

........................ ........................ ........................ (50u) .............. 50u 

Foreign Income Taxes (Annual) of Corp. A 20u ................ 5u .................. 0 .................... $100 .............. $50 
Post-’86 Foreign Income Taxes of Corp. A ........................ ........................ ........................ $100 .............. $50 
12/31 Distributions to Corp. M ................... 0 .................... 0 .................... 0 .................... 15u ................ 0 
12/31 Distributions to Corp. Z .................... 0 .................... 0 .................... 0 .................... 135u .............. 0 

(ii) On December 31, 1987, Corporation A 
distributes a 150u dividend, 15u to Corpora-
tion M and 135u to Corporation Z. Corpora-
tion A has 200u of current earnings and prof-
its for 1987, but its post-1986 undistributed 
earnings are only 100u as a result of the re-
duction for pre-1987 accumulated deficits re-
quired under paragraph (b)(1) of this section. 
Corporation A has $100 of post-1986 foreign 
income taxes. Only 100u of the 150u distribu-
tion is a dividend out of post-1986 undistrib-
uted earnings. Foreign income taxes deemed 
paid by Corporation M in 1987 with respect to 
the 10u dividend attributable to post-1986 un-
distributed earnings, computed under § 1.902– 
1(b), are $10 ($100 × 10%[10u/100u]). Corpora-
tion M includes this amount in gross income 
under section 78 as a dividend. Both the in-
come inclusion and the foreign taxes deemed 
paid are subject to a separate limitation for 
dividends from noncontrolled section 902 cor-
poration A. After the distribution, Corpora-
tion A has (50u) of post-1986 undistributed 
earnings (100u–150u) and -0- post-1986 foreign 
income taxes, $100 reduced by $100 of foreign 
income taxes paid that would have been 
deemed paid if both Corporations M and Z 
were eligible to compute an amount of 
deemed paid taxes on the 100u dividend dis-
tributed by Corporation A out of post-1986 

undistributed earnings ($100 × 100%[100u/ 
100u]). 

(iii) The remaining 50u of the 150u distribu-
tion cannot be deemed paid out of accumu-
lated profits of a pre-1987 year because Cor-
poration A has an accumulated deficit as of 
the end of 1986 that eliminated all pre-1987 
accumulated profits. See paragraph (b)(2) of 
this section. The 50u is a dividend out of cur-
rent earnings and profits under section 
316(a)(2), but Corporation M is not deemed to 
have paid any additional foreign income 
taxes paid by Corporation A with respect to 
that 50u dividend out of current earnings and 
profits. See § 1.902–1(b)(4). 

Example 2. (i) From 1986 through 1991, do-
mestic corporation M owns 10 percent of the 
one class of stock of foreign corporation A. 
The remaining 90 percent of Corporation A’s 
stock is owned by Corporation Z, a foreign 
corporation. Corporation A is not a con-
trolled foreign corporation and uses the u as 
its functional currency. 1u equals $1 at all 
relevant times. Both Corporation A and Cor-
poration M use the calendar year as the tax-
able year. Corporation A has pre-1987 accu-
mulated profits or deficits in accumulated 
profits and post-1986 undistributed earnings, 
pays post-1986 foreign income taxes, and pays 
dividends as summarized below: 

Taxable year .............................................. 1986 .............. 1987 .............. 1988 .............. 1989 .............. 1990 
Current E & P (Deficits) of Corp. A ........... (100u) ............ 150u .............. (150u) ............ 100u .............. 250u 
Current Plus Accumulated E & P (Deficits) 

of Corp. A.
(100u) ............ 50u ................ (200u) ............ (100u) ............ 50u 

Post-’86 Undistributed Earnings of Corp. A ........................ 50u ................ (200u) ............ (100u) ............ 50u 
Post-’86 Undistributed Earnings of Corp. A 

Reduced By Current Year Dividend Dis-
tributions (reduced by deficit 
carryforward).

........................ (50u) .............. (200u) ............ (200u) ............ 0 

Foreign Income Taxes (Annual) of Corp. A 0 .................... $120 .............. 0 .................... $50 ................ $100 
Post-’86 Foreign Income Taxes of Corp. A ........................ $120 .............. 0 .................... $50 ................ $150 
12/31 Distributions to Corp. M ................... 0 .................... 10u ................ 0 .................... 10u ................ 5u 
12/31 Distributions to Corp. Z .................... 0 .................... 90u ................ 0 .................... 90u ................ 45u 

(ii) On December 31, 1987, Corporation A 
distributes a 10u dividend to Corporation M 
and a 90u dividend to Corporation Z. At the 
time of the distribution, Corporation A has 
50u of post-1986 undistributed earnings and 
150u of current earnings and profits. Thus, 
50u of the dividend distribution (5u to Cor-
poration M and 45u to Corporation Z) is a 
dividend out of post-1986 undistributed earn-
ings. The remaining 50u is a dividend out of 
current earnings and profits under section 
316(a)(2), but Corporation M is not deemed to 

have paid any additional foreign income 
taxes paid by Corporation A with respect to 
that 50u dividend out of current earnings and 
profits. See § 1.902–1(b)(4). Note that even if 
there were no current earnings and profits in 
Corporation A, the remaining 50u of the 100u 
distribution cannot be deemed paid out of ac-
cumulated profits of a pre1987 year because 
Corporation A has an accumulated deficit as 
of the end of 1986 that eliminated all pre-1987 
accumulated profits. See paragraph (b)(2) of 
this section. Corporation A has $120 of post- 
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1986 foreign income taxes. Foreign taxes 
deemed paid by Corporation M under section 
902 with respect to the 5u dividend out of 
post-1986 undistributed earnings are $12 
($120 × 10%[5u/50u]). Corporation M includes 
this amount in gross income as a dividend 
under section 78. Both the foreign taxes 
deemed paid and the deemed dividend are 
subject to a separate limitation for dividends 
from noncontrolled section 902 corporation 
A. As of January 1, 1988, Corporation A has 
(50u) in its post-1986 undistributed earnings 
(50u¥100u) and -0- in its post-1986 foreign in-
come taxes, $120 reduced by $120 of foreign 
taxes that would have been deemed paid if 
both Corporations M and Z were eligible to 
compute an amount of deemed paid taxes on 
the dividend distributed by Corporation A 
out of post-1986 undistributed earnings 
($120 × 100%[50u/50u]). 

(iii) On December 31, 1989, Corporation A 
distributes a 10u dividend to Corporation M 
and a 90u dividend to Corporation Z. Al-
though the distribution is considered a divi-
dend in its entirety out of 1989 earnings and 
profits pursuant to section 316(a)(2), post-1986 
undistributed earnings are (100u). Accord-
ingly, for purposes of section 902, Corpora-
tion M is deemed to have paid no post-1986 
foreign income taxes. See § 1.902–1(b)(4). Cor-
poration A’s post-1986 undistributed earnings 
as of January 1, 1990, are (200u) ((100u)¥100u). 
Corporation A’s post-1986 foreign income 
taxes are not reduced because no taxes were 
deemed paid. 

(iv) On December 31, 1990, Corporation A 
distributes a 5u dividend to Corporation M 
and a 45u dividend to Corporation Z. At that 
time Corporation A has 50u of post-1986 un-
distributed earnings, and $150 of post-1986 
foreign income taxes. Foreign taxes deemed 
paid by Corporation M under section 902 with 
respect to the 5u dividend are $15 
($150 × 10%[5u/50u]). Post-1986 undistributed 
earnings as of January 1, 1991, are -0- 
(50u¥50u). Post-1986 foreign income taxes as 
of January 1, 1991, also are -0-, $150 reduced 
by $150 ($150 × 100%[50u/50u]) of foreign in-
come taxes that would have been deemed 
paid if both Corporations M and Z were eligi-
ble to compute an amount of deemed paid 
taxes on the 50u dividend. 

[T.D. 8708, 62 FR 937, Jan. 7, 1997, as amended 
by T.D. 9260, 71 FR 24526, Apr. 25, 2006; 71 FR 
77265, Dec. 26, 2006] 

§ 1.902–3 Credit for domestic corporate 
shareholder of a foreign corpora-
tion for foreign income taxes paid 
with respect to accumulated profits 
of taxable years of the foreign cor-
poration beginning before January 
1, 1987. 

(a) Definitions. For purposes of sec-
tion 902 and §§ 1.902–3 and 1.902–4: 

(1) Domestic shareholder. In the case of 
dividends received by a domestic cor-
poration after December 31, 1964, from 
a foreign corporation, the term ‘‘do-
mestic shareholder’’ means a domestic 
corporation which owns at least 10 per-
cent of the voting stock of the foreign 
corporation at the time it receives a 
dividend from such foreign corporation. 

(2) First-tier corporation. In the case of 
dividends received by a domestic share-
holder after December 31, 1964, from a 
foreign corporation, the term ‘‘first- 
tier corporation’’ means a foreign cor-
poration at least 10 percent of the vot-
ing stock of which is owned by a do-
mestic shareholder at the time it re-
ceives a dividend from such foreign 
corporation. The term ‘‘first-tier cor-
poration’’ also means a DISC or former 
DISC, but only with respect to divi-
dends from the DISC or former DISC to 
the extent they are treated under sec-
tions 861(a)(2)(D) and 862(a)(2) as in-
come from sources without the United 
States. 

(3) Second-tier corporation. (i) In the 
case of dividends paid to a first-tier 
corporation by a foreign corporation 
after January 12, 1971 (i.e., the date of 
enactment of Pub. L. 91–684, 84 Stat. 
2068), but only for purposes of applying 
this section for a taxable year of a do-
mestic shareholder ending after that 
date, the foreign corporation is a ‘‘sec-
ond-tier corporation’’ if at least 10 per-
cent of its voting stock is owned by the 
first-tier corporation at the time the 
first-tier corporation receives the divi-
dend. 

(ii) In the case of dividends paid to a 
first-tier corporation by a foreign cor-
poration after January 12, 1971, but 
only for purposes of applying this sec-
tion for a taxable year of a domestic 
shareholder ending before January 13, 
1971, or in the case of any dividend paid 
to a first-tier corporation by a foreign 
corporation before January 13, 1971, the 
foreign corporation is a ‘‘second-tier 
corporation’’ if at least 50 percent of 
its voting stock is owned by the first- 
tier corporation at the time the first- 
tier corporation receives the dividend. 

(4) Third-tier corporation. In the case 
of dividends paid to a second-tier cor-
poration (as defined in paragraph (a)(3) 
(i) or (ii) of this section) by a foreign 
corporation after January 12, 1971, but 
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only for purposes of applying this sec-
tion for a taxable year of a domestic 
shareholder ending after that date, the 
foreign corporation is a ‘‘third-tier cor-
poration’’ if at least 10 percent of its 
voting stock is owned by the second- 
tier corporation at the time the sec-
ond-tier corporation receives the divi-
dend. 

(5) Foreign income taxes. The term 
‘‘foreign income taxes’’ means income, 
war profits, and excess profits taxes, 
and taxes included in the term ‘‘in-
come, war profits, and excess profits 
taxes’’ by reason of section 903, im-
posed by a foreign country or a posses-
sion of the United States. 

(6) Dividend. For the definition of the 
term ‘‘dividend’’ for purposes of apply-
ing section 902 and this section, see 
section 316 and the regulations there-
under. 

(7) Dividend received. A dividend shall 
be considered received for purposes of 
section 902 and this section when the 
cash or other property is unqualifiedly 
made subject to the demands of the dis-
tributee. See § 1.301–1(b). 

(b) Domestic shareholder owning stock 
in a first-tier corporation—(1) In general. 
(i) If a domestic shareholder receives 
dividends in any taxable year from its 
first-tier corporation, the credit for 
foreign income taxes allowed by sec-
tion 901 includes, subject to the condi-
tions and limitations of this section, 
the foreign income taxes deemed, in ac-
cordance with paragraph (b)(2) of this 
section, to be paid by such domestic 
shareholder for such year. 

(ii) If dividends are received by a do-
mestic shareholder from more than one 
first-tier corporation, the taxes deemed 
to be paid by such shareholder under 
section 902(a) and this paragraph (b) 
shall be computed separately with re-
spect to the dividends received from 
each of such first-tier corporations. 

(iii) Any taxes deemed paid by a do-
mestic shareholder for the taxable year 
pursuant to section 902(a) and para-
graph (b)(2) of this section shall, except 
as provided in § 1.960–3(b), be included 
in the gross income of such shareholder 
for such year as a dividend pursuant to 
section 78 and § 1.78–1. For the source of 
such a section 78 dividend, see para-
graph (h)(1) of this section. 

(iv) Any taxes deemed, under para-
graph (b)(2) of this section, to be paid 
by the domestic shareholder shall be 
deemed to be paid by such shareholder 
only for purposes of the foreign tax 
credit allowed under section 901. See 
section 904 for other limitations on the 
amount of the credit. 

(v) For rules relating to reduction of 
the amount of foreign income taxes 
deemed paid or accrued with respect to 
foreign mineral income, see section 
901(e) and § 1.901–3. 

(vi) For the nonrecognition as a for-
eign income tax for purposes of this 
section of certain income, profits, or 
excess profits taxes paid or accrued to 
a foreign country in connection with 
the purchase and sale of oil or gas ex-
tracted in such country, see section 
901(f) and the regulations thereunder. 

(vii) For rules relating to reduction 
of the amount of foreign income taxes 
deemed paid with respect to foreign oil 
and gas extraction income, see section 
907(a) and the regulations thereunder. 

(viii) See the regulations under sec-
tions 960, 962, and 963 for special rules 
relating to the application of section 
902 in computing the foreign tax credit 
of United States shareholders of con-
trolled foreign corporations. 

(2) Amount of foreign taxes deemed paid 
by a domestic shareholder. To the extent 
dividends are paid by a first-tier cor-
poration to its domestic shareholder 
out of accumulated profits, as defined 
in paragraph (e) of this section, for any 
taxable year, the domestic shareholder 
shall be deemed to have paid the same 
proportion of any foreign income taxes 
paid, accrued or deemed, in accordance 
with paragraph (c)(2) of this section, to 
be paid by such first-tier corporation 
on or with respect to such accumulated 
profits for such year which the amount 
of such dividends (determined without 
regard to the gross-up under section 78) 
bears to the amount by which such ac-
cumulated profits exceed the amount 
of such taxes (other than those deemed, 
under paragraph (c)(2) of this section, 
to be paid). For determining the 
amount of foreign income taxes paid or 
accrued by such first-tier corporation 
on or with respect to the accumulated 
profits for the taxable year of such 
first-tier corporation, see paragraph (f) 
of this section. 
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(c) First-tier corporation owning stock 
in a second-tier corporation—(1) In gen-
eral. For purposes of applying section 
902(a) and paragraph (b)(2) of this sec-
tion, if a first-tier corporation receives 
dividends in any taxable year from its 
second-tier corporation, the foreign in-
come taxes deemed to be paid by the 
first-tier corporation on or with re-
spect to its own accumulated profits 
for such year shall be the amount de-
termined in accordance with paragraph 
(c)(2) of this section. This paragraph (c) 
shall not apply unless the product of— 

(i) The percentage of voting stock 
owned by the domestic shareholder in 
the first-tier corporation at the time 
that the domestic shareholder receives 
dividends from the first-tier corpora-
tion in respect of which foreign income 
taxes are deemed to be paid by the do-
mestic shareholder under paragraph 
(b)(1) of this section, and 

(ii) The percentage of voting stock 
owned by the first-tier corporation in 
the second-tier corporation equals at 
least 5 percent. The percentage under 
paragraph (c)(1)(ii) of this section of 
voting stock owned by the first-tier 
corporation in the second-tier corpora-
tion is determined as of the time that 
the dividend distributed by the second- 
tier corporation is received by the 
first-tier corporation and thus included 
in accumulated profits of the first-tier 
corporation out of which dividends re-
ferred to in paragraph (c)(1)(i) of this 
section are distributed by the first-tier 
corporation to the domestic share-
holder. 

Example. On February 10, 1976, foreign cor-
poration B pays a dividend out of its accu-
mulated profits for 1975 to foreign corpora-
tion A. On February 16, 1976, the date on 
which it receives the dividend, A Corporation 
owns 40 percent of the voting stock of B Cor-
poration. Both corporations use the calendar 
year as the taxable year. On June 1, 1976, A 
Corporation sells its stock in B Corporation. 
On January 17, 1977, A Corporation pays a 
dividend out of its accumulated profits for 
1976 to domestic corporation M. M Corpora-
tion owns 30 percent of the voting stock of A 
Corporation on January 20, 1977, the date on 
which it receives the dividend. M Corpora-
tion uses a fiscal year ending on April 30 as 
the taxable year. On February 16, 1976, A 
Corporation satisfies the 10-percent stock 
ownership requirement referred to in para-
graph (a)(3) of this section with respect to B 
Corporation, and on January 20, 1977, M Cor-

poration satisfies the 10-percent stock-own-
ership requirement referred to in paragraph 
(a)(2) of this section with respect to A Cor-
poration. The 5-percent requirement of this 
paragraph (c)(1) is also satisfied since 30 per-
cent (the percentage of voting stock owned 
by M Corporation in A Corporation on Janu-
ary 20, 1977), when multiplied by 40 percent 
(the percentage of voting stock owned by A 
Corporation in B Corporation on February 
16, 1976), equals 12 percent. Accordingly, for 
its taxable year ending on April 30, 1977, M 
Corporation is entitled to a credit for a por-
tion of the foreign income taxes paid, ac-
crued, or deemed to be paid, by A Corpora-
tion for 1976; and for 1976 A Corporation is 
deemed to have paid a portion of the foreign 
income taxes paid or accrued by B Corpora-
tion for 1975. 

(2) Amount of foreign taxes deemed paid 
by a first-tier corporation. A first-tier 
corporation which receives dividends in 
any taxable year from its second-tier 
corporation shall be deemed to have 
paid for such year the same proportion 
of any foreign income taxes paid, ac-
crued, or deemed, in accordance with 
paragraph (d)(2) of this section, to be 
paid by its second-tier corporation on 
or with respect to the accumulated 
profits, as defined in paragraph (e) of 
this section, for the taxable year of the 
second-tier corporation from which 
such dividends are paid which the 
amount of such dividends bears to the 
amount by which such accumulated 
profits of the second-tier corporation 
exceed the taxes so paid or accrued. 
For determining the amount of the for-
eign income taxes paid or accrued by 
such second-tier corporation on or with 
respect to the accumulated profits for 
the taxable year of such second-tier 
corporation, see paragraph (f) of this 
section. 

(d) Second-tier corporation owning 
stock in a third-tier corporation—(1) In 
general. For purposes of applying sec-
tion 902(b)(1) and paragraph (c)(2) of 
this section, if a second-tier corpora-
tion receives dividends in any taxable 
year from its third-tier corporation, 
the foreign income taxes deemed to be 
paid by the second-tier corporation on 
or with respect to its own accumulated 
profits for such year shall be the 
amount determined in accordance with 
paragraph (d)(2) of this section. This 
paragraph (d) shall not apply unless 
the product of— 
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(i) The percentage of voting stock ar-
rived at in applying the 5-percent re-
quirement of paragraph (c)(1) of this 
section with respect to dividends re-
ceived by the first-tier corporation 
from the second-tier corporation, and 

(ii) the percentage of voting stock 
owned by the second-tier corporation 
in the third-tier corporation equals at 
least 5 percent. The percentage under 
paragraph (d)(1)(ii) of this section of 
voting stock owned by the second-tier 
corporation in the third-tier corpora-
tion is determined as of the time that 
the dividend distributed by the third- 
tier corporation is received by the sec-
ond-tier corporation and thus included 
in accumulated profits of the second- 
tier corporation out of which dividends 
referred to in paragraph (d)(1)(i) of this 
section are distributed by the second- 
tier corporation to the first-tier cor-
poration. 

Example. On February 27, 1975, foreign cor-
poration C pays a dividend out of its accu-
mulated profits for 1974 to foreign corpora-
tion B. On March 3, 1975, the date on which 
it receives the dividend, B Corporation owns 
50 percent of the voting stock of C Corpora-
tion. On February 10, 1976, B Corporation 
pays a dividend out of its accumulated prof-
its for 1975 to foreign corporation A. On Feb-
ruary 16, 1976, the date on which it receives 
the dividend, A Corporation owns 40 percent 
of the voting stock of B Corporation. All 
three corporations use the calendar year as 
the taxable year. On January 17, 1977, A Cor-
poration pays a dividend out of its accumu-
lated profits for 1976 to domestic corporation 
M. M Corporation owns 30 percent of the vot-
ing stock of A Corporation on January 20, 
1977, the date on which it receives the divi-
dend. M Corporation uses a fiscal year end-
ing on April 30 as the taxable year. On Feb-
ruary 16, 1976, A Corporation satisfies the 10- 
percent stock ownership requirement re-
ferred to in paragraph (a)(3) of this section 
with respect to B Corporation, and on Janu-
ary 20, 1977, M Corporation satisfies the 10- 
percent stock-ownership requirement re-
ferred to in paragraph (a)(2) of this section 
with respect to A Corporation. The 5-percent 
requirement of paragraph (c)(1) of this sec-
tion is also satisfied since 30 percent (the 
percentage of voting stock owned by M Cor-
poration in A Corporation on January 20, 
1977), when multiplied by 40 percent (the per-
centage of voting stock owned by A Corpora-
tion in B Corporation on February 16, 1976), 
equals 12 percent. On March 3, 1975, B Cor-
poration satisfies the 10 percent stock own-
ership requirement referred to in paragraph 
(a)(4) of this section with respect to C Cor-

poration. The 5-percent requirement of this 
paragraph (d)(1) is also satisfied since 12 per-
cent (the percentage of voting stock arrived 
at in applying the 5-percent requirement of 
paragraph (c)(1) of this section with respect 
to the dividends received by A Corporation 
from B Corporation on February 16, 1976), 
when multiplied by 50 percent (the percent-
age of voting stock owned by B Corporation 
in C Corporation on March 3, 1975), equals 6 
percent. Accordingly, for its taxable year 
ending on April 30, 1977, M Corporation is en-
titled to a credit for a portion of the foreign 
income taxes paid, accrued, or deemed to be 
paid, by A Corporation for 1976; for 1976 A 
Corporation is deemed to have paid a portion 
of the foreign income taxes paid, accrued, or 
deemed to be paid, by B Corporation for 1975; 
and for 1975 B Corporation is deemed to have 
paid a portion of the foreign income taxes 
paid or accrued by C Corporation for 1974. 

(2) Amount of foreign taxes deemed paid 
by a second-tier corporation. For pur-
poses of applying paragraph (c)(2) of 
this section to a first-tier corporation, 
a second-tier corporation which re-
ceives dividends in its taxable year 
from its third-tier corporation shall be 
deemed to have paid for such year the 
same proportion of any foreign income 
taxes paid or accrued by its third-tier 
corporation on or with respect to the 
accumulated profits, as defined in 
paragraph (e) of this section, for the 
taxable year of the third-tier corpora-
tion from which such dividends are 
paid which the amount of such divi-
dends bears to the amount by which 
such accumulated profits of the third- 
tier corporation exceed the taxes so 
paid or accrued. For determining the 
amount of the foreign income taxes 
paid or accrued by such third-tier cor-
poration on or with respect to the ac-
cumulated profits for the taxable year 
of such third-tier corporation, see para-
graph (f) of this section. 

(e) Determination of accumulated prof-
its of a foreign corporation. The accumu-
lated profits for any taxable year of a 
first-tier corporation and the accumu-
lated profits for any taxable year of a 
second-tier or third-tier corporation, 
which are taken into account in apply-
ing paragraph (c)(2) or (d)(2) of this sec-
tion with respect to such first-tier cor-
poration, shall be the sum of— 

(1) The earnings and profits of such 
corporation for such year, and 

(2) The foreign income taxes imposed 
on or with respect to the gains, profits, 
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and income to which such earnings and 
profits are attributable. 

(f) Taxes paid on or with respect to ac-
cumulated profits of a foreign corpora-
tion. For purposes of this section, the 
amount of foreign income taxes paid or 
accrued on or with respect to the accu-
mulated profits of a foreign corpora-
tion for any taxable year shall be the 
entire amount of the foreign income 
taxes paid or accrued for such year on 
or with respect to such gains, profits, 
and income. For purposes of this para-
graph (f), the gains, profits, and income 
of a foreign corporation for any taxable 
year shall be determined after reduc-
tion by any income, war profits, or ex-
cess profits taxes imposed on or with 
respect to such gains, profits, and in-
come by the United States. 

(g) Determination of earning and profits 
of a foreign corporation—(1) Taxable year 
to which section 963 does not apply. For 
purposes of this section, the earnings 
and profits of a foreign corporation for 
any taxable year beginning after De-
cember 31, 1962, other than a taxable 
year to which paragraph (g)(2) of this 
section applies, may, if the domestic 
shareholder chooses, be determined 
under the rules provided by § 1.964–1 ex-
clusive of paragraphs (d) and (e) of such 
section. The translation of amounts so 
determined into United States dollars 
or other foreign currency shall be made 
at the proper exchange rate for the 
date of distribution with respect to 
which the determination is made. 

(2) Taxable year to which section 963 
applies. For any taxable year of a for-
eign corporation with respect to which 
there applies under § 1.963–1(c)(1) an 
election by a corporate United States 
shareholder to exclude from its gross 
income for the taxable year the sub-
part F income of a controlled foreign 
corporation, the earnings and profits of 
such foreign corporation for such year 
with respect to such shareholder must 
be determined, for purposes of this sec-
tion, under the rules provided by 
§ 1.964–1, even though the amount of the 
minimum distribution required under 
§ 1.963–2(a) to be received by such share-
holder from such earnings and profits 
of such foreign corporation, or from 
the consolidated earnings and profits of 
the chain or group which includes such 
foreign corporation, is zero. Effective 

for taxable years of foreign corpora-
tions beginning after December 31, 1975, 
section 963 is repealed by section 
602(a)(1) of the Tax Reduction Act of 
1975 (89 Stat. 58); accordingly, this 
paragraph (g)(2) is inapplicable with re-
spect to computing earnings and prof-
its for such taxable years. 

(3) Time and manner of making choice. 
The controlling United States share-
holders (as defined in § 1.964–1(c)(5)) of a 
foreign corporation shall make the 
choice referred to in paragraph (g)(1) of 
this section (including the elections 
permitted by § 1.964–1 (b) and (c)) by fil-
ing a written statement to such effect 
with the Director of the Internal Rev-
enue Service Center, 11601 Roosevelt 
Boulevard, Philadelphia, Pennsylvania 
19155, within 180 days after the close of 
the first taxable year of the foreign 
corporation during which such share-
holders receive a distribution of earn-
ings and profits with respect to which 
the benefits of this section are claimed 
or on or before November 15, 1965, 
whichever is later. For purposes of this 
paragraph (g)(3), the 180-day period 
shall commence on the date of receipt 
of any distribution which is considered 
paid from the accumulated profits of a 
preceding year or years under para-
graph (g)(4) of this section. See § 1.964– 
1(c)(3) (ii) and (iii) for procedures re-
quiring notification of the Director of 
the Internal Revenue Service Center 
and noncontrolling shareholders of ac-
tion taken. 

(4) Determination by district director. 
The district director in whose district 
is filed the income tax return of the do-
mestic shareholder claiming a credit 
under section 901 for foreign income 
taxes deemed, under section 902 and 
this section, to be paid by such share-
holder shall have the power to deter-
mine, with respect to a foreign cor-
poration, from the accumulated profits 
of what taxable year or years the divi-
dends were paid. In making such deter-
mination the district director shall, 
unless it is otherwise established to his 
satisfaction, treat any dividends which 
are paid in the first 60 days of any tax-
able year of such a corporation as hav-
ing been paid from the accumulated 
profits of the preceding taxable year or 
years of such corporation and shall, in 
other respects, treat any dividends as 
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having been paid from the most re-
cently accumulated profits. For pur-
poses of this paragraph (g)(4), in the 
case of a foreign corporation the for-
eign income taxes of which are deter-
mined on the basis of an accounting pe-
riod of less than 1 year, the term 
‘‘year’’ shall mean such accounting pe-
riod. See sections 441 (b)(3) and 443. 

(h) Source of income from first-tier cor-
poration and country to which tax is 
deemed paid—(1) Source of income. For 
purposes of section 904(a)(1) (relating to 
the per-country limitation), in the case 
of a dividend received by a domestic 
shareholder from a first-tier corpora-
tion there shall be deemed to be de-
rived from sources within the foreign 
country or possession of the United 
States under the laws of which the 
first-tier corporation is created or or-
ganized the sum of the amounts which 
under paragraph (a)(3)(ii) of § 1.861–3 are 
treated, with respect to such dividend, 
as income from sources without the 
United States. 

(2) Country to which taxes deemed paid. 
For purposes of section 904, all foreign 
income taxes paid, or deemed under 
paragraph (c) of this section to be paid, 
by a first-tier corporation shall be 
deemed to be paid to the foreign coun-
try or possession of the United States 
under the laws of which such first-tier 
corporation is created or organized. 

(i) United Kingdom income taxes paid 
with respect to royalties. A taxpayer 
shall not be deemed under section 902 
and this section to have paid any taxes 
with respect to which a credit is allow-
able to such taxpayer or any other tax-
payer by virtue of section 905(b). 

(j) Information to be furnished. If the 
credit for foreign income taxes claimed 
under section 901 includes taxes 
deemed, under paragraph (b)(2) of this 
section, to be paid, the domestic share-
holder must furnish the same informa-
tion with respect to such taxes as it is 
required to furnish with respect to the 
taxes actually paid or accrued by it 
and for which credit is claimed. See 
§ 1.905–2. For other information re-
quired to be furnished by the domestic 
shareholder for the annual accounting 
period of certain foreign corporations 
ending with or within such share-
holder’s taxable year, and for reduction 
in the amount of foreign income taxes 

paid or deemed to be paid for failure to 
furnish such information, see section 
6038 and the regulations thereunder. 

(k) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example 1. Throughout 1978, domestic cor-
poration M owns all the one class of stock of 
foreign corporation A. Both corporations use 
the calendar year as the taxable year. Cor-
poration A has accumulated profits, pays 
foreign income taxes, and pays dividends for 
1978 as summarized below. For 1978, M Cor-
poration is deemed, under paragraph (b)(2) of 
this section, to have paid $20 of the foreign 
income taxes paid by A Corporation for 1978 
and includes such amount in gross income 
under section 78 as a dividend, determined as 
follows: 
Gains, profits, and income of A Corp. ..................... $100 
Foreign income taxes imposed on or with respect 

to gains, profits, and income ................................ 40 
Accumulated profits ................................................. 100 
Foreign income taxes paid on or with respect to 

accumulated profits (total foreign income taxes) 40 
Accumulated profits in excess of foreign income 

taxes ..................................................................... 60 
Dividends paid to M Corp ........................................ 30 
Foreign income taxes of A Corp. deemed paid by 

M Corp. under section 902(a) ($40×$30/$60) ..... 20 

Example 2. The facts are the same as in ex-
ample 1, except that M Corporation also 
owns all the one class of stock of foreign cor-
poration B which also uses the calendar year 
as the taxable year. Corporation B has accu-
mulated profits, pays foreign income taxes, 
and pays dividends for 1978 as summarized 
below. For 1978, M Corporation is deemed 
under paragraph (b)(2) of this section, to 
have paid $20 of the foreign income taxes 
paid by A Corporation for 1978 and to have 
paid $50 of the foreign income taxes paid by 
B Corporation for 1978, and includes $70 in 
gross income as a dividend under section 78, 
determined as follows: 

B CORPORATION 
Gains, profits and income ................................ $200 
Foreign income taxes imposed on or with re-

spect to gains, profits, and income ............... 100 
Accumulated profits .......................................... 200 
Foreign income taxes paid by B Corp. on or 

with respect to accumulated profits .............. 100 
Accumulated profits in excess of foreign in-

come taxes .................................................... 100 
Dividends paid to M Corp ................................. 50 
Foreign income taxes of B Corporation 

deemed paid by M Corporation under sec-
tion 902(a) ($100×$50/$100) ........................ 50 

M CORPORATION 
Foreign income taxes deemed paid under section 

902(a):.
Taxes of A Corp. (from example 1) ................. $20 
Taxes of B Corp. (as determined above) ......... 50 

Total ....................................................... 70 
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M CORPORATION—Continued 
Foreign income taxes included in gross income 

under section 78 as a dividend: 
Taxes of A Corp. (from example 1) ................. 20 
Taxes of B Corp ............................................... 50 

Total ....................................................... 70 

Example 3. For 1978, domestic corporation 
M owns all the one class of stock of foreign 
corporation A, which in turn owns all the 
one class of stock of foreign corporation B. 
All corporations use the calendar year as the 
taxable year. For 1978, M Corporation is 
deemed under paragraph (b)(2) of this section 
to have paid $50 of the foreign income taxes 
paid, or deemed under paragraph (c)(2) of this 
section to be paid, by A Corporation for such 
year and includes such amount in gross in-
come as a dividend under section 78, deter-
mined as follows upon the basis of the facts 
assumed: 
B Corp. (second-tier corporation): 

Gains, profits, and income ............................... $300 
Foreign income taxes imposed on or with re-

spect to gains, profits, and income ............... 120 
Accumulated profits .......................................... 300 
Foreign income taxes paid by B Corp. on or 

with respect to its accumulated profits (total 
foreign income taxes) ................................... 120 

Accumulated profits in excess of foreign in-
come taxes .................................................... 180 

Dividends paid on December 31, 1978 to A 
Corp. ............................................................. 90 

Foreign income taxes of B Corp. deemed paid 
by A Corp. for 1978 under section 902(b)(1) 
($120×$90/$180) ........................................... 60 

A Corp. (first-tier corporation): 
Gains, profits, and income: 

Business operations .................................. 200 
Dividends from B Corp. ............................. 90 

Total ....................................................... 290 
Foreign income taxes imposed on or with respect 

to gains, profits, and income ................................ 40 
Accumulated profits ................................................. $290 
Foreign income taxes paid by A Corp. on or with 

respect to its accumulated profits (total foreign 
income taxes) ....................................................... 40 

Accumulated profits in excess of foreign income 
taxes ..................................................................... 250 

Foreign income taxes paid, and deemed to be 
paid, by A Corp. for 1978 on or with respect to 
its accumulated profits for such year ($60+$40) 100 

Dividends paid on Deember. 31, 1978, to M Corp. 125 
M Corp. (domestic shareholder): 

Foreign income taxes of A Corp. deemed paid 
by M Corp. for 1978 under section 902(a) 
($100×$125/$250) ......................................... 50 

Foreign income taxes included in gross in-
come of M Corp. under section 78 as a divi-
dend received from A Corp. ......................... 50 

Example 4. Throughout 1978, domestic cor-
poration M owns 50 percent of the voting 
stock of foreign corporation A, not a less de-
veloped country corporation. A Corporation 
has owned 40 percent of the voting stock of 
foreign corporation B, since 1970; B Corpora-
tion has owned 30 percent of the voting stock 
of foreign corporation C, since 1972. B Cor-
poration, uses a fiscal year ending on June 30 
as its taxable year; all other corporations 

use the calendar year as the taxable year. On 
February 1, 1977, B Corporation receives a 
dividend from C Corporation out of C Cor-
poration’s accumulated profits for 1976. On 
February 15, 1977, A Corporation receives a 
dividend from B Corporation out of B Cor-
poration’s accumulated profits for its fiscal 
year ending in 1977. On February 15, 1978, M 
Corporation receives a dividend from A Cor-
poration out of A Corporation’s accumulated 
profits for 1977. For 1978, M Corporation is 
deemed under paragraph (b)(2) of this section 
to have paid $81.67 of the foreign income 
taxes paid, or deemed under paragraph (c)(2) 
of this section to be paid, by A Corporation 
on or with respect to its accumulated profits 
for 1977, and M Corporation includes that 
amount in gross income as a dividend under 
section 78, determined as follows upon the 
basis of the facts assumed: 
C Corp. (third-tier corporation): 

Gains, profits, and income for 1976 ............. $2,000.00 
Foreign income taxes imposed on or with 

respect to such gains, profits, and income 800.00 
Accumulated profits ...................................... 2,000.00 
Foreign income taxes paid by C Corp. on or 

with respect to its accumulated profits 
(total foreign income taxes) ...................... 800.00 

Accumulated profits in excess of foreign in-
come taxes ................................................ 1,200.00 

Dividends paid on Feb. 1, 1977 to B Corp .. 150.00 
Foreign income taxes of C Corp. for 1976 

deemed paid by B Corp. for its fiscal year 
ending in 1977 ($800×$150/$1,200) ......... 100.00 

B Corp. (second-tier corporation): 
Gains, profits, and income for fiscal year 

ending in 1977: 
Business operations .............................. 850.00 
Dividends from C Corp .......................... 150.00 

Total ................................................... 1,000.00 
Foreign income taxes imposed on or with re-

spect to gains, profits, and income .................. 200.00 
Accumulated profits ............................................. 1,000.00 
Foreign income taxes paid by B Corp. on or with 

respect to its accumulated profits (total foreign 
income taxes) ................................................... $200.00 

Accumulated profits in excess of foreign income 
taxes ................................................................. 800.00 

Foreign income taxes paid, and deemed to be 
paid, by B Corp. for its fiscal year on or with 
respect to its accumulated profits for such 
year ($100+$200) ............................................. 300.00 

Dividends paid on February 15, 1977 to A Corp 120.00 
Foreign income taxes of B Corp. for its fiscal 

year deemed paid by A Corp. for 1977 
($300×$120/$800) ............................................ 45.00 

A Corp. (first-tier corporation): 
Gains, profits, and income for 1977: 

Business operations .............................. 380.00 
Dividends from B Corp .......................... 120.00 

Total ................................................... 500.00 
Foreign income taxes imposed on or with re-

spect to gains, profits, and income .................. 200.00 
Accumulated profits ............................................. 500.00 
Foreign income taxes paid by A Corp. on or with 

respect to its accumulated profits (total foreign 
income taxes) ................................................... 200.00 

Accumulated profits in excess of foreign taxes ... 300.00 
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Foreign income taxes paid, and deemed to be 
paid, by A Corp. for 1977 on or with respect 
to its accumulated profits for such year 
($45+$200) ....................................................... 245.00 

Dividends paid on Feb. 15, 1978 to M Corp ....... 100.00 
M Corp. (domestic shareholder): 

Foreign income taxes of A Corp. for 1977 
deemed paid by M Corp. for 1978 under 
section 902(a)(1) ($245×$100/$300) ........ 81.67 

Foreign income taxes included in gross in-
come of M Corp. under section 78 as a 
dividend received from A Corp ................. 81.67 

(l) Effective date. Except as provided 
in § 1.902–4, this section applies to any 
distribution received from a first-tier 
corporation by its domestic share-
holder after December 31, 1964, and be-
fore the beginning of the foreign cor-
poration’s first taxable year beginning 
after December 31, 1986. If, however, 
the first day on which the ownership 
requirements of section 902(c)(3)(B) and 
§ 1.902–1(a)(1) through (4) are met with 
respect to the foreign corporation is in 
a taxable year of the foreign corpora-
tion beginning after December 31, 1986, 
then this section shall apply to all tax-
able years beginning after December 31, 
1964, and before the year in which the 
ownership requirements are first met. 
See § 1.902–1(a)(13)(i). For corresponding 
rules applicable to distributions re-
ceived by the domestic shareholder 
prior to January 1, 1965, see § 1.902–5 as 
contained in the 26 CFR part 1 edition 
revised April 1, 1976. 

[T.D. 7481, 42 FR 20125, Apr. 18, 1977, as 
amended by T.D. 7490, 42 FR 30497, June 15, 
1977; T.D. 7649, 44 FR 60086, Oct. 18, 1979. Re-
designated and amended by T.D. 8708, 62 FR 
927, 940, Jan. 7, 1997; 62 FR 7155, Feb. 18, 1997] 

§ 1.902–4 Rules for distributions attrib-
utable to accumulated profits for 
taxable years in which a first-tier 
corporation was a less developed 
country corporation. 

(a) In general. If a domestic share-
holder receives a distribution from a 
first-tier corporation before January 1, 
1978, in a taxable year of the domestic 
shareholder beginning after December 
31, 1964, which is attributable to accu-
mulated profits of the first-tier cor-
poration for a taxable year beginning 
before January 1, 1976, in which the 
first-tier corporation was a less devel-
oped country corporation (as defined in 
26 CFR § 1.902–2 revised as of April 1, 
1978), then the amount of the credit 
deemed paid by the domestic share-

holder with respect to such distribu-
tion shall be calculated under the rules 
relating to less developed country cor-
porations contained in (26 CFR § 1.902–1 
revised as of April 1, 1978). 

(b) Combined distributions. If a domes-
tic shareholder receives a distribution 
before January 1, 1978, from a first-tier 
corporation, a portion of which is de-
scribed in paragraph (a) of this section, 
and a portion of which is attributable 
to accumulated profits of the first-tier 
corporation for a year in which the 
first-tier corporation was not a less de-
veloped country corporation, then the 
amount of taxes deemed paid by the do-
mestic shareholder shall be computed 
separately on each portion of the divi-
dend. The taxes deemed paid on that 
portion of the dividend described in 
paragraph (a) shall be computed as 
specified in paragraph (a). The taxes 
deemed paid on that portion of the div-
idend described in this paragraph (b), 
shall be computed as specified in 
§ 1.902–3. 

(c) Distributions of a first-tier corpora-
tion attributable to certain distributions 
from second- or third-tier corporations. 
Paragraph (a) shall apply to a distribu-
tion received by a domestic share-
holder before January 1, 1978, from a 
first-tier corporation out of accumu-
lated profits for a taxable year begin-
ning after December 31, 1975, if: 

(1) The distribution is attributable to 
a distribution received by the first-tier 
corporation from a second- or third- 
tier corporation in a taxable year be-
ginning after December 31, 1975. 

(2) The distribution from the second- 
or third-tier corporation is made out of 
accumulated profits of the second- or 
third-tier corporation for a taxable 
year beginning before January 1, 1976, 
and 

(3) The first-tier corporation would 
have qualified as a less developed coun-
try corporation under section 902(d) (as 
in effect on December 31, 1975), in the 
taxable year in which it received the 
distribution. 

(d) Illustrations. The application of 
this section may be illustrated by the 
following examples: 
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Example 1. M, a domestic corporation owns 
all of the one class of stock of foreign cor-
poration A. Both corporations use the cal-
endar year as the taxable year. A Corpora-
tion pays a dividend to M Corporation on 
January 1, 1977, partly out of its accumu-
lated profits for calendar year 1976 and part-
ly out of its accumulated profits for calendar 
year 1975. For 1975 A Corporation qualified as 
a less developed country corporation under 
the former section 902(d) (as in effect on De-
cember 31, 1975). M Corporation is deemed 
under paragraphs (a) and (b) of this section 
to have paid $63 of foreign income taxes paid 
by A Corporation on or with respect to its 
accumulated profits for 1976 and 1975 and M 
Corporation includes $36 of that amount in 
gross income as a dividend under section 78, 
determined as follows upon the basis of the 
facts assumed: 

1976 
Gains, profits, and income of A Corp. for 1976 .... $120.00 
Foreign income taxes imposed on or with respect 

to such gains, profits, and income ..................... 36.00 
Accumulated profits ............................................... 120.00 
Foreign income taxes paid by A Corp. on or with 

respect to its accumulated profits (total foreign 
income taxes) ..................................................... 36.00 

Accumulated profits in excess of foreign income 
taxes ................................................................... 84.00 

Dividend to M Corp. out of 1976 accumulated 
profits .................................................................. 84.00 

Foreign income taxes of A for 1976 deemed paid 
by M Corp. ($84/$84×$36) ................................. 36.00 

Foreign income taxes included in gross income of 
M Corp. under section 78 as a dividend from A 
Corp .................................................................... 36.00 

1975 
Gains, profits, and income of A Corp. for 1975 .... $257.14 
Foreign income taxes imposed on or with respect 

to such gains, profits, and income ..................... 77.14 
Accumulated profits (under section 902(c)(1)(B) 

as in effect prior to amendment by the Tax Re-
form Act of 1976) ............................................... 180.00 

Foreign income taxes paid by A Corp. on or with 
respect to its accumulated profits 
($77.14×$180/$257.14) ...................................... 54.00 

Dividend to M Corp. out of accumulated profits of 
A Corp. for 1975 ................................................ 90.00 

Foreign income taxes of A Corp. for 1975 
deemed paid by M Corp. (under section 
902(a)(2) as in effect prior to amendment by 
the Tax Reform Act of 1976) ($54×$90/$180) ... 27.00 

Foreign income taxes included in gross income of 
M Corp. under section 78 as a dividend from A 
Corp .................................................................... 0 

Example 2. The facts are the same as in ex-
ample 1, except that the distribution from A 
Corporation to M Corporation on January 1, 
1977, was from accumulated profits of A Cor-
poration for 1976. A Corporation’s accumu-
lated profits for 1976 were made up of income 
from its trade or business, and a dividend 
paid by B, a second-tier corporation in 1976. 
The dividend from B Corporation to A Cor-
poration was from accumulated profits of B 
Corporation for 1975. A Corporation would 
have qualified as a less developed country 

corporation for 1976 under the former section 
902(d) (as in effect on December 31, 1975). M 
Corporation is deemed under paragraphs (b) 
and (c) of this section to have paid $543 of the 
foreign taxes paid or deemed paid by A Cor-
poration on or with respect to its accumu-
lated profits for 1976, and M Corporation in-
cludes $360 of that amount in gross income 
as a dividend under section 78, determined as 
follows upon the basis of the facts assumed: 
Total gains, profits, and income of A Corp. for 

1976 ..................................................................... $1,500 

Gains and profits from business operations .... 1,200 
Gains and profits from dividend A Corp. re-

ceived in 1976 from B Corp. out of accumu-
lated profits of B Corp. for 1975 ................... 300 

Foreign taxes imposed on or with respect to such 
profits and income ................................................ 450 

Foreign taxes paid by A Corp. attributable to 
gains and profits from A Corp.’s business 
operations ..................................................... 360 

Foreign taxes paid by A Corp. attributable to 
dividend from B Corp. in 1976 ...................... 90 

Dividends from A Corp. to M Corp. on Jan. 1, 
1977 ..................................................................... 1,050 

Portion of dividend attributable to gains and 
profits of A Corp. from business operations. 
($1,200/$1,500×$1,050) ................................ 840 

Portion of dividends attributable to gains on 
profits of A Corp. from dividend from B 
Corp. ($300/$1,500×$1,050) ......................... 210 

(a) Amount of foreign taxes of A Corp. deemed 
paid by M Corp. on A Corp.’s gains and profits 
for 1976 from business operations. 
Gains, profits, and income of A Corp. from busi-

ness operations .................................................... $1,200 
Foreign income taxes imposed on or with respect 

to gains, profits, and income ................................ 360 
Accumulated profits ................................................. 1,200 
Foreign income taxes paid by A Corp. on or with 

respect to its accumulated profits (total foreign 
income taxes) ....................................................... 360 

Accumulated profits in excess of foreign income 
taxes ..................................................................... 840 

Dividend to M Corp .................................................. 840 
Foreign taxes of A Corp. deemed paid by M Corp. 

($360×$840/$840) ................................................ 360 
Foreign taxes included in gross income of M Corp. 

under section 78 as a dividend ............................ 360 

(b) Amount of foreign taxes of A Corp. deemed 
paid by M Corp. on portion of the dividend at-
tributable to B Corp.’s accumulated profits for 
1975. 
B Corp. (second-tier corporation): 

Gains, profits, and income for calendar year 
1975 .............................................................. $1,000 

Foreign income taxes imposed on or with re-
spect to gains, profits, and income ............... 400 

Accumulated profits (under section 
902(c)(1)(B) as in effect prior to amendment 
by the Tax Reform Act of 1976) ................... 600 

Foreign income taxes paid by B Corp. on or 
with respect to its accumulated profits 
($400×$600/$1,000) ...................................... 240 

Dividend to A Corp. in 1976 ............................. 300 
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Foreign taxes of B Corp. for 1975 deemed 
paid by A Corp. (under section 902(b)(1)(B) 
as in effect prior to amendment by the Tax 
Reform Act of 1976) ($240×$300/$600) ....... 120 

A Corp. (first-tier corporation): 
Gains, profits, and income for 1976 attrib-

utable to dividend from B Corp.’s accumu-
lated profits for 1975 ..................................... 300 

Foreign income taxes imposed on or with re-
spect to such gains, profits, and income ...... 90 

Accumulated profits (under section 
902(c)(1)(B) as in effect prior to amendment 
by the Tax Reform Act of 1976) ................... 210 

Foreign taxes paid by A Corp. on or with re-
spect to such accumulated profits 
($90×$210/$300) ........................................... 63 

Foreign income taxes paid and deemed to be 
paid by A Corp. for 1976 on or with respect 
to such accumulated profits ($120 + $63) .... 183 

Dividend paid to M Corp. attributable to divi-
dend from B Corp. out of accumulated prof-
its for 1975) ................................................... 210 

Foreign taxes of A Corp. deemed paid by M 
Corp. (under section 902(a)(2) as in effect 
prior to amendment by the Tax Reform Act 
of 1976) ($183×$210/$210) .......................... 183 

Amount included in gross income of M Corp. 
under section 78 ........................................... 0 

[T.D. 7649, 44 FR 60087, Oct. 18, 1979. Redesig-
nated and amended by T.D. 8708, 62 FR 927, 
940, Jan. 7, 1997] 

§ 1.903–1 Taxes in lieu of income taxes. 
(a) In general. Section 903 provides 

that the term ‘‘income, war profits, 
and excess profits taxes’’ shall include 
a tax paid in lieu of a tax on income, 
war profits, or excess profits (‘‘income 
tax’’) otherwise generally imposed by 
any foreign country. For purposes of 
this section and §§ 1.901–2 and 1.901–2A, 
such a tax is referred to as a ‘‘tax in 
lieu of an income tax’’; and the terms 
‘‘paid’’ and ‘‘foreign country’’ are de-
fined in § 1.901–2(g). A foreign levy 
(within the meaning of § 1.901–2(g)(3)) is 
a tax in lieu of an income tax if and 
only if— 

(1) It is a tax within the meaning of 
§ 1.901–2(a)(2); and 

(2) It meets the substitution require-
ment as set forth in paragraph (b) of 
this section. 
The foreign country’s purpose in im-
posing the foreign tax (e.g., whether it 
imposes the foreign tax because of ad-
ministrative difficulty in determining 
the base of the income tax otherwise 
generally imposed) is immaterial. It is 
also immaterial whether the base of 
the foreign tax bears any relation to 
realized net income. The base of the 
tax may, for example, be gross income, 
gross receipts or sales, or the number 
of units produced or exported. Deter-

minations of the amount of a tax in 
lieu of an income tax that is paid by a 
person and determinations of the per-
son by whom such tax is paid are made 
under § 1.901–2 (e) and (f), respectively, 
substituting the phrase ‘‘tax in lieu of 
an income tax’’ for the phrase ‘‘income 
tax’’ wherever the latter appears in 
those sections. Section 1.901–2A con-
tains additional rules applicable to 
dual capacity taxpayers (as defined in 
§ 1.901–2(a)(2)(ii) (A)). The rules of this 
section are applied independently to 
each separate levy (within the meaning 
of §§ 1.901–2(d) and 1.901–2A (a)) imposed 
by the foreign country. Except as oth-
erwise provided in paragraph (b)(2) of 
this section, a foreign tax either is or 
is not a tax in lieu of an income tax in 
its entirety for all persons subject to 
the tax. 

(b) Substitution—(1) In general. A for-
eign tax satisfies the substitution re-
quirement if the tax in fact operates as 
a tax imposed in substitution for, and 
not in addition to, an income tax or a 
series of income taxes otherwise gen-
erally imposed. However, not all in-
come derived by persons subject to the 
foreign tax need be exempt from the in-
come tax. If, for example, a taxpayer is 
subject to a generally imposed income 
tax except that, pursuant to an agree-
ment with the foreign country, the tax-
payer’s income from insurance is sub-
ject to a gross receipts tax and not to 
the income tax, then the gross receipts 
tax meets the substitution requirement 
notwithstanding the fact that the tax-
payer’s income from other activities, 
such as the operation of a hotel, is sub-
ject to the generally imposed income 
tax. A comparison between the tax bur-
den of this insurance gross receipts tax 
and the tax burden that would have ob-
tained under the generally imposed in-
come tax is irrelevant to this deter-
mination. 

(2) Soak-up taxes. A foreign tax satis-
fies the substitution requirement only 
to the extent that liability for the for-
eign tax is not dependent (by its terms 
or otherwise) on the availability of a 
credit for the foreign tax against in-
come tax liability to another country. 
If, without regard to this paragraph 
(b)(2), a foreign tax satisfies the re-
quirement of paragraph (b)(1) of this 
section (including for this purpose any 
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foreign tax that both satisfies such re-
quirement and also is an income tax 
within the meaning of § 1.901–2(a)(1)), li-
ability for the foreign tax is dependent 
on the availability of a credit for the 
foreign tax against income tax liability 
to another country only to the extent 
of the lesser of— 

(i) The amount of foreign tax that 
would not be imposed on the taxpayer 
but for the availability of such a credit 
to the taxpayer (within the meaning of 
§ 1.901–2(c)), or 

(ii) The amount, if any, by which the 
foreign tax paid by the taxpayer ex-
ceeds the amount of foreign income tax 
that would have been paid by the tax-
payer if it had instead been subject to 
the generally imposed income tax of 
the foreign country. 

(3) Examples. The provisions of this 
paragraph (b) may be illustrated by the 
following examples: 

Example 1. Country X has a tax on realized 
net income that is generally imposed except 
that nonresidents are not subject to that 
tax. Nonresidents are subject to a gross in-
come tax on income from country X that is 
not attributable to a trade or business car-
ried on in country X. The gross income tax 
imposed on nonresidents satisfies the substi-
tution requirement set forth in this para-
graph (b). See also examples 1 and 2 of § 1.901– 
2(b)(4)(iv). 

Example 2. The facts are the same as in ex-
ample 1, with the additional fact that payors 
located in country X are required by country 
X law to withhold the gross income tax from 
payments they make to nonresidents, and to 
remit such withheld tax to the government 
of country X. The result is the same as in ex-
ample 1. 

Example 3. The facts are the same as in ex-
ample 2, with the additional fact that the 
gross income tax on nonresidents applies to 
payments for technical services performed 
by them outside of country X. The result is 
the same as in example 2. 

Example 4. Country X has a tax that is gen-
erally imposed on the realized net income of 
nonresident corporations that is attributable 
to a trade or business carried on in country 
X. The tax applies to all nonresident cor-
porations that engage in business in country 
X except for such corporations that engage 
in contracting activities, each of which is in-
stead subject to two different taxes. The 
taxes applicable to nonresident corporations 
that engage in contracting activities satisfy 
the substitution requirement set forth in 
this paragraph (b). 

Example 5. Country X imposes both an ex-
cise tax and an income tax. The excise tax, 

which is payable independently of the in-
come tax,is allowed as a credit against the 
income tax. For 1984 A has a tentative in-
come tax liability of 100u (units of country X 
currency) but is allowed a credit for 30u of 
excise tax that it has paid. Pursuant to para-
graph (e)(4)(i) of § 1.901–2, the amount of ex-
cise tax A has paid to country X is 30u and 
the amount of income tax A has paid to 
country X is 70u. The excise tax paid by A 
does not satisfy the substitution require-
ment set forth in this paragraph (b) because 
the excise tax is imposed on A in addition to, 
and not in substitution for, the generally im-
posed income tax. 

Example 6. Pursuant to a contract with 
country X, A, a domestic corporation en-
gaged in manufacturing activities in country 
X, must pay tax to country X equal to the 
greater of (i) 5u (units of country X cur-
rency) per item produced, or (ii) the max-
imum amount creditable by A against its 
U.S. income tax liability for that year with 
respect to income from its country X oper-
ations. Also pursuant to the contract, A is 
exempted from country X’s otherwise gen-
erally imposed income tax. A produces 16 
items in 1984 and the maximum amount cred-
itable by A against its U.S. income tax li-
ability for 1984 is 125u. If A had been subject 
to country X’s otherwise generally imposed 
income tax it would have paid a tax of 150u. 
Pursuant to paragraph (b)(2) of this section, 
the amount of tax paid by A that is depend-
ent on the availability of a credit against in-
come tax of another country is 0 (lesser of (i) 
45u, the amount that would not be imposed 
but for the availability of a credit (125u–80u), 
or (ii) 0, the amount by which the contrac-
tual tax (125u) exceeds the generally imposed 
income tax (150u)). 

Example 7. The facts are the same as in ex-
ample 6 except that, of the 150u A would have 
paid if it had been subject to the otherwise 
generally imposed income tax, 60u is depend-
ent on the availability of a credit against in-
come tax of another country. The amount of 
tax actually paid by A (i.e., 125u) that is de-
pendent on the availability of a credit 
against income tax of another country is 35u 
(lesser of (i) 45u, computed as in example , 
§ 6, or (ii) 35u, the amount by which the con-
tractual tax (125u) exceeds the amount A 
would have paid as income tax if it had been 
subject to the otherwise generally imposed 
income tax (90u, i.e., 150u–60u). 

(c) Effective date. The effective date of 
this section is as provided in § 1.901– 
2(h). 

[T.D. 7918, 48 FR 46295, Oct. 12, 1983; 48 FR 
52033, Nov. 16, 1983] 
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§ 1.904–0 Outline of regulation provi-
sions. 

This section lists the headings for 
§§ 1.904–1 through 1.904–7. 

§ 1.904–1 Limitation on credit for foreign taxes. 

(a) Per-country limitation. 
(1) General. 
(2) Illustration of principles. 
(b) Overall limitation. 
(1) General. 
(2) Illustration of principles. 
(c) Special computation of taxable income. 
(d) Election of overall limitation. 
(1) In general. 
(i) Manner of making election. 
(ii) Revocation for first taxable year begin-

ning after December 31, 1969. 
(2) Method of making the initial election. 
(3) Method of revoking an election and 

making a new election. 
(e) Joint return. 
(1) General. 
(2) Electing the overall limitation. 

§ 1.904–2 Carryback and carryover of unused 
foreign tax. 

(a) Credit for foreign tax carryback or car-
ryover. 

(b) Years to which carried. 
(1) General. 
(2) Definitions. 
(3) Taxable years beginning before January 

1, 1958. 
(c) Tax deemed paid or accrued. 
(1) Unused foreign tax for per-country limi-

tation year. 
(2) Unused foreign tax for overall limita-

tion year. 
(3) Unused foreign tax with respect to for-

eign mineral income. 
(d) Determination of excess limitation for 

certain years. 
(e) Periods of less than 12 months. 
(f) Statement with tax return. 
(g) Illustration of carrybacks and 

carryovers. 
(h) Transition rules for carryovers and 

carrybacks of pre-2003 and post-2002 unused 
foreign tax paid or accrued with respect to 
dividends from noncontrolled section 902 cor-
porations. 

(1) Carryover of unused foreign tax. 
(2) Carryback of unused foreign tax. 
(i) [Reserved] 

§ 1.904–3 Carryback and carryover of unused 
foreign tax by husband and wife. 

(a) In general. 
(b) Joint unused foreign tax and joint ex-

cess limitation. 
(c) Continuous use of joint return. 
(d) From separate to joint return. 
(e) Amounts carried from or through a 

joint return year to or through a separate re-
turn year. 

(f) Allocation of unused foreign tax and ex-
cess limitation. 

(1) Limitation. 
(i) Per-country limitation. 
(ii) Overall limitation. 
(2) Unused foreign tax. 
(i) Per-country limitation. 
(ii) Overall limitation. 
(3) Excess limitation. 
(i) Per-country limitation taxpayer. 
(ii) Overall limitation. 
(4) Excess limitation to be applied. 
(5) Reduction of excess limitation. 
(6) Spouses using different limitations. 
(g) Illustrations. 

§ 1.904–4 Separate application of section 904 
with respect to certain categories of income. 

(a) [Reserved] 
(b) [Reserved] 
(c) High-taxed income. 
(1) In general. 
(2) Grouping of items of income in order to 

determine whether passive income is high- 
taxed income. 

(i) Effective dates. 
(A) In general. 
(B) Application to prior periods. 
(ii) Grouping rules. 
(A) Initial allocation and apportionment of 

deductions and taxes. 
(B) Reallocation of loss groups. 
(3) Amounts received or accrued by United 

States persons. 
(4) Dividends and inclusions from con-

trolled foreign corporations, dividends from 
noncontrolled section 902 corporations, and 
income of foreign QBUs. 

(5) Special rules. 
(i) Certain rents and royalties. 
(ii) Treatment of partnership income. 
(iii) Currency gain or loss. 
(iv) Coordination with section 954(b)(4). 
(6) Application of this paragraph to addi-

tional taxes paid or deemed paid in the year 
of receipt of previously taxed income. 

(i) Determination made in year of inclu-
sion. 

(ii) Exception. 
(iii) Allocation of foreign taxes imposed on 

distributions of previously taxed income. 
(iv) Increase in taxes paid by successors. 
(A) General rule. 
(B) Exception for U.S. shareholders not en-

titled to look-through. 
(7) Application of this paragraph to certain 

reductions of tax on distributions of income. 
(i) In general. 
(ii) Allocation of reductions of foreign tax. 
(iii) Interaction with section 954(b)(4). 
(8) Examples. 
(d) [Reserved] 
(e) Financial services income. 
(1) In general. 
(2) Active financing income. 
(i) Income included. 
(3) Financial services entities. 
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(i) In general. 
(ii) Special rule for affiliated groups. 
(iii) Treatment of partnerships and other 

pass-through entities. 
(A) Rule. 
(B) Examples. 
(iv) Examples. 
(4) Definition of incidental income. 
(i) In general. 
(A) Rule. 
(B) Examples. 
(ii) Income that is not incidental income. 
(5) Exceptions. 
(f) [Reserved] 
(g) [Reserved] 
(h) Export financing interest. 
(1) Definitions. 
(i) Export financing. 
(ii) Fair market value. 
(iii) Related person. 
(2) Treatment of export financing interest. 
(3) [Reserved] 
(4) Examples. 
(5) Income eligible for section 864(d)(7) ex-

ception (same country exception) from re-
lated person factoring treatment. 

(i) Income other than interest. 
(ii) Interest income. 
(iii) Examples. 
(i) Interaction of section 907(c) and income 

described in this section. 
(j) Special rule for certain currency gains 

and losses. 
(k) Special rule for alternative minimum 

tax foreign tax credit. 
(l) [Reserved] 
(m) Income treated as allocable to an addi-

tional separate category. 

§ 1.904–5 Look-through rules as applied to con-
trolled foreign corporations and other enti-
ties. 

(a) Definitions. 
(b) In general. 
(c) Rules for specific types of inclusions 

and payments. 
(1) Subpart F inclusions. 
(i) Rule. 
(ii) Examples. 
(2) Interest. 
(i) In general. 
(ii) Allocating and apportioning expenses 

including interest paid to a related person. 
(iii) Allocating and apportioning expenses 

of a noncontrolled section 902 corporation. 
(iv) Definitions. 
(A) Value of assets and reduction in value 

of assets and gross income. 
(B) Related person debt allocated to pas-

sive assets. 
(v) Examples. 
(3) Rents and royalties. 
(4) Dividends. 
(i) Look-through rule for controlled for-

eign corporations. 
(ii) Special rule for dividends attributable 

to certain loans. 

(iii) Look-through rule for noncontrolled 
section 902 corporations. 

(iv) Examples. 
(d) Effect of exclusions from Subpart F in-

come. 
(1) De minimis amount of Subpart F in-

come. 
(2) Exception for certain income subject to 

high foreign tax. 
(3) Examples. 
(e) Treatment of Subpart F income in ex-

cess of 70 percent of gross income. 
(1) Rule. 
(2) Example. 
(f) Modifications of look-through rules for 

certain income. 
(1) High withholding tax interest. 
(i) Rule. 
(ii) Example. 
(2) Distributions from a FSC. 
(3) Example. 
(g) Application of the look-through rules 

to certain domestic corporations. 
(h) Application of the look-through rules 

to partnerships and other pass-through enti-
ties. 

(1) General rule. 
(2) Exception for certain partnership inter-

ests. 
(i) Rule. 
(ii) Exceptions. 
(3) [Reserved] 
(4) Value of a partnership interest. 
(i) Application of look-through rules to re-

lated entities. 
(1) In general. 
(2) Exception for distributive shares of 

partnership income. 
(3) Special rule for dividends between con-

trolled foreign corporations. 
(4) Payor and recipient of dividend are 

members of the same qualified group. 
(5) Examples. 
(j) Look-through rules applied to passive 

foreign investment company inclusions. 
(k) Ordering rules. 
(1) In general. 
(2) Specific rules. 
(l) Examples. 
(m) Application of section 904(g). 
(1) In general. 
(2) Treatment of interest payments. 
(i) Interest payments from controlled for-

eign corporations. 
(ii) Interest payments from noncontrolled 

section 902 corporations. 
(3) Examples. 
(4) Treatment of dividend payments. 
(i) Rule. 
(ii) Determination of earnings and profits 

from United States sources. 
(iii) Example. 
(5) Treatment of Subpart F inclusions. 
(i) Rule. 
(ii) Example. 
(6) Treatment of section 78 amount. 
(7) Coordination with treaties. 
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(i) Rule. 
(ii) Example. 
(n) Order of application of sections 904 (d) 

and (g). 
(o) Effective date. 
(1) Rules for controlled foreign corpora-

tions and other look-through entities. 
(2) Rules for noncontrolled section 902 cor-

porations. 
(3) [Reserved] 

§ 1.904–6 Allocation and apportionment of 
taxes. 

(a) Allocation and apportionment of taxes 
to a separate category or categories of in-
come. 

(1) Allocation of taxes to a separate cat-
egory or categories of income. 

(i) Taxes related to a separate category of 
income. 

(ii) Apportionment of taxes related to more 
than one separate category. 

(iii) Apportionment of taxes for purposes of 
applying the high tax income test. 

(iv) Special rule for base and timing dif-
ferences. 

(2) Reserved. 
(b) Application of paragraph (a) to sections 

902 and 960. 
(1) Determination of foreign taxes deemed 

paid. 
(2) Distributions received from foreign cor-

porations that are excluded from gross in-
come under section 959(b). 

(3) Application of section 78. 
(4) Increase in limitation. 
(c) Examples. 

§ 1.904–7 Transition rules. 

(a) Characterization of distributions and 
section 951(a)(1)(A) (ii) and (iii) and (B) inclu-
sions of earnings of a controlled foreign cor-
poration accumulated in taxable years be-
ginning before January 1, 1987, during tax-
able years of both the payor controlled for-
eign corporation and the recipient which 
begin after December 31, 1986. 

(1) Distributions and section 951(a)(1)(A) 
(ii) and (iii) and (B) inclusions. 

(2) Limitation on establishing the char-
acter of earnings and profits. 

(b) Application of look-through rules to 
distributions (including deemed distribu-
tions) and payments by an entity to a recipi-
ent when one’s taxable year begins before 
January 1, 1987 and the other’s taxable year 
begins after December 31, 1986. 

(1) In general. 
(2) Payor of interest, rents, or royalties is 

subject to the Act and recipient is not sub-
ject to the Act. 

(3) Recipient of interest, rents, or royalties 
is subject to the Act and payor is not subject 
to the Act. 

(4) Recipient of dividends and subpart F in-
clusions is subject to the Act and payor is 
not subject to the Act. 

(5) Examples. 
(c) Installment sales. 
(d) Special effective date for high with-

holding tax interest earned by persons with 
respect to qualified loans described in sec-
tion 1201(e)(2) of the Act. 

(e) Treatment of certain recapture income. 
(f) Treatment of non-look-through pools of 

a noncontrolled section 902 corporation or a 
controlled foreign corporation in post-2002 
taxable years. 

(g) [Reserved] 

[T.D. 8412, 57 FR 20642, May 14, 1992, as 
amended by T.D. 8627, 60 FR 56119, Nov. 7, 
1995; T.D. 8805, 64 FR 1515, Jan. 11, 1999; T.D. 
8916, 66 FR 274, Jan. 3, 2001; T.D. 9141, 69 FR 
43306, July 20, 2004; T.D. 9260, 71 FR 24528, 
Apr. 25, 2006; 71 FR 77265, Dec. 26, 2006; T.D. 
9368, 72 FR 72587, 72596, Dec. 21, 2007] 

§ 1.904–1 Limitation on credit for for-
eign taxes. 

(a) Per-country limitation—(1) General. 
In the case of any taxpayer who does 
not elect the overall limitation under 
section 904(a)(2), the amount allowable 
as a credit for income or profits taxes 
paid or accrued to a foreign country or 
a possession of the United States is 
subject to the per-country limitation 
prescribed in section 904(a)(1). Such 
limitation provides that the credit for 
such taxes paid or accrued (including 
those deemed to have been paid or ac-
crued other than by reason of section 
904(d)) to each foreign country or pos-
session of the United States shall not 
exceed that proportion of the tax 
against which credit is taken which the 
taxpayer’s taxable income from sources 
within such country or possession (but 
not in excess of the taxpayer’s entire 
taxable income) bears to his entire tax-
able income for the same taxable year. 
For special rules regarding the applica-
tion of the per-country limitation 
when the taxpayer has derived section 
904(f) interest or section 904(f) divi-
dends, see § 1.904–4 or § 1.904–5. 

(2) Illustration of principles. The oper-
ation of the per-country limitation 
under section 904(a)(1) on the credit for 
foreign taxes paid or accrued may be il-
lustrated by the following examples: 

Example 1. The credit for foreign taxes al-
lowable for 1954 in the case of X, an unmar-
ried citizen of the United States who in 1954 
received the income shown below and had 
three exemptions under section 151, is 
$14,904, computed as follows: 
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Taxable income (computed without deductions for 
personal exemptions) from sources within the 
United States ...................................................... $50,000 

Taxable income (computed without deductions for 
personal exemptions) from sources within 
Great Britain ....................................................... 25,000 

Total taxable income ................................... 75,000 
United States income tax (based on taxable in-

come computed with the deductions for per-
sonal exemptions) .............................................. 44,712 

British income and profits taxes ............................ 18,000 
Per-country limitation (25,000/75,000 of $44,712) 14,904 
Credit for British income and profits taxes (total 

British income and profits taxes, reduced in ac-
cordance with the per-country limitation) ........... 14,904 

Example 2. Assume the same facts as in ex-
ample 1, except that the sources of X’s in-
come and taxes paid are as shown below. The 
credit for foreign taxes allowable to X is 
$13,442.40, computed as follows: 
Taxable income (computed without deductions for 

personal exemptions) from sources within the 
United States ...................................................... $50,000 

Taxable income (computed without deductions for 
personal exemptions) from sources within 
Great Britain ....................................................... 15,000 

Taxable income (computed without deductions for 
personal exemptions) from sources within Can-
ada ..................................................................... 10,000 

Total taxable income ................................... 75,000 
United States income tax (based on taxable in-

come computed with the deductions for per-
sonal exemptions) .............................................. 44,712 

British income and profits taxes ............................ 10,800 
Per-country limitation on British income and prof-

its taxes (15,000/75,000 of $44,712) ................. 8,942.40 
Credit for British income and profits taxes as lim-

ited by per-country limitation .............................. 8,942.40 
Canadian income and profits taxes ....................... 4,500.00 
Per-country limitation on Canadian income and 

profits taxes (10,000/75,000 of $44,712) ........... 5,961.60 
Credit for Canadian income and profits taxes 

(total Canadian income and profits taxes, since 
such amount does not exceed the per-country 
limitation) ............................................................ 4,500.00 

Total amount of credit allowable (sum of 
credits—$8,942.40 plus $4,500) .......... 18,442.40 

Example 3. A domestic corporation realized 
taxable income in 1954 in the amount of 
$100,000, consisting of $50,000 from United 
States sources and dividends of $50,000 from 
a Brazilian corporation, more than 10 per-
cent of whose voting stock it owned. The 
Brazilian corporation paid income and prof-
its taxes to Brazil on its income and in addi-
tion paid a dividend tax for the account of 
its shareholders on income distributed to 
them, the latter tax being withheld and paid 
at the source. The domestic corporation’s 
credit for foreign taxes is $23,250, computed 
as follows: 
Taxable income from sources within the 

United States ........................................ ............ $50,000 
Taxable income from sources within 

Brazil .................................................... ............ 50,000 

Total taxable income ..................... ............ 100,000 
United States income tax ........................ ............ 46,500 
Dividend tax paid at source to Brazil ...... ............ 19,000 

Income and profits taxes deemed under 
section 902 to have been paid to 
Brazil, computed as follows: 

Dividends received from Brazilian 
corporation during 1954 ................ ............ 50,000 

Income of Brazilian corporation dur-
ing 1954 ........................................ ............ 200,000 

Income and profits taxes paid to 
Brazil on $200,000 ........................ ............ 30,000 

Accumulated profits ($200,000 
minus $30,000) ............................. ............ 170,000 

Brazilian taxes applicable to accu-
mulated profits distributed: 

50,000/170,000 of 170,000/ 
200,000 of $30,000 ................ ............ 7,500 

Total income and profits taxes 
paid and deemed to have 
been paid to Brazil ................. 26,500 

Per-country limitation (50,000/100,000 of $46,500) 23,250 
Credit for Brazilian income and profits taxes as 

limited by per-country limitation ........................... 23,250 

(b) Overall limitation—(1) General. In 
the case of any taxpayer who elects the 
overall limitation provided by section 
904(a)(2), the total credit for taxes paid 
or accrued (including those deemed to 
have been paid or accrued other than 
by reason of section 904(d)) shall not 
exceed that proportion of the tax 
against which such credit is taken 
which the taxpayer’s taxable income 
from sources without the United States 
(but not in excess of the taxpayer’s en-
tire taxable income) bears to his entire 
taxable income for the same taxable 
year. For special rules regarding the 
application of the overall limitation 
when the taxpayer has derived section 
904(f) interest or section 904(f) divi-
dends, see § 1.904–4 or § 1.904–5. 

(2) Illustration of principles. The oper-
ation of the overall limitation under 
section 904(a)(2) may be illustrated by 
the following example: 

Example. Corporation X, a domestic cor-
poration, for its taxable year beginning Jan-
uary 1, 1961, elects the overall limitation 
provided by section 904(a)(2). For taxable 
year 1961 corporation X has taxable income 
of $275,000 of which $200,000 is from sources 
without the United States. The United 
States income tax is $137,500. During the tax-
able year corporation X pays or accrues to 
foreign countries $105,000 in income and prof-
its taxes, consisting of $45,000 paid or ac-
crued to foreign country Y and $60,000 to for-
eign country Z. The credit for such foreign 
taxes is limited to $100,000, i.e., 
200,000÷275,000×$137,500. The limitation would 
be the same whether or not some portion of 
the $200,000 of the taxable income from 
sources without the United States is from 
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sources on the high seas or in a foreign coun-
try (other than Y and Z) which imposed no 
taxes allowable as a credit. 

(c) Special computation of taxable in-
come. For purposes of computing the 
limitations under paragraphs (a) and 
(b) of this section, the taxable income 
in the case of an individual, estate, or 
trust shall be computed without any 
deduction for personal exemptions 
under section 151 or 642(b). 

(d) Election of overall limitation—(1) In 
general—(i) Manner of making election. 
The initial election under section 
904(b) of the overall limitation pro-
vided by section 904(a)(2) may be made 
by the taxpayer for any taxable year 
beginning after December 31, 1960, 
without securing the consent of the 
Commissioner. The taxpayer may, for 
the first taxable year for which the 
election is to be made, make such elec-
tion at any time before the expiration 
of the period referred to in paragraph 
(d) of § 1.901–1 for choosing the benefits 
of section 901 for such taxable year. 
Having made the initial election, the 
taxpayer may, within the time pre-
scribed for making such election for 
such taxable year, revoke such election 
without the consent of the Commis-
sioner. If such revocation is timely and 
properly made, the taxpayer may make 
his initial election of the overall limi-
tation for a later taxable year without 
the consent of the Commissioner. If, 
however, the taxpayer makes the ini-
tial election for a taxable year and the 
period prescribed for making such elec-
tion for such taxable year expires, the 
taxpayer must continue the election of 
the overall limitation for all subse-
quent taxable years (whether or not 
foreign taxes were paid or accrued for 
any such year and notwithstanding 
that a deduction for foreign taxes 
under section 164 was claimed for any 
such year) until revoked with the con-
sent of the Commissioner. See section 
904(b)(1). If the election for any taxable 
year is revoked with the consent of the 
Commissioner, the taxpayer may not 
make a new election for such taxable 
year or for any subsequent taxable 
year without the consent of the Com-
missioner. If the election of the overall 
limitation is revoked for a taxable 
year, the per-country limitation shall 
apply to such taxable year and to all 

taxable years thereafter unless a new 
election of the overall limitation is 
made, either with or without the con-
sent of the Commissioner in accord-
ance with this section. 

(ii) Revocation for first taxable year be-
ginning after December 31, 1969. Notwith-
standing subdivision (i) of this subpara-
graph, if the taxpayer has made an ini-
tial election under section 904(b) of the 
overall limitation for a taxable year 
beginning before January 1, 1970, and 
the period prescribed for making such 
election for such taxable year has ex-
pired, or if he has made a new election 
for such a taxable year with the con-
sent of the Commissioner, he may re-
voke such election effective with re-
spect to his first taxable year begin-
ning after December 31, 1969, without 
the consent of the Commissioner. Such 
revocation may be made within the 
time prescribed for making an initial 
election for such first taxable year be-
ginning after December 31, 1969. If such 
revocation is timely and properly 
made, the taxpayer may make a new 
election of the overall limitation for a 
later taxable year without the consent 
of the Commissioner. Such new elec-
tion for a later taxable year may be 
made at any time before the expiration 
of the period referred to in paragraph 
(d) of § 1.901–1 for choosing the benefits 
of section 901 for such taxable year. 
The revocation of an election, or the 
making of a new election, pursuant to 
this subdivision shall be made in the 
same manner provided in subparagraph 
(2) of this paragraph for revoking or 
making an initial election. This sub-
division applies even though the tax-
payer is not required under section 
901(e) and § 1.901–3 to reduce the 
amount of any foreign taxes paid, ac-
crued, or deemed to be paid with re-
spect to foreign mineral income for any 
taxable year beginning after December 
31, 1969. 

(2) Method of making the initial elec-
tion. The initial election of the overall 
limitation under section 904(b) shall be 
made on Form 1116 in the case of an in-
dividual or on Form 1118 in the case of 
a corporation. The form shall be at-
tached to the appropriate income tax 
return for the taxable year to which 
such election applies. Such election 
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may be made, however, only for a tax-
able year for which the taxpayer choos-
es to claim a credit under section 901. 
If the taxpayer revokes the initial elec-
tion without the consent of the Com-
missioner, he must file amended Form 
1116 or 1118 and amended income tax re-
turns or claims for refund, where appli-
cable, for the taxable years to which 
the revocation applies. For rules relat-
ing to the filing of such forms, see 
paragraph (a) of § 1.905–2. 

(3) Method of revoking an election and 
making a new election. A request to re-
voke an election of the overall limita-
tion under section 904(b) when such 
revocation requires the consent of the 
Commissioner, or to make a new elec-
tion when such election requires the 
consent of the Commissioner, shall be 
in writing and shall be addressed to the 
Commissioner of Internal Revenue, 
Washington, D.C. 20224. The request 
shall include the name and address of 
the taxpayer and shall be signed by the 
taxpayer or his duly authorized rep-
resentative. It must specify the taxable 
year for which the revocation or new 
election is to be effective and shall be 
mailed within 75 days after the close of 
the first taxable year for which it is de-
sired to make the change. It must be 
accompanied by a statement specifying 
the nature of the taxpayer’s business, 
the countries in which the business is 
carried on, or expected to be carried 
on, within the taxable year of the re-
quested change, and grounds consid-
ered as justifying the requested revoca-
tion or new election. The Commis-
sioner may require such other informa-
tion as may be necessary in order to 
determine whether the proposed 
change will be permitted. Generally, a 
request for consent to revoke an elec-
tion or make a new election will be 
granted if the basic nature of the tax-
payer’s business changes or if there are 
changes in conditions in a foreign 
country which substantially affect the 
taxpayer’s business. For example, a 
taxpayer who enters substantial oper-
ations in a new foreign country or who 
loses an existing investment due to na-
tionalization, expropriation, or war 
would be granted consent to revoke an 
election or make a new election. 

(e) Joint return—(1) General. In the 
case of a husband and wife making a 

joint return, the applicable limitation 
prescribed by section 904(a) on the 
credit for taxes paid or accrued to for-
eign countries and possessions of the 
United States shall be applied with re-
spect to the aggregate taxable income 
from sources within each such country 
or possession, or from sources without 
the United States, as the case may be, 
and the aggregate taxable income from 
all sources, of the spouses. 

(2) Electing the overall limitation. If a 
husband and wife make a joint return 
for the current taxable year, but made 
a separate return for the preceding tax-
able year and the overall limitation ap-
plied for such preceding taxable year to 
one spouse or to both spouses (whether 
or not then married), then, unless re-
voked with the consent of the Commis-
sioner, the overall limitation shall 
apply for the current taxable year and 
for subsequent taxable years of both 
spouses, whether or not they remain 
married, whether or not joint returns 
are filed for such subsequent taxable 
years, and whether or not one of such 
spouses could have elected the overall 
limitation for the current taxable year 
only with the consent of the Commis-
sioner if he had filed a separate return 
for such year. 

[T.D. 6789, 29 FR 19243, Dec. 31, 1964, as 
amended by T.D. 7294, 38 FR 33080, Nov. 30, 
1973; T.D. 7490, 42 FR 30497, June 15, 1977; 42 
FR 32536, June 27, 1977] 

§ 1.904–2 Carryback and carryover of 
unused foreign tax. 

(a) Credit for foreign tax carryback or 
carryover. [Reserved]. For further guid-
ance, see § 1.904–2T(a). 

(b) Years to which carried—(1) General. 
If the taxpayer chooses the benefits of 
section 901 for a taxable year beginning 
after December 31, 1957, any unused for-
eign tax (as defined in subparagraph (2) 
of this paragraph) for such year shall, 
under section 904(d), be carried to the 
second preceding taxable year, the first 
preceding taxable year, and the first, 
second, third, fourth, and fifth suc-
ceeding taxable years, in that order 
and to the extent not absorbed as taxes 
deemed paid or accrued, under para-
graph (c) of this section, in a prior tax-
able year. The entire unused foreign 
tax for any taxable year shall first be 
carried to the earliest of the taxable 
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years to which, under the preceding 
sentence, such unused foreign tax may 
be carried. Any portion of such unused 
foreign tax not deemed paid or accrued 
under paragraph (c) of this section in 
such earliest taxable year shall then be 
carried to the next earliest taxable 
year to which such unused foreign tax 
may be carried, and any portion not 
absorbed in that year shall then be car-
ried to the next earliest year, and so 
on. 

(2) Definitions. (i) When used with ref-
erence to a taxable year for which the 
per-country limitation provided in sec-
tion 904(a)(1) applies, the term ‘‘unused 
foreign tax’’ means, with respect to a 
particular foreign country or posses-
sion of the United States, the excess of 
(a) the income, war profits, and excess 
profits taxes paid or accrued (or 
deemed paid or accrued other than by 
reason of section 904(d)) in such year to 
such foreign country or possession, 
over (b) the applicable per-country lim-
itation under section 904(a)(1) for such 
year. 

(ii) When used with reference to a 
taxable year for which the overall limi-
tation provided in section 904(a)(2) ap-
plies, the term ‘‘unused foreign tax’’ 
means the excess of (a) the income, war 
profits, and excess profits taxes paid or 
accrued (or deemed paid or accrued 
other than by reason of section 904(d)) 
in such year to all foreign countries 
and possessions of the United States, 
over (b) the overall limitation under 
section 904(a)(2) for such year. 

(iii) The term ‘‘unused foreign tax’’ 
does not include any amount by which 
the income, war profits, and excess 
profits taxes paid or accrued, or 
deemed to be paid, to any foreign coun-
try or possession of the United States 
with respect to foreign mineral income 
are reduced under section 901(e)(1) and 
§ 1.901–3(b)(1). 

(3) Taxable years beginning before Jan-
uary 1, 1958. For purposes of this para-
graph, the terms ‘‘second preceding 
taxable year’’ and ‘‘first preceding tax-
able year’’ do not include any taxable 
year beginning before January 1, 1958. 

(c) Tax deemed paid or accrued—(1) 
Unused foreign tax for per-country limita-
tion year. (i) The amount of an unused 
foreign tax with respect to a particular 
foreign country or possession of the 

United States, for a taxable year for 
which the per-country limitation under 
section 904(a)(1) applies, which shall be 
deemed paid or accrued in any taxable 
year to which such unused foreign tax 
may be carried under paragraph (b) of 
this section shall, except as provided in 
subdivision (iii) of this subparagraph, 
be equal to the smaller of— 

(a) The portion of such unused for-
eign tax which, under paragraph (b) of 
this section, is carried to such taxable 
year, or 

(b) Any excess limitation for such 
taxable year with respect to such un-
used foreign tax (as determined under 
subdivision (ii) of this subparagraph). 

(ii) The excess limitation for any tax-
able year (hereinafter called the ‘‘ex-
cess limitation year’’) with respect to 
an unused foreign tax in respect of a 
particular foreign country or posses-
sion of the United States for another 
taxable year (hereinafter called the 
‘‘year of origin’’) shall be the amount, 
if any, by which the limitation for the 
excess limitation year with respect to 
that foreign country or possession 
(computed under section 904(a)(1)) ex-
ceeds the sum of— 

(a) The income, war profits, and ex-
cess profits taxes actually paid or ac-
crued to such foreign country or pos-
session in the excess limitation year, 

(b) The income, war profits, and ex-
cess profits taxes deemed paid or ac-
crued in such year to such foreign 
country or possession other than by 
reason of section 904(d), and 

(c) The portion of the unused foreign 
tax, with respect to such foreign coun-
try or possession for any taxable year 
earlier than the year of origin, which is 
absorbed as taxes deemed paid or ac-
crued in the excess limitation year 
under subdivision (i) of this subpara-
graph. 

(iii) An unused foreign tax for a tax-
able year for which the per-country 
limitation provided in section 904(a)(1) 
applies shall not be deemed paid or ac-
crued in a taxable year for which the 
overall limitation provided in section 
904(a)(2) applies, notwithstanding that 
under paragraph (b) of this section 
such overall limitation year is counted 
as one of the years to which such un-
used foreign tax may be carried. 
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(iv) Any portion of an unused foreign 
tax with respect to a particular foreign 
country or possession of the United 
States which is deemed paid or accrued 
under section 904(d) in the year to 
which it is carried shall be deemed paid 
or accrued to the same foreign country 
or possession to which such foreign tax 
was paid or accrued (or deemed paid or 
accrued other than by reason of section 
904(d)) for the year in which it origi-
nated. 

(v) For determination of excess limi-
tation for a year for which the tax-
payer does not choose to claim a credit 
under section 901, see paragraph (d) of 
this section. 

(2) Unused foreign tax for overall limi-
tation year. (i) The amount of an un-
used foreign tax with respect to all for-
eign countries and possessions of the 
United States, for a taxable year for 
which the overall limitation provided 
in section 904(a)(2) applies, which shall 
be deemed paid or accrued in any tax-
able year to which such unused foreign 
tax may be carried under paragraph (b) 
of this section shall, except as provided 
in subdivision (iii) of this subpara-
graph, be equal to the smaller of— 

(a) The portion of such unused for-
eign tax which, under paragraph (b) of 
this section is carried to such taxable 
year, or 

(b) Any excess limitation for such 
taxable year with respect to such un-
used foreign tax (as determined under 
subdivision (ii) of this subparagraph). 

(ii) The excess limitation for any tax-
able year (hereinafter called the ‘‘ex-
cess limitation year’’) with respect to 
an unused foreign tax in respect of all 
foreign countries and possessions of the 
United States for another taxable year 
(hereinafter called the ‘‘year of ori-
gin’’) shall be the amount, if any, by 
which the limitation for the excess 
limitation year with respect to all for-
eign countries and possessions of the 
United States (computed under section 
904(a)(2)) exceeds the sum of— 

(a) The income, war profits, and ex-
cess profits taxes actually paid or ac-
crued to all foreign countries and pos-
sessions in the excess limitation year, 

(b) The income, war profits, and ex-
cess profits taxes deemed paid or ac-
crued in such year to all foreign coun-

tries and possessions other than by rea-
son of section 904(d), and 

(c) The portion of the unused foreign 
tax, with respect to all foreign coun-
tries and possessions for any taxable 
year earlier than the year of origin, 
which is absorbed as taxes deemed paid 
or accrued in the excess limitation 
year under subdivision (i) of this sub-
paragraph. 

(iii) An unused foreign tax for a tax-
able year for which the overall limita-
tion provided in section 904(a)(2) ap-
plies shall not be deemed paid or ac-
crued in a taxable year for which the 
per-country limitation provided in sec-
tion 904(a)(1) applies, notwithstanding 
that under paragraph (b) of this section 
such per-country limitation year is 
counted as one of the years to which 
such unused foreign tax may be car-
ried. 

(iv) For determination of excess limi-
tation for a year for which the tax-
payer does not choose to claim a credit 
under section 901, see paragraph (d) of 
this section. 

(3) Unused foreign tax with respect to 
foreign mineral income. If any portion of 
an unused foreign tax for any taxable 
year beginning after December 31, 1969, 
consists of tax paid or accrued, or 
deemed to be paid, with respect to for-
eign mineral income, as defined in 
§ 1.901–3(c), such portion shall not be 
deemed paid or accrued with respect to 
foreign mineral income in the taxable 
year to which it is carried under sec-
tion 904(d). 

(d) Determination of excess limitation 
for certain years. An excess limitation 
for a taxable year may exist, and may 
absorb all or some portion of an unused 
foreign tax, even though the taxpayer 
does not choose to claim a credit under 
section 901 for such year. In such case, 
the amount of the excess limitation, if 
any, for such year (hereinafter called 
the ‘‘deduction year’’) shall be deter-
mined in the same manner as though 
the taxpayer had chosen to claim a 
credit under section 901 for that year. 
For purposes of the preceding sen-
tence— 

(1) If the taxpayer has not chosen the 
benefits of section 901 for any taxable 
year before the deduction year, the per- 
country limitation under section 904 
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(a)(1) shall be considered to be applica-
ble for such year, and 

(2) If the taxpayer has chosen the 
benefits of section 901 for any taxable 
year before the deduction year, the 
limitation (per-country or overall) ap-
plicable for the last taxable year (pre-
ceding such deduction year for) which a 
credit was claimed under section 901 
shall be considered to be applicable for 
such deduction year. 

(e) Periods of less than 12 months. A 
fractional part of a year which is a tax-
able year under sections 441(b) and 
7701(a)(23) is a preceding or a suc-
ceeding taxable year for the purpose of 
determining under section 904(d) the 
years to which the unused foreign tax 
may be carried, and any unused foreign 
tax or excess limitation for such frac-
tional part of a year is the unused for-
eign tax or excess limitation for a tax-
able year. 

(f) Statement with tax return. Every 
taxpayer claiming the benefit of a 
carryback or carryover of the unused 
foreign tax to any taxable year for 

which he chooses to claim a credit 
under section 901 shall file with his re-
turn (or with his claim for refund, if 
appropriate) for that year as an attach-
ment to his Form 1116 or 1118, as the 
case may be, a statement setting forth 
the unused foreign tax deemed paid or 
accrued under this section and all ma-
terial and pertinent facts relative 
thereto, including a detailed schedule 
showing the computation of the unused 
foreign tax so carried back or over. 

(g) Illustration of carrybacks and 
carryovers. The application of this sec-
tion may be illustrated by the fol-
lowing examples: 

Example 1. (i) A, a calendar year taxpayer 
using the cash receipts and disbursements 
method of accounting, chooses to claim a 
credit under section 901 for each of the tax-
able years set forth below. Based upon the 
taxes actually paid to country X, and the 
section 904(a)(1) limitation applicable in re-
spect of country X, in each of the taxable 
years, the unused foreign tax deemed paid 
under section 904(d) in each of the appro-
priate taxable years is as follows: 

Taxable years 

1958 1959 1960 1961 1962 1963 1964 1965 1966 

Per-country limitation .............................................. $175 $150 $100 $100 $100 $300 $400 $200 $600 
Taxes actually paid to country X in taxable year ... 75 60 830 170 150 100 200 140 400 

Unused foreign tax to be carried back or over 
from year of origin ............................................... .......... .......... 730 70 50 .......... .......... .......... ..........

Excess limitation with respect to unused foreign 
tax for— 

1960 ................................................................. (100) (90) .......... .......... .......... (200) (200) (60) ..........
1961 ................................................................. .......... .......... .......... .......... .......... .......... .......... .......... (200) 
1962 ................................................................. .......... .......... .......... .......... .......... .......... .......... .......... (130) 

Unused foreign tax absorbed as taxes deemed 
paid under the carryback and carryover provi-
sions as carried from— 

1960 ................................................................. 100 90 .......... .......... .......... 200 200 60 ..........
1961 ................................................................. .......... .......... .......... .......... .......... .......... .......... .......... 70 
1962 ................................................................. .......... .......... .......... .......... .......... .......... .......... .......... 50 

(ii) The excess limitation for 1958, 1959, 
1963, 1964, and 1965, respectively, which is 
available to absorb the unused foreign tax 
for 1960 is the amount by which the per- 
country limitation for each of those years 
exceeds the taxes actually paid to country X 
in each such year. The unused foreign tax for 
1961 and 1962 are not taken into account, 
since neither of those years is a year earlier 
than 1960, the year of origin in respect of 
which the excess limitation is being deter-
mined. Thus, for example, the excess limita-
tion for 1963 is $200, unreduced by the unused 
foreign tax for 1961 and 1962. There is no ex-
cess limitation for 1966 with respect to the 

unused foreign tax for 1960, since the unused 
foreign tax may be carried forward only 5 
taxable years. The unused foreign tax ($730) 
for 1960 is thus absorbed as taxes deemed 
paid to the extent of the excess limitation 
for each of the taxable years 1958, 1959, 1963, 
1964, and 1965, respectively, and in that order, 
leaving unused foreign tax in the amount of 
$80 which cannot be absorbed because it can-
not be carried beyond 1965. 

(iii) The amount of unused foreign tax for 
1961 which is deemed paid in 1966 is $70, the 
smaller of (a) that portion of the unused for-
eign tax carried to 1966 ($70), or (b) the excess 
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limitation for 1966 with respect to such un-
used foreign tax ($200). The unused foreign 
tax for 1962 ($50) is not taken into account 
for such purposes, since that year is not a 
year earlier than 1961, the year of origin in 
respect of which the excess limitation for 
1966 is being determined. 

(iv) The excess limitation for 1966 with re-
spect to the unused foreign tax for 1962 is 
$130, the amount by which the limitation ap-
plicable under section 904(a)(1) for 1966 ($600) 
exceeds the sum of the taxes actually paid 
($400) to country X in that year and the un-
used foreign tax ($70) for 1961 which is ab-
sorbed in 1966 as taxes deemed paid and 
which is carried from a taxable year earlier 
than 1962, the year of origin in respect of 
which the excess limitation is being deter-
mined. The unabsorbed part ($80) of the un-
used foreign tax for 1960, a year earlier than 
1962, is not taken into account in computing 
the excess limitation for 1966, since the un-
used foreign tax for 1960 may not be carried 
beyond 1965. The unused foreign tax ($50) for 
1962 is thus absorbed in full in 1966 as taxes 
deemed paid, since the unused foreign tax 
does not exceed the excess limitation ($130) 
for that year. 

Example 2. Assume the same facts as those 
in example 1 except that the taxpayer does 
not choose to have the benefits of section 901 
for 1961. In that case there is no unused for-
eign tax for that year to carry back or over 
to be absorbed in other taxable years as 
taxes deemed paid. Moreover, the excess lim-
itation for 1966 which is available to absorb 
the unused foreign tax for 1962 is $200, in-
stead of $130, that is, the amount by which 
the limitation applicable under section 
904(a)(1) for 1966 ($600) exceeds the taxes ac-
tually paid ($400) to country X in that year. 
The amount of the unused foreign tax ab-
sorbed in each taxable year as taxes deemed 
paid is the same as in example 1 except for 
1966. In that year only the unused foreign tax 
($50) for 1962 is absorbed as taxes deemed 
paid. 

Example 3. Assume the same facts as those 
in example 1 except that the taxpayer does 
not choose the benefits of section 901 for 
1959. Since the excess limitation for a tax-
able year for which the taxpayer does not 
claim a credit under section 901 is deter-
mined in the same manner as though the 

taxpayer had chosen such credit, the excess 
limitation for 1959 is determined to be $90 
just as in example 1. Moreover, even though 
such excess limitation absorbs a carryback 
of $90 from the unused tax for 1960, none of 
such $90 so deemed paid in 1959 is allowed as 
a deduction under section 164 or as a credit 
under section 901 for 1959 or for any other 
taxable year. 

Example 4. (i) B, a calendar year taxpayer 
using the cash receipts and disbursements 
methods of accounting, chooses the benefits 
of section 901 for each of the taxable years 
1957, 1958, and 1959. Based upon the taxes ac-
tually paid to country Y and the per-country 
limitation applicable with respect to coun-
try Y, in each of the taxable years, the un-
used foreign tax deemed paid under section 
904(d) for taxable year 1959 is as follows: 

Taxable years 

1957 1958 1959 

Per-country limitation on credit for 
taxes paid to Y ................................. $300 $200 $250 

Taxes actually paid to Y in taxable 
year .................................................. 200 300 150 

Unused foreign tax to be carried back 
or over from year of origin ............... ........ 100 ..........

Excess limitation applicable to unused 
credit ................................................ ........ ........ (100) 

Unused foreign tax absorbed as taxes 
deemed paid .................................... ........ ........ 100 

(ii) Since a taxable year beginning before 
January 1, 1958, cannot constitute a pre-
ceding taxable year in which the unused for-
eign tax for 1958 may be absorbed as taxes 
deemed paid, the entire unused foreign tax 
($100) is absorbed as taxes deemed paid in 
1959. 

Example 5. (i) C, a calendar year taxpayer 
using an accrual method of accounting, ac-
crues foreign taxes for the first time in 1961. 
C chooses the benefits of section 901 for each 
of the taxable years set forth below and for 
1962 elects the overall limitation provided by 
section 904(a)(2) which, with the Commis-
sioner’s consent, is revoked for 1966. Based 
upon the taxes actually accrued with respect 
to foreign countries X and Y for each of the 
taxable years, the unused foreign tax deemed 
accrued under section 904(d) in the appro-
priate taxable years is as follows: 

Per coun-
try Overall Overall Overall Overall Per coun-

try 

Taxable years ................................................................ 1961 1962 1963 1964 1965 1966 

Limitation: 
Country X ............................................................... $175 ................ ................ ................ ................ $290 
Country Y ............................................................... 125 ................ ................ ................ ................ 95 
Overall .................................................................... ................ $250 $800 $300 $400 ................

Taxes actually accrued: 
Country X ............................................................... 325 ................ ................ ................ ................ 200 
Country Y ............................................................... 85 ................ ................ ................ ................ 100 
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Per coun-
try Overall Overall Overall Overall Per coun-

try 

Aggregate ............................................................... ................ 350 380 425 450 ................

Unused foreign tax to be carried back or over from 
year of origin: 

Country X ............................................................... 150 ................ ................ ................ ................ ................
Country Y ............................................................... ................ ................ ................ ................ ................ 5 
Aggregate ............................................................... ................ 100 ................ 125 50 ................

Excess limitation: 
Country X ............................................................... ................ ................ ................ ................ ................ 90 
Country Y ............................................................... 40 ................ ................ ................ ................ ................
Overall .................................................................... ................ ................ 420 ................ ................ ................

Unused foreign tax absorbed as taxes deemed ac-
crued under section 904(d) and carried from— 

1961 (Country X) ................................................... ................ ................ ................ ................ ................ (90) 
1962 (Overall) ........................................................ ................ ................ (100) ................ ................ ................
1964 (Overall) ........................................................ ................ ................ (125) ................ ................ ................
1965 (Overall) ........................................................ ................ ................ (50) ................ ................ ................

(ii) Since the per-country limitation is ap-
plicable for 1961 and 1966 only, any unused 
foreign tax with respect to such years may 
not be deemed accrued in 1962, 1963, 1964, or 
1965, years for which the overall limitation 
applies. However, the excess limitation for 
1966 with respect to country X ($90) is avail-
able to absorb a part of the unused foreign 
tax for 1961 with respect to country X. The 
difference with respect to country X between 
the unused foreign tax for 1961 ($150) and the 
amount absorbed as taxes deemed accrued 
($90) in 1966, or $60, may not be carried be-
yond 1966 since the unused foreign tax may 
be carried forward only 5 taxable years. 
There is no excess limitation with respect to 
country Y for 1961 in respect of the unused 
foreign tax of country Y for 1966, since the 
unused foreign tax may be carried back only 
2 taxable years. 

(iii) Since the overall limitation is applica-
ble for 1962, 1963, 1964, and 1965, any unused 
foreign tax with respect to such years may 
not be absorbed as taxes deemed accrued in 
1961 or 1966, years for which the per-country 
limitation applies. However, the excess limi-
tation for 1963 ($420) computed on the basis 
of the overall limitation is available to ab-
sorb the unused foreign tax for 1962 ($100), 
the unused foreign tax for 1964 ($125), and the 
unused foreign tax for 1965 ($50), leaving an 
excess limitation above such absorption of 
$145 ($420–$275). 

(h) Transition rules for carryovers and 
carrybacks of pre-2003 and post-2002 un-
used foreign tax paid or accrued with re-
spect to dividends from noncontrolled sec-
tion 902 corporations. [Reserved]. For 
further guidance, see § 1.904–2T(h). 

(i) [Reserved] For further guidance, 
see § 1.904–2T(i). 

[T.D. 6789, 29 FR 19244, Dec. 31, 1964, as 
amended by T.D. 7294, 38 FR 33081, Nov. 30, 
1973; T.D. 7292, 38 FR 33292, Dec. 3, 1973; T.D. 
7490, 42 FR 30497, June 15, 1977; T.D. 7961, 49 
FR 26225, June 27, 1984; 49 FR 29594, July 23, 
1984; T.D. 9260, 71 FR 24529, Apr. 25, 2006; T.D. 
9368, 72 FR 72587, Dec. 21, 2007] 

§ 1.904–2T Carryback and carryover of 
unused foreign tax (temporary). 

(a) Credit for foreign tax carryback or 
carryover (temporary). A taxpayer who 
chooses to claim a credit under section 
901 for a taxable year is allowed a cred-
it under that section not only for taxes 
otherwise allowable as a credit but also 
for taxes deemed paid or accrued in 
that year as a result of a carryback or 
carryover of an unused foreign tax 
under section 904(c). However, the 
taxes so deemed paid or accrued shall 
not be allowed as a deduction under 
section 164(a). Paragraphs (b) through 
(g) of § 1.904–2 and § 1.904–3, providing 
rules for the computation of carryovers 
and carrybacks, do not reflect a num-
ber of intervening statutory amend-
ments, including the redesignation of 
section 904(d) as section 904(c) for tax-
able years beginning after 1975, amend-
ments to sections 904(d) and (f) regard-
ing the application of separate limita-
tions in taxable years beginning after 
1986, the limitation of the carryback 
period to one year for unused foreign 
taxes arising in taxable years begin-
ning after October 22, 2004, and the ex-
tension of the carryover period to ten 
years for unused foreign taxes that 
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may be carried to any taxable year 
ending after October 22, 2004. However, 
the principles of paragraphs (b) 
through (g) of § 1.904–2 and § 1.904–3 shall 
apply in determining carrybacks and 
carryovers of unused foreign taxes, 
modified so as to take into account the 
effect of statutory amendments. For 
transition rules relating to the carry-
over and carryback of unused foreign 
tax paid with respect to dividends from 
noncontrolled section 902 corporations, 
see paragraph (h) of this section. For 
special rules regarding these computa-
tions in case of taxes paid, accrued, or 
deemed paid with respect to foreign oil 
and gas extraction income or foreign 
oil related income, see section 907(f) 
and the regulations under that section. 

(b) through (g) [Reserved]. For fur-
ther guidance, see § 1.904–2(b) through 
(g). 

(h) Transition rules for carryovers and 
carrybacks of pre-2003 and post-2002 un-
used foreign tax paid or accrued with re-
spect to dividends from noncontrolled sec-
tion 902 corporations (temporary)—(1) 
Carryover of unused foreign tax. Except 
as provided in §§ 1.904–7T(f)(9)(iv) and 
1.904(f)–12T(g)(3), the rules of this para-
graph (h)(1) apply to reallocate to the 
taxpayer’s other separate categories 
any unused foreign taxes (as defined in 
§ 1.904–2(b)(2)) that were paid or accrued 
or deemed paid under section 902 with 
respect to a dividend from a noncon-
trolled section 902 corporation paid in a 
taxable year of the noncontrolled sec-
tion 902 corporation beginning before 
January 1, 2003, which taxes were sub-
ject to a separate limitation for divi-
dends from that noncontrolled section 
902 corporation. To the extent any such 
unused foreign taxes are carried for-
ward to a taxable year of a domestic 
shareholder beginning on or after the 
first day of the noncontrolled section 
902 corporation’s first taxable year be-
ginning after December 31, 2002, such 
taxes shall be allocated among the tax-
payer’s separate categories in the same 
proportions as the related dividend 
would have been assigned had such div-
idend been eligible for look-through 
treatment when paid. Accordingly, the 
taxes shall be allocated in the same 
percentages as the reconstructed earn-
ings in the noncontrolled section 902 
corporation’s non-look-through pool 

and pre-1987 accumulated profits that 
were accumulated in taxable years be-
ginning before January 1, 2003, out of 
which the dividend was paid, in accord-
ance with the rules of § 1.904–7T(f), or, if 
the taxpayer elects the safe harbor of 
§ 1.904–7T(f)(4)(ii), in the same percent-
ages as the taxpayer properly charac-
terizes the stock of the noncontrolled 
section 902 corporation for purposes of 
apportioning its interest expense in its 
first taxable year ending after the first 
day of the noncontrolled section 902 
corporation’s first taxable year begin-
ning after December 31, 2002. See 
§ 1.904–7T(f)(2) and (f)(4). In the case of 
unused foreign taxes allocable to divi-
dends from a noncontrolled section 902 
corporation with respect to which the 
taxpayer was no longer a domestic 
shareholder (as defined in § 1.902–1(a)) 
as of the first day of such taxable year, 
such taxes shall be allocated among 
the taxpayer’s separate categories in 
the same percentages as the earnings 
in the noncontrolled section 902 cor-
poration’s non-look-through pool or 
pre-1987 accumulated profits would 
have been assigned had they been dis-
tributed in the last taxable year in 
which the taxpayer was a domestic 
shareholder in such corporation. The 
unused foreign taxes that are carried 
forward shall be treated as allocable to 
general limitation income to the ex-
tent that such taxes would otherwise 
have been allocable to passive income, 
either on a look-through basis or as a 
result of inadequate substantiation 
under the rules of § 1.904–7T(f)(4). 

(2) Carryback of unused foreign tax. 
The rules of this paragraph (h)(2) apply 
to any unused foreign taxes that were 
paid or accrued or deemed paid under 
section 902 with respect to a dividend 
from a noncontrolled section 902 cor-
poration paid in a taxable year of a 
noncontrolled section 902 corporation 
beginning after December 31, 2002, 
which dividends were eligible for look- 
through treatment. To the extent any 
such unused foreign taxes are carried 
back to a prior taxable year of a do-
mestic shareholder, a credit for such 
taxes shall be allowed only to the ex-
tent of the excess limitation in the 
same separate category or categories 
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to which the related look-through divi-
dend was assigned and not in any sepa-
rate category for dividends from non-
controlled section 902 corporations. 

(i) Transition rules for carryovers and 
carrybacks of pre-2007 and post-2006 un-
used foreign tax—(1) Carryover of unused 
foreign tax—(i) General rule. For pur-
poses of this paragraph (i), the terms 
post-2006 separate category and pre-2007 
separate category have the meanings set 
forth in § 1.904–7T(g)(1)(ii) and (iii). The 
rules of this paragraph (i)(1) apply to 
reallocate to the taxpayer’s post-2006 
separate categories for general cat-
egory income and passive category in-
come any unused foreign taxes (as de-
fined in § 1.904–2(b)(2)) that were paid or 
accrued or deemed paid under section 
902 with respect to income in a pre-2007 
separate category (other than a cat-
egory described in § 1.904–4(m)). To the 
extent any such unused foreign taxes 
are carried forward to a taxable year 
beginning after December 31, 2006, such 
taxes shall be allocated to the tax-
payer’s post-2006 separate categories to 
which those taxes would have been al-
located if the taxes were paid or ac-
crued in a taxable year beginning after 
December 31, 2006. For example, any 
foreign taxes paid or accrued or 
deemed paid with respect to financial 
services income in a taxable year be-
ginning before January 1, 2007, that are 
carried forward to a taxable year be-
ginning after December 31, 2006, will be 
allocated to the general category be-
cause the financial services income to 
which those taxes relate would have 
been allocated to the general category 
if it had been earned in a taxable year 
beginning after December 31, 2006. 

(ii) Safe harbor. In lieu of applying 
the rules of paragraph (i)(1)(i) of this 
section, a taxpayer may allocate all 
unused foreign taxes in the pre-2007 
separate category for passive income to 
the post-2006 separate category for pas-
sive category income, and allocate all 
other unused foreign taxes described in 
paragraph (i)(1)(i) of this section to the 
post-2006 separate category for general 
category income. 

(2) Carryback of unused foreign tax—(i) 
General rule. The rules of this para-
graph (i)(2) apply to any unused foreign 
taxes that were paid or accrued or 
deemed paid under section 902 with re-

spect to income in a post-2006 separate 
category (other than a category de-
scribed in § 1.904–4(m)). To the extent 
any such unused foreign taxes are car-
ried back to a taxable year beginning 
before January 1, 2007, a credit for such 
taxes shall be allowed only to the ex-
tent of the excess limitation in the pre- 
2007 separate category, or categories, 
to which the taxes would have been al-
located if the taxes were paid or ac-
crued in a taxable year beginning be-
fore January 1, 2007. For example, any 
foreign taxes paid or accrued or 
deemed paid with respect to income in 
the general category in a taxable year 
beginning after December 31, 2006, that 
are carried back to a taxable year be-
ginning before January 1, 2007, will be 
allocated to the same separate cat-
egories to which the income would 
have been allocated if it had been 
earned in a taxable year beginning be-
fore January 1, 2007. 

(ii) Safe harbor. In lieu of applying 
the rules of paragraph (i)(2)(i) of this 
section, a taxpayer may allocate all 
unused foreign taxes in the post-2006 
separate category for passive category 
income to the pre-2007 separate cat-
egory for passive income, and may allo-
cate all other unused foreign taxes de-
scribed in paragraph (i)(2)(i) of this sec-
tion to the pre-2007 separate category 
for general limitation income. 

(3) Effective/applicability date. This 
paragraph (i) applies to taxable years 
of United States taxpayers beginning 
after December 31, 2006 and ending on 
or after December 21, 2007. 

(4) Expiration date. The applicability 
of this paragraph (i) expires on Decem-
ber 20, 2010. 

[T.D. 9260, 71 FR 24529, Apr. 25, 2006, as 
amended by T.D. 9368, 72 FR 72587, Dec. 21, 
2007] 

§ 1.904–3 Carryback and carryover of 
unused foreign tax by husband and 
wife. 

(a) In General. This section provides 
rules, in addition to those prescribed in 
§ 1.904–2, for the carryback and carry-
over of the unused foreign tax paid or 
accrued to a foreign country or posses-
sion by a husband and wife making a 
joint return for one or more of the tax-
able years involved in the computation 
of the carryback or carryover. 
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(b) Joint unused foreign tax and joint 
excess limitation. In the case of a hus-
band and wife the joint unused foreign 
tax or the joint excess limitation for a 
taxable year for which a joint return is 
made shall be computed on the basis of 
the combined income, deductions, 
taxes, and credit of both spouses as if 
the combined income, deductions, 
taxes, and credit were those of one in-
dividual. 

(c) Continuous use of joint return. If a 
husband and wife make a joint return 
for the current taxable year, and also 
make joint returns for each of the 
other taxable years involved in the 
computation of the carryback or carry-
over of the unused foreign tax to the 
current taxable year, the joint 
carryback or the joint carryover to the 
current taxable year shall be computed 
on the basis of the joint unused foreign 
tax and the joint excess limitations. 

(d) From separate to joint return. If a 
husband and wife make a joint return 
for the current taxable year, but make 
separate returns for all of the other 
taxable years involved in the computa-
tion of the carryback or carryover of 
the unused foreign tax to the current 
taxable year, the separate carrybacks 
or separate carryovers shall be a joint 
carryback or a joint carryover to the 
current taxable year. If for such cur-
rent year the per-country limitation 
applies, then only the unused foreign 
tax for a taxable year of a spouse for 
which the per-country limitation ap-
plied to such spouse may constitute a 
carryover or carryback to the current 
taxable year. If for such current tax-
able year the overall limitation ap-
plies, then only the unused foreign tax 
for a taxable year of a spouse for which 
the overall limitation applied to such 
spouse may constitute a carryover or 
carryback to the current taxable year. 

(e) Amounts carried from or through a 
joint return year to or through a separate 
return year. It is necessary to allocate 
to each spouse his share of an unused 
foreign tax or excess limitation for any 
taxable year for which the spouses filed 
a joint return if— 

(1) The husband and wife file separate 
returns for the current taxable year 
and an unused foreign tax is carried 
thereto from a taxable year for which 
they filed a joint return; 

(2) The husband and wife file separate 
returns for the current taxable year 
and an unused foreign tax is carried to 
such taxable year from a year for 
which they filed separate returns but is 
first carried through a year for which 
they filed a joint return; or 

(3) The husband and wife file a joint 
return for the current taxable year and 
an unused foreign tax is carried from a 
taxable year for which they filed joint 
returns but is first carried through a 
year for which they filed separate re-
turns. 
In such cases, the separate carryback 
or carryover of each spouse to the cur-
rent taxable year shall be computed in 
the manner described in § 1.904–2 but 
with the modifications set forth in 
paragraph (f) of this section. Where ap-
plicable, appropriate adjustments shall 
be made to take into account the fact 
that, for any taxable year involved in 
the computation of the carryback or 
the carryover, either spouse has inter-
est income described in section 904(f)(2) 
with respect to which the provisions of 
section 904(f) and § 1.904–4 apply, or 
dividends described in section 
904(f)(1)(B) with respect to which the 
provisions of section 904(f) and § 1.904–5 
apply, or foreign oil related income de-
scribed in section 907(c) with respect to 
which the separate limitation in sec-
tion 907(b) applies. 

(f) Allocation of unused foreign tax and 
excess limitation—(1) Limitation—(i) Per- 
country limitation. The per-country lim-
itation of a particular spouse with re-
spect to a foreign country or United 
States possession for a taxable year for 
which a joint return is made shall be 
the portion of the limitation on the 
joint return which bears the same ratio 
to such limitation as such spouse’s tax-
able income (with gross income and de-
ductions taken into account to the 
same extent as taken into account on 
the joint return) from sources within 
such country or possession (but not in 
excess of the joint taxable income from 
sources within such country or posses-
sion) bears to the joint taxable income 
from such sources. 

(ii) Overall limitation. The overall lim-
itation of a particular spouse for a tax-
able year for which a joint return is 
made shall be the portion of the limita-
tion on the joint return which bears 
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the same ratio to such limitation as 
such spouse’s taxable income (with 
gross income and deductions taken 
into account to the same extent as 
taken into account on the joint return) 
from sources without the United States 
(but not in excess of the joint taxable 
income from such sources) bears to the 
joint taxable income from such 
sources. 

(2) Unused foreign tax—(i) Per-country 
limitation. The unused foreign tax of a 
particular spouse with respect to a for-
eign country or United States posses-
sion for a taxable year for which a 
joint return is made shall be the excess 
of his tax paid or accrued to such coun-
try or possession over his limitation 
determined under subparagraph (1)(i) of 
this paragraph. 

(ii) Overall limitation. The unused for-
eign tax of a particular spouse for a 
taxable year to which the overall limi-
tation applies and for which a joint re-
turn is made shall be the excess of his 
tax paid or accrued to foreign countries 
and United States possessions over his 
limitation determined under subpara-
graph (1)(ii) of this paragraph. 

(3) Excess limitation—(i) Per-country 
limitation taxpayer. A spouse’s excess 
limitation with respect to a foreign 
country or possession for a taxable 
year for which a joint return is made 
shall be the excess of his limitation de-
termined under subparagraph (1)(i) of 
this paragraph over his taxes paid or 
accrued to such country or possession 
for such taxable year. 

(ii) Overall limitation. A spouse’s ex-
cess limitation for a taxable year to 
which the overall limitation applies 
and for which a joint return is made 
shall be the excess of his limitation de-
termined under subparagraph (1)(ii) of 
this paragraph over his taxes paid or 
accrued to foreign countries and 
United States possessions for such tax-
able year. 

(4) Excess limitation to be applied. The 
excess limitation of the particular 
spouse for any taxable year which is 
applied against the unused foreign tax 
of that spouse for another taxable year 
in order to determine the amount of 
the unused foreign tax which shall be 
carried back or over to a third taxable 
year shall be, in a case in which the ex-
cess limitation is determined on a joint 

return, the sum of the following 
amounts: 

(i) Such spouse’s excess limitation 
determined under subparagraph (3) of 
this paragraph reduced as provided in 
subparagraph (5)(i) of this paragraph, 
and 

(ii) The excess limitation of the other 
spouse determined under subparagraph 
(3) of this paragraph for that taxable 
year reduced as provided in subpara-
graphs (5) (i) and (ii) of this paragraph. 

(5) Reduction of excess limitation. (i) 
The part of the excess limitation which 
is attributable to each spouse for the 
taxable year, as determined under sub-
paragraph (3) of this paragraph, shall 
be reduced by absorbing as taxes 
deemed paid or accrued under section 
904(d) in that year the unabsorbed sepa-
rate unused foreign tax of such spouse, 
and the unabsorbed unused foreign tax 
determined under subparagraph (2) of 
this paragraph of such spouse, for tax-
able years which begin before the be-
ginning of the year of origin of the un-
used foreign tax of the particular 
spouse against which the excess limita-
tion so determined is being applied. 

(ii) In addition, the part of the excess 
limitation which is attributable to the 
other spouse for the taxable year, as 
determined under subparagraph (3) of 
this paragraph, shall be reduced by ab-
sorbing as taxes deemed paid or ac-
crued under section 904(d) in that year 
the unabsorbed unused foreign tax, if 
any, of such other spouse for the tax-
able year which begins on the same 
date as the beginning of the year of ori-
gin of the unused foreign tax of the 
particular spouse against which the ex-
cess limitation so determined is being 
applied. 

(6) Spouses using different limitations. 
If an unused foreign tax is carried 
through a taxable year for which 
spouses made a joint return and the 
credit under section 901 for such tax-
able year is not claimed, and in the 
prior taxable year separate returns are 
made in which the per-country limita-
tion applies to one spouse and the over-
all limitation applies to the other 
spouse, the amount treated as absorbed 
in the taxable year for which a joint re-
turn is made— 
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(i) With respect to the spouse for 
which the per-country limitation ap-
plies shall be determined on the basis 
of the excess limitation which would be 
allocated to such spouse under sub-
paragraph (3)(i) of this paragraph had 
the per-country limitation applied for 
such year to both spouses; 

(ii) With respect to the other spouse 
for which the overall limitation applies 
shall be determined on the basis of the 
excess limitation which would be allo-
cated to such spouse under subpara-
graph (3)(ii) of this paragraph had the 
overall limitation applied for such year 
to both spouses. 
This subparagraph shall be applied 
without regard to subparagraph (4)(ii) 
of this paragraph. 

(g) Illustrations. This section may be 
illustrated by the following examples: 

Example 1. (a) H and W, calendar year tax-
payers, file joint returns for 1961 and 1963, 
and separate returns for 1962, 1964, and 1965; 
and for each of those taxable years they 
choose to claim a credit under section 901. 
For the taxable years involved, they had un-
used foreign tax, excess limitations, and 
carrybacks and carryovers of unused foreign 
tax as set forth below. The overall limitation 
applies to both spouses for all taxable years 
involved in this example. Neither H nor W 
had an unused foreign tax or excess limita-
tion for any year before 1961 or after 1965. 
For purposes of this example, any reference 
to an excess limitation means such a limita-
tion as determined under paragraph (c)(2)(ii) 
of § 1.904–2 but without regard to any taxes 
deemed paid or accrued under section 904(d): 

Taxable year 

1961 1962 1963 1964 1965 

Return .......................................................................................... Joint Separate Joint Separate Separate 

H’s unused foreign tax to be carried over or back, or excess 
limitation (enclosed in parentheses) ........................................ $500 $250 ($650) $400 ($500) 

W’s unused foreign tax to be carried over or back, or excess 
limitation (enclosed in parentheses) ........................................ 300 (200) (300) 150 (100) 

Total .................................................................................. 800 ................ (950) .................. ..................

Carryovers absorbed: 
W’s, from 1961 ..................................................................... ................ 1 200W 100W .................. ..................
H’s, from 1961 ..................................................................... ................ ................ 2 500H .................. ..................
H’s, from 1962 ..................................................................... ................ ................ 150H .................. ..................

................ ................ 100W .................. ..................
W’s, from 1964 ..................................................................... ................ ................ .................. .................. 50W 
H’s, from 1964 ..................................................................... ................ ................ .................. .................. 400H 

Carrybacks absorbed: 
W’s, from 1964 ..................................................................... ................ 0 100W .................. ..................
H’s, from 1964 ..................................................................... ................ ................ 0 .................. ..................

1 W—absorbed by W’s excess limitation. 
2 H—absorbed by H’s excess limitation. 

(b) Two hundred dollars of the $300 consti-
tuting W’s part of the joint unused foreign 
tax for 1961 is absorbed by her separate ex-
cess limitation of $200 for 1962, and the re-
maining $100 of such part is absorbed by her 
part ($300) of the joint excess limitation for 
1963. The excess limitation of $300 for 1963 is 
not required first to be reduced by any 
amount, since neither H nor W has any un-
used foreign tax for taxable years beginning 
before 1961. 

(c) H’s part ($500) of the joint unused for-
eign tax for 1961 is absorbed by his part ($650) 
of the joint excess limitation for 1963. The 
excess limitation of $650 for 1963 is not re-
quired first to be reduced by any amount, 
since neither H nor W has any unused foreign 
tax for taxable years beginning before 1961. 

(d) H’s unused foreign tax of $250 for 1962 is 
first absorbed (to the extent of $150) by H’s 

part of the joint excess limitation for 1963, 
which must first be reduced from $650 to $150 
by the absorption as taxes deemed paid or 
accrued in 1963 of H’s unused foreign tax of 
$500 for 1961, which is a taxable year begin-
ning before 1962. The remaining part ($100) of 
H’s unused foreign tax for 1962 is then ab-
sorbed by W’s part of the joint excess limita-
tion for 1963, which must first be reduced 
from $300 to $200 by the absorption as taxes 
deemed paid or accrued in 1963 of the 
unabsorbed part $100 of W’s unused foreign 
tax for 1961, which is a taxable year begin-
ning before 1962. 

(e) W’s unused foreign tax of $150 for 1964 is 
first absorbed (to the extent of $100) by W’s 
part of the joint excess limitation for 1963, 
which must first be reduced from $300 to $100 
by the absorption as taxes deemed paid or 
accrued in 1963 of the unabsorbed part ($100) 
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of W’s unused foreign tax for 1961 and the 
unabsorbed part ($100) of H’s unused foreign 
tax for 1962, which are taxable years begin-
ning before 1964. No part of W’s unused for-
eign tax for 1964 is absorbed by H’s part of 
the joint excess limitation for 1963, since H’s 
part of that excess must first be reduced 
from $650 to $0 by the absorption as taxes 
deemed paid or accrued in 1963 of H’s unused 
foreign tax of $500 for 1961 and of the 
unabsorbed part ($150) of H’s unused foreign 
tax for 1962, which are taxable years begin-
ning before 1964. The unabsorbed part ($50) of 
W’s unused foreign tax for 1964 is then ab-
sorbed by W’s excess limitation of $100 for 
1965. No part of W’s unused foreign tax for 
1964 is absorbed by W’s excess limitation for 
1962, since that excess limitation must first 
be reduced from $200 to $0 by W’s unused for-
eign tax for 1961, which is a taxable year be-
ginning before 1964. 

(f) No part of H’s unused foreign tax of $400 
for 1964 is absorbed by H’s part of the joint 
excess limitation for 1963, since H’s part of 
that excess must first be reduced from $650 
to $0 by the absorption as taxes deemed paid 
or accrued in 1963 of H’s unused foreign tax 
of $500 for 1961 and of a part ($150) of H’s un-
used foreign tax for 1962, which are taxable 
years beginning before 1964. Moreover, no 
part of H’s unused foreign tax of $400 for 1964 
is absorbed by W’s part of the joint excess 
limitation for 1963, since W’s part of that ex-
cess must first be reduced from $300 to $0 by 
the absorption as taxes deemed paid or ac-
crued in 1963 of the unabsorbed part ($100) of 
W’s unused foreign tax for 1961 and of the 
unabsorbed part ($100) of H’s unused foreign 
tax for 1962, which are taxable years begin-
ning before 1964, and also by the absorption 
of a part ($100) of W’s unused foreign tax of 
$150 for 1964, which is a taxable year begin-
ning on the same date as the beginning of 
H’s taxable year 1964. The unabsorbed part 
($400) of H’s unused foreign tax for 1964 is 
then absorbed by H’s excess limitation of 
$500 for 1965. 

Example 2. (a) Assume the same facts as 
those in example 1 except that for 1964 W’s 
unused foreign tax is $20, instead of $150. The 
carrybacks and carryovers absorbed are the 
same as in example 1 except as indicated in 
paragraphs (b) and (c) of this example. 

(b) No part of W’s unused foreign tax of $20 
for 1964 is absorbed by W’s excess limitation 
for 1962, since that excess must first be re-
duced from $200 to $0 by W’s unused foreign 
tax for 1961, which is a taxable year begin-
ning before 1964. W’s unused foreign tax of 
$20 for 1964 is absorbed by W’s part of the 
joint excess limitation for 1963, which must 
first be reduced from $300 to $100 by the ab-
sorption as taxes deemed paid or accrued in 
1963 of the unabsorbed part ($100) of W’s un-
used foreign tax for 1961 and the unabsorbed 
part ($100) of H’s unused foreign tax for 1962, 

which are taxable years beginning before 
1964. 

(c) For the reason given in paragraph (f) of 
example 1, no part of H’s unused foreign tax 
of $400 for 1964 is absorbed by H’s part of the 
joint excess limitation for 1963. H’s unused 
foreign tax of $400 for 1964 is first absorbed 
(to the extent of $80) by W’s part of the joint 
excess limitation for 1963, which must first 
be reduced from $300 to $80 by the absorption 
as taxes deemed paid or accrued in 1963 of 
the unabsorbed part ($100) of W’s unused for-
eign tax for 1961 and of the unabsorbed part 
($100) of H’s unused foreign tax for 1962, 
which are taxable years beginning before 
1964, and also by the absorption of W’s un-
used foreign tax of $20 for 1964, which is a 
taxable year beginning on the same date as 
the beginning of H’s taxable year 1964. The 
unabsorbed part ($320) of H’s unused foreign 
tax for 1964 is then absorbed by H’s excess 
limitation of $500 for 1965. 

Example 3. The facts are the same as in ex-
ample 1 except that the per-country limita-
tion applies to both spouses for all taxable 
years involved in the example and that ex-
cess limitations and the unused foreign taxes 
relate to a single foreign country. The 
carryovers and carrybacks are the same as in 
example 1. 

[T.D. 6789, 29 FR 19246, Dec. 31, 1964, as 
amended by T.D. 7292, 38 FR 33292, Dec. 3, 
1973; T.D. 7490, 42 FR 30497, June 15, 1977; T.D. 
7961, 49 FR 26225, June 27, 1984] 

§ 1.904–4 Separate application of sec-
tion 904 with respect to certain cat-
egories of income. 

(a) [Reserved] For further guidance, 
see § 1.904–4T(a). 

(b) [Reserved] For further guidance, 
see § 1.904–4T(b). 

(c) High-taxed income—(1) In general. 
Income received or accrued by a United 
States person that would otherwise be 
passive income shall not be treated as 
passive income if the income is deter-
mined to be high-taxed income. Income 
shall be considered to be high-taxed in-
come if, after allocating expenses, 
losses and other deductions of the 
United States person to that income 
under paragraph (c)(2)(ii) of this sec-
tion, the sum of the foreign income 
taxes paid or accrued by the United 
States person with respect to such in-
come and the foreign taxes deemed 
paid or accrued by the United States 
person with respect to such income 
under section 902 or section 960 exceeds 
the highest rate of tax specified in sec-
tion 1 or 11, whichever applies (and 
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with reference to section 15 if applica-
ble), multiplied by the amount of such 
income (including the amount treated 
as a dividend under section 78). If, after 
application of this paragraph (c), in-
come that would otherwise be passive 
income is determined to be high-taxed 
income, such income shall be treated 
as general category income, and any 
taxes imposed on that income shall be 
considered related to general category 
income under § 1.904–6. If, after applica-
tion of this paragraph (c), passive in-
come is zero or less than zero, any 
taxes imposed on the passive income 
shall be considered related to general 
category income. For additional rules 
regarding losses related to passive in-
come, see paragraph (c)(2) of this sec-
tion. Income and taxes shall be trans-
lated at the appropriate rates, as deter-
mined under sections 986, 987 and 989 
and the regulations under those sec-
tions, before application of this para-
graph (c). For purposes of allocating 
taxes to groups of income, United 
States source passive income is treated 
as any other passive income. In making 
the determination whether income is 
high-taxed, however, only foreign 
source income, as determined under 
United States tax principles, is rel-
evant. See paragraph (c)(8) Examples 10 
through 13 of this section for examples 
illustrating the application of this 
paragraph (c)(1) and paragraph (c)(2) of 
this section. This paragraph (c)(1) is 
applicable for taxable years beginning 
after March 12, 1999. 

(2) Grouping of items of income in order 
to determine whether passive income is 
high-taxed income—(i) Effective dates. 
[Reserved]. For further guidance, see 
§ 1.904–4T(c)(2)(i). 

(ii) Grouping rules—(A) Initial alloca-
tion and apportionment of deductions and 
taxes. For purposes of determining 
whether passive income is high-taxed, 
expenses, losses and other deductions 
shall be allocated and apportioned ini-
tially to each of the groups of passive 
income (described in paragraphs (c)(3), 
(4), and (5) of this section) under the 
rules of §§ 1.861–8 through 1.861–14T and 
1.865–1 through 1.865–2. Taxpayers that 
allocate and apportion interest expense 
on an asset basis may nevertheless ap-
portion passive interest expense among 
the groups of passive income on a gross 

income basis. Foreign taxes are allo-
cated to groups under the rules of 
§ 1.904-6(a)(iii). If a loss on a disposition 
of property gives rise to foreign tax 
(i.e., the transaction giving rise to the 
loss is treated under foreign law as 
having given rise to a gain), the foreign 
tax shall be allocated to the group of 
passive income to which gain on the 
sale would have been assigned under 
paragraph (c)(3) or (4) of this section. A 
determination of whether passive in-
come is high-taxed shall be made only 
after application of paragraph 
(c)(2)(ii)(B) of this section (if applica-
ble). 

(B) Reallocation of loss groups. If, after 
allocation and apportionment of ex-
penses, losses and other deductions 
under paragraph (c)(2)(ii)(A) of this sec-
tion, the sum of the allocable deduc-
tions exceeds the gross income in one 
or more groups, the excess deductions 
shall proportionately reduce income in 
the other groups (but not below zero). 

(3) and (4) [Reserved]. For further 
guidance, see § 1.904–4T(c)(3) and (4) in-
troductory text. 

(4)(i) Income from sources within the 
QBU’s country of operation. Passive in-
come from sources within the QBU’s 
country of operation shall be treated as 
one item of income. 

(ii) Income from sources without the 
QBU’s country of operation. Passive in-
come from sources without the QBU’s 
country of operation shall be grouped 
on the basis of the tax imposed on that 
income as provided in § 1.904–4T(c)(3)(i) 
through (iv). 

(iii) Determination of the source of in-
come. For purposes of this paragraph 
(c)(4), income will be determined to be 
from sources within or without the 
QBU’s country of operation under the 
laws of the foreign country of the 
payor of the income. 

(5) Special rules—(i) Certain rents and 
royalties. All items of rent or royalty 
income to which an item of rent or roy-
alty expense is directly allocable shall 
be treated as a single item of income 
and shall not be grouped with other 
amounts. 

(ii) Treatment of partnership income. A 
partner’s distributive share of income 
from a foreign or United States part-
nership that is not subject to the look- 
through rules and that is treated as 
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passive income under § 1.904–5(h)(2)(i) 
(generally providing that a less than 10 
percent partner’s distributive share of 
partnership income is passive income) 
shall be treated as a single item of in-
come and shall not be grouped with 
other amounts. A distributive share of 
income from a foreign partnership that 
is treated as passive income under the 
look-through rules shall be grouped ac-
cording to the rules in paragraph (c)(4) 
of this section. A distributive share of 
income from a United States partner-
ship that is treated as passive income 
under the look-through rules shall be 
grouped according to the rules in para-
graph (c)(3) of this section, except that 
the portion, if any, of the distributive 
share of income attributable to income 
earned by a United States partnership 
through a foreign QBU shall be grouped 
under the rules of paragraph (c)(4) of 
this section. 

(iii) Currency gain or loss—(A) Section 
986(c). Any currency gain or loss with 
respect to a distribution received by a 
United States shareholder (other than 
a foreign QBU of that shareholder) of 
previously taxed earnings and profits 
that is recognized under section 986(c) 
and that is treated as an item of pas-
sive income shall be subject to the 
rules provided in paragraph (c)(3)(iii) of 
this section. If that item, however, is 
received or accrued by a foreign QBU of 
the United States shareholder, it shall 
be treated as an item of passive income 
from sources within the QBU’s country 
of operation for purposes of paragraph 
(c)(4)(i) of this section. This paragraph 
(c)(5)(iii)(A) shall be applied separately 
for each foreign QBU of a United States 
shareholder. 

(B) Section 987(3). Any currency gain 
or loss with respect to remittances or 
transfers of property between QBUs of 
a United States shareholder that is rec-
ognized under section 987(3)(B) and that 
is treated as an item of passive income 
shall be subject to the rules provided in 
paragraph (c)(3)(iii) of this section. If 
that item, however, is received or ac-
crued by a foreign QBU of the United 
States shareholder, it shall be treated 
as an item of passive income from 
sources within the QBU’s country of 
operation for purposes of paragraph 
(c)(4)(i) of this section. This paragraph 
(c)(5)(iii)(B) shall be applied separately 

for each foreign QBU of a United States 
shareholder. 

(C) Example. The following example 
illustrates the provisions of this para-
graph (c)(5)(iii). 

Example. P, a domestic corporation, owns 
all of the stock of S, a controlled foreign cor-
poration that uses x as its functional cur-
rency. In 1993, S earns 100x of passive foreign 
personal holding company income. When in-
cluded in P’s income under subpart F, the ex-
change rate is 1x equals $1. Therefore, P’s 
subpart F inclusion is $100. At the end of 
1993, S has previously taxed earnings and 
profits of 100x and P’s basis in those earnings 
is $100. In 1994, S has no earnings and distrib-
utes 100x to P. The value of the earnings 
when distributed is $150. Assume that under 
section 986(c), P must recognize $50 of pas-
sive income attributable to the appreciation 
of the previously taxed income. Country X 
does not recognize any gain or loss on the 
distribution. Therefore, the section 986(c) 
gain is not subject to any foreign with-
holding tax or other foreign tax. Thus, under 
paragraph (c)(3)(iii) of this section, the sec-
tion 986(c) gain shall be grouped with other 
items of P’s income that are subject to no 
withholding tax or other foreign tax. 

(iv) Coordination with section 954(b)(4). 
For rules relating to passive income of 
a controlled foreign corporation that is 
exempt from subpart F treatment be-
cause the income is subject to high for-
eign tax, see section 904(d)(3)(E), § 1.904– 
4(c)(7)(iii), and § 1.904–5(d)(2). 

(6) Application of this paragraph to ad-
ditional taxes paid or deemed paid in the 
year of receipt of previously taxed in-
come—(i) Determination made in year of 
inclusion. The determination of wheth-
er an amount included in gross income 
under section 951(a) is high-taxed in-
come shall be made in the taxable year 
the income is included in the gross in-
come of the United States shareholder 
under section 951(a) (hereinafter the 
‘‘taxable year of inclusion’’). Any in-
crease in foreign taxes paid or accrued, 
or deemed paid or accrued, when the 
taxpayer receives an amount that is 
excluded from gross income under sec-
tion 959(a) and that is attributable to a 
controlled foreign corporation’s earn-
ings and profits relating to the amount 
previously included in gross income 
will not be considered in determining 
whether the amount included in in-
come in the taxable year of inclusion is 
high-taxed income. 
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(ii) Exception. Paragraph (c)(6)(i) of 
this section shall not apply to an in-
crease in tax in a case in which the 
taxpayer is required to adjust its for-
eign taxes in the year of inclusion 
under section 905(c). 

(iii) Allocation of foreign taxes imposed 
on distributions of previously taxed in-
come. If an item of income is considered 
high-taxed income in the year of inclu-
sion and paragraph (c)(6)(i) of this sec-
tion applies, then any increase in for-
eign income taxes imposed with re-
spect to that item shall be considered 
to be related to general category in-
come. If an item of income is not con-
sidered to be high-taxed income in the 
taxable year of inclusion and para-
graph (c)(6)(i) of this section applies, 
the following rules shall apply. The 
taxpayer shall treat an increase in 
taxes paid or accrued, or deemed paid 
or accrued, on any distribution of the 
earnings and profits attributable to the 
amount included in gross income in the 
taxable year of inclusion as taxes re-
lated to passive income to the extent of 
the excess of the product of (A) the 
highest rate of tax in section 11 (deter-
mined with regard to section 15 and de-
termined as of the year of inclusion) 
and (B) the amount of the inclusion 
(after allocation of parent expenses) 
over (C) the taxes paid or accrued, or 
deemed paid or accrued, in the year of 
inclusion. The taxpayer shall treat any 
taxes paid or accrued, or deemed paid 
or accrued, on the distribution in ex-
cess of this amount as taxes related to 
general category income. If these addi-
tional taxes are not creditable in the 
year of distribution the carryover rules 
of section 904(c) apply. For purposes of 
this paragraph, the foreign tax on a 
subpart F inclusion shall be considered 
increased on distribution of the earn-
ings and profits associated with that 
inclusion if the total of taxes paid and 
deemed paid on the inclusion and the 
distribution (taking into account any 
reductions in tax and any withholding 
taxes) is greater than the total taxes 
deemed paid in the year of inclusion. 
Any foreign currency loss associated 
with the earnings and profits that are 
distributed with respect to the inclu-
sion is not to be considered as giving 
rise to an increase in tax. 

(iv) Increase in taxes paid by succes-
sors—(A) General rule. Except as pro-
vided in paragraph (c)(6)(iv)(B) of this 
section, if passive earnings and profits 
previously included in income of a 
United States shareholder are distrib-
uted to a person that was not a United 
States shareholder of the distributing 
corporation in the year the earnings 
were included, any increase in foreign 
taxes paid or accrued, or deemed paid 
or accrued, on that distribution shall 
be treated as taxes related to general 
category income, regardless of whether 
the previously-taxed income was con-
sidered high-taxed income under sec-
tion 904(d)(2)(F) in the year of inclu-
sion. 

(B) Exception. For a special rule ap-
plicable to distributions prior to Au-
gust 6, 1997, to U.S. shareholders not 
entitled to look-through treatment, see 
26 CFR 1.904–4(c)(6)(iv)(B) (revised as of 
April 1, 2006). 

(C) Effective date. This paragraph 
(c)(6)(iv) applies to taxable years begin-
ning after December 31, 1986. However, 
for taxable years beginning before Jan-
uary 1, 2001, taxpayers may rely on 
§ 1.904–4(c)(6)(iv) of regulations project 
INTL–1–92, published at 1992–1 C.B. 1209. 
See § 601.601(d)(2) of this chapter. 

(7) Application of this paragraph to cer-
tain reductions of tax on distributions of 
income—(i) In general. If the effective 
rate of tax imposed by a foreign coun-
try on income of a foreign corporation 
that is included in a taxpayer’s gross 
income is reduced under foreign law on 
distribution of such income, the rules 
of this paragraph (c) apply at the time 
that the income is included in the tax-
payer’s gross income without regard to 
the possibility of subsequent reduction 
of foreign tax on the distribution. If 
the inclusion is considered to be high- 
taxed income, then the taxpayer shall 
treat the inclusion as general category 
income. When the foreign corporation 
distributes the earnings and profits to 
which the inclusion was attributable 
and the foreign tax on the inclusion is 
reduced, then the taxpayer shall rede-
termine whether the inclusion should 
be considered to be high-taxed income 
provided that a redetermination of 
United States tax liability is required 
under section 905(c). If, taking into ac-
count the reduction in foreign tax, the 
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inclusion would not have been consid-
ered high-taxed income, then the tax-
payer, in redetermining its United 
States tax liability for the year or 
years affected, shall treat the inclusion 
and the associated taxes (as reduced on 
the distribution) as passive income and 
taxes. See section 905(c) and the regula-
tions thereunder regarding the method 
of adjustment. For this purpose, the 
foreign tax on a subpart F inclusion 
shall be considered reduced on distribu-
tion of the earnings and profits associ-
ated with the inclusion if the total of 
taxes paid and deemed paid on the in-
clusion and the distribution (taking 
into account any reductions in tax and 
any withholding taxes) is less that the 
total taxes deemed paid in the year of 
inclusion. Any foreign currency gain 
associated with the earnings and prof-
its that are distributed with respect to 
the inclusion is not to be considered a 
reduction of tax. 

(ii) Allocation of reductions of foreign 
tax. For purposes of paragraph (c)(7)(i) 
of this section, reductions in foreign 
tax shall be allocated among the sepa-
rate categories under the same prin-
ciples as those of § 1.904–6 for allocating 
taxes among the separate categories. 
Thus, for purposes of determining to 
which year’s taxes the reduction in 
taxes relates, foreign law shall apply. 
If, however, foreign law does not at-
tribute a reduction in taxes to a par-
ticular year or years, then the reduc-
tion in taxes shall be attributable, on 
an annual last in-first out (LIFO) basis, 
to foreign taxes potentially subject to 
reduction that are associated with pre-
viously taxed income, then on a LIFO 
basis to foreign taxes associated with 
income that under paragraph (c)(7)(iii) 
of this section remains as passive in-
come but that was excluded from sub-
part F income under section 954(b)(4), 
and finally on a LIFO basis to foreign 
taxes associated with other earnings 
and profits. Furthermore, in applying 
the ordering rules of section 959(c), dis-
tributions shall be considered made on 
a LIFO basis first out of earnings de-
scribed in section 959(c) (1) and (2), then 
on a LIFO basis out of earnings and 
profits associated with income that re-
mains passive income under paragraph 
(c)(7)(iii) of this section but that was 
excluded from subpart F under section 

954(b)(4), and finally on a LIFO basis 
out of other earnings and profits. For 
purposes of this paragraph (c)(7)(ii), 
foreign law is not considered to at-
tribute a reduction in tax to a par-
ticular year or years if foreign law at-
tributes the tax reduction to a pool or 
group containing income from more 
than one taxable year and such pool or 
group is defined based on a char-
acteristic of the income (for example, 
the rate of tax paid with respect to the 
income) rather than on the taxable 
year in which the income is derived. 

(iii) Interaction with section 954(b)(4). 
If the effective rate of tax imposed by 
a foreign country on income of a for-
eign corporation is reduced under for-
eign law on distribution of that in-
come, the rules of section 954(b)(4) shall 
be applied without regard to the possi-
bility of subsequent reduction of for-
eign tax. If a taxpayer excludes passive 
income from a controlled foreign cor-
poration’s foreign personal holding 
company income under these cir-
cumstances, then, notwithstanding the 
general rule of § 1.904–5(d)(2), the in-
come shall be considered to be passive 
income until distribution of that in-
come. At that time, the rules of this 
paragraph shall apply to determine 
whether the income is high-taxed in-
come and, therefore, general category 
income. For purposes of determining 
whether a reduction in tax is attrib-
utable to taxes on income excluded 
under section 954(b)(4), the rules of 
paragraph (c)(7)(ii) of this section 
apply. The rules of paragraph (c)(7)(ii) 
of this section shall apply for purposes 
of ordering distributions to determine 
whether such distributions are out of 
earnings and profits associated with 
such excluded income. For an example 
illustrating the operation of this para-
graph (c)(7)(iii), see paragraph (c)(8) Ex-
ample (7) of this section. 

(8) Examples. The following examples 
illustrate the application of this para-
graph (c). 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. S is a single qualified busi-
ness unit (QBU) operating in foreign country 
X. In 1988, S earns $130 of gross passive roy-
alty income from country X sources, and in-
curs $30 of expenses that do not include any 
payments to P. S’s $100 of net passive roy-
alty income is subject to $30 of foreign tax, 
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and is included under section 951 in P’s gross 
income for the taxable year. P allocates $50 
of expenses to the $100 (consisting of the $70 
section 951 inclusion and $30 section 78 
amount), resulting in a net inclusion of $50. 
After application of the high-tax kick-out 
rules of paragraph (c)(1) of this section, the 
$50 inclusion is treated as general category 
income, and the $30 of taxes deemed paid are 
treated as taxes imposed on general category 
income, because the foreign taxes paid and 
deemed paid on the income exceed the high-
est United States tax rate multiplied by the 
$50 inclusion ($30>$17 (.34×$50)). 

Example 2. The facts are the same as in Ex-
ample (1) except that instead of earning $130 
of gross passive royalty income, S earns $65 
of gross passive royalty income from country 
X sources and $65 of gross passive interest in-
come from country Y sources. S incurs $15 of 
expenses and $5 of foreign tax with regard to 
the royalty income and incurs $15 of ex-
penses and $10 of foreign tax with regard to 
the interest income. P allocates $50 of ex-
penses pro rata to the $50 inclusion ($45 sec-
tion 951 inclusion and $5 section 78 amount) 
attributable to the royalty income earned by 
S and the $50 inclusion ($40 section 951 inclu-
sion and $10 section 78 amount) attributable 
to the interest income earned by S. Under 
paragraph (c)(4) of this section, the high-tax 
test is applied separately to the section 951 
inclusion attributable to the income from X 
sources and the section 951 inclusion attrib-
utable to the income from Y sources. There-
fore, after allocation of P’s $50 of expenses, 
the resulting $25 inclusion attributable to 
the royalty income from X sources is still 
treated as passive income because the for-
eign taxes paid and deemed paid on the in-
come do not exceed the highest United 
States tax rate multiplied by the $25 inclu-
sion ($5<$8.50 (.34×$25)). The $25 inclusion at-
tributable to the interest income from Y 
sources is treated as general category in-
come because the foreign taxes paid and 
deemed paid exceed the highest United 
States tax rate multiplied by the $25 inclu-
sion ($10>$8.50 (.34×$25)). 

Example 3. Controlled foreign corporation S 
is a whollyowned subsidiary of domestic cor-
poration P. S is incorporated and operating 
in country Y and has a branch in country Z. 
S has two QBUs (QBU Y and QBU Z). In 1988, 
S earns $65 of gross passive royalty income 
in country Y through QBU Y and $65 of gross 
passive royalty income in country Z through 
QBU Z. S allocates $15 of expenses to the 
gross passive royalty income earned by each 
QBU, resulting in net income of $50 in each 
QBU. Country Y imposes $5 of foreign tax on 
the royalty income earned in Y, and country 
Z imposes $10 of tax on royalty income 
earned in Z. All of S’s income constitutes 
subpart F foreign personal holding company 
income that is passive income and is in-
cluded in P’s gross income for the taxable 

year. P allocates $50 of expenses pro rata to 
the $100 subpart F inclusion attributable to 
the QBUs (consisting of the $45 section 951 
inclusion derived through QBU Y, the $5 sec-
tion 78 amount attributable to QBU Y, the 
$40 section 951 inclusion derived through 
QBU Z, and the $10 section 78 amount attrib-
utable to QBU Z), resulting in a net inclu-
sion of $50. Pursuant to paragraph (c)(4) of 
this section, the high-tax kickout rules must 
be applied separately to the subpart F inclu-
sion attributable to the income earned by 
QBU Y and the income earned by QBU Z. 
After application of the high-tax kickout 
rules, the $25 inclusion attributable to Y will 
still be treated as passive income because 
the foreign taxes paid and deemed paid on 
the income do not exceed the highest United 
States tax rate multiplied by the $25 inclu-
sion ($5<$8.50 (.34×$25)). The $25 inclusion at-
tributable to Z will be treated as general cat-
egory income because the foreign taxes paid 
and deemed paid on the income exceed the 
highest United States tax rate multiplied by 
the $25 inclusion ($10≤$8.50 (.34×$25)). 

Example 4. Domestic corporation M oper-
ates in branch form in foreign countries X 
and Y. The branches are qualified business 
units (QBUs), within the meaning of section 
989(a). In 1988, QBU X earns passive royalty 
income, interest income and rental income. 
All of the QBU X passive income is from 
Country Z sources. The royalty income is 
not subject to a withholding tax, and is not 
taxed by Country X, and the interest and the 
rental income are subject to a 4 percent and 
10 percent withholding tax, respectively. 
QBU Y earns interest income in Country Y 
that is not subject to foreign tax. For pur-
poses of determining whether M’s foreign 
source passive income is high-taxed income, 
the rental income and the interest income 
earned in QBU X are treated as one item of 
income pursuant to paragraphs (c) (4)(ii) and 
(3)(ii) of this section. The interest income 
earned in QBU Y and the royalty income 
earned in QBU X are each treated as a sepa-
rate item of income under paragraphs 
(c)(4)(i) (with respect to QBU Y’s interest in-
come) and (c) (4)(ii) and (3)(iii) (with respect 
to QBU X’s royalty income) of this section. 

Example 5. S, a controlled foreign corpora-
tion incorporated in foreign country R, is a 
wholly-owned subsidiary of P, a domestic 
corporation. For 1988, P is required under 
section 951(a) to include in gross income $80 
(not including the section 78 amount) attrib-
utable to the earnings and profits of S for 
such year, all of which is foreign personal 
holding company income that is passive rent 
or royalty income. S does not make any dis-
tributions in 1988 or 1989. Foreign income 
taxes paid by S for 1988 that are deemed paid 
by P for such year under section 960(a) with 
respect to the section 951(a) inclusion equal 
$20. Twenty dollars ($20) of P’s expenses are 
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properly allocated to the section 951(a) inclu-
sion. The foreign income tax paid with re-
spect to the section 951(a) inclusion does not 
exceed the highest United States tax rate 
multiplied by the amount of income after al-
location of parent expenses ($20<$27.20 
(.34×$80)). Thus, P’s section 951(a) inclusion 
for 1988 is included in P’s passive income and 
the $20 of taxes attributable to that inclu-
sion are treated as taxes related to passive 
income. In 1990, S distributes $80 to P, and 
under section 959 that distribution is treated 
as attributable to the earnings and profits 
with respect to the amount included in in-
come by P in 1988 and is excluded from P’s 
gross income. Foreign country R imposes a 
withholding tax of $15 on the distribution in 
1990. Under paragraph (c)(6)(i) of this section, 
the withholding tax in 1990 does not affect 
the characterization of the 1988 inclusion as 
passive income nor does it affect the charac-
terization of the $20 of taxes paid in 1988 as 
taxes paid with respect to passive income. 
No further parent expenses are allocable to 
the receipt of that distribution. In 1990, the 
foreign taxes paid ($15) exceed the product of 
the highest United States tax rate and the 
amount of the inclusion reduced by taxes 
deemed paid in the year of inclusion 
($15>((.34×$80)¥$20)). Thus, under paragraph 
(c)(6)(iii) of this section, $7.20 ((.34×$80)¥$20)) 
of the $15 withholding tax paid in 1990 is 
treated as taxes related to passive income 
and the remaining $7.80 ($15–$7.20) of the 
withholding tax is treated as related to gen-
eral category income. 

Example 6. S, a controlled foreign corpora-
tion, is a wholly-owned subsidiary of P, a do-
mestic corporation. P and S are calendar 
year taxpayers. In 1987, S’s only earnings 
consist of $200 of passive income that is for-
eign personal holding company income that 
is earned in a foreign country X. Under coun-
try X’s tax system, the corporate tax on par-
ticular earnings is reduced on distribution of 
those earnings and no withholding tax is im-
posed. In 1987, S pays $100 of foreign tax. P 
does not elect to exclude this income from 
subpart F under section 954(b)(4) and in-
cludes $200 in gross income ($100 of net for-
eign personal holding company income and 
$100 of the section 78 amount). At the time of 
the inclusion, the income is considered to be 
high-taxed income under paragraphs (c)(1) 
and (c)(6)(i) of this section and is general 
category income to P. S does not distribute 
any of its earnings in 1987. In 1988, S has no 
earnings. On December 31, 1988, S distributes 
the $100 of earnings from 1987. At that time, 
S receives a $50 refund from X attributable 
to the reduction of the country X corporate 
tax imposed on those earnings. Under para-
graph (c)(7)(i) of this section, P must rede-
termine whether the 1987 inclusion should be 
considered to be high-taxed income. By tak-
ing into account the reduction in foreign 
tax, the inclusion would not have been con-

sidered high-taxed income. Therefore, P 
must redetermine its foreign tax credit for 
1987 and treat the inclusion and the taxes as-
sociated with the inclusion as passive in-
come and taxes. P must follow the appro-
priate section 905(c) procedures. 

Example 7. The facts are the same as in Ex-
ample 6 except that P elects to apply section 
954(b)(4) to S’s passive income that is subpart 
F income. Although the income is not con-
sidered to be subpart F income, it remains 
passive income until distribution. In 1988, S 
distributes $150 to P. The distribution is a 
dividend to P because S has $150 of accumu-
lated earnings and profits (the $100 of earn-
ings in 1987 and the $50 refund in 1988). P has 
no expenses allocable to the dividend from S. 
In 1988, the income is subject to the high-tax 
kick-out rules under paragraph (c)(7)(iii) of 
this section. The income is passive income to 
P because the foreign taxes paid and deemed 
paid by P with respect to the income do not 
exceed the highest United States tax rate on 
that income. 

Example 8. The facts are the same as in Ex-
ample 6 except that the distribution in 1988 is 
subject to a withholding tax of $25. Under 
paragraph (c)(7)(i) of this section, P must re-
determine whether the 1987 inclusion should 
be considered to be high-taxed income be-
cause there is a net $25 reduction of foreign 
tax. By taking into account both the reduc-
tion in foreign corporate tax and the with-
holding tax, the inclusion would continue to 
be considered high-taxed income. P must fol-
low the appropriate section 905(c) proce-
dures. P must redetermine its foreign tax 
credit for 1987, but the inclusion and the $75 
taxes ($50 of deemed paid tax and $25 with-
holding tax) will continue to be treated as 
general category income and taxes. 

Example 9. (i) S, a controlled foreign cor-
poration operating in country G, is a wholly- 
owned subsidiary of P, a domestic corpora-
tion. P and S are calendar year taxpayers. 
Country G imposes a tax of 50 percent on S’s 
earnings. Under country G’s system, the for-
eign corporate tax on particular earnings is 
reduced on distribution of those earnings to 
30 percent and no withholding tax is im-
posed. Under country G’s law, distributions 
are treated as made out of a pool of undis-
tributed earnings subject to the 50 percent 
tax rate. For 1987, S’s only earnings consist 
of passive income that is foreign personal 
holding company income that is earned in 
foreign country G. S has taxable income of 
$110 for United States purposes and $100 for 
country G purposes. Country G, therefore, 
imposes a tax of $50 on the 1987 earnings of 
S. P does not elect to exclude this income 
from subpart F under section 954(b)(4) and in-
cludes $110 in gross income ($60 of net foreign 
personal holding company income and $50 of 
the section 78 amount). At the time of the 
inclusion, the income is considered to be 
high-taxed income under paragraph (c) of 
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this section and is general category income 
to P. S does not distribute any of its taxable 
income in 1987. 

(ii) In 1988, S earns general category in-
come that is not subpart F income. S again 
has $110 in taxable income for United States 
purposes and $100 in taxable income for coun-
try G purposes, and S pays $50 of tax to for-
eign country G. In 1989, S has no taxable in-
come or earnings. On December 31, 1989, S 
distributes $60 of earnings and receives a re-
fund of foreign tax of $24. Country G treats 
the distribution of earnings as out of the 50% 
tax rate pool of earnings accumulated in 1987 
and 1988. However, under paragraph (c)(7)(ii) 
of this section, the distribution, and, there-
fore, the reduction of tax is treated as first 
attributable to the $60 of passive earnings at-
tributable to income previously taxed in 
1987. However, because, under foreign law, 
only 40 percent (the reduction in tax rates 
from 50 percent to 30 percent is a 40 percent 
reduction in the tax) of the $50 of foreign 
taxes on the passive earnings can be re-
funded, $20 of the $24 foreign tax refund re-
duces foreign taxes on passive earnings. The 
other $4 of the tax refund reduces the general 
category taxes from $50 to $46 (even though 
for United States purposes the $60 distribu-
tion is entirely out of passive earnings). 

(iii) Under paragraph (c)(7) of this section, 
P must redetermine whether the 1987 inclu-
sion should be considered to be high-taxed 
income. By taking into account the reduc-
tion in foreign tax, the inclusion would not 
have been considered high-taxed income 
($30<.34×$110). Therefore, P must redetermine 
its foreign tax credit for 1987 and treat the 
inclusion and the taxes associated with the 
inclusion as passive income and taxes. P 
must follow the appropriate section 905(c) 
procedures. 

Example 10. P, a domestic corporation, 
earns $100 of passive royalty income from 
sources within the United States. Under the 
laws of Country X, however, that royalty is 
considered to be from sources within Coun-
try X and Country X imposes a 10 percent 
withholding tax on the payment of the roy-
alty. P also earns $100 of passive foreign 
source dividend income subject to a 10 per-
cent withholding tax to which $15 of ex-
penses are allocated. In determining whether 
P’s passive income is high-taxed, the $10 
withholding tax on P’s royalty income is al-
located to passive income, and within the 
passive category to the group of income de-
scribed in paragraph (c)(3)(ii) of this section 
(passive income subject to a withholding tax 
of less than 15 percent (but greater than 
zero)). For purposes of determining whether 
the income is high-taxed, however, only the 
foreign source dividend income is taken into 
account. The foreign source dividend income 
will still be treated as passive income be-
cause the foreign taxes paid on the passive 
income in the group ($20) do not exceed the 

highest United States tax rate multiplied by 
the $85 of net foreign source income in the 
group ($20 is less than $28.90 ($100¥$15)×.34). 

Example 11. In 2001, P, a U.S. citizen with a 
tax home in Country X, earns the following 
items of gross income: $400 of foreign source, 
passive limitation interest income not sub-
ject to foreign withholding tax but subject to 
Country X income tax of $100, $200 of foreign 
source, passive limitation royalty income 
subject to a 5 percent foreign withholding 
tax (foreign tax paid is $10), $1,300 of foreign 
source, passive limitation rental income sub-
ject to a 25 percent foreign withholding tax 
(foreign tax paid is $325), $500 of foreign 
source, general category income that gives 
rise to a $250 foreign tax, and $2,000 of U.S. 
source capital gain that is not subject to any 
foreign tax. P has a $900 deduction allocable 
to its passive rental income. P’s only other 
deduction is a $700 capital loss on the sale of 
stock that is allocated to foreign source pas-
sive limitation income under § 1.865–2(a)(3)(i). 
The $700 capital loss is initially allocated to 
the group of passive income subject to no 
withholding tax but subject to foreign tax 
other than withholding tax. The $300 amount 
by which the capital loss exceeds the income 
in the group must be reapportioned to the 
other groups under paragraph (c)(2)(ii)(B) of 
this section. The royalty income is thus re-
duced by $100 to $100 ($200 ¥ ($300×(200/600))) 
and the rental income is thus reduced by $200 
to $200 ($400 ¥ ($300×(400/600))). The $100 roy-
alty income is not high-taxed and remains 
passive income because the foreign taxes do 
not exceed the highest United States rate of 
tax on that income. Under the high-tax kick- 
out, the $200 of rental income and the $325 of 
associated foreign tax are assigned to the 
general category category. 

Example 12. The facts are the same as in 
Example 11 except the amount of the capital 
loss that is allocated under § 1.865–2(a)(3)(i) 
and paragraph (c)(2) of this section to the 
group of foreign source passive income sub-
ject to no withholding tax but subject to for-
eign tax other than withholding tax is $1,200. 
Under paragraph (c)(2)(ii)(B) of this section, 
the excess deductions of $800 must be re-
apportioned to the $200 of net royalty income 
subject to a 5 percent withholding tax and 
the $400 of net rental income subject to a 15 
percent or greater withholding tax. The in-
come in each of these groups is reduced to 
zero, and the foreign taxes imposed on the 
rental and royalty income are considered re-
lated to general category income. The re-
maining loss of $200 constitutes a separate 
limitation loss with respect to passive in-
come. 

Example 13. In 2001, P, a domestic corpora-
tion, earns a $100 dividend that is foreign 
source passive limitation income subject to 
a 30-percent withholding tax. A foreign tax 
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credit for the withholding tax on the divi-
dend is disallowed under section 901(k). A de-
duction for the tax is allowed, however, 
under sections 164 and 901(k)(7). In deter-
mining whether P’s passive income is high- 
taxed, the $100 dividend and the $30 deduc-
tion are allocated to the first group of in-
come described in paragraph (c)(3)(iv) of this 
section (passive income subject to no with-
holding tax or other foreign tax). 

(d) [Reserved] 
(e) Financial services income—(1) In 

general. The term ‘‘financial services 
income’’ means income derived by a fi-
nancial services entity, as defined in 
paragraph (e)(3) of this section, that is: 

(i) Income derived in the active con-
duct of a banking, insurance, financ-
ing, or similar business (active financ-
ing income as defined in paragraph 
(e)(2) of this section), except income 
described in paragraph (e)(2)(i)(W) of 
this section (high withholding tax in-
terest); 

(ii) Passive income as defined in sec-
tion 904(d) (2) (A) and paragraph (b) of 
this section as determined before the 
application of the exception for high- 
taxed income; 

(iii) Export financing interest as de-
fined in section 904(d)(2)(G) and para-
graph (h) of this section that, but for 
section 904(d)(2)(B)(ii), would also meet 
the definition of high withholding tax 
interest; or 

(iv) Incidental income as defined in 
paragraph (e)(4) of this section. 

(2) Active financing income—(i) Income 
included. For purposes of paragraph 
(e)(1) and (e)(3) of this section, income 
is active financing income only if it is 
described in any of the following sub-
divisions. 

(A) Income that is of a kind that 
would be insurance income as defined 
in section 953(a) (including related 
party insurance income as defined in 
section 953(c)(2)) and determined with-
out regard to those provisions of sec-
tion 953(a)(1)(A) that limit insurance 
income to income from countries other 
than the country in which the corpora-
tion was created or organized. 

(B) Income from the investment by 
an insurance company of its unearned 
premiums or reserves ordinary and nec-
essary to the proper conduct of the in-
surance business, income from pro-
viding services as an insurance under-
writer, income from insurance broker-

age or agency services, and income 
from loss adjuster and surveyor serv-
ices. 

(C) Income from investing funds in 
circumstances in which the taxpayer 
holds itself out as providing a financial 
service by the acceptance or the invest-
ment of such funds, including income 
from investing deposits of money and 
income earned investing funds received 
for the purchase of traveler’s checks or 
face amount certificates. 

(D) Income from making personal, 
mortgage, industrial, or other loans. 

(E) Income from purchasing, selling, 
discounting, or negotiating on a reg-
ular basis, notes, drafts, checks, bills of 
exchange, acceptances, or other evi-
dences of indebtedness. 

(F) Income from issuing letters of 
credit and negotiating drafts drawn 
thereunder. 

(G) Income from providing trust serv-
ices. 

(H) Income from arranging foreign 
exchange transactions, or engaging in 
foreign exchange transactions. 

(I) Income from purchasing stock, 
debt obligations, or other securities 
from an issuer or holder with a view to 
the public distribution thereof or offer-
ing or selling stock, debt obligations, 
or other securities for an issuer or 
holder in connection with the public 
distribution thereof, or participating in 
any such undertaking. 

(J) Income earned by broker-dealers 
in the ordinary course of business (such 
as commissions) from the purchase or 
sale of stock, debt obligations, com-
modities futures, or other securities or 
financial instruments and dividend and 
interest income earned by broker deal-
ers on stock, debt obligations, or other 
financial instruments that are held for 
sale. 

(K) Service fee income from invest-
ment and correspondent banking. 

(L) Income from interest rate and 
currency swaps. 

(M) Income from providing fiduciary 
services. 

(N) Income from services with re-
spect to the management of funds. 

(O) Bank-to-bank participation in-
come. 

(P) Income from providing charge 
and credit card services or for factoring 
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receivables obtained in the course of 
providing such services. 

(Q) Income from financing purchases 
from third parties. 

(R) Income from gains on the disposi-
tion of tangible or intangible personal 
property or real property that was used 
in the active financing business (as de-
fined in paragraph (e)(3)(i) of this sec-
tion) but only to the extent that the 
property was held to generate or gen-
erated active financing income prior to 
its disposition. 

(S) Income from hedging gain with 
respect to other active financing in-
come. 

(T) Income from providing traveller’s 
check services. 

(U) Income from servicing mort-
gages. 

(V) Income from a finance lease. For 
this purpose, a finance lease is any 
lease that is a direct financing lease or 
a leveraged lease for accounting pur-
poses and is also a lease for tax pur-
poses. 

(W) High withholding tax interest 
that would otherwise be described as 
active financing income. 

(X) Income from providing invest-
ment advisory services, custodial serv-
ices, agency paying services, collection 
agency services, and stock transfer 
agency services. 

(Y) Any similar item of income that 
is disclosed in the manner provided in 
the instructions to the Form 1118 or 
1116 or that is designated as a similar 
item of income in guidance published 
by the Internal Revenue Service. 

(3) Financial services entities—(i) In 
general. The term ‘‘financial services 
entity’’ means an individual or entity 
that is predominantly engaged in the 
active conduct of a banking, insurance, 
financing, or similar business (active 
financing business) for any taxable 
Year. Except as provided in paragraph 
(e)(3)(ii) of this section, a determina-
tion of whether an entity is a financial 
services entity shall be done on an en-
tity-by-entity basis. An individual or 
entity is predominantly engaged in the 
active financing business for any year 
if for that year at least 80 percent of its 
gross income is income described in 
paragraph (e)(2)(i) of this section. For 
this purpose, gross income includes all 
income realized by an individual or en-

tity, whether includible or excludible 
from gross income under other opera-
tive provisions of the Code, but ex-
cludes gain from the disposition of 
stock of a corporation that prior to the 
disposition of its stock is related to the 
transferor within the meaning of sec-
tion 267(b). For this purpose, income 
received from a related person that is a 
financial services entity shall be ex-
cluded if such income is characterized 
under the look-through rules of section 
904(d)(3) and § 1.904–5. In addition, in-
come received from a related person 
that is not a financial services entity 
but that is characterized as financial 
services income under the look- 
through rules shall be excluded. See 
paragraph (e)(3)(iv) Example 5 of this 
section. Any income received from a 
related person that is characterized 
under the look-through rules and that 
is not otherwise excluded by this para-
graph will retain its character either 
as active financing income or other in-
come in the hands of the recipient for 
purposes of determining if the recipi-
ent is a financial services entity and if 
the income is financial services income 
to the recipient. For purposes of this 
paragraph, related person is defined in 
§ 1.904–5(i)(1). 

(ii) Special rule for affiliated groups. In 
the case of any corporation that is not 
a financial services entity under para-
graph (e)(3)(i) of this section, but is a 
member of an affiliated group, such 
corporation will be deemed to be a fi-
nancial services entity if the affiliated 
group as a whole meets the require-
ments of paragraph (e)(3)(i) of this sec-
tion. For purposes of this paragraph 
(e)(3)(ii), affiliated group means an af-
filiated group as defined in section 
1504(a), determined without regard to 
section 1504(b)(3). In counting the in-
come of the group for purposes of de-
termining whether the group meets the 
requirements of paragraph (e)(3)(i) of 
this section, the following rules apply. 
Only the income of group members 
that are United States corporations or 
foreign corporations that are con-
trolled foreign corporations in which 
United States members of the affili-
ated group own, directly or indirectly, 
at least 80 percent of the total voting 
power and value of the stock shall be 
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included. For purposes of this para-
graph (e)(3)(ii), indirect ownership 
shall be determined under section 318 
and the regulations under that section. 
The income of the group will not in-
clude any income from transactions 
with other members of the group. Pas-
sive income will not be considered to 
be active financing income merely be-
cause that income is earned by a mem-
ber of the group that is a financial 
services entity without regard to the 
rule of this paragraph (e)(3)(ii). This 
paragraph (e)(3)(ii) applies to taxable 
years beginning after December 31, 
2000. 

(iii) Treatment of partnerships and 
other pass-through entities For purposes 
of determining whether a partner (in-
cluding a partnership that is a partner 
in a second partnership) is a financial 
services entity, all of the partner’s in-
come shall be taken into account, ex-
cept that income that is excluded 
under paragraph (e)(3)(i) of this section 
shall not be taken into account. Thus, 
if a partnership is determined to be a 
financial services entity none of the in-
come of the partner received from the 
partnership that is characterized under 
the look-through rules shall be in-
cluded for purpose of determining if 
the partner is a financial services enti-
ty. If a partnership is determined not 
to be a financial services entity, then 
income of the partner from the part-
nership that is characterized under the 
look-through rules will be taken into 
account (unless such income is finan-
cial services income) and such income 
will retain its character either as ac-
tive financing income or as other in-
come in the hands of the partner for 
purposes of determining if the partner 
is a financial service entity and if the 
income is financial services income to 
the partner. If a partnership is a finan-
cial services entity and the partner’s 
income from the partnership is charac-
terized as financial services income 
under the look-through rules, then, for 
purposes of determining a partner’s 
foreign tax credit limitation, the in-
come from the partnership shall be 
considered to be financial services in-
come to the partner regardless of 
whether the partner is itself a financial 
services entity. The rules of this para-
graph (e)(3)(iii) will appIy for purposes 

of determining whether an owner of an 
interest in any other pass-through en-
tity the character of the income of 
which is preserved when such income is 
included in the income of the owner of 
the interest is a financial services enti-
ty. 

(iv) Examples. The principles of para-
graph (e)(3) of this section are illus-
trated by the following examples. 

Example 1. P is a domestic corporation that 
owns 100 percent of the stock of S, a con-
trolled foreign corporation incorporated in 
Country X. For the 1990 taxable year, 60 per-
cent of S’s income is active financing income 
that consists of income that will be consid-
ered general limitation or passive income if 
S is not a financial services entity. The 
other 40 percent of S’s income is passive non- 
active financing income. S is not a financial 
services entity and its active financing in-
come thus retains its character as general 
limitation and passive income. S makes an 
interest payment to P in 1990 that is charac-
terized under the look-through rules. Al-
though the interest is not financial services 
income to S under the look-through rules, it 
retains its character as active financing in-
come when paid to P and P must take that 
income into account in determining whether 
it is a financial services entity under para-
graph (e)(3)(i) of this section. If P is deter-
mined to be a financial services entity, both 
the portion of the interest payment charac-
terized as active financing income (whether 
general limitation or passive income in S’s 
hands) and the portion characterized as pas-
sive non-active financing income received 
from S will be recharacterized as financial 
services income. 

Example 2. Foreign corporation A, which is 
not a controlled foreign corporation, owns 
100 percent of the stock of domestic corpora-
tion B, which owns 100 percent of the stock 
of domestic corporation C. A also owns 100 
percent of the stock of foreign corporation 
D. D owns 100 percent of the stock of domes-
tic corporation E, which owns 100 percent of 
the stock of controlled foreign corporation 
F. All of the corporations are members of an 
affiliated group within the meaning of sec-
tion 1504(a) (determined without regard to 
section 1504(b)(3)). Pursuant to paragraph 
(e)(3)(ii) of this section, however, only the in-
come of B, C, E, and F is counted in deter-
mining whether the group meets the require-
ments of paragraph (e)(3)(i) of this section. 
For the 2001 taxable year, B’s income con-
sists of $95 of active financing income and $5 
of passive non-active financing income. C 
has $40 of active financing income and $20 of 
passive non-active financing income. E has 
$70 of active financing income and $15 of pas-
sive non-active financing income. F has $10 
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of passive income. B and E qualify as finan-
cial services entities under the entity test of 
paragraph (e)(3)(i) of this section. Therefore, 
B and E are financial services entities with-
out regard to whether the group as a whole 
is a financial services entity and all of the 
income of B and E shall be treated as finan-
cial services income. C and F do not qualify 
as financial services entities under the enti-
ty test of paragraph (e)(3)(i) of this section. 
However, under the affiliated group test of 
paragraph (e)(3)(ii) of this section, C and F 
are financial services entities because at 
least 80 percent of the group’s total income 
consists of active financing income ($205 of 
active financing income is 80.4 percent of 
$255 total income). B’s and E’s passive in-
come is not treated as active financing in-
come for purposes of the affiliated group test 
of paragraph (e)(3)(ii) of this section even 
though it is treated as financial services in-
come without regard to whether the group 
satisfies the affiliated group test. Once C and 
F are determined to be financial services en-
tities under the affiliated group test, how-
ever, all of the passive income of the group 
is treated as financial services income. Thus, 
100 percent of the income of B, C, E, and F 
for 2001 is financial services income. 

Example 3. PS is a domestic partnership op-
erating in branch form in foreign country X. 
PS has two equal general partners, A and B. 
A and B are domestic corporations that each 
operate in branch form in foreign countries 
Y and Z. All of A’s income, except that de-
rived through PS, is manufacturing income. 
All of B’s income, except that derived 
through PS, is active financing income. A 
and B’s only income from PS are distributive 
shares of PS’s income. PS is a financial serv-
ices entity and all of its income is financial 
services income. The income from PS is ex-
cluded in determining if A or B are financial 
services entities. Thus, A is not a financial 
services entity because none of A’s income is 
active financing income and B is a financial 
services entity because all of B’s income is 
active financing income. However, both A 
and B’s distributive shares of PS’s taxable 
income consist of financial services income 
even though A is not a financial services en-
tity. 

Example 4. PS is a domestic partnership op-
erating in foreign country X. A and B are do-
mestic corporations that are equal general 
partners in PS and, therefore, the look- 
through rules apply for purposes of charac-
terizing A’s and B’s distributive shares of 
PS’s income. Fifty (50) percent of PS’s gross 
income is active financing income that is 
not high withholding tax interest. The active 
financing income includes income that also 
meets the definition of passive income and 
income that meets the definition of general 
limitation income. The other 50 percent of 
PS’s income is from manufacturing. PS is, 
therefore, not a financial services entity. A s 

and B’s distributive shares of partnership 
taxable income consist of general limitation 
manufacturing income and active financing 
income. Under paragraph (c)(3)(i) of this sec-
tion, the active financing income shall be fi-
nancial services income to A or B if either A 
or B is determined to be a financial services 
entity. If A or B is not a financial services 
entity, the distributive shares of income 
from PS will not be financial services in-
come to A or B and will consist of passive 
and general limitation income. All of the in-
come from PS is included in determining if A 
or B are financial services entities. 

Example 5. P is a United States corporation 
that is not a financial services entity. P 
owns 100 percent of the stock of S, a con-
trolled foreign corporation that is not a fi-
nancial services entity. S owns 100 percent of 
the stock of T, a controlled foreign corpora-
tion that is a financial services entity. In 
1991, T pays a dividend to S. The dividend 
from T is characterized under the look- 
through rules of section 904(d)(3). Pursuant 
to paragraph (e)(3)(i) of this section, the divi-
dend from T is excluded in determining 
whether S is a financial services entity. S is 
determined not to be a financial services en-
tity but the dividend retains its character as 
financial services income in S’s hands. Any 
subpart F inclusion or dividend to P out of 
earnings and profits attributable to the divi-
dend from T will be excluded in determining 
whether P is a financial services entity but 
the inclusion or dividend will retain its char-
acter as financial services income. 

(4) Definition of incidental income—(i) 
In general—(A) Rule. Incidental income 
is income that is integrally related to 
active financing income of a financial 
services entity. Such income includes, 
for example, income from precious 
metals trading and commodity trading 
that is integrally related to futures in-
come. If securities, shares of stock, or 
other types of property are acquired by 
a financial services entity as an ordi-
nary and necessary incident to the con-
duct of an active financing business, 
the income from such property will be 
considered to be financial services in-
come but only so long as the retention 
of such property remains an ordinary 
or necessary incident to the conduct of 
such business. Thus property, including 
stock, acquired as the result of, or in 
order to prevent, a loss in an active fi-
nancing business upon a loan held by 
the taxpayer in the ordinary course of 
such business will be considered ordi-
nary and necessary to the conduct of 
such business, but income from such 
property will be considered financial 
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services income only so long as the 
holding of such property remains an or-
dinary and necessary incident to the 
conduct of such business. If an entity 
holds such property for five years or 
less then the property is considered 
held incident to the financial services 
business. If an entity holds such prop-
erty for more than five years, a pre-
sumption will be established that the 
entity is not holding such property in-
cident to its financial services busi-
ness. An entity will be able to rebut 
the presumption by demonstrating 
that under the facts and circumstances 
it is not holding the property as an in-
vestment. However, the fact that an 
entity holds the property for more 
than five years and is not able to rebut 
the presumption that it is not holding 
the property incident to its financial 
services business will not affect the 
characterization of any income re-
ceived from the property during the 
first five years as financial services in-
come. 

(B) Examples. The following examples 
illustrate the application of paragraph 
(e)(4)(i) of this section. 

Example 1. X is a financial services entity 
within the meaning of paragraph (e)(3)(i) of 
this section. In 1987, X made a loan in the or-
dinary course of its business to an unrelated 
foreign corporation, Y. As security for that 
loan, Y pledged certain operating assets. 
Those assets generate income of a type that 
would be subject to the general limitation. 
In January 1989, Y defaulted on the loan and 
forfeited the collateral. During the period X 
held the assets, X earned operating income 
generated by those assets. This income was 
applied in partial satisfaction of Y’s obliga-
tion. In 1993, X sold the forfeited assets. The 
sales proceeds were in excess of the remain-
der of Y’s obligation. The operating income 
received in the period from 1989 to 1993 and 
the income on the sale of the assets in 1993 
are financial services income of X. 

Example 2. The facts are the same as in Ex-
ample 1, except that instead of pledging its 
operating assets as collateral for the loan, Y 
pledged the stock of its operating subsidiary 
Z. In 1993 X sold the stock of Z in complete 
satisfaction of Y’s obligation. X’s income 
from the sale of Z stock in satisfaction of Y’s 
obligation is financial services income. 

Example 3. P, a domestic corporation, is a 
financial services entity within the meaning 
of paragraph (e)(3)(i) of this section. P holds 
a United States dollar denominated debt (the 
‘‘obligation’’) of the Central Bank of foreign 
country X. The obligation evidences a loan 

of $100 made by P to the Central Bank. In 
1988, pursuant to a program of country X, P 
delivers the obligation to the Central Bank 
which credits 70 units of country X currency 
to M, a country X corporation. M issues all 
of its only class of capital stock to P. M in-
vests the 70 units of country X currency in 
the construction and operation of a new 
hotel in X. In 1994, M distributes 10 units of 
country X currency to P as a dividend. P is 
not able to rebut the presumption that it is 
not holding the stock of M incident to its fi-
nancial services business. The dividend to P 
is, therefore, not financial services income. 

(ii) Income that is not incidental in-
come. Income that is attributable to 
non-financial activity is not incidental 
income within the meaning of para-
graph (e)(4) (i) and (ii) of this section 
solely because such income represents 
a relatively small proportion of the 
taxpayer’s total income or that the 
taxpayer engages in non-financial ac-
tivity on a sporadic basis. Thus, for ex-
ample, income from data processing 
services provided to related or unre-
lated parties or income from the sale of 
goods or non-financial services (for ex-
ample travel services) is not financial 
services income, even if the recipient is 
a financial services entity. 

(5) Exceptions. Financial services in-
come does not include income that is: 

(i) Export financing interest as de-
fined in section 904(d)(2)(G) and para-
graph (h) of this section unless that in-
come would be high withholding tax in-
terest as defined in section 904(d)(2)(B) 
but for paragraph (d)(2)(B)(ii) of that 
section; 

(ii) High withholding tax interest as 
defined in section 904(d)(2)(B) unless 
that income also meets the definition 
of export financing interest; and 

(iii) Dividends from noncontrolled 
section 902 corporations as defined in 
section 904(d)(2)(E) paid in taxable 
years beginning before January 1, 2003. 

(f) [Reserved] For further guidance, 
see § 1.904–4T(f). 

(g) [Reserved] For further guidance, 
see § 1.904–4T(g). 

(h) Export financing interest—(1) Defi-
nitions—(i) Export financing interest. The 
term ‘‘export financing interest’’ 
means any interest derived from fi-
nancing the sale (or other disposition) 
for use or consumption outside the 
United States of any property that is 
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manufactured, produced, grown, or ex-
tracted in the United States by the 
taxpayer or a related person, and not 
more than 50 percent of the fair market 
value of which is attributable to prod-
ucts imported into the United States. 
For purposes of this paragraph, the 
term ‘‘United States’’ includes the fifty 
States, the District of Columbia, and 
the Commonwealth of Puerto Rico. 

(ii) Fair market value. For purposes of 
this paragraph, the fair market value 
of any property imported into the 
United States shall be its appraised 
value, as determined by the Secretary 
under section 402 of the Tariff Act of 
1930 (19 U.S.C. 1401a) in connection with 
its importation. For purposes of deter-
mining the foreign content of an item 
of property imported into the United 
States, see section 927 and the regula-
tions thereunder. 

(iii) Related person. For purposes of 
this paragraph, the term ‘‘related per-
son’’ has the meaning given it by sec-
tion 954(d)(3) except that such section 
shall be applied by substituting ‘‘the 
person with respect to whom the deter-
mination is being made’’ for ‘‘con-
trolled foreign corporation’’ each place 
it applies. 

(2) Treatment of export financing inter-
est. Except as provided in paragraph 
(h)(3) of this section, if a taxpayer (in-
cluding a financial services entity) re-
ceives or accrues export financing in-
terest from an unrelated person, then 
that interest shall be treated as gen-
eral category income. 

(3) [Reserved] For further guidance, 
see § 1.904–4T(h)(3). 

(4) Examples. The following examples 
illustrate the operation of paragraph 
(h)(3) of this section: 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. S is not a financial services 
entity and has accumulated cash reserves. P 
has uncollected trade and service receivables 
of foreign obligors. P sells the receivables at 
a discount (‘‘factors’’) to S. The income de-
rived by S on the receivables is related per-
son factoring income. The income is also ex-
port financing interest. Because the income 
is related person factoring income, the in-
come is passive income to S. 

Example 2. Domestic corporation S is a 
wholly-owned subsidiary of domestic cor-
poration P. S is not a financial services enti-
ty and has accumulated cash reserves. P has 
uncollected trade and service receivables of 

foreign obligors. P factors the receivables to 
S. The income derived by S on the receiv-
ables is related person factoring income. The 
income is also export financing interest. The 
income will be passive income to S. 

Example 3. The facts are the same as in Ex-
ample 2except that instead of factoring P’s 
receivables, S finances the sales of P’s goods 
by making loans to the purchasers of P’s 
goods. The interest derived by S on these 
loans is export financing interest and is not 
related person factoring income. The income 
will be general category income to S. 

(5) Income eligible for section 864(d)(7) 
exception (same country exception) from 
related person factoring treatment—(i) In-
come other than interest. If any foreign 
person receives or accrues income that 
is described in section 864(d)(7) (income 
on a trade or service receivable ac-
quired from a related person in the 
same foreign country as the recipient) 
and such income would also meet the 
definition of export financing interest 
if section 864(d)(1) applied to such in-
come (income on a trade or service re-
ceivable acquired from a related person 
treated as interest), then the income 
shall be considered to be export financ-
ing interest and shall be treated as 
general category income. 

(ii) Interest income. If export financing 
interest is received or accrued by any 
foreign person and that income would 
otherwise be treated as related person 
factoring income under section 
864(d)(6) if section 864(d)(7) did not 
apply, section 904(d)(2)(B)(iii)(I) shall 
apply, and the interest shall be treated 
as general category income unless the 
interest is received or accrued by a fi-
nancial services entity. If that interest 
is received or accrued by a financial 
services entity, section 
904(d)(2)(C)(iii)(III) shall apply and the 
interest shall be treated asgeneral cat-
egory income. 

(iii) Examples. The following exam-
ples illustrate the operation of this 
paragraph (h)(5): 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. Controlled foreign corpora-
tion T is a wholly-owned subsidiary of con-
trolled foreign corporation S. S and T are in-
corporated in Country M. In 1987, P sells 
tractors to T, which T sells to X, an unre-
lated foreign corporation organized in coun-
try M. The tractors are to be used in country 
M. T uses a substantial part of its assets in 
its trade or business located in Country M. T 
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has uncollected trade receivables from X 
that it factors to S. S derived more than 20 
percent of its gross income for 1987 other 
than from an active financing business and 
the income derived by S from the receivables 
is not derived in an active financing busi-
ness. Thus, pursuant to paragraph (e)(3)(i) of 
this section, S is not a financial services en-
tity. The income is not related person fac-
toring income because it is described in sec-
tion 864(d)(7) (income eligible for the same 
country exception). If section 864(d)(1) ap-
plied, the income S derived from the receiv-
ables would meet the definition of export fi-
nancing interest. The income, therefore, is 
considered to be export financing interest 
and is general category income to S. 

Example 2. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation, P. Controlled foreign corpora-
tion T is a wholly-owned subsidiary of con-
trolled foreign corporation S. S and T are in-
corporated in country M. S is not a financial 
services entity. In 1987, P sells tractors to T, 
which T sells to X, a foreign partnership that 
is organized in country M and is related to S 
and T. S makes a loan to X to finance the 
tractor sales. The interest earned by S from 
financing the sales is described in section 
864(d)(7) and is export financing interest. 
Therefore, the income shall be general cat-
egory income to S. 

(i) Interaction of section 907(c) and in-
come described in this section. If a person 
receives or accrues income that is in-
come described in section 907(c) (relat-
ing to oil and gas income), the rules of 
section 907(c) and the regulations 
thereunder, as well as the rules of this 
section, shall apply to the income. The 
reduction in amount allowed as foreign 
tax provided by section 907(a) shall 
therefore be calculated separately for 
income in each separate category. 

(j) Special rule for DASTM gain or loss. 
Any DASTM gain or loss computed 
under § 1.985–3(d) must be allocated 
among the categories of income under 
the rules of § 1.985–3 (e)(2)(iv) or (e)(3). 
The rules of § 1.985–3(e) apply before the 
rules of section 904(d)(2)(B)(iii)(II) (the 
exception from passive income for 
high-taxed income). 

(k) Special rule for alternative minimum 
tax foreign tax credit. For purposes of 
computing the alternative minimum 
tax foreign tax credit under section 
59(a), items included in alternative 
minimum taxable income by reason of 
section 56(g) (adjustments based on ad-
justed current earnings) shall be char-
acterized as income described in a sep-

arate category under section 904(d) and 
this section based on the character of 
the underlying items of income. 

(l) [Reserved] For further guidance, 
see § 1.904–4T(l). 

(m) Income treated as allocable to an 
additional separate category. If section 
904(a), (b), and (c) are applied sepa-
rately to any category of income under 
the Internal Revenue Code (for exam-
ple, under section 56(g)(4)(C)(iii)(IV), 
245(a)(10), 865(h), 901(j), or 904(h)(10)), 
that category of income will be treated 
for all purposes of the Internal Rev-
enue Code and regulations as if it were 
a separate category listed in section 
904(d)(1). 

[T.D. 8214, 53 FR 27011, July 18, 1988] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.904–4, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and on GPO Access. 

§ 1.904–4T Separate application of sec-
tion 904 with respect to certain cat-
egories of income (temporary). 

(a) In general. A taxpayer is required 
to compute a separate foreign tax cred-
it limitation for income received or ac-
crued in a taxable year that is de-
scribed in section 904(d)(1)(A) (passive 
category income), 904(d)(1)(B) (general 
category income), or § 1.904–4(m) (addi-
tional separate categories). 

(b) Passive category income—(1) In gen-
eral. The term passive category income 
means passive income and specified 
passive category income. 

(2) Passive income—(i) In general. The 
term passive income means any— 

(A) Income received or accrued by 
any person that is of a kind that would 
be foreign personal holding company 
income (as defined in section 954(c)) if 
the taxpayer were a controlled foreign 
corporation, including any amount of 
gain on the sale or exchange of stock in 
excess of the amount treated as a divi-
dend under section 1248; or 

(B) Amount includible in gross in-
come under section 1293. 

(ii) Exceptions. Passive income does 
not include any export financing inter-
est (as defined in section 904(d)(2)(G) 
and paragraph (h) of this section), any 
high-taxed income (as defined in sec-
tion 904(d)(2)(F) and paragraph (c) of 
this section), or any active rents and 
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royalties (as defined in paragraph 
(b)(2)(iii) of this section). In addition, 
passive income does not include any in-
come that would otherwise be passive 
but is characterized as income in an-
other separate category under the 
look-through rules of section 904(d)(3), 
(d)(4), and (d)(6)(C) and the regulations 
under those provisions. In determining 
whether any income is of a kind that 
would be foreign personal holding com-
pany income, the rules of section 
864(d)(5)(A)(i) and (6) (treating related 
person factoring income of a controlled 
foreign corporation as foreign personal 
holding company income that is not el-
igible for the export financing income 
exception to the separate limitation 
for passive income) shall apply only in 
the case of income of a controlled for-
eign corporation (as defined in section 
957). Thus, income earned directly by a 
United States person that is related 
person factoring income may be eligi-
ble for the exception for export financ-
ing interest. 

(iii) Active rents or royalties—(A) In 
general. For rents and royalties paid or 
accrued after September 20, 2004, pas-
sive income does not include any rents 
or royalties that are derived in the ac-
tive conduct of a trade or business, re-
gardless of whether such rents or roy-
alties are received from a related or an 
unrelated person. Except as provided in 
paragraph (b)(2)(iii)(B) of this section, 
the principles of section 954(c)(2)(A) 
and the regulations under that section 
shall apply in determining whether 
rents or royalties are derived in the ac-
tive conduct of a trade or business. For 
this purpose, the term taxpayer shall 
be substituted for the term controlled 
foreign corporation if the recipient of 
the rents or royalties is not a con-
trolled foreign corporation. 

(B) Active conduct of trade or business. 
Rents and royalties are considered de-
rived in the active conduct of a trade 
or business by a United States person 
or by a controlled foreign corporation 
(or other entity to which the look- 
through rules apply) for purposes of 
section 904 (but not for purposes of sec-
tion 954) if the requirements of section 
954(c)(2)(A) are satisfied by one or more 
corporations that are members of an 
affiliated group of corporations (within 
the meaning of section 1504(a), deter-

mined without regard to section 
1504(b)(3)) of which the recipient is a 
member. For purposes of this para-
graph (b)(2)(iii)(B), an affiliated group 
includes only domestic corporations 
and foreign corporations that are con-
trolled foreign corporations in which 
domestic members of the affiliated 
group own, directly or indirectly, at 
least 80 percent of the total voting 
power and value of the stock. For pur-
poses of this paragraph (b)(2)(iii)(B), in-
direct ownership shall be determined 
under section 318 and the regulations 
under that section. 

(iv) Examples. The following examples 
illustrate the application of paragraph 
(b)(2) of this section. 

Example 1. P is a domestic corporation with 
a branch in foreign country X. P does not 
have any financial services income. For 2008, 
P has a net foreign currency gain that would 
not constitute foreign personal holding com-
pany income if P were a controlled foreign 
corporation because the gain is directly re-
lated to the business needs of P. The cur-
rency gain is, therefore, general category in-
come to P because it is not income of a kind 
that would be foreign personal holding com-
pany income. 

Example 2. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. S is regularly engaged in the 
restaurant franchise business. P licenses 
trademarks, tradenames, certain know-how, 
related services, and certain restaurant de-
signs for which S pays P an arm’s length roy-
alty. P is regularly engaged in the develop-
ment and licensing of such property. The 
royalties received by P for the use of its 
property are allocable under the look- 
through rules of § 1.904–5 to the royalties S 
receives from the franchisees. Some of the 
franchisees are unrelated to S and P. Other 
franchisees are related to S or P and use the 
licensed property outside of S’s country of 
incorporation. S does not satisfy, but P does 
satisfy, the active trade or business require-
ments of section 954(c)(2)(A) and the regula-
tions under that section. The royalty income 
earned by S with regard to both its related 
and unrelated franchisees is foreign personal 
holding company income because S does not 
satisfy the active trade or business require-
ments of section 954(c)(2)(A) and, in addition, 
the royalty income from the related 
franchisees does not qualify for the same 
country exception of section 954(c)(3). How-
ever, all of the royalty income earned by S is 
general category income to S under § 1.904– 
4(b)(2)(iii) because P, a member of S’s affili-
ated group (as defined therein), satisfies the 
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active trade or business test (which is ap-
plied without regard to whether the royal-
ties are paid by a related person). S’s royalty 
income that is taxable to P under subpart F 
and the royalties paid to P are general cat-
egory income to P under the look-through 
rules of § 1.904–5(c)(1)(i) and (c)(3), respec-
tively. 

(3) Specified passive category income 
means— 

(i) Dividends from a DISC or former 
DISC (as defined in section 992(a)) to 
the extent such dividends are treated 
as income from sources without the 
United States; 

(ii) Taxable income attributable to 
foreign trade income (within the mean-
ing of section 923(b)); or 

(iii) Distributions from a FSC (or a 
former FSC) out of earnings and profits 
attributable to foreign trade income 
(within the meaning of section 923(b)) 
or interest or carrying charges (as de-
fined in section 927(d)(1)) derived from 
a transaction which results in foreign 
trade income (as defined in section 
923(b)). 

(c)(1) [Reserved]. For further guid-
ance, see § 1.904–4(c)(1). 

(2) Grouping of items of income in order 
to determine whether passive income is 
high-taxed income—(i) Effective dates. 
For purposes of determining whether 
passive income is high-taxed income, 
the grouping rules of paragraphs (c)(3) 
and (c)(4) of this section apply to tax-
able years beginning after December 31, 
2002. For corresponding rules applicable 
to taxable years beginning before Janu-
ary 1, 2003, see 26 CFR § 1.904–4(c)(2)(i) 
(revised as of April 1, 2006). 

(c)(2)(ii) [Reserved]. For further guid-
ance, see § 1.904–4(c)(2)(ii). 

(3) Amounts received or accrued by 
United States persons. Except as other-
wise provided in § 1.904–4(c)(5), all pas-
sive income received by a United 
States person shall be subject to the 
rules of this paragraph (c)(3). However, 
subpart F inclusions that are passive 
income, dividends from a controlled 
foreign corporation or noncontrolled 
section 902 corporation that are passive 
income, and income that is earned by a 
United States person through a foreign 
qualified business unit (foreign QBU) 
that is passive income shall be subject 
to the rules of this paragraph only to 
the extent provided in paragraph (c)(4) 
of this section. For purposes of this 

section, a foreign QBU is a QBU (as de-
fined in section 989(a)), other than a 
controlled foreign corporation or non-
controlled section 902 corporation, that 
has its principal place of business out-
side the United States. These rules 
shall apply whether the income is re-
ceived from a controlled foreign cor-
poration of which the United States 
person is a United States shareholder, 
from a noncontrolled section 902 cor-
poration of which the United States 
person is a domestic corporation meet-
ing the stock ownership requirements 
of section 902(a), or from any other per-
son. For purposes of determining 
whether passive income is high-taxed 
income, the following rules apply: 

(i) All passive income received during 
the taxable year that is subject to a 
withholding tax of fifteen percent or 
greater shall be treated as one item of 
income. 

(ii) All passive income received dur-
ing the taxable year that is subject to 
a withholding tax of less than fifteen 
percent (but greater than zero) shall be 
treated as one item of income. 

(iii) All passive income received dur-
ing the taxable year that is subject to 
no withholding tax or other foreign tax 
shall be treated as one item of income. 

(iv) All passive income received dur-
ing the taxable year that is subject to 
no withholding tax but is subject to a 
foreign tax other than a withholding 
tax shall be treated as one item of in-
come. 

(4) Dividends and inclusions from con-
trolled foreign corporations, dividends 
from noncontrolled section 902 corpora-
tions, and income of foreign QBUs. Ex-
cept as provided in paragraph (c)(5) of 
this section, all dividends and all 
amounts included in gross income of a 
United States shareholder under sec-
tion 951(a)(1) with respect to the for-
eign corporation that (after applica-
tion of the look-through rules of sec-
tion 904(d)(3) and § 1.904–5) are attrib-
utable to passive income received or 
accrued by a controlled foreign cor-
poration, all dividends from a noncon-
trolled section 902 corporation that are 
received or accrued by a domestic cor-
porate shareholder meeting the stock 
ownership requirements of section 
902(a) that (after application of the 
look-through rules of section 904(d)(4) 
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and § 1.904–5) are treated as passive in-
come, and all amounts of passive in-
come received or accrued by a United 
States person through a foreign QBU 
shall be subject to the rules of this 
paragraph (c)(4). This paragraph (c)(4) 
shall be applied separately to dividends 
and inclusions with respect to each 
controlled foreign corporation of which 
the taxpayer is a United States share-
holder and to dividends with respect to 
each noncontrolled section 902 corpora-
tion of which the taxpayer is a domes-
tic corporate shareholder meeting the 
stock ownership requirements of sec-
tion 902(a). This paragraph (c)(4) also 
shall be applied separately to income 
attributable to each QBU of a con-
trolled foreign corporation, noncon-
trolled section 902 corporation, or any 
other look-through entity as defined in 
§ 1.904–5(i), except that if the entity 
subject to the look-through rules is a 
United States person, then this para-
graph (c)(4) shall be applied separately 
only to each foreign QBU of that 
United States person. 

(c)(4)(i) through (h)(2) [Reserved] For 
further guidance, see § 1.904–4(c)(i) 
through (h)(2). 

(3) Exception. Unless it is received or 
accrued by a financial services entity, 
export financing interest shall be 
treated as passive category income if 
that income is also related person fac-
toring income. For this purpose, re-
lated person factoring income is— 

(i) Income received or accrued by a 
controlled foreign corporation that is 
income described in section 864(d)(6) 
(income of a controlled foreign cor-
poration from a loan for the purpose of 
financing the purchase of inventory 
property of a related person); or 

(ii) Income received or accrued by 
any person that is income described in 
section 864(d)(1) (income from a trade 
receivable acquired from a related per-
son). 

(h)(4) through (k) [Reserved] For fur-
ther guidance, see § 1.904–4(h)(3)(iii) 
through (k). 

(l) Priority rule. Income that meets 
the definitions of a separate category 
described in paragraph (m) of this sec-
tion and another category of income 
described in section 904(d)(2)(A)(i) and 
(ii) will be subject to the separate limi-
tation described in paragraph (m) of 

this section and will not be treated as 
general category income described in 
section 904(d)(2)(A)(ii). 

(m) [Reserved] For further guidance, 
see § 1.904–4(m). 

(n) Effective/applicability date. Para-
graphs (a), (b), (h)(3), and (l) of this sec-
tion shall apply to taxable years of 
United States taxpayers beginning 
after December 31, 2006 and ending on 
or after December 21, 2007, and to tax-
able years of a foreign corporation 
which end with or within taxable years 
of its domestic corporate shareholder 
beginning after December 31, 2006 and 
ending on or after December 21, 2007. 

(o) Expiration date. The applicability 
of paragraphs (a), (b), (h)(3)(ii) and (l) 
of this section expires on December 20, 
2010. 

[T.D. 9260, 71 FR 24530, Apr. 25, 2006, as 
amended by T.D. 9368, 72 FR 72588, Dec. 21, 
2007] 

§ 1.904–5 Look-through rules as ap-
plied to controlled foreign corpora-
tions and other entities. 

(a) and (a)(1) [Reserved] For further 
guidance, see § 1.904–5T(a) introductory 
text and (a)(1). 

(2) The term controlled foreign cor-
poration has the meaning given such 
term by section 957 (taking into ac-
count the special rule for certain cap-
tive insurance companies contained in 
section 953(c)). 

(3) The term United States shareholder 
has the meaning given such term by 
section 951(b) (taking into account the 
special rule for certain captive insur-
ance companies contained in section 
953(c)), except that for purposes of this 
section, a United States shareholder 
shall include any member of the con-
trolled group of the United States 
shareholder. For this purpose the con-
trolled group is any member of the af-
filiated group within the meaning of 
section 1504(a)(1) except that ‘‘more 
than 50 percent’’ shall be substituted 
for ‘‘at least 80 percent’’ wherever it 
appears in section 1504(a)(2). For tax-
able years beginning before January 1, 
2001, the preceding sentence shall be 
applied by substituting ‘‘50 percent’’ 
for ‘‘more than 50 percent’’. 

(4) [Reserved]. For further guidance, 
see § 1.904–5T(a)(4). 
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(b) [Reserved]. For further guidance, 
see § 1.904–5T(b). 

(c) Rules for specific types of inclusions 
and payments—(1) Subpart F inclusions— 
(i) Rule. Any amount included in gross 
income under section 951(a)(1)(A) shall 
be treated as income in a separate cat-
egory to the extent the amount so in-
cluded is attributable to income re-
ceived or accrued by the controlled for-
eign corporation that is described as 
income in such category. For purposes 
of this § 1.904–5, income shall be charac-
terized under the rules of § 1.904–4 prior 
to the application of the rules of para-
graph (c) of this section. For rules con-
cerning inclusions under section 
951(a)(1)(B), see paragraph (c)(4)(i) of 
this section. 

(ii) Examples. The following examples 
illustrate the application of this para-
graph (c)(1): 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. S earns $200 of net income, 
$85 of which is foreign base company ship-
ping income, $15 of which is foreign personal 
holding company income, and $100 of which 
is non-subpart F general limitation income. 
No foreign tax is imposed on the income. One 
hundred dollars ($100) of S’s income is sub-
part F income taxed currently to P under 
section 951(a)(1)(A). Because $85 of the sub-
part F inclusion is attributable to shipping 
income of S, $85 of the subpart F inclusion is 
shipping income to P. Because $15 of the sub-
part F inclusion is attributable to passive in-
come of S, $15 of the subpart F inclusion is 
passive income to P. 

Example 2. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. S is a financial services enti-
ty. P manufactures cars and is not a finan-
cial services entity. In 1987, S earns $200 of 
interest income unrelated to its banking 
business and $900 of interest income related 
to its banking business. Assume that S pays 
no foreign taxes and has no expenses. All of 
S’s income is included in P’s gross income as 
foreign personal holding company income. 
Because S is a financial services entity, in-
come that would otherwise be passive in-
come is considered to be financial services 
income. P, therefore, treats the entire sub-
part F inclusion as financial services in-
come. 

Example 3. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. P is a financial services enti-
ty. S manufactures cars and is not a finan-
cial services entity. In 1987, S earns $200 of 
passive income that is subpart F income and 
$900 of general limitation non-subpart F in-

come. Assume that S pays no foreign taxes 
on its passive earnings and has no expenses. 
P includes the $200 of subpart F income in 
gross income. Because P is a financial serv-
ices entity, the inclusion will be financial 
services income to P. 

Example 4. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. Neither P nor S is a financial 
services entity. Controlled foreign corpora-
tion T is a wholly-owned subsidiary of con-
trolled foreign corporation S. T is a financial 
services entity. In 1991, T pays a dividend to 
S. For purposes of determining whether S is 
a financial services entity under § 1.904– 
4(e)(3)(i), the dividend from T is ignored. For 
purposes of characterizing the dividend in 
S’s hands under the look-through rules of 
paragraph (c)(4) of this section, however, the 
dividend retains its character as financial 
services income. Similarly, any subpart F in-
clusion or dividend to P out of the earnings 
and profits attributable to the dividend from 
S is excluded in determining whether P is a 
financial services entity under § 1.904– 
4(e)(3)(i), but retains its character in P’s 
hands as financial services income under 
paragraph (c)(4) of this section. 

Example 5. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation P. S owns 40 percent of foreign 
corporation A, 45 percent of foreign corpora-
tion B, 30 percent of foreign corporation C 
and 20 percent of foreign corporation D. A, B, 
C, and D are noncontrolled section 902 cor-
porations. In 1987, S’s only income is a $100 
dividend from each foreign corporation. As-
sume that S pays no foreign taxes and has no 
expenses. All $400 of the income is foreign 
personal holding company income and is in-
cluded in P’s gross income. P must include 
$100 in its separate limitation for dividends 
from A, $100 in its separate limitation for 
dividends from B, $100 in its separate limita-
tion for dividends from C, and $100 in its sep-
arate limitation for dividends from D. 

(2) Interest—(i) In general. For pur-
poses of this paragraph, related person 
interest is any interest paid or accrued 
by a controlled foreign corporation to 
any United States shareholder in that 
corporation (or to any other related 
person) to which the look-through 
rules of section 904(d)(3) and this sec-
tion apply. Unrelated person interest is 
all interest other than related person 
interest. Related person interest shall 
be treated as income in a separate cat-
egory to the extent it is allocable to in-
come of the controlled foreign corpora-
tion in that category. If related person 
interest is received or accrued from a 
controlled foreign corporation by two 
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or more persons, the amount of inter-
est received or accrued by each person 
that is allocable to any separate cat-
egory of income shall be determined by 
multiplying the amount of related per-
son interest allocable to that separate 
category of income by a fraction. The 
numerator of the fraction is the 
amount of related person interest re-
ceived or accrued by that person and 
the denominator is the total amount of 
related person interest paid or accrued 
by the controlled foreign corporation. 

(ii) Allocating and apportioning ex-
penses of a controlled foreign corporation 
including interest paid to a related per-
son. Related person interest and other 
expenses of a controlled foreign cor-
poration shall be allocated and appor-
tioned in the following manner: 

(A) Gross income in each separate 
category shall be determined; 

(B) Any expenses that are definitely 
related to less than all of gross income 
as a class, including unrelated person 
interest that is directly allocated to in-

come from a specific property, shall be 
allocated and apportioned under the 
principles of §§ 1.861–8 or 1.861-10T, as 
applicable, to income in each separate 
category; 

(C) Related person interest shall be 
allocated to and shall reduce (but not 
below zero) the amount of passive for-
eign personal holding company income 
as determined after the application of 
paragraph (c)(2)(ii)(B) of this section; 

(D) To the extent that related person 
interest exceeds passive foreign per-
sonal holding company income as de-
termined after the application of para-
graphs (c)(2)(ii) (B) and (C) of this sec-
tion, the related person interest shall 
be apportioned under the rules of this 
paragraph to separate categories other 
than passive income. 

(1) If under § 1.861–9T, the modified 
gross income method of apportioning 
interest expense is elected, related per-
son interest shall be apportioned as fol-
lows: 

Re int min Re
int
( )( )( )( ) sec

( )

( )

lated person erest us lated
person erest allocated under

paragraph c ii C of this tion

Gross income in a separatecategory
other than passive

Total gross income other than passive2
×

(2) If under § 1.861–9T, the asset meth-
od of apportioning interest expense is 
elected, related person interest shall be 

apportioned according to the following 
formula: 

Re int min Re
int min

( )( )( )( ) sec

( )

( )

lated person erest us lated
person erest usallocated under
paragraph c ii C of this tion

Valueof assets in a separatecategory
other than passive

Valueof total assets
other than passive

2
×

(E) Any other expenses (including un-
related person interest that is not di-
rectly allocated to income from a spe-
cific property) that are not definitely 
related expenses or that are definitely 
related to all of gross income as a class 
shall be apportioned under the rules of 

this paragraph to reduce income in 
each separate category. 

(1) If under § 1.861–9T, the modified 
gross income method of apportioning 
interest expense is elected, the interest 
expense shall be apportioned as follows: 
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Expenseapportionable
toa separatecategory Expense

Gross income in a separatecategory us
related person erest allocated under

paragraph c ii C of this tion if
the category is passive

Total gross income us related person
erest allocated to passive income

under paragraph c ii C of
this tion

= ×

(min
int

( )( )( )( ) sec
)

min
int

( )( )( )( )
sec

2

2

(2) If under § 1.861–9T, the asset meth-
od of apportioning interest expense is 

elected, then the expense shall be ap-
portioned as follows: 

Expenseapportionable
toa separatecategory Expense

Valueof assets in a separatecategory
us related person debt

allocated to passiveassets if
the category is passive

Valueof total assets us
related person debt allocated

to passiveassets

= ×

(min

)

min

(3) Expenses other than interest shall 
be apportioned in a similar manner de-
pending on the apportionment method 
used. See § 1.861–8T(c)(1) (i)–(vi). 

(iii) [Reserved]. For further guidance, 
see § 1.904–5T(c)(2)(iii). 

(iv) Definitions—(A) Value of assets 
and reduction in value of assets and gross 
income. For purposes of paragraph 
(c)(2)(ii) (D) and (E) of this section, the 
value of total assets is the value of as-
sets in all categories (determined 
under the principles of § 1.861–9T(g)). 
See § 1.861–10T(d)(2) to determine the 
reduction in value of assets and gross 
income for purposes of apportioning ad-
ditional third person interest expense 

that is not directly allocated when 
some interest expense has been directly 
allocated. For purposes of this para-
graph and paragraph (c)(2)(ii)(E) of this 
section, any reduction in the value of 
assets for indebtedness that relates to 
interest allocated under paragraph 
(c)(2)(ii)(C) of this section is made be-
fore determining the average of asset 
values. For rules relating to the aver-
aging of reduced asset values see 
§ 1.861–9T(g)(2). 

(B) Related person debt allocated to 
passive assets. For purposes of para-
graph (c)(2)(ii)(E) of this section, re-
lated person debt allocated to passive 
assets is determined as follows: 

Re

Re int

( )( )( )( )

int

lated person debt
allocated to the

passive category

Total related
person debt

lated person erest allocable
to passive income under
paragraph c ii C

All related person erest
= × 2

For this purpose, the term total related 
person debt means the sum of the prin-
cipal amounts of obligations of a con-
trolled foreign corporation owed to any 

United States shareholder of such cor-
poration or to any related entity (with-
in the meaning of paragraph (g) of this 
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section) determined at the end of the 
taxable year. 

(v) Examples. The following examples 
illustrate the operation of this para-
graph (c)(2). 

Example 1. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1987, S earns $200 of 
foreign personal holding company income 
that is passive income. S also earns $100 of 
foreign base company sales income that is 
general limitation income. S has $2000 of pas-
sive assets and $2000 of general limitation as-
sets. In 1987, S makes a $150 interest pay-
ment to P with respect to a $1500 loan from 
P. S also pays $100 of interest to an unrelated 
person on a $1000 loan from that person. S 
has no other expenses. S uses the asset meth-
od to apportion interest expense. 

(ii) Under paragraph (c)(2)(ii)(C) of this sec-
tion, the $150 related person interest pay-
ment is allocable to S’s passive foreign per-
sonal holding company income. Therefore, 
the $150 interest payment is passive income 
to P. Because the entire related person inter-
est payment is allocated to passive income 
under paragraph (c)(2)(ii)(C) of this section, 
none of the related person interest payment 
is apportioned to general limitation income 
under paragraph (c)(2)(ii)(D) of this section. 
Under paragraph (c)(2)(iii)(B) of this section, 
the entire amount of the related person debt 
is allocable to passive assets 
($1500=$1500×$150/$150). Under paragraph 
(c)(2)(ii)(E) of this section, $20 of interest ex-
pense paid to an unrelated person is appor-
tioned to passive income 
($20=$100×($2000¥$1500)/($4000¥$1500)). Eighty 
dollars ($80) of the interest expense paid to 
an unrelated person is apportioned to gen-
eral limitation income ($80=$100×$2000/ 
($4000¥$1500)). 

Example 2. The facts are the same as in Ex-
ample 1, except that S uses the gross income 
method to apportion interest expense. Under 
paragraph (c)(2)(ii)(E) of this section, the un-
related person interest expense would be ap-
portioned on a gross income method. There-
fore, $33 of interest expense paid to unrelated 
persons would be apportioned to passive in-
come ($33=$100×($200¥$150)/($300¥$150) and 
$67 of interest expense paid to unrelated per-
sons would be apportioned to general limita-
tion income ($67=$100×$100/($300¥$150). 

Example 3. (i) The facts are the same as in 
Example 1, except that S has an additional 
$50 of third person interest expense that is 
directly allocated to income from a specific 
property that produces only passive income. 
The principal amount of indebtedness to 
which the interest relates is $500. S also has 
$50 of additional non-interest expenses that 
are not definitely related expenses and that 
are apportioned on an asset basis. 

(ii) Under paragraph (c)(2)(ii)(B) of this sec-
tion, the $50 of directly allocated third per-

son interest is first allocated to reduce the 
passive income of S. Under paragraph 
(c)(2)(ii)(C) of this section, the $150 of related 
person interest is allocated to the remaining 
$150 of passive income. Under paragraph 
(c)(2)(iii)(B) of this section, all of the related 
person debt is allocated to passive assets. 
($1500=$1500×$150/$150). 

(iii) Under paragraph (c)(2)(ii)(E) of this 
section, the non-interest expenses that are 
not definitely related are apportioned on the 
basis of the asset values reduced by the allo-
cated related person debt. Therefore, $10 of 
these expenses are apportioned to the passive 
category ($50×($2000¥$1500)/($4000¥$1500)) and 
$40 are apportioned to the general limitation 
category ($50×$2000/($4000¥$1500)). 

(iv) In order to apportion third person in-
terest between the categories of assets, the 
value of assets in a separate category must 
also be reduced under the principles of 
§ 1.861–8 by the indebtedness relating to the 
specifically allocated interest. Therefore, 
under paragraph (c)(2)(iii)(B) of this section, 
the value of assets in the passive category 
for purposes of apportioning the additional 
third person interest=0 ($2000 minus $500 (the 
principal amount of the debt, the interest 
payment on which is directly allocated to 
specific interest producing properties) minus 
$1500 (the related person debt allocated to 
passive assets)). Under paragraph (c)(2)(ii)(E) 
of this section, all $100 of the non-definitely 
related third person interest is apportioned 
to the general limitation category 
($100=$100×$2000/($4000¥$500¥$1500)). 

Example 4. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1987, S earns $100 of 
foreign personal holding company income 
that is passive income. S also earns $100 of 
foreign base company sales income that is 
general limitation income. S has $1000 of 
general limitation assets and $1000 of passive 
assets. In 1987, S makes a $150 interest pay-
ment to P on a $1500 loan from P and has $20 
of general and administrative expenses (G & 
A) that under the principles of §§ 1.861–8 
through 1.861–14T is treated as directly allo-
cable to all of P’s gross income. S also makes 
a $25 interest payment to an unrelated per-
son on a $250 loan from the unrelated person. 
S has no other expenses. S uses the asset 
method to apportion interest expense. S uses 
the gross income method to apportion G & A. 

(ii) Under paragraph (c)(2)(ii)(C) of this sec-
tion, $100 of the interest payment to P is al-
locable to S’s passive foreign personal hold-
ing company income. Under paragraph 
(c)(2)(ii)(D) of this section, the additional $50 
of related person interest expense is appor-
tioned to general limitation income 
($50=$50×$1000/$1000). Under paragraph 
(c)(2)(iii)(B) of this section, related person 
debt allocated to passive assets equals $1000 
($1000=$1500×$100/$150). 
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(iii) Under paragraph (c)(2)(ii)(E) of this 
section, none of the $25 of interest expense 
paid to an unrelated person is apportioned to 
passive income ($0=$25×($1000¥$1000)/ 
($2000¥$1000). Twenty-five dollars ($25) of the 
interest expense paid to an unrelated person 
is apportioned to general limitation income 
($25=$25×$1000/($2000¥$1000). Under paragraph 
(c)(2)(ii)(E) of this section, none of the G & A 
is allocable to S’s passive foreign personal 
holding company income ($0=$20×($100¥$100)/ 
($200¥$100). All $20 of the G & A is appor-
tioned to S’s general limitation income 
($20=$20×$100/($200¥$100). 

Example 5. The facts are the same as in Ex-
ample 4, except that S uses the gross income 
method to apportion interest expense. As in 
Example 4, $100 of the interest payment to P 
is allocate to passive income under para-
graph (c)(2)(ii)(C) of this section. Under para-
graph (c)(2)(ii)(D) of this section, the addi-
tional $50 of related person interest expense 
is apportioned to general limitation income 
($150¥100×$100/$100). Under paragraph 
(c)(2)(ii)(E) of this section, none of the unre-
lated person interest expense and none of the 
G & A is apportioned to passive income, be-
cause after the application of paragraph 
(c)(2)(ii)(C) of this section, no passive income 
remains in the passive income category. 

Example 6. Controlled foreign corporation T 
is a wholly-owned subsidiary of S, a con-
trolled foreign corporation. S is a wholly- 
owned subsidiary of P, a domestic corpora-
tion. S is not a financial services entity. S 
and T are incorporated in the same country. 
In 1987, P sells tractors to T, which T sells to 
X, a foreign corporation that is related to 
both S and T and is organized in the same 
country as S and T. S makes a loan to X to 
finance the tractor sales. Assume that the 
interest earned by S from financing the sales 
is export financing interest that is neither 
related person factoring income nor foreign 
personal holding company income. The ex-
port financing interest earned by S is, there-
fore, general limitation income. S earns no 
other income. S makes a $100 interest pay-
ment to P. The $100 of interest paid is allo-
cable under the look-through rules of para-
graph (c)(2)(ii) of this section to the general 
limitation income earned by S and is there-
fore general limitation income to P. 

(3) Rents and Royalties. Any rents or 
royalties received or accrued from a 
controlled foreign corporation in which 
the taxpayer is a United States share-
holder shall be treated as income in a 
separate category to the extent they 
are allocable to income of the con-
trolled foreign corporation in that cat-
egory under the principles of §§ 1.861–8 
through 1.861–14T. 

(4) Dividends—(i) Look-through rule 
for controlled foreign corporations. Any 

dividend paid or accrued out of the 
earnings and profits of any controlled 
foreign corporation, shall be treated as 
income in a separate category in pro-
portion to the ratio of the portion of 
earnings and profits attributable to in-
come in such category to the total 
amount of earnings and profits of the 
controlled foreign corporation. For 
purposes of this paragraph, the term 
‘‘dividend’’ includes any amount in-
cluded in gross income under section 
951(a)(1)(B) as a pro rata share of a con-
trolled foreign corporation’s increase 
in earnings invested in United States 
property. 

(ii) Special rule for dividends attrib-
utable to certain loans. If a dividend is 
distributed to a taxpayer by a con-
trolled foreign corporation, that con-
trolled foreign corporation is the re-
cipient of loan proceeds from a related 
look-through entity (within the mean-
ing of § 1.904–5(i)), and the purpose of 
such loan is to alter the characteriza-
tion of the dividend for purposes of this 
section, then, to the extent of the prin-
cipal amount of the loan, the dividend 
shall be characterized with respect to 
the earnings and profits of the related 
person lender rather than with respect 
to the earnings and profits of the divi-
dend payor. A loan will not be consid-
ered made for the purpose of altering 
the characterization of a dividend if 
the loan would have been made or 
maintained on substantially the same 
terms irrespective of the dividend. The 
determination of whether a loan would 
have been made or maintained on sub-
stantially the same terms irrespective 
of the dividend will be made taking 
into account all the facts and cir-
cumstances of the relationship between 
the lender and the borrower. Thus, for 
example, a loan by a related party 
lender to a controlled foreign corpora-
tion that arises from the sale of inven-
tory in the ordinary course of business 
will not be considered a loan made for 
the purpose of altering the character of 
any dividend paid by the borrower. 

(iii) [Reserved]. For further guidance, 
see § 1.904–5T(c)(4)(iii). 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(4). 
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Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1987, S has earnings and 
profits of $1,000, $600 of which is attributable 
to general limitation income and $400 of 
which is attributable to dividends received 
by S from its wholly-owned subsidiary, T. T 
is a controlled foreign corporation and is in-
corporated and operates in the same country 
as S. All of T’s income is financial services 
income. Neither S’s general limitation in-
come nor the dividend from T is subpart F 
income. In December 1987, S pays a dividend 
to P of $200, all of which is attributable to 
earnings and profits earned in 1987. Six- 
tenths of the dividend ($120) is treated as 
general limitation income because six-tenths 
of S’s earnings and profits are attributable 
to general limitation income. Four-tenths of 
the dividend ($80) is treated as financial serv-
ices income because four-tenths of S’s earn-
ings and profits are attributable to dividends 
from T, and all of T’s earnings are financial 
services income. 

Example 2. A, a United States person, has 
been the sole shareholder in controlled for-
eign corporation X since its organization on 
January 1, 1963. Both X and A are calendar 
year taxpayers. X’s earnings and profits for 
1963 through the end of 1987 totaled $3,000. A 
sells his stock in X at the end of 1987 and re-
alizes a gain of $4,000. Of the total $4,000 gain, 
$3,000 (A’s share of the post-1962 earnings and 
profits) is includible in A’s gross income as a 
dividend and is subject to the look-through 
rules including the transition rule of § 1.904– 
7(a) with respect to the portion of the dis-
tribution out of pre-87 earnings and profits. 
The remaining $1,000 of the gain is includible 
as gain from the sale or exchange of the X 
stock and is passive income to A. 

(d) Effect of exclusions from subpart F 
income—(1) De minimis amount of subpart 
F income. If the sum of a controlled for-
eign corporation’s gross foreign base 
company income (determined under 
section 954(a) without regard to section 
954(b)(5)) and gross insurance income 
(determined under section 953(a)) for 
the taxable year is less than the lesser 
of 5 percent of gross income or 
$1,000,000, then all of that income 
(other than income that would be fi-
nancial services income without regard 
to this paragraph (d)(1)) shall be treat-
ed as general limitation income. In ad-
dition, if the test in the preceding sen-
tence is satisfied, for purposes of para-
graphs (c)(2)(ii) (D) and (E) of this sec-
tion (apportionment of interest ex-
pense to passive income using the asset 
method), any passive limitation assets 
shall be treated as general limitation 

assets. The determination in the first 
sentence shall be made prior to the ap-
plication of the exception for certain 
income subject to a high rate of foreign 
tax described in paragraph (d)(2) of this 
section. 

(2) Exception for certain income subject 
to high foreign tax. Except as provided 
in § 1.904–4(c)(7)(iii) (relating to reduc-
tions in tax upon distribution), for pur-
poses of the dividend look-through rule 
of paragraph (c)(4)(i) of this section, an 
item of net income that would other-
wise be passive income (after applica-
tion of the priority rules of § 1.904–4(l)) 
and that is received or accrued by a 
controlled foreign corporation shall be 
treated as general limitation income, 
and the earnings and profits attrib-
utable to such income shall be treated 
as general limitation earnings and 
profits, if the taxpayer establishes to 
the satisfaction of the Secretary that 
such income was subject to an effective 
rate of income tax imposed by a foreign 
country greater than 90 percent of the 
maximum rate of tax specified in sec-
tion 11 (with reference to section 15, if 
applicable). The preceding sentence has 
no effect on amounts (other than divi-
dends) paid or accrued by a controlled 
foreign corporation to a United States 
shareholder of such controlled foreign 
corporation to the extent those 
amounts are allocable to passive in-
come of the controlled foreign corpora-
tion. 

(3) Examples. The following examples 
illustrate the application of this para-
graph. 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1987, S earns $100 of gross 
income, $4 of which is interest that is sub-
part F foreign personal holding company in-
come and $96 of which is gross manufac-
turing income that is not subpart F income. 
S has no other earnings for 1987. S has no ex-
penses and pays no foreign taxes. S pays P a 
$100 dividend. Under the de minimis rule of 
section 954(b)(3), none of S’s income is treat-
ed as foreign base company income. All of 
S’s income, therefore, is treated as general 
limitation income. The entire $100 dividend 
is general limitation income to P. 

Example 2. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1987, S earns $50 of 
shipping income of a type that is foreign 
base company shipping income. S also earns 
$50 of dividends from T, a foreign corporation 
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in which S owns 45 percent of the voting 
stock, and receives $50 of dividends from U, 
a foreign corporation in which S owns 5% of 
the voting stock. Foreign persons hold the 
remaining voting stock of both T and U. S, 
T, and U are all incorporated in different for-
eign countries. The dividends S receives 
from T and U are of a type that normally 
would be subpart F foreign personal holding 
company income that is passive income. 
Under § 1.904–4(l)(1)(iv), however, the divi-
dends from T are dividends from a noncon-
trolled section 902 corporation rather than 
passive income. S has no expenses. The earn-
ings and profits of S are equal to the net in-
come after taxes of S. The dividends and the 
shipping income are taxed abroad by S’s 
country of incorporation at an effective rate 
of 40 percent. P establishes to the satisfac-
tion of the Secretary that the effective rate 
of tax on both the dividends and the shipping 
income exceeds 90 percent of the maximum 
United States tax rate. Thus, under section 
954(b)(4), neither the shipping income nor the 
dividends are taxed currently to P under sub-
part F. S’s earnings attributable to shipping 
income and dividends from a noncontrolled 
section 902 corporation retain their char-
acter as such. Under paragraph (d)(2) of this 
section, S’s earnings attributable to the divi-
dends from U are treated as earnings attrib-
utable to general limitation income. See 
§§ 1.905–3T and 1.905–4T, however, for rules 
concerning adjustments to the pools of earn-
ings and profits and foreign taxes and rede-
terminations of United States tax liability 
when foreign taxes are refunded in a later 
year. 

(ii) In 1988, S has no earnings and pays a 
$150 dividend (including gross-up) to P. The 
dividend is paid out of S’s post-1986 pool of 
earnings and profits. One-third of the divi-
dend ($50) is attributable to S’s shipping 
earnings, one-third ($50) is attributable to 
the dividend from T, and one-third ($50) is at-
tributable to the dividend from U. Pursuant 
to section 904(d)(3)(E) and paragraph (c)(4) of 
this section, one-third of the dividend is 
shipping income, one-third is a dividend 
from a noncontrolled section 902 corporation, 
T, and one-third is general limitation in-
come to P. 

(e) Treatment of subpart F income in 
excess of 70 percent of gross income—(1) 
Rule. If the sum of a controlled foreign 
corporation’s gross foreign base com-
pany income (determined without re-
gard to section 954(b)(5)) and gross in-
surance income for the taxable year ex-
ceeds 70 percent of the gross income, 
then all of the controlled foreign cor-
poration’s gross income shall be treat-
ed as foreign base company income 
(whichever is appropriate) and, thus, 
included in a United States share-

holder’s gross income. However, the in-
clusion in gross income of an amount 
that would not otherwise be subpart F 
income does not affect its character for 
purposes of determining whether the 
income is within a separate category. 
The determination of whether the con-
trolled foreign corporation’s gross for-
eign base company income and gross 
insurance income exceeds 70 percent of 
gross income is made before the excep-
tion for certain income subject to a 
high rate of foreign tax. 

(2) Example. The following example il-
lustrates the application of this para-
graph. 

Example. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. S earns $100, $75 of which is 
foreign personal holding company income 
and $25 of which is non-subpart F services in-
come. S is not a financial services entity. S’s 
gross and net income are equal. Under the 70 
percent full inclusion rule of section 
954(b)(3)(B), the entire $100 is foreign base 
company income currently taxable to P 
under section 951. Because $75 of the $100 sec-
tion 951 inclusion is attributable to S’s pas-
sive income, $75 of the inclusion is passive 
income to P. The remaining $25 of the inclu-
sion is treated as general limitation income 
to P because $25 is attributable to S’s gen-
eral limitation income. 

(f) Modification of look-through rules 
for certain income—(1) High withholding 
tax interest. If a taxpayer receives or ac-
crues interest from a controlled foreign 
corporation that is a financial services 
entity, and the interest would be de-
scribed as high withholding tax inter-
est if section 904(d)(3) and paragraph 
(c)(2) of this section (the look-through 
rules for interest) did not apply, then 
the interest shall be treated as high 
withholding tax interest to the extent 
that the interest is allocable under sec-
tion 904(d)(3) and paragraph (c)(2)(i) of 
this section to financial services in-
come of the controlled foreign corpora-
tion. See section 904(d)(3)(H). The 
amount treated as high-withholding 
tax interest under this paragraph (f)(1) 
shall not exceed the interest, or equiv-
alent income, of the payor that would 
be taken into account in determining 
the financial services income of the 
payor if the look-through rules applied. 

(2) Distributions from a FSC. Income 
received or accrued by a taxpayer that, 
under the rules of paragraph (c)(4) of 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00761 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



752 

26 CFR Ch. I (4–1–09 Edition) § 1.904–5 

this section (look-through rules for 
dividends), would be treated as foreign 
trade income or as passive income that 
is interest and carrying charges (as de-
fined in section 927(d)(1)), and that is 
also a distribution from a FSC (or a 
former FSC), shall be treated as a dis-
tribution from a FSC (or a former 
FSC). 

(3) Example. The following example il-
lustrates the operation of paragraph 
(f)(1) of this section. 

Example. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. S is a financial services enti-
ty. In 1988, S earns $80 of interest that meets 
the definition of financial services income 
and $20 of high withholding tax interest. S 
makes a $100 interest payment to P. The in-
terest payment to P is subject to a with-
holding tax of 15 percent. Twenty dollars 
($20) of the interest payment to P is consid-
ered to be high withholding tax interest be-
cause, under section 904(d)(3), it is allocable 
to the high withholding tax interest earned 
by S. The remaining eighty dollars ($80) of 
the interest payment is also treated as high 
withholding tax interest to P because, under 
paragraph (f)(1) of this section, interest that 
is subject to a high withholding tax but 
would not be considered to be high with-
holding tax interest under the look-through 
rules of paragraph (c)(2) of this section, shall 
be treated as high withholding tax interest 
to the extent that the interest would have 
been treated as financial services interest in-
come under the look-through rules of para-
graph (c)(2)(i) of this section. 

(g) Application of look-through rules to 
certain domestic corporations. The prin-
ciples of section 904(d)(3) and this sec-
tion shall apply to any foreign source 
interest, rents and royalties paid by a 
United States corporation to a related 
corporation. For this purpose, a United 
States corporation and another cor-
poration are considered to be related if 
one owns, directly or indirectly, stock 
possessing more than 50 percent of the 
total voting power of all classes of 
stock of the other corporation or more 
than 50 percent of the total value of 
the other corporation. In addition, a 
United States corporation and another 
corporation shall be considered to be 
related if the same United States 
shareholders own, directly or indi-
rectly, stock possessing more than 50 
percent of the total voting power of all 
classes of stock or more than 50 per-
cent of the total value of each corpora-

tion. For purposes of this paragraph, 
the constructive stock ownership rules 
of section 318 and the regulations under 
that section apply. For taxable years 
beginning before January 1, 2001, this 
paragraph (g) shall be applied by sub-
stituting ‘‘50 percent or more’’ for 
‘‘more than 50 percent’’ each place it 
appears. 

(h) Application of look-through rules to 
partnerships and other pass-through enti-
ties—(1) General rule. Except as pro-
vided in paragraph (h)(2) of this sec-
tion, a partner’s distributive share of 
partnership income shall be character-
ized as income in a separate category 
to the extent that the distributive 
share is a share of income earned or ac-
crued by the partnership in such cat-
egory. Payments to a partner described 
in section 707 (e.g., payments to a part-
ner not acting in capacity as a partner) 
shall be characterized as income in a 
separate category to the extent that 
the payment is attributable under the 
principles of § 1.861–8 and this section 
to income earned or accrued by the 
partnership in such category, if the 
payments are interest, rents, or royal-
ties that would be characterized under 
the look-through rules of this section if 
the partnership were a foreign corpora-
tion, and the partner who receives the 
payment owns 10 percent or more of 
the value of the partnership. A pay-
ment by a partnership to a member of 
the controlled group (as defined in 
paragraph (a)(3) of this section) of the 
partner shall be characterized under 
the look-through rules of this section if 
the payment would be a section 707 
payment entitled to look-through 
treatment if it were made to the part-
ner. 

(2) Exception for certain partnership in-
terests—(i) Rule. Except as otherwise 
provided, if any limited partner or cor-
porate general partner owns less than 
10 percent of the value in a partner-
ship, the partner’s distributive share of 
partnership income from the partner-
ship shall be passive income to the 
partner, and the partner’s distributive 
share of partnership deductions from 
the partnership shall be allocated and 
apportioned under the principles of 
§ 1.861–8 only to the partner’s passive 
income from that partnership. 
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(ii) Exceptions. To the extent a part-
ner’s distributive share of income from 
a partnership is a share of high with-
holding tax interest received or ac-
crued by the partnership, that part-
ner’s distributive share of partnership 
income will be high withholding tax in-
terest regardless of the partner’s level 
of ownership in the partnership. If a 
partnership interest described in para-
graph (h)(2)(i) of this section is held in 
the ordinary course of a partner’s ac-
tive trade or business, the rules of 
paragraph (h)(1) of this section shall 
apply for purposes of characterizing 
the partner’s distributive share of the 
partnership income. A partnership in-
terest will be considered to be held in 
the ordinary course of a partner’s ac-
tive trade or business if the partner (or 
a member of the partner’s affiliated 
group of corporations (within the 
meaning of section 1504(a) and without 
regard to section 1504(b)(3))) engages 
(other than through a less than 10 per-
cent interest in a partnership) in the 
same or related trade or business as 
the partnership. 

(3) [Reserved] For further guidance, 
see § 1.904–5T(h)(3). 

(4) Value of a partnership interest. For 
purposes of paragraphs (i), (h)(1), and 
(h)(2) of this section, a partner will be 
considered as owning 10 percent of the 
value of a partnership for a particular 
year if the partner has 10 percent of the 
capital and profits interest of the part-
nership. Similarly, a partnership (first 
partnership) is considered as owning 50 
percent of the value of another part-
nership (second partnership) if the first 
partnership owns 50 percent of the cap-
ital and profits interests of another 
partnership. For this purpose, value 
will be determined at the end of the 
partnership’s taxable year. Similarly, a 
partnership (first partnership) is con-
sidered as owning more than 50 percent 
of the value of another partnership 
(second partnership) if the first part-
nership owns more than 50 percent of 
the capital and profits interests of the 
second partnership. For this purpose, 
value will be determined at the end of 
the partnership’s taxable year. For tax-
able years beginning before January 1, 
2001, the second preceding sentence 
shall be applied by substituting ‘‘50 
percent’’ for ‘‘more than 50 percent’’. 

(i) Application of look-through rules to 
related entities—(1) [Reserved]. For fur-
ther guidance, see § 1.904–5T(i)(1). 

(2) Exception for distributive shares of 
partnership income. In the case of tiered 
partnership arrangements, a distribu-
tive share of partnership income will 
be characterized under the look- 
through rules of section 904(d)(3) and 
this section if the partner meets the re-
quirements of paragraph (h)(1) of this 
section with respect to the partnership 
(first partnership), whether or not the 
income is received through another 
partnership or partnerships (second 
partnership) and whether or not the 
first partnership and the second part-
nership are considered to be related 
under the rules of paragraph (i)(1) of 
this section. 

(3) and (4) [Reserved]. For further 
guidance, see § 1.904–5T(i)(3) and (4). 

(5) Examples. The following examples 
illustrate the provisions of this para-
graph (i): 

Example 1. P, a domestic corporation, owns 
all of the stock of S, a controlled foreign cor-
poration. S owns 40 percent of the stock of T, 
a Country X corporation that is a controlled 
foreign corporation. The remaining 60 per-
cent of the stock of T is owned by V, a do-
mestic corporation. The percentages of value 
and voting power of T owned by S and V cor-
respond to their percentages of stock owner-
ship. T owns 40 percent (by vote and value) of 
the stock of U, a Country Z corporation that 
is a controlled foreign corporation. The re-
maining 60 percent of U is owned by unre-
lated U.S. persons. U earns exclusively gen-
eral limitation non-subpart F income. In 
2001, U makes an interest payment of $100 to 
T. Look-through principles do not apply be-
cause T and U are not related look-through 
entities under paragraph (i)(1) of this section 
(because T does not own more than 50 per-
cent of the voting power or value of U). The 
interest is passive income to T, and is sub-
part F income to P and V. Under paragraph 
(c)(1) of this section, look-through principles 
determine P and V’s characterization of the 
subpart F inclusion from T. P and V there-
fore must characterize the inclusion as pas-
sive income. 

Example 2. The facts are the same as in Ex-
ample 1 except that instead of a $100 interest 
payment, U pays a $50 dividend to T in 2001. 
P and V each own, directly or indirectly, 
more than 10 percent of the voting power of 
all classes of stock of both T and U. Pursu-
ant to paragraph (i)(3) of this section, for 
purposes of applying this section to the divi-
dend from U to T, U and T are treated as re-
lated look-through entities. Therefore, look- 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00763 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



754 

26 CFR Ch. I (4–1–09 Edition) § 1.904–5 

through principles apply to characterize the 
dividend income as general limitation in-
come to T. The dividend is subpart F income 
of T that is taxable to P and V. The subpart 
F inclusions of P and V are also subject to 
look-through principles, under paragraph 
(c)(1) of this section, and are characterized as 
general limitation income to P and V be-
cause the income is general limitation in-
come of T. 

Example 3. The facts are the same as in Ex-
ample 1, except that U pays both a $100 inter-
est payment and a $50 dividend to T, and T 
owns 80 percent (by vote and value) of U. 
Under paragraph (i)(1) of this section, T and 
U are related look-through entities, because 
T owns more than 50 percent (by vote and 
value) of U. Therefore, look-through prin-
ciples apply to both the interest and divi-
dend income paid or accrued by U to T, and 
T treats both types of income as general lim-
itation income. Under paragraph (c)(1) of 
this section, P and V apply look-through 
principles to the resulting subpart F inclu-
sions, which therefore are also general limi-
tation income to P and V. 

Examples 4 and 5. [Reserved]. For further 
guidance, see § 1.904–5T(i)(5) Examples 4 and 5. 

(j) Look-through rules applied to pas-
sive foreign investment company inclu-
sions. If a passive foreign investment 
company is a controlled foreign cor-
poration and the taxpayer is a United 
States shareholder in that passive for-
eign investment company, any amount 
included in gross income under section 
1293 shall be treated as income in a sep-
arate category to the extent the 
amount so included is attributable to 
income received or accrued by that 
controlled foreign corporation that is 
described as income in the separate 
category. For purposes of this para-
graph (j), the priority rules of § 1.904– 
4(l) shall apply prior to the application 
of the rules of this paragraph. 

(k) Ordering rules—(1) In general. In-
come received or accrued by a related 
person to which the look-through rules 
apply is characterized before amounts 
included from, or paid or distributed by 
that person and received or accrued by 
a related person. For purposes of deter-
mining the character of income re-
ceived or accrued by a person from a 
related person if the payor or another 
related person also receives or accrues 
income from the recipient and the 
look-through rules apply to the income 
in all cases, the rules of paragraph 
(k)(2) of this section apply. 

(2) Specific rules. For purposes of 
characterizing income under this para-
graph, the following types of income 
are characterized in the order stated: 

(i) Rents and royalties; 
(ii) Interest; 
(iii) Subpart F inclusions and dis-

tributive shares of partnership income; 
(iv) Dividend distributions. 

If an entity is both a recipient and a 
payor of income described in any one of 
the categories described in (k)(2) (i) 
through (iv) of this section, the income 
received will be characterized before 
the income that is paid. In addition, 
the amount of interest paid or accrued, 
directly or indirectly, by a person to a 
related person shall be offset against 
and eliminate any interest received or 
accrued, directly or indirectly, by a 
person from that related person before 
application of the ordering rules of this 
paragraph. In a case in which a person 
pays or accrues interest to a related 
person, and also receives or accrues in-
terest indirectly from the related per-
son, the smallest interest payment is 
eliminated and the amount of all other 
interest payments are reduced by the 
amount of the smallest interest pay-
ment. 

(l) Examples. The following examples 
illustrate the application of paragraphs 
(g), (h), (i), and (k) of this section. 

Example 1. S and T, controlled foreign cor-
porations, are wholly-owned subsidiaries of 
P, a domestic corporation. S and T are incor-
porated in two different foreign countries 
and T is a financial services entity. In 1987, 
S earns $100 of income that is general limita-
tion foreign base company sales income. 
After expenses, including a $50 interest pay-
ment to T, S’s income is subject to foreign 
tax at an effective rate of 40 percent. P elects 
to exclude S’s $50 of net income from subpart 
F under section 954(b)(4). T earns $350 of in-
come that consists of $300 of subpart F finan-
cial services income and $50 of interest re-
ceived from S. The $50 of interest is foreign 
personal holding company income in T’s 
hands because section 954(c)(3)(A)(i) (same 
country exception for interest payments) 
does not apply. The $50 of interest is also 
general limitation income to T because S 
and T are related look-through entities with-
in the meaning of paragraph (i)(1) of this sec-
tion and, therefore the look-through rules of 
paragraph (c)(2)(i) of this section apply to 
characterize the interest payment. Thus, 
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with respect to T, P includes in its gross in-
come $50 of general limitation foreign per-
sonal holding company income and $300 of fi-
nancial services income. 

Example 2. The facts are the same as in Ex-
ample (1) except that instead of earning $100 
of general limitation foreign base company 
sales income, S earns $100 of foreign personal 
holding company income that is passive in-
come. Although the interest payment to T 
would otherwise be passive income, T is a fi-
nancial services entity and, under § 1.904– 
4(e)(1), the income is treated as financial 
services income in T’s hands. Thus, P’s en-
tire $350 section 951 inclusion consists of fi-
nancial services income. 

Example 3. P, a domestic corporation, whol-
ly-owns S, a domestic corporation that is a 
80/20 corporation. In 1987, S’s earnings con-
sist of $100 of foreign source shipping income 
and $100 of foreign source high withholding 
tax interest. S makes a $100 foreign source 
interest payment to P. The interest payment 
to P is subject to the look-through rules of 
paragraph (c)(2)(i) of this section, and is 
characterized as shipping income and high 
withholding tax interest to the extent that 
it is allocable to such income in S’s hands. 

Example 4. PS is a domestic partnership 
that is the sole shareholder of controlled for-
eign corporation S. PS has two general part-
ners, A and B. A and B each have a greater 
than 10 percent interest in PS. PS also has 
two limited partners, C and D. C has a 50 per-
cent interest in the partnership and D has a 
9 percent interest. A, B, C and D are all 
United States persons. In 1987, S has $100 of 
general limitation non-subpart F income on 
which it pays no foreign tax. S pays a $100 
dividend to PS. The dividend is the only in-
come of PS. Under the look-through rule of 
paragraph (c)(4) of this section, the dividend 
to PS is general limitation income. Under 
paragraph (h)(1) of this section, A’s, B’s, and 
C’s distributive shares of PS’s income are 
general limitation income. Under paragraph 
(h)(2) of this section, because D is a limited 
partner with a less than 10 percent interest 
in PS, D’s distributive share of PS’s income 
is passive income. 

Example 5. P has a 25 percent interest in 
partnership PS that he sells to X for $110. P’s 
basis in his partnership interest is $35. P rec-
ognizes $75 of gain on the sale of its partner-
ship interest and is subject to no foreign tax. 
Under paragraph (h)(3) of this section, the 
gain is treated as passive income. 

Example 6. P, a domestic corporation, owns 
100 percent of the stock of S, a controlled 
foreign corporation, and S owns 100 percent 
of the stock of T, a controlled foreign cor-
poration. S has $100 of passive foreign per-
sonal holding company income from unre-
lated persons and $100 of general limitation 
income. S also has $50 of interest income 
from T. S pays T $100 of interest. Under para-
graph (k)(2) of this section, the $100 interest 

payment from S to T is reduced for limita-
tion purposes to the extent of the $50 inter-
est payment from T to S before application 
of the rules in paragraph (c)(2)(ii) of this sec-
tion. Therefore, the interest payment from T 
to S is disregarded. S is treated as if it paid 
$50 of interest to T, all of which is allocable 
to S’s passive foreign personal holding com-
pany income. Therefore the $50 interest pay-
ment from S to T is passive income. 

Example 7. P, a domestic corporation, owns 
100 percent of the stock of S, a controlled 
foreign corporation. S owns 100 percent of 
the stock of T, a controlled foreign corpora-
tion and 100 percent of the stock of U, a con-
trolled foreign corporation. In 1988, T pays S 
$5 of interest, S pays U $10 of interest and U 
pays T $20 of interest. Under paragraph (k)(2) 
of this section, the interest payments from S 
to U must be offset by the amount of interest 
that S is considered as receiving indirectly 
from U and the interest payment from U to 
T is offset by the amount of the interest pay-
ment that U is considered as receiving indi-
rectly from T. The $l0 payment by S to U is 
reduced by $5, the amount of the interest 
payment from T to S that is treated as being 
paid indirectly by U to S. Similarly, the $20 
interest payment from U to T is reduced by 
$5, the amount of the interest payment from 
S to U that is treated as being paid indi-
rectly by T to U. Therefore, under paragraph 
(k)(2) of this section, T is treated as having 
made no interest payment to S, S is treated 
as having paid $5 of interest to U, and U is 
treated as having paid $15 to T. 

Example 8. (i) P, a domestic corporation, 
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100 
percent of the stock of T, a controlled for-
eign corporation. In 1987, S earns $100 of pas-
sive foreign personal holding company in-
come and $100 of general limitation non-sub-
part F sales income from unrelated persons 
and $100 of general limitation non-subpart F 
interest income from a related person, W. S 
pays $150 of interest to T. T earns $200 of gen-
eral limitation sales income from unrelated 
persons and the $150 interest payment from 
S. T pays S $100 of interest. 

(ii) Under paragraph (k)(2) of this section, 
the $100 interest payment from T to S re-
duces the $150 interest payment from S to T. 
S is treated as though it paid $50 of interest 
to T. T is treated as though it made no inter-
est payment to S. 

(iii) Under paragraph (k)(2)(ii) of this sec-
tion, the remaining $50 interest payment 
from S to T is then characterized. The inter-
est payment is first allocable under the rules 
of paragraph (c)(2)(ii)(C) of this section to S’s 
passive income. Therefore, the $50 interest 
payment to T is passive income. The interest 
income is foreign personal holding company 
income in T’s hands. T, therefore, has $50 of 
subpart F passive income and $200 of non- 
subpart F general limitation income. 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00765 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



756 

26 CFR Ch. I (4–1–09 Edition) § 1.904–5 

(iv) Under paragraph (k)(2)(iii) of this sec-
tion, subpart F inclusions are characterized 
next. P has a subpart F inclusion with re-
spect to S of $50 that is attributable to pas-
sive income of S and is treated as passive in-
come to P. P has a subpart F inclusion with 
respect to T of $50 that is attributable to 
passive income of T and is treated as passive 
income to P. 

Example 9. (i) P, a domestic corporation, 
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100 
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of 
the stock of U, a controlled foreign corpora-
tion. In 1987, S earns $100 of passive foreign 
personal holding company income and $200 of 
non-subpart F general limitation income 
from unrelated persons. S also receives $150 
of dividend income from T. S pays $100 of in-
terest to T and $100 of interest to U. U earns 
$300 of non-subpart F general limitation in-
come and the $100 of interest received from 
S. U pays a $100 royalty to T. T earns the 
$100 interest payment received from S and 
the $100 royalty received from U. 

(ii) Under paragraph (k)(2)(i) of this sec-
tion, the royalty paid by U to T is character-
ized first. Assume that the royalty is di-
rectly allocable to U’s general limitation in-
come. Also assume that the royalty is not 
subpart F income to T. With respect to T, 
the royalty is general limitation income. 

(iii) Under paragraph (k)(2)(ii) of this sec-
tion, the interest payments from S to T and 
U are characterized next. This characteriza-
tion is done without regard to any dividend 
income received by S because, under para-
graph (k)(2) of this section, dividends are 
characterized after interest payments from a 
related person. The interest payments are 
first allocable to S’s passive income under 
paragraph (c)(2)(ii)(C) of this section. There-
fore, $50 of the interest payment to T is pas-
sive and $50 of the interest payment to U is 
passive. The remaining $50 paid to T is gen-
eral limitation income and the remaining $50 
paid to U is general limitation income. All of 
the interest payments to T and U are subpart 
F foreign personal holding company income 
to both recipients. 

(iv) Under paragraph (k)(2)(iii) of this sec-
tion, P has a $100 subpart F inclusion with 
respect to T that is characterized next. Fifty 
dollars ($50) of the subpart F inclusion is pas-
sive income to P because it is attributable to 
the passive income portion of the interest in-
come received by T from S, and $50 of the in-
clusion is treated as general limitation in-
come to P because it is attributable to the 
general limitation portion of the interest in-
come received by T from S. Under paragraph 
(k)(2)(iii) of this section, P also has a $100 
subpart F inclusion with respect to U. Fifty 
dollars ($50) of the subpart F inclusion is pas-
sive income to P because it is attributable to 
the passive portion of the interest income re-

ceived by U from S, and $50 of the inclusion 
is general limitation income to P because it 
is attributable to the general limitation por-
tion of the interest income received by U 
from S. 

(v) Under paragraph (k)(2)(iv) of this sec-
tion, the $150 distribution from T to S is 
characterized next. One-hundred dollars 
($100) of the distribution is out of earnings 
and profits attributable to previously taxed 
income. Therefore, only $50 is a dividend 
that is subject to the look-through rules of 
paragraph (d) of this section. The $50 divi-
dend is attributable to T’s general limitation 
income and is general limitation income to S 
in its entirety. 

Example 10. (i) P, a domestic corporation, 
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100 
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of 
the stock of U, a controlled foreign corpora-
tion. S, T and U are all incorporated in the 
same foreign country. In 1987, S earns $100 of 
passive foreign personal holding income and 
$200 of general limitation non-subpart F in-
come from unrelated persons. S pays $100 of 
interest to T and $100 of interest to U. U 
earns $300 of general limitation non-subpart 
F income and the $100 of interest received 
from S. T’s only income is the $100 interest 
payment received from S. 

(ii) Under paragraph (k)(2)(ii) of this sec-
tion, the interest payments from S to T and 
U are characterized first. The interest pay-
ments are first allocated under the rule of 
paragraph (c)(2)(ii)(C) of this section to S’s 
passive income. Therefore, under that provi-
sion and paragraph (c)(2)(i) of this section, 
$50 of the interest payment to T is passive 
income to T and $50 of the interest payment 
to U is passive income to U. The remaining 
$50 paid to T is general limitation income 
and the remaining $50 paid to U is general 
limitation income. 

(iii) Under paragraph (k)(2)(iii) of this sec-
tion, any subpart F inclusion of P is deter-
mined and characterized next. Under para-
graph (c)(1)(i) of this section, paragraphs 
(c)(2)(i) and (c)(2)(ii) apply not only for pur-
poses of determining the separate category 
of income of S to which the interest pay-
ments from S to T and U are allocable but 
also for purposes of determining the subpart 
F income of T and U. Although the interest 
payments from S to T and U are ‘‘same coun-
try’’ interest payments that would otherwise 
be excludible from T’s and U’s subpart F in-
come under section 954(c)(3)(A)(i), section 
954(c)(3)(B) provides that the exception for 
same country payments between related per-
sons shall not apply to the extent such pay-
ments have reduced the subpart F income of 
the payor. In this case, $50 of the $100 inter-
est payment from S to T reduced S’s subpart 
F income and $50 of the $100 interest pay-
ment from S to U reduced the remaining $50 
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of S’s subpart F income. Therefore, T has $50 
of subpart F income that is passive income 
and U has $50 of subpart F income that is 
passive income. P includes $100 of subpart F 
income in gross income that is passive in-
come to P. 

(iv) The remaining $50 of interest paid by S 
to T and the remaining $50 of interest paid 
by S to U is not subpart F income to T or U 
because it did not reduce S’s subpart F in-
come and is therefore eligible for the same 
country exception. 

Example 11. P, a domestic corporation, 
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100 
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of 
the stock of U, a controlled foreign corpora-
tion. In 1991, T earns $100 of general limita-
tion income that is not subpart F income 
and distributes the entire amount to S as a 
dividend. S earns $100 of passive foreign per-
sonal holding company income and the $100 
dividend from T. S pays $100 of interest to U. 
U earns $200 of general limitation income 
that is foreign base company income and $100 
of interest income from S. This transaction 
does not involve circular payments and, 
therefore, the ordering rules of paragraph 
(k)(2) of this section do not apply. Instead, 
pursuant to paragraph (k)(1) of this section, 
income received is characterized first. T’s 
earnings and, thus, the dividend from T to S 
are characterized first. S includes the $100 
dividend from T in gross income as general 
limitation income because all of T’s earnings 
are general limitation income. S thus has 
$100 of passive foreign personal holding com-
pany income and $100 of general limitation 
income. The interest payment to U is then 
characterized as $100 passive income under 
paragraph (c)(2)(ii)(C) of this section (alloca-
tion of related person interest to passive for-
eign personal holding company income). For 
1991, U thus has $200 of general limitation in-
come that is subpart F income, and $100 of 
passive foreign personal holding company in-
come. For 1991, P includes in its gross in-
come $200 of general limitation subpart F in-
come from U, $100 of passive subpart F in-

come from U (relating to the interest pay-
ment from S to U), and $100 of general limi-
tation subpart F income from S (relating to 
the dividend from T to S). 

(m) Application of section 904(g)—(1) 
[Reserved]. For further guidance, see 
§ 1.904–5T(m)(1). 

(2) Treatment of interest payments. (i) 
Interest payments from controlled foreign 
corporations. If interest is received or 
accrued by a United States shareholder 
or a person related to a United States 
shareholder (within the meaning of 
paragraph (c)(2)(ii) of this section) 
from a controlled foreign corporation, 
the interest shall be considered to be 
allocable to income of the controlled 
foreign corporation from sources with-
in the United States for purposes of 
section 904(d) to the extent that the in-
terest is allocable under paragraph 
(c)(2)(ii)(C) of this section to passive in-
come that is from sources within the 
United States. If related person inter-
est is less than or equal to passive in-
come, the related person interest will 
be allocable to United States source 
passive income based on the ratio of 
United States source passive income to 
total passive income. To the extent 
that related person interest exceeds 
passive income, and, therefore, is allo-
cated under paragraph (c)(2)(ii)(D) of 
this section to income in a separate 
category other than passive, the fol-
lowing formulas apply in determining 
the portion of the interest payment 
that is from sources within the United 
States. If the taxpayer uses the gross 
income method to allocate interest, 
the portion of the interest payment 
from sources within the United States 
is determined as follows: 

The amount of the interest payment
arate category under

paragraph (c)(2)(ii)(D) of this section

Gross income from United States sources
in that category

me from all sources
in that category

allocated to the sep
Gross inco

×

(ii) [Reserved]. For further guidance, 
see § 1.904–5T(m)(2)(ii). 

If the taxpayer uses the asset method 
to allocate interest, then the portion of 
the interest payment from sources 

within the United States is determined 
as follows: 
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The amount of the interest payment
allocated arate category under
paragraph (c)(2)(ii)(D) of this section

stic assets in that category
to the sep

Value of dome

Value of total assets in that category
×

For purposes of this paragraph, the 
value of assets in a separate category 
is the value of assets as determined 
under the principles of § 1.861–9T(g). See 
§ 1.861–10T(d)(2) for purposes of deter-
mining the value of assets and gross in-
come in a separate category as reduced 
for indebtedness the interest on which 
is directly allocated. 

(3) Examples. The following examples 
illustrate the application of this para-
graph. 

Example 1. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1988, S pays P $300 of in-
terest. S has no other expenses. In 1988, S has 
$3000 of assets that generate $650 of foreign 
source general limitation sales income and a 
$1000 loan to an unrelated foreign person 
that generates $20 of foreign source passive 
interest income. S also has a $4000 loan to an 
unrelated United States person that gen-
erates $70 of United States source passive in-
come and $4000 of inventory that generates 
$100 of United States source general limita-
tion income. S uses the asset method to allo-
cate interest expense. The following chart 
summarizes S’s assets and income: 

Foreign U.S. Totals 

Assets: 
Passive ...................... 1000 4000 5000 
General ...................... 3000 4000 7000 

TotaI .................... 4000 8000 12000 
Income: 

Passive ...................... 20 70 90 
General ...................... 650 100 750 

Total .................... 670 170 840 

Under paragraph (c)(2)(ii)(C) of this section, 
$90 of the related person interest payment is 
allocable to S’s passive income. Under para-
graph (m)(2) of this section, $70 is from 
sources within the United States and $20 is 
from foreign sources. Under paragraph 
(c)(2)(ii)(D) of this section, the remaining 
$210 of the related person interest payment is 
allocated to general limitation income. 
Under paragraph (m)(2) of this section, $120 
of the remaining $210 is treated as income 
from sources within the United States 
($120=$210×$4000/$7000) and $90 is treated as in-
come from foreign sources. ($90=$210×$3000/ 
$7000). 

Example 2. The facts are the same as in Ex-
ample 1 except that S uses the gross income 

method to allocate interest expense. The 
first $90 of related person interest expense is 
allocated to passive income in the same 
manner as in Example 1. Under paragraph 
(c)(2)(ii)(D) of this section, the remaining 
$210 of the related person interest expense is 
allocated to general limitation income. 
Under paragraph (m)(2) of this section, $28 of 
the remaining $210 is treated as income from 
United States sources ($28=$210×$100/$750) and 
$182 is treated as income from foreign 
sources ($182=$210×$650/$750). 

Example 3. Controlled foreign corporation S 
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1988, S pays $300 of inter-
est to P. S has no other expenses. S uses the 
asset method to allocate interest expense. In 
1988, S has $4000 of assets that generate $650 
of foreign source general limitation manu-
facturing income and a $1000 loan to an unre-
lated foreign person that generates $100 of 
foreign source passive interest income. S has 
$500 of shipping assets that generate $200 of 
foreign source shipping income and $500 of 
shipping assets that generate $200 of United 
States source shipping income. S also has a 
$1000 loan to an unrelated United States per-
son that generates $100 of United States 
source passive income. S’s passive income is 
not also described as shipping income. The 
following chart summarizes S’s assets and 
income: 

Foreign U.S. Totals 

Assets: 
Passive ...................... 1000 1000 2000 
Shipping ..................... 500 500 1000 
General ...................... 4000 0 4000 

Total .................... 5500 1500 7000 
Income: 

Passive ...................... 100 100 200 
Shipping ..................... 200 200 400 
General ...................... 650 0 650 

Total .................... 950 300 1250 

Under paragraph (c)(2)(ii)(C) of this section, 
$200 of the related person interest payment is 
allocable to S’s passive income. Under para-
graph (m)(2) of this section, $100 of this 
amount is from foreign sources and $100 is 
from sources within the United States. 

Under paragraph (c)(2)(ii)(D) of this sec-
tion, $80 of the remaining $100 of the related 
person interest payment is allocated to gen-
eral limitation income ($80=$100×$4000/$5000) 
and $20 is allocated to shipping income 
($20=$100×$1000/$5000). 
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Under paragraph (m)(2) of this section, 
none of $80 of the interest payment allocated 
to general limitation income is treated as in-
come from United States sources ($0=$80×$0/ 
$4000). Therefore, the entire $80 is treated as 
income from foreign sources. 

Under paragraph (m)(2) of this section, $10 
of the $20 of the interest payment allocated 
to the shipping income is treated as income 
from United States sources ($10=$20×$500/ 
$1000) and $10 of the $20 is treated as income 
from foreign sources ($10=$20×$500/$1000). 

Example 4. The facts are the same as in Ex-
ample 3 except that S uses the gross income 
method to allocate interest expense. The in-
terest allocated to passive income under 
paragraph (c)(2)(ii)(C) of this section is the 
same, $200, $100 from United States sources 
and $100 from foreign sources. 

Under paragraph (c)(2)(ii)(D) of this sec-
tion, the remaining $100 of related person in-
terest is allocated between the shipping and 
general limitation categories based on the 
gross income in those categories. Therefore, 
$38 of the remaining $100 interest payment is 
allocated to shipping income ($38=$100×$400/ 
($1250¥$200)) and $62 is treated as allocated 
to general limitation income ($62=$100×$650/ 
($1250–$200)). 

Under paragraph (m)(2) of this section, $19 
of the $38 allocable to shipping income is 
treated as income from United States 
sources ($19=$38×$200/$400) and $19 is treated 
as income from foreign sources ($19=$38×$200/ 
$400). 

Under paragraph (m)(2) of this section, all 
of the $62 allocated to general limitation in-
come is treated as income from foreign 
sources ($62=$62×$650/$650). 

(4) Treatment of dividend payments—(i) 
[Reserved]. For further guidance, see 
§ 1.904–5T(m)(4)(i). 

(ii) Determination of earnings and prof-
its from United States sources. In order to 
determine the portions of earnings and 
profits from United States sources and 
from foreign sources within each sepa-
rate category, related person interest 
shall be allocated to the United States 
source portion of income in a separate 
category by applying the rules of para-
graph (m)(2) of this section. Other ex-
penses shall be allocated by applying 
the rules of paragraph (c)(2)(ii) of this 
section separately to the United States 
source income and the foreign source 
income in each category. For example, 
unrelated person interest expense that 
is allocated among categories of in-
come based upon the relative amounts 
of assets in a category must be allo-
cated between United States and for-
eign source income within each cat-

egory by applying the rules of para-
graph (c)(2)(ii)(E) of this section sepa-
rately to United States source and for-
eign source assets in the separate cat-
egory. 

(iii) Example. The following example 
illustrates the application of this para-
graph. 

Example. Controlled foreign corporation, S, 
is a wholly owned subsidiary of P, a domestic 
corporation. S is a financial services entity. 
In 1987, S has $100 of non-subpart F general 
limitation earnings and profits and $100 of 
non-subpart F financial services income. 
None of the general limitation earnings and 
profits are from sources within the United 
States, and $50 of the financial services earn-
ings and profits are from United States 
sources. In 1988, S earns $300 of non-subpart 
F general limitation earnings and profits and 
$500 of non-subpart F financial services earn-
ings and profits. One hundred dollars ($100) of 
the general limitation earnings and profits 
are from sources within the United States. 
None of the financial services earnings and 
profits are from United States sources. In 
1988, S pays P a $500 dividend. Under para-
graph (c)(4) of this section, $200 of the divi-
dend is attributable to general limitation 
earnings and profits ($200=$500×$400/$1000). 
Under this paragraph (m)(3), the portion of 
the dividend that is attributable to general 
limitation earnings and profits from sources 
within the United States is $50 ($200×$100/ 
$400). Under paragraph (c)(4) of this section, 
$300 of the dividend is attributable to finan-
cial services earnings and profits 
($300=$500×$600/$1000). Under this paragraph 
(m)(3), the portion of the dividend that is at-
tributable to financial services earnings and 
profits from sources within the United 
States is $25 ($300×$50/$600). 

(5) Treatment of subpart F inclusions— 
(i) Rule. Any amount included in the 
gross income of a United States share-
holder of a controlled foreign corpora-
tion under section 951(a)(1)(A) shall be 
treated as income subject to a separate 
limitation that is derived from sources 
within the United States to the extent 
such amount is attributable to income 
of the controlled foreign corporation in 
the corresponding category of income 
from sources within the United States. 
In order to determine a controlled for-
eign corporation’s taxable income and 
earnings and profits from sources with-
in the United States in each separate 
category, the principles of paragraph 
(m)(4)(ii) of this section shall apply. 
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(ii) Example. The following example 
illustrates the application of this para-
graph (m)(5). 

Example. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic 
corporation, P. In 1987, S earns $100 of sub-
part F foreign personal holding company in-
come that is passive income. Of this amount, 
$40 is derived from sources within the United 
States. S also earns $50 of subpart F general 
limitation income. None of this income is 
from sources within the United States. As-
sume that S pays no foreign taxes and has no 
expenses. P is required to include $150 in 
gross income under section 951(a). Of this 
amount, $60 will be foreign source passive in-
come to P and $40 will be United States 
source passive income to P. Fifty dollars 
($50) will be foreign source general limita-
tion income to P. 

(6) Treatment of section 78 amount. For 
purposes of treating taxes deemed paid 
by a taxpayer under section 902(a) and 
section 960(a)(1) as a dividend under 
section 78, taxes that are paid or ac-
crued with respect to United States 
source income in a separate category 
shall be treated as United States 
source income in that separate cat-
egory. 

(7) Coordination with treaties—(i) Rule. 
If any amount of income derived from 
a United States-owned foreign corpora-
tion, as defined in section 904(g)(6), 
would be treated as derived from 
sources within the United States under 
section 904(g) and this paragraph (m) 
and, pursuant to an income tax conven-
tion with the United States, the tax-
payer chooses to avail itself of benefits 
of the convention that treat that 
amount as arising from sources outside 
the United States under a rule explic-
itly treating the income as foreign 
source, then that amount will be treat-
ed as foreign source income. However, 
sections 904 (a), (b), (c), (d) and (f), 902, 
907, and 960 shall be applied separately 
to amounts described in the preceding 
sentence with respect to each treaty 
under which the taxpayer has claimed 
benefits and, within each treaty, to 
each separate category of income. 

(ii) Example. The following example 
illustrates the application of this para-
graph (m)(7). 

Example. Controlled foreign corporation S 
is incorporated in Country A and is a wholly- 
owned subsidiary of P, a domestic corpora-

tion. In 1990, S earns $80 of foreign base com-
pany sales income in Country A which is 
general limitation income and $40 of U.S. 
source interest income. S incurs $20 of ex-
penses attributable to its sales business. S 
pays P $40 of interest that is allocated to 
U.S. source passive income under paragraphs 
(c)(2)(ii)(C) and (m)(2) of this section. Assume 
that earnings and profits equal net income. 
All of S’s net income of $60 is includible in 
P’s gross income under subpart F (section 
951(a)(1)). For 1990, P also has $100 of passive 
income derived from investments in Country 
B. Pursuant to section 904(g)(3) and para-
graph (m)(2) of this section, the $40 interest 
payment from S is United States source in-
come to P because it is attributable to 
United States source interest income of S. 
The United States-Country A income tax 
treaty, however, treats all interest payments 
by residents of Country A as Country A 
sourced and P elects to apply the treaty. 
Pursuant to section 904(g)(10) and this para-
graph (m)(7), the entire interest payment 
will be treated as foreign source income to P. 
P thus has $60 of foreign source general limi-
tation income, $40 of foreign source passive 
income from S, and $100 of other foreign 
source passive income. In determining P’s 
foreign tax credit limitation on passive in-
come, the passive income from Country A 
shall be treated separately from any other 
passive income. 

(n) [Reserved]. For further guidance, 
see § 1.904–5T(n). 

(o) Effective dates—(1) Rules for con-
trolled foreign corporations and other 
look-through entities. Section 904(d)(3) 
and this section apply to distributions 
and section 951 inclusions of earnings 
and profits of a controlled foreign cor-
poration (or other entity to which this 
section applies) derived during the first 
taxable year of the controlled foreign 
corporation (or other entity) beginning 
after December 31, 1986, and thereafter, 
and to payments made by a controlled 
foreign corporation (or other entity) 
during such taxable years, without re-
gard to whether the corresponding tax-
able year of the recipient of the dis-
tribution or payment or of one or more 
of the United States shareholders of 
the controlled foreign corporation be-
gins after December 31, 1986. 

(2) [Reserved] For further guidance, 
see § 1.904–5T(o)(2). 
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(3) [Reserved] For further guidance, 
see § 1.904–5T(o)(3). 

[T.D. 8214, 53 FR 27020, July 18, 1988, as 
amended by T.D. 8412, 57 FR 20648, May 14, 
1992; T.D.8767, 63 FR 14615, Mar. 26, 1998; T.D. 
8827, 64 FR 37677, July 13, 1999; T.D. 8827, 64 
FR 58782, Nov. 1, 1999; T.D. 8916, 66 FR 277, 
Jan. 3, 2001; T.D.9141, 69 FR 43307, July 20, 
2004; T.D. 9260, 71 FR 24531, Apr. 25, 2006; 71 
FR 77265, Dec. 26, 2006; T.D. 9368, 72 FR 72590, 
Dec. 21, 2007] 

§ 1.904–5T Look-through rules as ap-
plied to controlled foreign corpora-
tions and other entities (tem-
porary). 

(a) Definitions. For purposes of sec-
tions 904(d)(3) and 904(d)(4) and the reg-
ulations under section 904, the fol-
lowing definitions apply: 

(1) The term separate category means, 
as the context requires, any category 
of income described in section 
904(d)(1)(A), (B), (C), (D), (F), (G), (H), 
or (I) and in § 1.904–4(b), (d), (e), and (f), 
any category of income described in 
§ 1.904–4(m), or any category of earnings 
and profits to which income described 
in such provisions is attributable. 

(2) and (3) [Reserved]. For further 
guidance, see § 1.904–5(a)(2) and (3). 

(4) The term noncontrolled section 902 
corporation means any foreign corpora-
tion with respect to which the tax-
payer meets the stock ownership re-
quirements of section 902(a), or, with 
respect to a lower-tier foreign corpora-
tion, the taxpayer meets the require-
ments of section 902(b). Except as pro-
vided in section 902 and the regulations 
under that section and paragraphs (i)(3) 
and (i)(4) of this section, a controlled 
foreign corporation shall not be treated 
as a noncontrolled section 902 corpora-
tion with respect to any distributions 
out of its earnings and profits for peri-
ods during which it was a controlled 
foreign corporation. In the case of a 
partnership owning a foreign corpora-
tion, the determination of whether a 
taxpayer meets the ownership require-
ments of section 902(a) or (b) will be 
made with respect to the taxpayer’s in-
direct ownership, and not the partner-
ship’s direct ownership, in the foreign 
corporation. See section 902(b)(7). 

(b) In general. Except as otherwise 
provided in section 904(d)(3) and (4) and 
this section, dividends, interest, rents, 
and royalties received or accrued by a 

taxpayer from a controlled foreign cor-
poration in which the taxpayer is a 
United States shareholder shall be 
treated as general limitation income. 
See § 1.904–5T(c)(4)(iii) for the treat-
ment of dividends received by a domes-
tic corporation from a noncontrolled 
section 902 corporation in which the 
domestic corporation meets the stock 
ownership requirements of section 
902(a). 

(c)(1) through (c)(2)(ii) [Reserved]. 
For further guidance, see § 1.904–5(c)(1) 
through (c)(2)(ii). 

(iii) Allocating and apportioning ex-
penses of a noncontrolled section 902 cor-
poration. Expenses of a noncontrolled 
section 902 corporation shall be allo-
cated and apportioned in the same 
manner as expenses of a controlled for-
eign corporation under § 1.904–5(c)(2)(ii), 
except that the related person interest 
rule of § 1.904–5(c)(2)(ii)(C) and (D) shall 
not apply. 

(c)(2)(iv) through (c)(4)(ii) [Reserved]. 
For further guidance, see § 1.904– 
5(c)(2)(iv) through (c)(4)(ii). 

(iii) Look-through rule for dividends 
from noncontrolled section 902 corpora-
tions. Except as otherwise provided in 
this subparagraph (iii), any dividend 
that is distributed by a noncontrolled 
section 902 corporation and received or 
accrued by a domestic corporation that 
meets the stock ownership require-
ments of section 902(a) shall be treated 
as income in a separate category in 
proportion to the ratio of the portion 
of earnings and profits attributable to 
income in such category to the total 
amount of earnings and profits of the 
noncontrolled section 902 corporation. 
A dividend distributed by a noncon-
trolled section 902 corporation shall be 
treated as passive income if the look- 
through characterization of such divi-
dend is not substantiated to the satis-
faction of the Commissioner, or if such 
dividend is received or accrued by a 
shareholder that is neither a domestic 
corporation meeting the stock owner-
ship requirements of section 902(a) nor 
a foreign corporation meeting the re-
quirements of section 902(b). See § 1.904– 
5T(i)(4). See § 1.904–7T for transition 
rules concerning the treatment of un-
distributed earnings (or a deficit) of a 
noncontrolled section 902 corporation 
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that were accumulated in taxable years 
beginning before January 1, 2003. 

(c)(4)(iv) through (h)(2) [Reserved] 
For further guidance, see § 1.904– 
5(c)(4)(iv) through (h)(2). 

(3) Income from the sale of a partner-
ship interest—(i) In general. To the ex-
tent a partner recognizes gain on the 
sale of a partnership interest, that in-
come shall be treated as passive cat-
egory income to the partner, unless the 
income is considered to be high-taxed 
under section 904(d)(2)(B)(iii)(II) and 
§ 1.904–4(c). 

(ii) Exception for 25-percent owned 
partnership. In the case of a sale of an 
interest in a partnership by a partner 
that is a 25-percent owner of the part-
nership under the principles of section 
954(c)(4)(B), income recognized on the 
sale of the partnership interest shall be 
treated as general category income to 
the extent that such gain would not be 
classified as foreign personal holding 
company income under the look- 
through rule of section 954(c)(4). 

(i) Application of look-through rules to 
related entities—(1) In general. Except as 
provided in paragraphs (i)(2), (3), and 
(4) of this section, the principles of this 
section shall apply to distributions and 
payments that are subject to the look- 
through rules of section 904(d)(3) and 
this section from a controlled foreign 
corporation or other entity otherwise 
entitled to look-through treatment (a 
‘‘look-through entity’’) under this sec-
tion to a related look-through entity. 
A noncontrolled section 902 corpora-
tion shall be considered a look-through 
entity only to the extent provided in 
paragraph (i)(4) of this section. Two 
look-through entities shall be consid-
ered to be related to each other if one 
owns, directly or indirectly, stock pos-
sessing more than 50 percent of the 
total voting power of all classes of vot-
ing stock of the other entity or more 
than 50 percent of the total value of 
such entity. In addition, two look- 
through entities are related if the same 
United States shareholders own, di-
rectly or indirectly, stock possessing 
more than 50 percent of the total vot-
ing power of all voting classes of stock 
(in the case of a corporation) or more 
than 50 percent of the total value of 
each look-through entity. In the case 
of a corporation, value shall be deter-

mined by taking into account all class-
es of stock. In the case of a partner-
ship, value shall be determined under 
the rules in paragraph (h)(4) of this sec-
tion. For purposes of this section, indi-
rect ownership shall be determined 
under section 318 and the regulations 
thereunder. 

(2) [Reserved]. For further guidance, 
see § 1.904–5(i)(2). 

(3) Special rule for dividends between 
controlled foreign corporations. Solely 
for purposes of dividend payments be-
tween controlled foreign corporations, 
two controlled foreign corporations 
shall be considered related look- 
through entities if the same United 
States shareholder owns, directly or in-
directly, at least 10 percent of the total 
voting power of all classes of stock of 
each foreign corporation. If two con-
trolled foreign corporations are not 
considered related look-through enti-
ties for purposes of this section because 
a United States shareholder does not 
satisfy the ownership requirement set 
forth in this paragraph (i)(3), the divi-
dend payment will be characterized 
under the look-through rules of section 
904(d)(4) and this section if the require-
ments set forth in paragraph (i)(4) of 
this section are satisfied. 

(4) Payor and recipient of dividend are 
members of same qualified group. Solely 
for purposes of dividend payments in 
taxable years beginning after Decem-
ber 31, 2002, between controlled foreign 
corporations, noncontrolled section 902 
corporations, or a controlled foreign 
corporation and a noncontrolled sec-
tion 902 corporation, the payor and re-
cipient corporations shall be consid-
ered related look-through entities if 
the corporations are members of the 
same qualified group as defined in sec-
tion 902(b)(2) and the recipient corpora-
tion is eligible to compute foreign 
taxes deemed paid with respect to the 
dividend under section 902(b)(1). 

(5) Examples. The following examples 
illustrate the provisions of this para-
graph (i): 

Examples 1 through 3. [Reserved]. For fur-
ther guidance, see § 1.904–5(i)(5) Examples 1 
through 3. 

Example 4. P, a domestic corporation, owns 
all of the voting stock of S, a controlled for-
eign corporation. S owns 5 percent of the 
voting stock of T, a controlled foreign cor-
poration. The remaining 95 percent of the 
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stock of T is owned by P. In 2006, T pays a $50 
dividend to S and a $950 dividend to P. The 
dividend to S is not eligible for look-through 
treatment under paragraph (i)(4) of this sec-
tion, and S is not eligible to compute an 
amount of foreign taxes deemed paid with re-
spect to the dividend from T, because S and 
T are not members of the same qualified 
group (S owns less than 10 percent of the vot-
ing stock of T). See section 902(b) and § 1.902– 
1(a)(3). However, the dividend is eligible for 
look-through treatment under paragraph 
(i)(3) of this section because P owns at least 
10 percent of the voting power of all classes 
of stock of both S and T. The dividend is sub-
part F income of S that is taxable to P. 

Example 5. P, a domestic corporation, owns 
50 percent of the voting stock of S, a con-
trolled foreign corporation. S owns 10 per-
cent of the voting stock of T, a controlled 
foreign corporation. The remaining 50 per-
cent of the stock of S and the remaining 90 
percent of the stock of T are owned, respec-
tively, by X and Y. X and Y are each United 
States shareholders of T but are not related 
to P, S, or each other. In 2006, T pays a $100 
dividend to S. The dividend is not eligible for 
look-through treatment under paragraph 
(i)(3) of this section because no United States 
shareholder owns at least 10 percent of the 
voting power of all classes of stock of both S 
and T (P and X each own only 5 percent of 
T). However, the dividend is eligible for look- 
through treatment under paragraph (i)(4) of 
this section, and S is eligible to compute an 
amount of foreign taxes deemed paid with re-
spect to the dividend from T, because S and 
T are members of the same qualified group. 
See section 902(b) and § 1.902–1(a)(3). The divi-
dend is subpart F income of S that is taxable 
to P and X. 

(j) through (l) [Reserved]. For further 
guidance, see § 1.904–5(j) through (l). 

(m) Application of section 904(g)—(1) In 
general. This paragraph (m) applies to 
certain amounts derived from con-
trolled foreign corporations and non-
controlled section 902 corporations 
that are treated as United States- 
owned foreign corporations as defined 
in section 904(g)(6). For purposes of de-
termining the portion of an interest 
payment that is allocable to income 
earned or accrued by a controlled for-
eign corporation or noncontrolled sec-
tion 902 corporation from sources with-
in the United States under section 
904(g)(3), the rules in paragraph (m)(2) 
of this section apply. For purposes of 
determining the portion of a dividend 
(or amount treated as a dividend, in-
cluding amounts described in section 
951(a)(1)(B)) paid or accrued by a con-

trolled foreign corporation or noncon-
trolled section 902 corporation that is 
treated as from sources within the 
United States under section 904(g)(4), 
the rules in paragraph (m)(4) of this 
section apply. For purposes of deter-
mining the portion of an amount in-
cluded in gross income under section 
951(a)(1)(A) that is attributable to in-
come of the controlled foreign corpora-
tion from sources within the United 
States under section 904(g)(2), the rules 
in paragraph (m)(5) of this section 
apply. In order to determine whether 
section 904(g) applies, section 904(g)(5) 
(exception if a United States-owned 
foreign corporation has a de minimis 
amount of United States source in-
come) shall be applied to the total 
amount of earnings and profits of a 
controlled foreign corporation or non-
controlled section 902 corporation for a 
taxable year without regard to the 
characterization of those earnings 
under section 904(d). 

(2)(i) [Reserved]. For further guid-
ance, see § 1.904–5(m)(2)(i). 

(ii) Interest payments from noncon-
trolled section 902 corporations. If inter-
est is received or accrued by a share-
holder from a noncontrolled section 902 
corporation (where the shareholder is a 
domestic corporation that meets the 
stock ownership requirements of sec-
tion 902(a)), the rules of subparagraph 
(m)(2)(i) apply in determining the por-
tion of the interest payment that is 
from sources within the United States, 
except that the related party interest 
rules of subparagraph (c)(2)(ii)(C) shall 
not apply. 

(3) [Reserved]. For further guidance, 
see § 1.904–5(m)(3). 

(4) Treatment of dividend payments—(i) 
Rule. Any dividend or distribution 
treated as a dividend under this section 
(including an amount included in gross 
income under section 951(a)(1)(B)) that 
is received or accrued by a United 
States shareholder from a controlled 
foreign corporation, or any dividend 
that is received or accrued by a domes-
tic corporate shareholder meeting the 
stock ownership requirements of sec-
tion 902(a) from a noncontrolled sec-
tion 902 corporation, shall be treated as 
income in a separate category derived 
from sources within the United States 
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in proportion to the ratio of the por-
tion of the earnings and profits of the 
controlled foreign corporation or non-
controlled section 902 corporation in 
the corresponding separate category 
from United States sources to the total 
amount of earnings and profits of the 
controlled foreign corporation or non-
controlled section 902 corporation in 
that separate category. 

(m)(4)(ii) through (7). [Reserved]. For 
further guidance, see § 1.904–5(m)(4)(ii) 
through (7). 

(n) Order of application of sections 
904(d) and (g). In order to apply the 
rules of this section, section 904(d)(1) 
shall first be applied to the controlled 
foreign corporation or noncontrolled 
section 902 corporation to determine 
the amount of income and earnings and 
profits derived by the controlled for-
eign corporation or noncontrolled sec-
tion 902 corporation in each separate 
category. The income and earnings and 
profits in each separate category that 
are from United States sources shall 
then be determined. Sections 904(d)(3), 
904(d)(4), and 904(g), and this section 
shall then be applied for purposes of 
characterizing and sourcing income re-
ceived, accrued, or included by a 
United States shareholder in the con-
trolled foreign corporation or a domes-
tic corporate shareholder that meets 
the stock ownership requirements of 
section 902(a) with respect to a noncon-
trolled section 902 corporation that is 
attributable or allocable to income or 
earnings and profits of the foreign cor-
poration. 

(o)(1) [Reserved]. For further guid-
ance, see § 1.904–5(o)(1). 

(2) Rules for noncontrolled section 902 
corporations. Except as provided in 
§ 1.904–7T(f)(9), section 904(d)(4) and this 
section apply to distributions from a 
noncontrolled section 902 corporation 
that are paid during the first taxable 
year of the noncontrolled section 902 
corporation beginning after December 
31, 2002, and thereafter, without regard 
to whether the corresponding taxable 
year of the recipient of the distribution 
begins after December 31, 2002, except 
that the provisions of paragraphs 
(m)(1), (m)(2)(ii), (m)(4)(i), and (n) apply 
to distributions from a noncontrolled 
section 902 corporation paid in taxable 
years of such corporation beginning 

after April 25, 2006. For corresponding 
rules applicable to taxable years begin-
ning before January 1, 2003, see 26 CFR 
§ 1.904–5 (revised as of April 1, 2006). 

(3) Rules for income from the sale of a 
partnership interest—(i) Effective/applica-
bility date. Paragraph (h)(3) of this sec-
tion shall apply to taxable years of 
United States taxpayers beginning 
after December 31, 2006 and ending on 
or after December 21, 2007, and to tax-
able years of a foreign corporation 
which end with or within taxable years 
of its domestic corporate shareholder 
beginning after December 31, 2006 and 
ending on or after December 21, 2007. 

(ii) Expiration date. The applicability 
of paragraph (h)(3) of this section ex-
pires on December 20, 2010. 

[T.D. 9260, 71 FR 24531, Apr. 25, 2006, as 
amended by T.D. 9368, 72 FR 72590, Dec. 21, 
2007] 

§ 1.904–6 Allocation and apportion-
ment of taxes. 

(a) Allocation and apportionment of 
taxes to a separate category or categories 
of income—(1) In general—(i) Taxes re-
lated to a separate category of income. 
The amount of foreign taxes paid or ac-
crued with respect to a separate cat-
egory of income (including United 
States source income) shall include 
only those taxes that are related to in-
come in that separate category. Taxes 
are related to income if the income is 
included in the base upon which the 
tax is imposed. If, for example, foreign 
law exempts certain types of income 
from foreign taxes, or certain types of 
income are exempt from foreign tax 
under an income tax convention, then 
no taxes are considered to be related to 
such income for purposes of this para-
graph. As another example, if foreign 
law provides for a specific rate of tax 
with respect to certain types of income 
(e.g., capital gains), or certain ex-
penses, deductions, or credits are al-
lowed under foreign law only with re-
spect to a particular type of income, 
then such provisions shall be taken 
into account in determining the 
amount of foreign tax imposed on such 
income. A withholding tax (unless it is 
a withholding tax that is not the final 
tax payable on the income as described 
in § 1.904–4(d)) is related to the income 
from which it is withheld. A tax that is 
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imposed on a base that includes more 
than one separate category of income 
is considered to be imposed on income 
in all such categories, and, thus, the 
taxes are related to all such categories 
included within the foreign country or 
possession’s taxable income base. 

(ii) Apportionment of taxes related to 
more than one separate category. If a tax 

is related to more than one separate 
category, then, in order to determine 
the amount of the tax paid or accrued 
with respect to each separate category, 
the tax shall be apportioned on an an-
nual basis among the separate cat-
egories on the basis of the following 
formula: 

Foreign tax related to more
than oneseparatecategory

Net incomesubject to that foreign tax
included in a separatecategory

Net incomesubject to that
foreign tax

×

For purposes of apportioning foreign 
taxes among the separate categories, 
gross income is determined under the 
law of the foreign country or a posses-
sion of the United States to which the 
foreign income taxes have been paid or 
accrued. Gross income, as determined 
under foreign law, in the passive cat-
egory shall first be reduced by any re-
lated person interest expense that is al-
located to the income under the prin-
ciples of section 954(b)(5) and § 1.904– 
5(c)(2)(ii)(C) (adjusted gross passive in-
come). Gross income in all separate 
categories (including adjusted gross 
passive income) is next reduced by de-
ducting any expenses, losses, or other 
amounts that are deductible under for-
eign law that are specifically allocable 
to the gross amount of such income 
under the laws of that foreign country 
or possession. If expenses are not spe-
cifically allocated under foreign law 
then the expenses will be apportioned 
under the principles of foreign law but 
only after taking into account the re-
duction of passive income by the appli-
cation of section 954(b)(5). Thus, for ex-
ample, if foreign law provides that ex-
penses will be apportioned on a gross 
income basis, the gross income 
amounts will be those amounts deter-
mined under foreign law except that, in 
the case of passive income, the amount 
will be adjusted gross passive income. 
If foreign law does not provide for the 
direct allocation or apportionment of 
expenses, losses, or other deductions to 
a particular category of income, then 
the principles of §§ 1.861–8 through 

1.861–14T and section 954(b)(5) shall 
apply in allocating and apportioning 
such expenses, losses, or other deduc-
tions to gross income as determined 
under foreign law after reduction of 
passive income by the amount of re-
lated person interest allocated to pas-
sive income under section 954(b)(5) and 
§ 1.904–5(c)(2)(ii)(C). For example, the 
principles of §§ 1.861–8 through 1.861–14T 
apply to require definitely related ex-
penses to be directly allocated to par-
ticular categories of gross income and 
provide the methods of apportioning 
expenses that are definitely related to 
more than one category of gross in-
come or that are not definitely related 
to any particular category of gross in-
come. For this purpose, the apportion-
ment of expenses required to be made 
under §§ 1.861–8 through 1.861–14T need 
not be made on other than a separate 
company basis. The rules in this para-
graph apply only for purposes of the 
apportionment of taxes among separate 
categories of income and do not affect 
the computation of a taxpayer’s for-
eign tax credit limitation with respect 
to a specific category of income. If the 
taxpayer applies the principles of 
§§ 1.861–8 through 1.861–14T for purposes 
of allocating expenses at the level of 
the taxpayer (or at the level of the 
qualified business unit, foreign sub-
sidiary, or other entity that paid or ac-
crued the foreign taxes) under this 
paragraph (a)(1)(ii), such principles 
shall be applied (for such purposes) in 
the same manner as the taxpayer ap-
plies such principles in determining 
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the income or earnings and profits for 
United States tax purposes of the tax-
payer (or of the qualified business unit, 
foreign subsidiary, or other entity that 
paid or accrued the foreign taxes, as 
the case may be). For example, a tax-
payer must use the modified gross in-
come method under § 1.861–9T when ap-
plying the principles of that section for 
purposes of this paragraph (a)(1)(ii) to 
determine the amount of a controlled 
foreign corporation’s income, in each 
separate category, that is taxed by a 
foreign country, if the taxpayer applies 
the modified gross income method 
under § 1.861–9T(f)(3) when applying 
§ 1.861–9T to determine the income and 
earnings and profits of the controlled 
foreign corporation for United States 
tax purposes. 

(iii) Apportionment of taxes for pur-
poses of applying the high-tax income 
test. If taxes have been allocated and 
apportioned to passive income under 
the rules of paragraph (a)(1) (i) or (ii) of 
this section, the taxes must further be 
apportioned to the groups of income 
described in § 1.904–4(c) (3), (4) and (5) 
for purposes of determining if the 
group is high-taxed income. Taxes will 
be related to income in a particular 
group under the same rules as those in 
paragraph (a)(1) (i) and (ii) of this sec-
tion except that those rules shall be 
applied by substituting the term 
‘‘group’’ for the term ‘‘category.’’ 

(iv) Special rule for base and timing dif-
ferences. If, under the law of a foreign 
country or possession of the United 
States, a tax is imposed on an item of 
income that does not constitute in-
come under United States tax prin-
ciples, that tax shall be treated as im-
posed with respect to general limita-
tion income. If, under the law of a for-
eign country or possession of the 
United States, a tax is imposed on an 
item that would be income under 
United States tax principles in another 
year, that tax will be allocated to the 
appropriate separate category or cat-
egories as if the income were recog-
nized under United States tax prin-
ciples in the year in which the tax was 
imposed. 

(2) [Reserved] 
(b) Application of paragraph (a) to sec-

tions 902 and 960—(1) Determination of 
foreign taxes deemed paid. If, for the tax-

able year, there is included in the gross 
income of a domestic corporation 
under section 951 an amount attrib-
utable to the earnings and profits of a 
controlled foreign corporation for any 
taxable year and the amount included 
consists of income in more than one 
separate category of the controlled for-
eign corporation, then the domestic 
corporation shall be deemed to have 
paid only a portion of the taxes paid or 
accrued, or deemed paid or accrued, by 
the controlled foreign corporation that 
are allocated to each separate category 
to which the inclusion is attributable. 
The portion of the taxes allocated to a 
particular separate category that shall 
be deemed paid by the United States 
shareholder shall be equal to the taxes 
allocated to that separate category 
multiplied by the amount of the inclu-
sion with respect to that category (as 
determined under § 1.904–5(c)(1)) and di-
vided by the earnings and profits of the 
controlled foreign corporation with re-
spect to that separate category (in ac-
cordance with § 1.904–5(c)(2)(ii)). The 
rules of this paragraph (b)(1) also apply 
for purposes of computing the foreign 
taxes deemed paid by United States 
shareholders of controlled foreign cor-
porations under section 902. 

(2) Distributions received from foreign 
corporations that are excluded from gross 
income under section 959(b). The prin-
ciples of this paragraph shall be ap-
plied to— 

(i) Any portion of a distribution re-
ceived from a first-tier corporation by 
a domestic corporation or individual 
that is excluded from the domestic cor-
poration’s or individual’s income under 
section 959(a) and § 1.959–1; and 

(ii) Any portion of a distribution re-
ceived from an immediately lower-tier 
corporation by a second- or first-tier 
corporation that is excluded from such 
foreign corporation’s gross income 
under section 959(b) and § 1.959–2, if 
such distribution is treated as a divi-
dend pursuant to § 1.960–2(a). 

(3) Application of section 78. For pur-
poses of treating taxes deemed paid by 
a taxpayer under section 902(a) and sec-
tion 960(a)(1) as a dividend under sec-
tion 78, taxes that were allocated to in-
come in a separate category shall be 
treated as income in that same sepa-
rate category. 
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(4) Increase in limitation. The amount 
of the increase in the foreign tax credit 
limitation allowed by section 960(b) 
and § 1.960–4 shall be determined with 
regard to the applicable category of in-
come under section 904(d). 

(c) Examples. The following examples 
illustrate the application of this sec-
tion. 

Example 1. M, a domestic corporation, con-
ducts business in foreign country X. M earns 
$400 of shipping income, $200 of general limi-
tation income and $200 of passive income as 
determined under foreign law. Under foreign 
law, none of M’s expenses are directly allo-
cated or apportioned to a particular category 
of income. Under the principles of §§ 1.861–8 
through 1.861–14T, M apportions $75 of di-
rectly allocable expenses to shipping income, 
$10 of directly allocable expenses to general 
limitation income, and no such expenses to 
passive income. M also apportions expenses 
that are not directly allocable to a specific 
class of gross income—$40 to shipping in-
come, $20 to general limitation income, and 
$20 to passive income. Therefore, for pur-
poses of paragraph (a) of this section, M has 
$285 of net shipping income, $170 of net gen-
eral limitation income, and $180 of net pas-
sive income. Country X imposes tax of $100 
on a base that includes M’s shipping income 
and general limitation income. Country X 
exempts passive income from tax. The tax 
paid by M is related to M’s shipping and gen-
eral limitation income. The $100 tax is appor-
tioned between those limitations. Thus, M is 
considered to have paid $63 of X tax on its 
shipping income ($100×$285/$455) and $37 of tax 
on its general limitation income ($100×$170/ 
$455). None of the X tax is allocated to M’s 
passive income. 

Example 2. The facts are the same as in ex-
ample 1 except that X does not exempt all 
passive income from tax but only exempts 
interest income. M’s passive income consists 
of $100 of gross dividend income, to which $10 
of expenses that are not directly allocable 
are apportioned, and $100 of interest income, 
to which $10 of expenses that are not directly 
allocable are apportioned. The $90 of net div-
idend income is subject to X tax, and $90 of 
net interest income is exempt from X tax. M 
pays $130 of tax to X. The $130 of tax is re-
lated to M’s general, shipping, and passive 
income. The tax is apportioned among those 
limitations as follows: $68 to shipping in-
come ($130×$285/$545) $41 to general limita-
tion income ($130×$170/$545), and $21 to pas-
sive income ($130×$90/$545). 

Example 3. P, a domestic corporation, owns 
100 percent of S, a controlled foreign cor-
poration organized in country X. S owns l00 
percent of T, a controlled foreign corpora-
tion that is also organized in country X. 
Country X grants group relief to S and T. In 

1987, S earns $100 of income and T incurs an 
$80 loss. Under country X’s group relief pro-
visions, only $20 of S’s income is subject to 
country X tax. Country X imposes a 30 per-
cent tax on this income ($6). P includes $100 
of S’s income in gross income under section 
951. Six dollars ($6) of foreign tax is related 
to that income for purposes of section 960. 

Example 4. P, a domestic corporation, owns 
100 percent of S, a controlled foreign cor-
poration organized in country X and 100 per-
cent of T, a controlled foreign corporation 
organized in country Y. T has $200 of gross 
manufacturing general limitation income 
and $50 of passive income. T also pays S $100 
for shipping T’s goods, a price that may be 
justified under section 482. T has no other ex-
penses and S has no other income or expense. 
T’s income and earnings and profits are the 
same. Foreign country X does not tax S on 
its shipping income. Foreign country Y taxes 
all of T’s income at a rate of 20 percent. 
Under the law of foreign country Y, T is only 
allowed a $50 deduction for the payment to 
S. Therefore, for foreign law purposes, T has 
$150 of manufacturing income and earnings 
and profits and $50 of passive income and 
earnings and profits upon which it pays $40 
of tax. Under the principles of foreign law, 
$30 of that tax is imposed on the general lim-
itation manufacturing income and $10 of the 
tax is imposed on passive income. Therefore, 
the foreign effective rate on the general lim-
itation income is 30 percent and the foreign 
effective rate on the passive income is 20 per-
cent. T has $100 of general limitation income 
and $50 of passive income and pays $30 of 
general limitation taxes and $10 of passive 
taxes. S has $100 of shipping income and pays 
no foreign tax. 

Example 5. R, a domestic corporation, owns 
50 percent of T, a foreign corporation that is 
not a controlled foreign corporation and that 
is organized in foreign country X. R licenses 
certain property to T. T then relicenses this 
property to a third person. In 1987, T paid R 
a royalty of $100 all of which is treated as 
passive income to R because it was not an 
active royalty as defined in § 1.904–4(b)(2). R 
has $10 of expenses associated with the roy-
alty income and no foreign tax was imposed 
on the royalty so the high-tax kickout does 
not apply. In 1988, the Commissioner deter-
mined that the correct arm’s length royalty 
was $150 and under the authority of section 
482 reallocated an additional $50 of income to 
R for 1987. Under a closing agreement with 
the Commissioner, R elected the benefits of 
Rev. Proc. 65–17 in relation to the income re-
allocated from R and established an account 
receivable from T. In 1988, T paid R an addi-
tional $50 to reflect the section 482 adjust-
ment and the account receivable that was es-
tablished because of the adjustment. Foreign 
country X treats the $50 payment in 1988 as 
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a dividend by T and imposes a $10 with-
holding tax on the payment. Under para-
graph (a)(1) of this section, the $10 of with-
holding tax is treated as fully allocable to 
the $50 payment because under foreign law 
the tax is imposed only on that income. For 
U.S. purposes, the income is not character-
ized as a dividend but as a repayment of a 
bona fide debt and, therefore, the $50 of in-
come is not required to be recognized by R in 
1988. The $10 of tax is treated as a tax paid in 
1988 on the $50 of passive income included by 
R in 1987 pursuant to the section 482 adjust-
ment rather than as a tax associated with a 
dividend from a noncontrolled section 902 
corporation. The $10 tax is a tax imposed on 
passive income under paragraph (a)(1)(iv) of 
this section. 

Example 6. P, a domestic corporation, owns 
all of the stock of S, a controlled foreign cor-
poration that is incorporated in country X. 
In 2004, S has $100 of passive income, $200 of 
shipping income and $200 of general limita-
tion income. S also has $100 of related person 
interest expense and $100 of other expenses 
that under foreign law are directly allocable 
to the general limitation income of S. S has 
no other expenses. Country X imposes a tax 
of 25 percent on all of the net income of S 
and S, therefore, pays $75 in foreign tax. 
Under paragraph (a)(1)(ii) of this section, the 
passive income of S is first reduced by the 
amount of related person interest for pur-
poses of determining the net amount for pur-
poses of allocating the $75 of tax. Under 
paragraph (a)(1)(ii) of this section, the gen-
eral limitation income of S is reduced by the 
$100 of other expenses. Therefore, $50 of the 
foreign tax is allocated to the shipping in-
come of S ($50 = $75 × $200/$300), $25 is allo-
cated to the general limitation income of S 
($25 = $75 × $100/$300), and no taxes are allo-
cated to S’s passive income. 

Example 7. Domestic corporation P owns all 
of the stock of controlled foreign corpora-
tion S, which owns all of the stock of con-
trolled foreign corporation T. All such cor-
porations use the calendar year as the tax-
able year. Assume that earnings and profits 
are equal to net income and that the income 
amounts are identical under United States 
and foreign law principles. In 1987, T earns 
(before foreign taxes) $187.50 of net passive 
income and $62.50 of net general limitation 
income and pays $50 of foreign taxes. S earns 
no income in 1987 and pays no foreign taxes. 
For 1987, P is required under section 951 to 
include in gross income $175 attributable to 
the earnings and profits of T for that year. 
One hundred and fifty dollars ($150) of the 
subpart F inclusion is attributable to passive 
income earned by T, and $25 of the subpart F 
inclusion is attributable to general limita-
tion income earned by T. In 1988, T earns no 
income and pays no foreign taxes. T pays a 
$200 dividend to S, consisting of $175 from its 
earnings and profits attributable to amounts 

required to be included in P’s gross income 
with respect to T and $25 from its other earn-
ings and profits. Assume that no withholding 
tax is imposed with respect to the distribu-
tion from T to S. In 1988, S earns $100 of net 
general limitation income and receives a $200 
dividend from T. S pays $30 in foreign taxes. 
For 1988, P is required under section 951 to 
include in gross income $22.50 attributable to 
the earnings and profits of S for such year. 
The entire subpart F inclusion is attrib-
utable to general limitation income earned 
by S. In 1988, S pays P a dividend of $247.50, 
consisting of $157.50 from its earnings and 
profits attributable to the amount required 
under section 951 to be included in P’s gross 
income with respect to T, $22.50 from its 
earnings and profits attributable to the 
amount required under section 951 to be in-
cluded in P’s gross income with respect to S, 
and $67.50 from its other earnings and prof-
its. Assume the de minimis rule of section 
954(b)(3)(A) and the full inclusion rule of sec-
tion 954(b)(3)(B) do not apply to the gross 
amounts of income earned by S and T. The 
foreign income taxes deemed paid by P for 
1987 and 1988 under section 960(a)(1) and sec-
tion 902(a) are determined as follows on the 
basis of the following facts and computa-
tions. 

T corporation (second-tier 
corporation): 

1. Pre-tax earnings and profits: 
(a) Passive income (p.i.) ..... 187 .50 

Plus: 
(b) General limitation in-

come (g.l.i.) ..................... 62 .50 

(c) Total ............................... 250 .00 
Less: 

(d) Foreign income taxes 
paid on or with respect to 
T’s earnings and profits 
(20%) ............................... ............ 50 .00 

(e) Earnings and profits ...... ............ ............ 200 .00 
2. Allocation of taxes: 

(a) Foreign income taxes 
paid by T that are allo-
cable to p.i. earned by T: 

Line 1(d) taxes ............. ............ 50 .00 
Multiplied by: foreign 

law net p.i. ................ ............ 187 .50 
Divided by: foreign law 

total net income ....... ............ 250 .00 

Result ........................... ............ ............ 37 .50 
(b) Foreign income taxes 

paid by T that are allo-
cable to g.l.i. earned by 
T: 

Line 1(d) taxes ............. ............ 50 .00 
Multiplied by: foreign 

law net g.l.i. .............. ............ 62 .50 
Divided by: foreign law 

total net income ....... ............ 250 .00 

Result ........................... ............ ............ 12 .50 
3. T’s earnings and profits: 

(a) Earnings and profits at-
tributable to T’s p.i.: 

Line (1)(a) e & p .......... ............ 187 .50 
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Less: line 2(a) taxes .... ............ 37 .50 

Result ........................... ............ ............ 150 .00 
(b) Earnings and profits at-

tributable to T’s g.l.i.: 
Line (1)(b) e & p .......... ............ 62 .50 
Less: line 2(b) taxes .... ............ 12 .50 

Result ........................... ............ ............ 50 .00 
4. Subpart F inclusion attrib-

utable to T: 
(a) Amount required to be 

included in P’s gross in-
come for 1987 under sec-
tion 951 with respect to T 
that is attributable to T’s 
p.i. .................................... ............ ............ 150 .00 

(b) Amount required to be 
included in P’s gross in-
come for 1987 under sec-
tion 951 with respect to T 
that is attributable to T’s 
g.l.i. .................................. ............ ............ 25 .00 

5. Foreign income taxes 
deemed paid by P under sec-
tion 960(a)(1) with respect to 
T: 

(a) Taxes deemed paid that 
are attributable to T’s 
subpart F inclusion that 
are attributable to T’s p.i.: 

Line 2(a) taxes ............. ............ 37 .50 
Multiplied by: line 4(a) 

sec. 951 incl. ............ ............ 150 .00 
Divided by: line 3(a) e 

& p ............................ ............ 150 .00 

Result: .......................... ............ ............ 37 .50 
(b) Taxes deemed paid that 

are attributable to T’s 
subpart F inclusion that 
are attributable to T’s 
g.l.i.: 

Line 2(b) taxes ............. ............ 12 .50 
Multiplied by: line 4(b) 

sec. 951 incl. ............ ............ 25 .00 
Divided by: line 3(b) e 

& p ............................ ............ 50 .00 

Result ........................... ............ ............ 6 .25 
6. Dividends paid to S: 

(a) Dividends attributable to 
T’s previously taxed p.i. .. ............ 150 .00 

Plus: 
(b) Dividends attributable to 

T’s previously taxed g.l.i. ............ 25 .00 
Plus: 

(c) Dividends from T’s non- 
previously taxed earnings 
and profits attributable to 
p.i. .................................... ............ 0 

Plus: 
(d) Dividends from T’s non- 

previously taxed earnings 
and profits attributable to 
g.l.i. .................................. ............ ............ 25 .00 

(e) Total dividends paid to 
S ...................................... ............ ............ 200 .00 

7. Taxes deemed paid by S: 
(a) Taxes of T deemed paid 

by S for 1987 under sec-
tion 902(b)(1) with regard 
to T’s p.i.: 

Line 2(a) taxes ............. ............ 37 .50 
Multiplied by: line 6(c) 

dividend .................... ............ 0 

Dividend by: line 3(a) e 
& p ............................ ............ ............ 150 .00 

Result ........................... ............ ............ 0 
(b) Taxes of T deemed paid 

by S for 1987 under sec-
tion 902(b)(1) with regard 
to T’s g.l.i.: 

Line 2(b) taxes ............. ............ 12 .50 
Multiplied by: line 6(d) 

dividend .................... ............ 25 .00 
Dividend by: line 3(b) e 

& p ............................ ............ 50 .00 

Result ........................... ............ ............ 6 .25 
S corporation (first-tier cor-

poration): 
8. Pre-tax earnings and profits: 

(a) Dividends from T attrib-
utable to T’s non-pre-
viously taxed p.i. ............. 0 

Plus: 
(b) Dividends from T attrib-

utable to T’s non-pre-
viously taxed g.l.i. ............ 25 

Plus: 
(c) Dividends from T attrib-

utable to T’s previously 
taxed p.i. .......................... 150 

Plus: 
(d) Dividends from T attrib-

utable to T’s previously 
taxed g.l.i. ........................ 25 

Plus: 
(e) Passive income other 

than dividend from T ....... 0 
Plus: 

(f) General limitation income 
other than dividend from 
T ...................................... 100 .00 

(g) Total pre-tax earnings 
and profits ....................... ............ 300 .00 

(h) Foreign income taxes 
paid on or with respect to 
S’s earnings and profits 
(10%) ............................... ............ 30 .00 

(i) Earnings and profits ....... ............ ............ 270 .00 
9. Allocation of taxes: 

(a) Foreign income taxes 
paid by S that are allo-
cable to non-previously 
taxed p.i. earned by S: 

Line 8(h) taxes ............. ............ 30 .00 
Multiplied by: foreign 

law line 8(a) & 8(e) 
p.i. amounts ............. ............ 0 

Dividend by: foreign 
law total net income ............ 300 .00 

Result ........................... ............ ............ 0 
(b) Foreign income taxes 

paid by S that are allo-
cable to S’s previously 
taxed p.i. received from 
T: 

Line 8(h) taxes ............. ............ 30 .00 
Multiplied by: foreign 

law line 8(c) p.i. 
amount ..................... ............ 150 .00 

Divided by: foreign law 
total net income ....... ............ 300 .00 

Result ........................... ............ ............ 15 .00 
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(c) Foreign income taxes 
paid by S that are allo-
cable to non-previously 
taxed g.l.i. earned by S: 

Line 8(h) taxes ............. ............ 30 .00 
Multiplied by: foreign 

law line 8(b) & line 
8(f) g.l.i. amounts ..... ............ 125 .00 

Divided by: foreign law 
total net income ....... ............ 300 .00 

Result ........................... ............ ............ 12 .50 
(d) Foreign income taxes 

paid by S that are allo-
cable to S’s previously 
taxed g.l.i. received from 
T: 

Line 8(h) taxes ............. ............ 30 .00 
Multiplied by: foreign 

law line 8(d) amount ............ 25 .00 
Divided by: foreign law 

total net income ....... ............ 300 .00 

Result ........................... ............ ............ 2 .50 
10. (a) Non-previously taxed 

earnings and profits of S: 
Lines 8(a), 8(b), 8(e), & 

8(f) e & p .................. ............ 125 .00 
Less: lines 9(a) & 9(c) 

taxes ......................... ............ 12 .50 

Result ........................... ............ ............ 112 .50 
(b) Portion of result in 10(a) 

attributable to S’s p.i. ...... ............ ............ 0 
(c) Portion of result in 10(a) 

attributable to S’s g.l.i. .... ............ ............ 112 .50 
11. (a) Previously taxed earn-

ings and profits of S: 
Lines 8(c) and 8(d) e & 

p ............................... ............ 175 .00 
Less: lines 9(b) & 9(d) 

taxes ......................... ............ 17 .50 

Result ........................... ............ ............ 157 .50 
(b) Portion of result in 11(a) 

attributable to T’s p.i.: 
Line 8(c) ....................... ............ 150 .00 
Less: line 9(b) taxes .... ............ 15 .00 

Result ........................... ............ ............ 135 .00 
(c) Portion of result in 11(a) 

attributable to T’s g.l.i.: 
Line 8(d) ...................... ............ 25 .00 
Less: line 9(d) taxes .... ............ 2 .50 

Result ........................... ............ ............ 22 .50 
12. Subpart F inclusion attrib-

utable to S: 
(a) Amount required to be 

included in P’s gross in-
come for 1988 under sec-
tion 951 with respect to S 
that is attributable to S’s 
p.i. .................................... ............ ............ 0 

(b) Amount required to be 
included in P’s gross in-
come for 1988 under sec-
tion 951 with respect to S 
that is attributable to S’s 
g.l.i. .................................. ............ ............ 22 .50 

13. Foreign income taxes 
deemed paid by P under sec-
tion 960(a)(1) with respect to 
S: 

(a) Taxes deemed paid that 
are attributable to S’s 
subpart F inclusion that 
are attributable to S’s p.i.: 

Line 9(a) taxes ............. ............ 0 
Multiplied by: line 12(a) 

sec. 951 incl. ............ ............ 0 
Divided by: line 10(b) e 

& p ............................ ............ 0 

Result ........................... ............ ............ 0 
(b) Taxes deemed paid that 

are attributable to S’s 
subpart F inclusion that 
are attributable to S’s 
g.l.i.: 

Line 9(c) taxes ............. ............ 12 .50 
Multiplied by: line 12(b) 

sec. 951 incl. ............ ............ 22 .50 
Divided by: line 10(c) e 

& p ............................ ............ 112 .50 

Result ........................... ............ ............ 2 .50 
(c) Foreign income taxes 

deemed paid by S 
deemed paid by P that 
are allocable to S’s p.i.: 

Line 7(a) taxes deemed 
paid by S .................. ............ 0 

Multiplied by: line 12(a) 
sec. 951 incl. ............ ............ 0 

Divided by: line 10(b) e 
& p ............................ ............ 0 

Result ........................... ............ ............ 0 
(d) Foreign income taxes 

deemed paid by S 
deemed paid by P that 
are allocable to S’s g.l.i.: 

Line 7(b) taxes deemed 
paid by S .................. ............ 6 .25 

Multiplied by: line 12(b) 
sec. 951 incl. ............ ............ 22 .50 

Divided by: line 10(c) e 
& p ............................ ............ 112 .50 

Result ........................... ............ ............ 1 .25 
14. Dividends paid to P: 

(a) Dividends from S attrib-
utable to S’s previously 
taxed p.i. .......................... ............ 0 

Plus: 
(b) Dividends from S attrib-

utable to S’s previously 
taxed g.l.i. ........................ ............ 22 .50 

Plus: 
(c) Dividends to which sec-

tion 902(a) applies: 
(i) Consisting of S’s 

earnings and profits 
attributable to T’s 
previously taxed p.i. 135 .00 

Plus: 
(ii) Consisting of S’s 

earnings and profits 
attributable to T’s 
previously taxed g.l.i. 22 .50 

Plus: 
(iii) Consisting of S’s 

other p.i. earnings 
and profits ................ 0 
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Plus: 
(iv) Consisting of S’s 

other g.l.i. earnings 
and profits ................ 67 .50 

(v) Total section 902 
dividend .................... ............ 225 .00 

(d) Total dividends paid to 
P ...................................... ............ ............ 247 .50 

15. Foreign income taxes 
deemed paid by P under sec-
tion 902 and section 960(a)(3) 
with respect to S: 

(a) Taxes paid by S 
deemed paid by P under 
section 902(a) with re-
gard to S’s p.i.: 

Line 9(a) taxes ............. ............ 0 
Multiplied by: line 

14(c)(iii) div. ............. ............ 0 
Divided by: line 10(b) e 

& p ............................ ............ 0 

Result ........................... ............ ............ 0 
(b) Taxes paid by S 

deemed paid by P under 
section 902(a) with re-
gard to S’s g.l.i.: 

Line 9(c) taxes ............. ............ 12 .50 
Multiplied by: line 

14(c)(iv) div. ............. ............ 67 .50 
Divided by: line 10(c) e 

& p ............................ ............ 112 .50 

Result ........................... ............ ............ 7 .50 
(c) Taxes deemed paid by 

S deemed paid by P 
under section 902(a) with 
regard to S’s p.i.: 

Line 7(a) deemed paid 
taxes ......................... ............ 0 

Multiplied by: line 
14(c)(iii) div. ............. ............ 0 

Divided by: line 10(b) e 
& p ............................ ............ 0 

Result ........................... ............ ............ 0 
(d) Taxes deemed paid by 

S deemed paid by P 
under section 902(a) with 
regard to S’s g.l.i.: 

Line 7(b) deemed paid 
taxes ......................... ............ 6 .25 

Multiplied by: line 
14(c)(iv) div. ............. ............ 67 .50 

Divided by: line 10(c) e 
& p ............................ ............ 112 .50 

Result ........................... ............ ............ 3 .75 
(e) Foreign income taxes 

paid by S under section 
960(a)(3) deemed paid by 
P with regard to S’s pre-
viously taxed p.i.: 

Line 9(b) taxes ............. ............ 15 .00 
Multiplied by: line 

14(c)(i) div. ............... ............ 135 .00 
Divided by: line 11(b) e 

& p ............................ ............ 135 .00 

Result ........................... ............ ............ 15 .00 
(f) Foreign income taxes 

paid by S under section 
960(a)(3) deemed paid by 
P with regard to S’s pre-
viously taxed g.l.i.: 

Line 9(d) taxes ............. ............ 2 .50 

Multiplied by: line 
14(c)(ii) div. .............. ............ 22 .50 

Divided by: line 11(c) e 
& p ............................ ............ 22 .50 

Result ........................... ............ ............ 2 .50 
Summary: 

Total taxes deemed 
paid by P under sec-
tion 960(a)(1) with 
respect to— 

Passive income of S 
and T included under 
section 951 in in-
come of P: 

Line 5(a) ............... ............ 37 .50 
Plus: 

Line 13(a) ............. ............ 0 
Plus: 

Line 13(c) ............. ............ 0 

Result ................... ............ 37 .50 
General limitation in-

come of S and T in-
cluded under section 
951 in income of P: 

Line 5(b) ............... ............ 6 .25 
Plus: 

Line 13(b) ............. ............ 2 .50 
Plus: 

Line 13(d) ............. ............ 1 .25 

Result ................... ............ 10 .00 

Total deemed paid 
taxes under section 
960(a)(1) .................. ............ 47 .50 

Total taxes deemed 
paid by P under sec-
tion 902 and section 
960(a)(3) attributable 
to passive income of 
S and T (line 15(e)) ............ ............ 15 .00 

Total taxes deemed 
paid by P under sec-
tion 902 and section 
960(a)(3) attributable 
to general limitation 
income of S and T: 

Line 15(b) ............. ............ 7 .50 
Plus: 

Line 15(d) ............. ............ 3 .75 
Plus: 

Line 15(f) .............. ............ 2 .50 

Result ................... ............ 13 .75 

[T.D. 8214, 53 FR 27029, July 18, 1988, as 
amended by T.D. 8412, 57 FR 20652, May 14, 
1992; T.D. 9141, 69 FR 43308, July 20, 2004; T.D. 
9260, 71 FR 24533, Apr. 25, 2006] 

§ 1.904–7 Transition rules. 
(a) Characterization of distributions 

and section 951(a)(1) (A) (ii) and (iii) and 
(B) inclusions of earnings of a controlled 
foreign corporation accumulated in tax-
able years beginning before January 1, 
1987, during taxable years of both the 
payor controlled foreign corporation and 
the recipient which begin after December 
31, 1986—(1) Distributions and section 
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951(a)(1) (A) (ii) and (iii) and (B) inclu-
sions. Earnings accumulated in taxable 
years beginning before January 1, 1987, 
by a foreign corporation that was a 
controlled foreign corporation when 
such earnings were accumulated are 
characterized in that foreign corpora-
tion’s hands under section 904(d)(1)(A) 
(separate limitation interest income) 
or section 904(d)(1)(E) (general limita-
tion income) (prior to their amend-
ment by the Tax Reform Act of 1986 
(the Act)) after application of the de 
minimis rule of former section 
904(d)(3)(C) (prior to its amendment by 
the Act). When, in a taxable year after 
the effective date of the Act, earnings 
and profits attributable to such income 
are distributed to, or included in the 
gross income of, a United States share-
holder under section 951(a)(1) (A) (ii) or 
(iii) or (B) (hereinafter in this section 
‘‘inclusions’’), the ordering rules of sec-
tion 904(d)(3)(D) and § 1.904–5(c)(4) shall 
be applied in determining initially the 
character of the income of the dis-
tributee or United States shareholder. 
Thus, a proportionate amount of a dis-
tribution described in this paragraph 
initially will be characterized as sepa-
rate limitation interest income in the 
hands of the distributee based on the 
ratio of the separate limitation inter-
est earnings and profits out of which 
the dividend was paid to the total earn-
ings and profits out of which the divi-
dend was paid. The distribution or in-
clusions must then be recharacterized 
in the hands of the distributee or 
United States shareholder on the basis 
of the following principles: 

(i) Distributions and inclusions that 
initially are characterized as separate 
limitation interest income shall be 
treated as passive income; 

(ii) Distributions and inclusions that 
initially are characterized as old gen-
eral limitation income shall be treated 
as general limitation income, unless 
the taxpayer establishes to the satis-
faction of the Commissioner that the 
distribution or inclusion is attrib-
utable to: 

(A) Earnings and profits accumulated 
with respect to shipping income, as de-
fined in section 904(d)(2)(D) and § 1.904– 
4(f); or 

(B) In the case of a financial services 
entity, earnings and profits accumu-

lated with respect to financial services 
income, as defined in section 
904(d)(2)(C)(ii) and § 1.904–4(e)(1); or 

(C) Earnings and profits accumulated 
with respect to high withholding tax 
interest, as defined in section 
904(d)(2)(B) and § 1.904–4(d). 

(2) Limitation on establishing the char-
acter of earnings and profits. In order for 
a taxpayer to establish that distribu-
tions or inclusions that are attrib-
utable to general limitation earnings 
and profits of a particular taxable year 
beginning before January 1, 1987, are 
attributable to shipping, financial 
services or high withholding tax inter-
est earnings and profits, the taxpayer 
must establish the amounts of foreign 
taxes paid or accrued with respect to 
income attributable to those earnings 
and profits that are to be treated as 
taxes paid or accrued with respect to 
shipping, financial services or high 
withholding tax interest income, as the 
case may be, under section 904(d)(2)(I). 
Conversely, in order for a taxpayer to 
establish the amounts of general limi-
tation taxes paid or accrued in a tax-
able year beginning before January 1, 
1987, that are to be treated as taxes 
paid or accrued with respect to ship-
ping, financial services or high with-
holding tax interest income, as the 
case may be, the taxpayer must estab-
lish the amount of any distributions or 
inclusions that are attributable to 
shipping, financial services or high 
withholding tax interest earnings and 
profits. For purposes of establishing 
the amounts of general limitation 
taxes that are to be treated as taxes 
paid or accrued with respect to ship-
ping, financial services or high with-
holding tax interest income, the prin-
ciples of § 1.904–6 shall be applied. 

(b) Application of look-through rules to 
distributions (including deemed distribu-
tions) and payments by an entity to a re-
cipient when one’s taxable year begins be-
fore January 1, 1987 and the other’s tax-
able year begins after December 31, 1986— 
(1) In general. This paragraph provides 
rules relating to the application of sec-
tion 904(d)(3) to payments made by a 
controlled foreign corporation or other 
entity to which the look-through rules 
apply during its taxable year beginning 
after December 31, 1986, but received in 
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a taxable year of the recipient begin-
ning before January 1, 1987. The para-
graph also provides rules relating to 
distributions (including deemed dis-
tributions) or payments made by a con-
trolled foreign corporation to which 
section 904(d)(3) (as in effect before the 
Act) applies during its taxable year be-
ginning before January 1, 1987, and re-
ceived in a taxable year of the recipi-
ent beginning after December 31, 1986. 

(2) Payor of interest, rents, or royalties 
is subject to the Act and recipient is not 
subject to the Act. If interest, rents, or 
royalties are paid or accrued on or 
after the start of the payor’s first tax-
able year beginning on or after Janu-
ary 1, 1987, but prior to the start of the 
recipient’s first taxable year beginning 
on or after January 1, 1987, such inter-
est, rents, or royalties shall initially be 
characterized in accordance with sec-
tion 904(d)(3) and § 1.904–5. To the ex-
tent that interest payments in the 
hands of the recipient are initially 
characterized as passive income under 
these rules, they will be treated as sep-
arate limitation interest in the hands 
of the recipient. To the extent that 
rents or royalties in the hands of the 
recipient are initially characterized as 
passive income under these rules, they 
will be recharacterized as general limi-
tation income in the hands of the re-
cipient. 

(3) Recipient of interest, rents, or royal-
ties is subject to the Act and payor is not 
subject to the Act. If interest, rents, or 
royalties are paid or accrued before the 
start of the payor’s first taxable year 
beginning on or after January 1, 1987, 
but on or after the start of the recipi-
ent’s first taxable year beginning after 
January 1, 1987, the income in the re-
cipient’s hands shall be initially char-
acterized in accordance with former 
section 904(d)(3) (prior to its amend-
ment by the Act). To the extent inter-
est income is characterized as separate 
limitation interest income under these 
rules, that income shall be recharacter-
ized as passive income in the hands of 
the recipient. Rents or royalties will be 
characterized as general limitation in-
come. 

(4) Recipient of dividends and subpart F 
inclusions is subject to the Act and payor 
is not subject to the Act. If dividends are 
paid or accrued or section 951(a)(1) in-

clusions occur before the start of the 
first taxable year of a controlled for-
eign corporation beginning on or after 
January 1, 1987, but on or after the 
start of the first taxable year of the 
distributee or United States share-
holder beginning on or after January 1, 
1987, the dividends or section 951(a)(1) 
inclusions in the hands of the dis-
tributee or United States shareholder 
shall be initially characterized in ac-
cordance with former section 904(d)(3) 
(including the ordering rules of section 
904(d)(3)(A). Therefore, under former 
section 904(d)(3)(A), dividends are con-
sidered to be paid or derived first from 
earnings attributable to separate limi-
tation interest income. To the extent 
the dividend or section 951(a)(1) inclu-
sion is initially characterized under 
these rules as separate limitation in-
terest income in the hands of the dis-
tributee or United States shareholder, 
the dividend or section 951(a)(1) inclu-
sion shall be recharacterized as passive 
income in the hands of the distributee 
or United States shareholder. The por-
tion, if any, of the dividend or section 
951(a)(1) inclusion that is not charac-
terized as passive income shall be char-
acterized according to the rules in 
paragraph (a) of this section. There-
fore, a taxpayer may establish that in-
come that would otherwise be charac-
terized as general limitation income is 
shipping or financial services income. 
Rules comparable to the rules con-
tained in section 904(d)(2)(I) shall be 
applied for purposes of characterizing 
foreign taxes deemed paid with respect 
to distributions and section 951(a)(1) in-
clusions covered by this paragraph 
(b)(4). 

(5) Examples. The following examples 
illustrate the application of this para-
graph (b). 

Example 1. P is a domestic corporation that 
is a fiscal year taxpayer (July 1–June 30). S, 
a controlled foreign corporation, is a wholly- 
owned subsidiary of P and has a calendar 
taxable year. On June l, 1987, S makes a $100 
interest payment to P. Because the payment 
is made after January 1, 1987 (the first day of 
S’s first taxable year beginning after Decem-
ber 31, 1986), the look-through rules of sec-
tion 904(d)(3) apply to characterize the pay-
ment made by S. To the extent, however, 
that the interest payment to P is allocable 
to passive income earned by S, the payment 
will be included in P’s separate limitation 
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for interest as provided in former section 
904(d)(1)(A). 

Example 2. P is a domestic corporation that 
is a calendar year taxpayer. S, a controlled 
foreign corporation, is a wholly-owned sub-
sidiary of P and has a July 1–June 30 taxable 
year. On June 1, 1987, S makes a $100 interest 
payment to P. Because the payment is made 
prior to July l, 1987 (the first day of S’s first 
taxable year beginning after December 31, 
1986), the look-through rules of section 
904(d)(3) do not apply. Assume that, under 
former section 904(d)(3), the interest pay-
ment would be characterized as separate lim-
itation interest income. For purposes of de-
termining P’s foreign tax credit limitation, 
the interest payment will be passive income 
as provided in section 904(d)(1)(A). 

Example 3. The facts are the same as in Ex-
ample 2 except that on June 1, 1987, S makes 
a $100 dividend distribution to P. Because the 
dividend is paid prior to July l, 1987 (the first 
day of S’s first taxable year beginning after 
December 31, 1986), the look-through rules of 
section 904(d)(3) do not apply. Assume that, 
under former section 904(d)(3), S’s earnings 
and profits for the taxable year ending June 
30, 1987, consist of $200 of earnings attrib-
utable to general limitation income and $75 
of earnings attributable to separate limita-
tion interest income. The portion of the divi-
dend that is attributable to S’s separate lim-
itation interest and is treated as separate 
limitation interest income under former sec-
tion 904(d)(3) is $75. The remaining $25 of the 
dividend is treated as general limitation in-
come under former section 904(d)(3). For pur-
poses of determining P’s foreign tax credit 
limitation, $75 of the dividend will be re-
characterized as passive income. The re-
maining $25 of the dividend will be charac-
terized as general limitation income, unless 
P can establish that the general limitation 
portion is attributable to shipping or finan-
cial services income. 

(c) Installment sales. If income is re-
ceived or accrued by any person on or 
after the effective date of the Act (as 
applied to such person) that is attrib-
utable to a disposition of property by 
such person with regard to which sec-
tion 453 or section 453A applies (install-
ment sale treatment), and the disposi-
tion occurred prior to the effective 
date of the Act, that income shall be 
characterized according to the rules of 
§§ 1.904–4 through 1.904–7. 

(d) Special effective date for high with-
holding tax interest earned by persons 
with respect to qualified loans described 
in section 1201(e)(2) of the Act. For pur-
poses of characterizing interest re-
ceived or accrued by any person, the 
definition of high withholding tax in-

terest in § 1.904–4(d) shall apply to tax-
able years beginning after December 31, 
1986, except as provided in section 
1201(e)(2) of the Act. 

(e) Treatment of certain recapture in-
come. Except as otherwise provided, if 
income is subject to recapture under 
section 585(c), the income shall be gen-
eral limitation income. If the income is 
recaptured by a taxpayer that is a fi-
nancial services entity, the entity may 
treat the income as financial services 
income if the taxpayer establishes to 
the satisfaction of the Secretary that 
the deduction to which the recapture 
amount is attributable is allocable to 
financial services income. If the tax-
payer establishes to the satisfaction of 
the Secretary that the deduction to 
which the recapture amount is attrib-
utable is allocable to high-withholding 
tax interest income, the taxpayer may 
treat the income as high-withholding 
tax interest. 

(f) [Reserved]. For further guidance, 
see § 1.904–7T(f). 

(g) [Reserved] For further guidance, 
see § 1.904–7T(g). 

[T.D. 8214, 53 FR 27034, July 18, 1988, as 
amended by T.D. 8412, 57 FR 20653, May 14, 
1992; T.D. 9260, 71 FR 24533, Apr. 25, 2006; T.D. 
9368, 72 FR 72590, Dec. 21, 2007] 

§ 1.904–7T Transition rules (tem-
porary). 

(a) through (e) [Reserved]. For fur-
ther guidance, see § 1.904–7(a) through 
(e). 

(f) Treatment of non-look-through pools 
of a noncontrolled section 902 corporation 
or a controlled foreign corporation in 
post-2002 taxable years—(1) Definition of 
non-look-through pools. The term non- 
look-through pools means the pools of 
post-1986 undistributed earnings (as de-
fined in § 1.902–1(a)(9)) that were accu-
mulated, and post-1986 foreign income 
taxes (as defined in § 1.902–1(a)(8)) paid, 
accrued, or deemed paid, in and after 
the first taxable year in which the for-
eign corporation had a domestic share-
holder (as defined in § 1.902–1(a)(1)) but 
before any such shareholder was eligi-
ble for look-through treatment with re-
spect to dividends from the foreign cor-
poration. 

(2) Treatment of non-look-through pools 
of a noncontrolled section 902 corporation. 
Any undistributed earnings in the non- 
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look-through pool that were accumu-
lated in taxable years beginning before 
January 1, 2003, by a noncontrolled sec-
tion 902 corporation as of the last day 
of the corporation’s last taxable year 
beginning before January 1, 2003, shall 
be treated in taxable years beginning 
after December 31, 2002, as if they were 
accumulated during a period when a 
dividend paid by the noncontrolled sec-
tion 902 corporation to a domestic 
shareholder would have been eligible 
for look-through treatment under sec-
tion 904(d)(4) and § 1.904–5. Post-1986 for-
eign income taxes paid, accrued or 
deemed paid with respect to such earn-
ings shall be treated as if they were 
paid, accrued or deemed paid during a 
period when the related earnings were 
eligible for look-through treatment. 
Any such earnings and taxes in the 
non-look-through pools shall con-
stitute the opening balance of the non-
controlled section 902 corporation’s 
pools of post-1986 undistributed earn-
ings and post-1986 foreign income taxes 
on the first day of the foreign corpora-
tion’s first taxable year beginning after 
December 31, 2002, in accordance with 
the rules of paragraph (f)(4) of this sec-
tion. 

(3) Treatment of non-look-through pools 
of a controlled foreign corporation. A 
controlled foreign corporation may 
have non-look-through pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes that were ac-
cumulated and paid in a taxable year 
beginning before January 1, 2003, in 
which it was a noncontrolled section 
902 corporation. Any such undistrib-
uted earnings in the non-look-through 
pool as of the last day of the controlled 
foreign corporation’s last taxable year 
beginning before January 1, 2003, shall 
be treated in taxable years beginning 
on or after January 1, 2003, as if they 
were accumulated during a period when 
a dividend paid by the controlled for-
eign corporation out of such earnings, 
or an amount included in the gross in-
come of a United States shareholder 
under section 951 that is attributable 
to such earnings, would have been eli-
gible for look-through treatment. Any 
post-1986 foreign income taxes paid, ac-
crued, or deemed paid with respect to 
such earnings shall be treated in tax-
able years beginning on or after Janu-

ary 1, 2003, as if they were paid, ac-
crued, or deemed paid during a period 
when a dividend or inclusion out of 
such earnings would have been eligible 
for look-through treatment. Any such 
undistributed earnings and taxes in the 
non-look-through pools shall be added 
to the pools of post-1986 undistributed 
earnings and post-1986 foreign income 
taxes of the controlled foreign corpora-
tion in the appropriate separate cat-
egories on the first day of the con-
trolled foreign corporation’s first tax-
able year beginning after December 31, 
2002, in accordance with the rules of 
paragraph (f)(4) of this section. Similar 
rules shall apply to characterize any 
previously-taxed earnings and profits 
described in section 959(c)(1)(A) that 
are attributable to earnings in the non- 
look-through pool. 

(4) Substantiation of look-through char-
acter of undistributed earnings and taxes 
in a non-look-through pool—(i) Recon-
struction of earnings and taxes pools. In 
order to substantiate the look-through 
characterization of undistributed earn-
ings and taxes in a non-look-through 
pool under section 904(d)(4) and § 1.904– 
5, the taxpayer shall make a reason-
able, good-faith effort to reconstruct 
the non-look-through pools of post-1986 
undistributed earnings and post-1986 
foreign income taxes (and previously- 
taxed earnings and profits, if any) on a 
look-through basis for each year in the 
non-look-through period, beginning 
with the first taxable year in which 
post-1986 undistributed earnings were 
accumulated in the non-look-through 
pool. Reconstruction shall be based on 
reasonably available books and records 
and other relevant information, and it 
must account for earnings distributed 
and taxes deemed paid in these years as 
if they were distributed and deemed 
paid pro rata from the amounts that 
were added to the non-look-through 
pools during the non-look-through pe-
riod. 

(ii) Safe harbor method. A taxpayer 
may allocate the undistributed earn-
ings and taxes in the non-look-through 
pools to the foreign corporation’s look- 
through pools of post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes in other separate categories 
on the first day of the foreign corpora-
tion’s first taxable year beginning after 
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December 31, 2002, in the same percent-
ages as the taxpayer properly charac-
terizes the stock of the foreign cor-
poration in the separate categories for 
purposes of apportioning the taxpayer’s 
interest expense in its first taxable 
year ending after the first day of the 
foreign corporation’s first taxable year 
beginning after December 31, 2002, 
under § 1.861–12T(c)(3) or (c)(4), as the 
case may be. If the modified gross in-
come method described in § 1.861–9T(j) 
is used to apportion interest expense of 
the foreign corporation in its first tax-
able year beginning after December 31, 
2002, the taxpayer must allocate the 
undistributed earnings and taxes in the 
non-look-through pools to the foreign 
corporation’s look-through pools of 
post-1986 undistributed earnings and 
post-1986 foreign income taxes based on 
an average of the foreign corporation’s 
modified gross income ratios for the 
foreign corporation’s taxable years be-
ginning in 2003 and 2004. A taxpayer 
may also use the safe harbor method 
described in this paragraph (f)(4)(ii) to 
allocate to separate categories any pre-
viously-taxed earnings and profits de-
scribed in section 959(c)(1)(A) that are 
attributable to the non-look-through 
pool. 

(iii) Inadequate substantiation. If a 
taxpayer does not elect the safe harbor 
method described in paragraph (f)(4)(ii) 
of this section and the Commissioner 
determines that the look-through char-
acterization of earnings and taxes in 
the non-look-through pools cannot rea-
sonably be determined based on the 
available information, the Commis-
sioner shall allocate the undistributed 
earnings and taxes in the non-look- 
through pools to the foreign corpora-
tion’s passive category. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (f)(4): 

Example 1. P, a domestic corporation, has 
owned 50 percent of the voting stock of S, a 
foreign corporation, at all times since Janu-
ary 1, 1987, and S has been a noncontrolled 
section 902 corporation with respect to P 
since that date. P and S each use the cal-
endar year as their U.S. taxable year. 1987 
was the first year in which post-1986 undis-
tributed earnings were accumulated in the 
non-look-through pool of S. As of December 
31, 2002, S had 200u of post-1986 undistributed 
earnings and $100 of post-1986 foreign income 

taxes in its non-look-through pools. P does 
not elect the safe harbor method under para-
graph(f)(4)(ii) of this section to allocate the 
earnings and taxes in the non-look-through 
pools to S’s other separate categories and 
does not attempt to substantiate the look- 
through characterization of S’s non-look- 
through pools. The Commissioner, however, 
reasonably determines, based on information 
used to characterize S’s stock for purposes of 
apportioning P’s interest expense in P’s 2003 
and 2004 taxable years, that 100u of the earn-
ings and all $100 of the taxes in the non-look- 
through pools are properly assigned on a 
look-through basis to the general limitation 
category, and 100u of earnings and no taxes 
are properly assigned on a look-through 
basis to the passive category. Therefore, in 
accordance with the Commissioner’s look- 
through characterization of the earnings and 
taxes in S’s non-look-through pools, on Jan-
uary 1, 2003, S has 100u of post-1986 undistrib-
uted earnings and $100 of post-1986 foreign in-
come taxes in the general limitation cat-
egory and 100u of post-1986 undistributed 
earnings and no post-1986 foreign income 
taxes in the passive category. 

Example 2. The facts are the same as in Ex 
ample 1, except that the Commissioner can-
not reasonably determine, based on the 
available information, the proper look- 
through characterization of the 200u of un-
distributed earnings and $100 of taxes in S’s 
non-look-through pools. Accordingly, the 
Commissioner will assign such earnings and 
taxes to the passive category, so that as of 
January 1, 2003, S has 200u of post-1986 undis-
tributed earnings and $100 of post-1986 for-
eign income taxes in the passive category, 
and the Commissioner will treat S as a pas-
sive category asset for purposes of appor-
tioning P’s interest expense. 

(5) Treatment of a deficit accumulated 
in a non-look-through pool. Any deficit 
in the non-look-through pool of a non-
controlled section 902 corporation or a 
controlled foreign corporation as of the 
end of its last taxable year beginning 
before January 1, 2003, shall be treated 
in taxable years beginning after De-
cember 31, 2002, as if the deficit had 
been accumulated during a period in 
which a dividend paid by the foreign 
corporation would have been eligible 
for look-through treatment. In the case 
of a noncontrolled section 902 corpora-
tion, the deficit and taxes, if any, in 
the non-look-through pools shall con-
stitute the opening balance of the look- 
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through pools of post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes of the noncontrolled sec-
tion 902 corporation in the appropriate 
separate categories on the first day of 
its first taxable year beginning after 
December 31, 2002. In the case of a con-
trolled foreign corporation, the deficit 
and taxes, if any, in the non-look- 
through pools shall be added to the bal-
ance of the look-through pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes of the con-
trolled foreign corporation in the ap-
propriate separate categories on the 
first day of its first taxable year begin-
ning after December 31, 2002. The tax-
payer must substantiate the look- 
through characterization of the deficit 
and taxes in accordance with the rules 
of paragraph (f)(4) of this section. If a 
taxpayer does not elect the safe harbor 
described in paragraph (f)(4)(ii) of this 
section and the Commissioner deter-
mines that the look-through character-
ization of the deficit and taxes cannot 
reasonably be determined based on the 
available information, the Commis-
sioner shall allocate the deficit and 
taxes, if any, in the non-look-through 
pools to the foreign corporation’s pas-
sive category. If, as of the end of a tax-
able year beginning after December 31, 
2002, in which it pays a dividend, the 
foreign corporation has zero or a def-
icit in post-1986 undistributed earnings 
(taking into account any earnings or a 
deficit accumulated in taxable years 
beginning before January 1, 2003), the 
deficit in post-1986 undistributed earn-
ings shall be carried back to reduce 
pre-1987 accumulated profits, if any, on 
a last-in first-out basis. See § 1.902– 
2(a)(1). If, as of the end of a taxable 
year beginning after December 31, 2002, 
in which the foreign corporation pays a 
dividend out of current earnings and 
profits, it has zero or a deficit in post- 
1986 undistributed earnings (taking 
into account any earnings or a deficit 
accumulated in taxable years begin-
ning before January 1, 2003), and the 
sum of current plus accumulated earn-
ings and profits is zero or less than 
zero, no foreign taxes shall be deemed 
paid with respect to the dividend. See 
§ 1.902–1(b)(4). 

(6) Treatment of pre-1987 accumulated 
profits. Any pre-1987 accumulated prof-

its (as defined in § 1.902–1(a)(10)) of a 
controlled foreign corporation or non-
controlled section 902 corporation shall 
be treated in taxable years beginning 
after December 31, 2002, as if they were 
accumulated during a period in which a 
dividend paid by the foreign corpora-
tion would have been eligible for look- 
through treatment. Any pre-1987 for-
eign income taxes (as defined in § 1.902– 
1(a)(10)(iii)) shall be treated as if they 
were paid, accrued or deemed paid dur-
ing a year when a dividend out of the 
related pre-1987 accumulated profits 
would have been eligible for look- 
through treatment. The taxpayer must 
substantiate the look-through charac-
terization of the pre-1987 accumulated 
profits and pre-1987 foreign income 
taxes in accordance with the rules of 
paragraph (f)(4) of this section. If a tax-
payer does not elect the safe harbor de-
scribed in paragraph (f)(4)(ii) of this 
section and the Commissioner deter-
mines that the look-through character-
ization of the pre-1987 accumulated 
profits and pre-1987 foreign income 
taxes cannot reasonably be determined 
based on the available information, the 
pre-1987 accumulated profits and pre- 
1987 foreign income taxes shall be allo-
cated to the foreign corporation’s pas-
sive category. 

(7) Treatment of post-1986 undistributed 
earnings or a deficit of a controlled for-
eign corporation attributable to dividends 
from a noncontrolled section 902 corpora-
tion paid in taxable years beginning be-
fore January 1, 2003—(i) Look-through 
treatment of post-1986 undistributed earn-
ings at controlled foreign corporation 
level. Dividends paid by a noncontrolled 
section 902 corporation to a controlled 
foreign corporation in post-1986 taxable 
years of the noncontrolled section 902 
corporation beginning before January 
1, 2003, were assigned to a separate cat-
egory for dividends from that noncon-
trolled section 902 corporation. Begin-
ning on the first day of the controlled 
foreign corporation’s first taxable year 
beginning on or after the first day of 
the lower-tier corporation’s first tax-
able year beginning after December 31, 
2002, any post-1986 undistributed earn-
ings, or previously-taxed earnings and 
profits described in section 959(c)(1) or 
(2), of the controlled foreign corpora-
tion in such a separate category shall 
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be treated as if they were accumulated 
during a period when a dividend paid 
by the noncontrolled section 902 cor-
poration would have been eligible for 
look-through treatment. Any post-1986 
foreign income taxes in such a separate 
category shall also be treated as if they 
were paid, accrued or deemed paid dur-
ing a period when such a dividend 
would have been eligible for look- 
through treatment. Any such post-1986 
undistributed earnings and post-1986 
foreign income taxes in a separate cat-
egory for dividends from a noncon-
trolled section 902 corporation shall be 
added to the opening balance of the 
controlled foreign corporation’s look- 
through pools of post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes in the appropriate separate 
categories on the first day of the con-
trolled foreign corporation’s first tax-
able year beginning on or after the 
first day of the lower-tier corporation’s 
first taxable year beginning after De-
cember 31, 2002. The taxpayer must 
substantiate the look-through charac-
terization of such earnings and taxes in 
accordance with the rules of paragraph 
(f)(7)(iii) of this section. 

(ii) Look-through treatment of deficit in 
post-1986 undistributed earnings at con-
trolled foreign corporation level. If a con-
trolled foreign corporation has a def-
icit in a separate category for divi-
dends from a lower-tier noncontrolled 
section 902 corporation that is a mem-
ber of the controlled foreign corpora-
tion’s qualified group as defined in sec-
tion 902(b)(2), such deficit shall be 
treated in taxable years of the upper- 
tier corporation beginning on or after 
the first day of the lower-tier corpora-
tion’s first taxable year beginning after 
December 31, 2002, as if the deficit had 
been accumulated during a period in 
which a dividend from the lower-tier 
corporation would have been eligible 
for look-through treatment. Any post- 
1986 foreign income taxes in the sepa-
rate category for dividends from the 
noncontrolled section 902 corporation 
shall also be treated as if they were 
paid, accrued or deemed paid during a 
period when the dividends were eligible 
for look-through treatment. The deficit 
and related post-1986 foreign income 
taxes, if any, shall be added to the 
opening balance of the controlled for-

eign corporation’s look-through pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes in the 
appropriate separate categories on the 
first day of the controlled foreign cor-
poration’s first taxable year beginning 
on or after the first day of the lower- 
tier corporation’s first taxable year be-
ginning after December 31, 2002. The 
taxpayer must substantiate the look- 
through characterization of the deficit 
and taxes in accordance with the rules 
of paragraph (f)(7)(iii) of this section. 

(iii) Substantiation required for look- 
through treatment. The taxpayer must 
substantiate the look-through charac-
terization of post-1986 undistributed 
earnings, previously-taxed earnings 
and profits, or a deficit in post-1986 un-
distributed earnings in a separate cat-
egory for dividends paid by a noncon-
trolled section 902 corporation in tax-
able years beginning before January 1, 
2003, by making a reasonable, good- 
faith effort to reconstruct the earnings 
(or deficit) and taxes in the separate 
category at the level of the controlled 
foreign corporation on a look-through 
basis, in accordance with the principles 
of paragraph (f)(4)(i) of this section. Al-
ternatively, the taxpayer may allocate 
the earnings (or deficit) and taxes to 
the controlled foreign corporation’s 
look-through pools by electing to apply 
the safe harbor described in paragraph 
(f)(4)(ii) at the level of the controlled 
foreign corporation. If the taxpayer so 
elects, the earnings (or deficit) and 
taxes shall be allocated to the con-
trolled foreign corporation’s look- 
through pools in the appropriate sepa-
rate categories on the first day of the 
controlled foreign corporation’s first 
taxable year beginning on or after the 
first day of the lower-tier corporation’s 
first taxable year beginning after De-
cember 31, 2002. The allocation shall be 
made in the same percentages as the 
controlled foreign corporation would 
properly characterize the stock of the 
lower-tier noncontrolled section 902 
corporation in the separate categories 
for purposes of apportioning the con-
trolled foreign corporation’s interest 
expense in its first taxable year ending 
after the first day of the noncontrolled 
section 902 corporation’s first taxable 
year beginning after December 31, 2002. 
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Under § 1.861–12T(c)(3), the apportion-
ment ratios properly used by the con-
trolled foreign corporation are in turn 
based on the apportionment ratios 
properly used by the noncontrolled sec-
tion 902 corporation to apportion its in-
terest expense in its first taxable year 
beginning after December 31, 2002. In 
the case of a taxpayer that elects to 
use the safe harbor rule where the 
lower-tier noncontrolled section 902 
corporation uses the modified gross in-
come method described in § 1.861–9T(j) 
to apportion interest expense for its 
first taxable year beginning after De-
cember 31, 2002, earnings (or a deficit) 
and taxes in the separate category for 
dividends from the noncontrolled sec-
tion 902 corporation shall be allocated 
to the look-through pools based on the 
average of the noncontrolled section 
902 corporation’s modified gross income 
ratios for its taxable years beginning 
in 2003 and 2004. In the case of a con-
trolled foreign corporation that has in 
its qualified group a chain of lower-tier 
noncontrolled section 902 corporations, 
the safe harbor applies first to charac-
terize the stock of the third-tier cor-
poration and then to characterize the 
stock of the second-tier corporation. 
Where a taxpayer elects the safe harbor 
with respect to a lower-tier noncon-
trolled section 902 corporation with re-
spect to which the taxpayer did not 
meet the requirements of section 902(a) 
as of the end of the upper-tier con-
trolled foreign corporation’s last tax-
able year beginning before January 1, 
2003, the earnings (or deficit) and taxes 
in the separate category for dividends 
from the lower-tier corporation shall 
be allocated to the upper-tier corpora-
tion’s look-through pools in the sepa-
rate categories in the same percentages 
as the stock of the lower-tier corpora-
tion would have been characterized for 
purposes of apportioning the upper-tier 
corporation’s interest expense in the 
last year the taxpayer met the owner-
ship requirements of section 902(a) with 
respect to the lower-tier corporation if 
the look-through rules had applied in 
that year. If a taxpayer does not elect 
the safe harbor method described in 
this subparagraph (f)(7)(iii), and the 
Commissioner determines that the 
look-through characterization of the 
earnings (or deficit) and taxes cannot 

reasonably be determined based on the 
available information, the Commis-
sioner shall allocate the earnings (or 
deficit) and associated foreign income 
taxes to the controlled foreign corpora-
tion’s passive category. 

(8) Treatment of distributions received 
by an upper-tier corporation from a lower- 
tier noncontrolled section 902 corporation 
when the corporations do not have the 
same taxable years—(i) Rule. In the case 
of dividends paid by a lower-tier non-
controlled section 902 corporation to an 
upper-tier corporation where both are 
members of the same qualified group as 
defined in section 902(b)(2), the fol-
lowing rules apply. Dividends paid by 
the lower-tier corporation in taxable 
years beginning before January 1, 2003, 
are assigned to a separate category for 
dividends from that corporation, re-
gardless of whether the corresponding 
taxable year of the recipient corpora-
tion began after December 31, 2002. 
Post-1986 undistributed earnings, pre-
viously-taxed earnings and profits, and 
post-1986 foreign income taxes in such 
a separate category shall be treated, 
beginning on the first day of the upper- 
tier corporation’s first taxable year be-
ginning on or after the first day of the 
lower-tier corporation’s first taxable 
year beginning after December 31, 2002, 
as if they were accumulated during a 
period when a dividend paid by the 
lower-tier corporation would have been 
eligible for look-through treatment 
under section 904(d)(4) and § 1.904–5. 
Dividends paid by a lower-tier corpora-
tion in taxable years beginning after 
December 31, 2002, are eligible for look- 
through treatment when paid, without 
regard to whether the corresponding 
taxable year of the recipient upper-tier 
corporation began after December 31, 
2002. 

(ii) Example. The following example 
illustrates the application of paragraph 
(f) of this section: 

Example. M, a domestic corporation, has di-
rectly owned 50 percent of the stock of X, 
and X has directly owned 50 percent of the 
stock of Y, at all times since X and Y were 
organized on January 1, 1990. Accordingly, X 
and Y are noncontrolled section 902 corpora-
tions with respect to M, and X and Y are 
members of the same qualified group. M and 
Y use the calendar year as their U.S. taxable 
year, and X uses a taxable year beginning on 
July 1. Under § 1.904–4(g) and paragraph (f)(10) 
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of this section, a dividend paid to M by X on 
January 15, 2003 (during X’s last pre-2003 tax-
able year) is not eligible for look-through 
treatment in 2003. However, under § 1.861– 
12T(c)(4), M will characterize the stock of X 
on a look-through basis for purposes of inter-
est expense apportionment in its 2003 taxable 
year. Under § 1.904–4T(h)(1), any unused for-
eign taxes in M’s separate category for divi-
dends from X will be carried over to M’s 
other separate categories on a look-through 
basis for M’s taxable years beginning on and 
after January 1, 2004. Under paragraph (f)(2) 
of this section, any undistributed earnings 
and taxes in X’s non-look-through pools will 
be allocated to X’s other separate categories 
on July 1, 2003. Under § 1.904–5(i)(4) and para-
graphs (f)(8)(i) and (f)(10) of this section, a 
dividend paid to X by Y on January 15, 2003 
(during Y’s first post-2002 taxable year) is el-
igible for look-through treatment when paid, 
notwithstanding that it is received in a pre- 
2003 taxable year of X. 

(9) Election to apply pre-AJCA rules to 
2003 and 2004 taxable years—(i) Defini-
tion. The term single category for divi-
dends from all noncontrolled section 902 
corporations means the separate cat-
egory described in section 904(d)(1)(E) 
as in effect for taxable years beginning 
after December 31, 2002, and prior to its 
repeal by the American Jobs Creation 
Act (AJCA), Public Law 108–357, 118 
Stat. 1418 (October 22, 2004). 

(ii) Time, manner, and form of election. 
A taxpayer may elect not to apply the 
provisions of section 403 of the AJCA 
and to apply the rules of this para-
graph (f)(9) to taxable years of noncon-
trolled section 902 corporations begin-
ning after December 31, 2002, and before 
January 1, 2005, without regard to 
whether the corresponding taxable 
years of the taxpayer or any upper-tier 
corporation begin before or after such 
dates. A taxpayer shall be eligible to 
make such an election provided that— 

(A) The taxpayer’s tax liability as 
shown on an original or amended tax 
return for each of its affected taxable 
years is consistent with the rules of 
this paragraph (f)(9), the guidance set 
forth in Notice 2003–5 (2003–1 C.B. 294) 
(see § 601.601(d)(2) of this chapter), and 
the principles of § 1.861–12T(c)(4) for 
each such year for which the statute of 
limitations does not preclude the filing 
of an amended return; 

(B) The taxpayer makes appropriate 
adjustments to eliminate any double 
benefit arising from the application of 

this paragraph (f)(9) to years that are 
not open for assessment; and 

(C) The taxpayer attaches a state-
ment to its next tax return for which 
the due date (with extensions) is more 
than 90 days after April 25, 2006, indi-
cating that the taxpayer elects not to 
apply the provisions of section 403 of 
the AJCA to taxable years of its non-
controlled section 902 corporations be-
ginning in 2003 and 2004, and that the 
taxpayer has filed original returns or 
will file amended returns reflecting tax 
liabilities for each affected year that 
satisfy the requirements described in 
this paragraph (f)(9)(ii). 

(iii) Treatment of non-look-through 
pools in taxable years beginning after De-
cember 31, 2004. Undistributed earnings 
(or a deficit) and taxes in the non-look- 
through pools of a controlled foreign 
corporation or a noncontrolled section 
902 corporation as of the end of its last 
taxable year beginning before January 
1, 2005, shall be treated in taxable years 
beginning after December 31, 2004, as if 
they were accumulated and paid during 
a period in which a distribution out of 
earnings in the non-look-through pool 
would have been eligible for look- 
through treatment. Such earnings (or 
deficit) and taxes shall be added to the 
foreign corporation’s pools of post-1986 
undistributed earnings and post-1986 
foreign income taxes in the appropriate 
separate categories on the first day of 
the foreign corporation’s first taxable 
year beginning after December 31, 2004. 
In accordance with the principles of 
paragraph (f)(4) of this section, the tax-
payer must reconstruct the non-look- 
through pools or, if the taxpayer elects 
the safe harbor, allocate the earnings 
and taxes in the non-look-through 
pools to the foreign corporation’s look- 
through pools in the appropriate sepa-
rate categories on the first day of the 
foreign corporation’s first taxable year 
beginning after December 31, 2004. 
Under the safe harbor, this allocation 
is made in the same percentages as the 
taxpayer properly characterized the 
stock of the foreign corporation for 
purposes of apportioning the taxpayer’s 
interest expense in the taxpayer’s first 
taxable year ending after the first day 
of the foreign corporation’s first tax-
able year beginning after December 31, 
2002. See § 1.861–12T(c)(3) and (4). If a 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00790 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



781 

Internal Revenue Service, Treasury § 1.904–7T 

taxpayer does not elect the safe harbor 
described in paragraph (f)(4)(ii) and the 
Commissioner determines that the 
look-through characterization of the 
earnings (or deficit) and taxes cannot 
reasonably be determined based on the 
available information, the earnings (or 
deficit) and taxes shall be allocated to 
the foreign corporation’s passive cat-
egory. 

(iv) Carryover of unused foreign tax. To 
the extent that a taxpayer has unused 
foreign taxes in the single category for 
dividends from all noncontrolled sec-
tion 902 corporations, such taxes shall 
be carried forward to the appropriate 
separate categories in the taxpayer’s 
taxable years beginning on or after the 
first day of the relevant noncontrolled 
section 902 corporation’s first taxable 
year beginning after December 31, 2004. 
Such unused taxes shall be carried for-
ward in the same manner as § 1.904– 
2T(h)(1) provides that unused foreign 
taxes in the separate categories for 
dividends from each noncontrolled sec-
tion 902 corporation are carried over to 
taxable years beginning on or after the 
first day of the noncontrolled section 
902 corporation’s first taxable year be-
ginning after December 31, 2002, in the 
case of a taxpayer that does not make 
the election under paragraph (f)(9) of 
this section. The electing taxpayer 
shall determine which noncontrolled 
section 902 corporations paid the divi-
dends to which the unused foreign 
taxes are attributable and assign the 
taxes to the appropriate separate cat-
egories as if such dividends had been el-
igible for look-through treatment when 
paid. Accordingly, the taxpayer must 
substantiate the look-through charac-
terization of the unused foreign taxes 
in accordance with paragraph (f)(4) of 
this section by reconstructing the non- 
look-through pools or, if the taxpayer 
elects the safe harbor, by allocating 
the unused foreign taxes to other sepa-
rate categories in the same percentages 
as the taxpayer properly characterized 
the stock of the noncontrolled section 
902 corporation for purposes of appor-
tioning the taxpayer’s interest expense 
for its first taxable year ending after 
the first day of the noncontrolled sec-
tion 902 corporation’s first taxable year 
beginning after December 31, 2002. The 
rule described in this paragraph 

(f)(9)(iv) shall apply only to unused for-
eign taxes attributable to dividends 
out of earnings that were accumulated 
by noncontrolled section 902 corpora-
tions in taxable years of such corpora-
tions beginning before January 1, 2003, 
because only unused foreign taxes at-
tributable to distributions out of pre- 
2003 earnings are included in the single 
category for dividends from all noncon-
trolled section 902 corporations. To the 
extent that unused foreign taxes car-
ried forward to the single category for 
dividends from all noncontrolled sec-
tion 902 corporations under the rules of 
Notice 2003–5 (see § 601.601(d)(2) of this 
chapter) were either absorbed by low- 
taxed dividends paid by noncontrolled 
section 902 corporations out of the non- 
look-through pool in taxable years of 
such corporations beginning in 2003 or 
2004, or expired unused, the amount of 
taxes carried forward to the separate 
categories on a look-through basis will 
be smaller than the aggregate amount 
of taxes initially carried forward to the 
single category for dividends from all 
noncontrolled section 902 corporations. 
In this case, the unused foreign taxes 
arising in each taxable year shall be 
deemed attributable to each noncon-
trolled section 902 corporation in the 
same ratio as the dividends included in 
the separate category that were paid 
by such corporation in such year bears 
to all such dividends paid by all non-
controlled section 902 corporations in 
such year. Unused foreign taxes carried 
forward from the separate categories 
for dividends from each noncontrolled 
section 902 corporation to the single 
category for dividends from all noncon-
trolled section 902 corporations will 
similarly be deemed to have been uti-
lized on a pro rata basis. The remain-
ing unused foreign taxes are then as-
signed to the appropriate separate cat-
egories under the rules of paragraph 
(f)(4) of this section. Unused foreign 
taxes shall be treated as allocable to 
general limitation income to the ex-
tent that such taxes would otherwise 
have been allocable to passive income 
(based on reconstructed pools or the 
safe harbor method), or to the extent 
that, under paragraph (f)(4)(iii) of this 
section, the Commissioner determines 
that the look-through characterization 
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cannot reasonably be determined based 
on the available information. 

(v) Carryback of unused foreign tax. To 
the extent that a taxpayer has unused 
foreign taxes attributable to a dividend 
paid by a noncontrolled section 902 cor-
poration that was eligible for look- 
through treatment under section 
904(d)(4) and § 1.904–5, any such unused 
foreign taxes shall be carried back to 
prior taxable years within the same 
separate category and not to the single 
category for dividends from all noncon-
trolled section 902 corporations or any 
separate category for dividends from a 
noncontrolled section 902 corporation. 
See Notice 2003–5 (see § 601.601(d)(2) of 
this chapter) for rules relating to the 
carryback of unused foreign taxes in 
the single category for dividends from 
all noncontrolled section 902 corpora-
tions. 

(vi) Recapture of overall foreign loss or 
separate limitation loss in the single cat-
egory for dividends from all noncontrolled 
section 902 corporations. To the extent 
that a taxpayer has a balance in a sep-
arate limitation loss or overall foreign 
loss account in the single category for 
dividends from all noncontrolled sec-
tion 902 corporations under section 
904(d)(1)(E) (prior to its repeal by the 
AJCA), at the end of the taxpayer’s 
last taxable year beginning before Jan-
uary 1, 2005 (or a later taxable year in 
which the taxpayer received a dividend 
subject to the separate limitation for 
dividends from all noncontrolled sec-
tion 902 corporations), the amount of 
such balance shall be allocated on the 
first day of the taxpayer’s next taxable 
year to the taxpayer’s other separate 
categories. The amount of such balance 
that is attributable to each noncon-
trolled section 902 corporation shall be 
allocated in the same percentages as 
the taxpayer properly characterized 
the stock of such corporation for pur-
poses of apportioning the taxpayer’s in-
terest expense for its first taxable year 
ending after the first day of such cor-
poration’s first taxable year beginning 
after December 31, 2002, under § 1.861– 
12T(c)(3) or (c)(4), as the case may be. 
To the extent that a taxpayer has a 
balance in a separate limitation loss 
account for the single category for 
dividends from all noncontrolled sec-
tion 902 corporations with respect to 

another separate category, and the sep-
arate limitation loss account would 
otherwise be assigned to that other 
category under this paragraph (f)(9)(vi), 
such balance shall be eliminated. 

(vii) Recapture of separate limitation 
losses in other separate categories. To the 
extent that a taxpayer has a balance in 
any separate limitation loss account in 
a separate category with respect to the 
single category for dividends from all 
noncontrolled section 902 corporations 
at the end of the taxpayer’s last tax-
able year with or within which ends 
the last taxable year of the relevant 
noncontrolled section 902 corporation 
beginning before January 1, 2005, such 
loss shall be recaptured in subsequent 
taxable years as income in the appro-
priate separate category. The separate 
limitation loss account shall be 
deemed attributable on a pro rata basis 
to those noncontrolled section 902 cor-
porations that paid dividends out of 
earnings accumulated in taxable years 
beginning before January 1, 2003, in the 
years in which the separate limitation 
loss in the other separate category 
arose. The ratable portions of the sepa-
rate limitation loss account shall be 
recaptured as income in the taxpayer’s 
separate categories in the same per-
centages as the taxpayer properly char-
acterized the stock of the relevant non-
controlled section 902 corporation for 
purposes of apportioning the taxpayer’s 
interest expense in its first taxable 
year ending after the first day of such 
corporation’s first taxable year begin-
ning after December 31, 2002, under 
§ 1.861–12T(c)(3) or (c)(4), as the case 
may be. To the extent that a taxpayer 
has a balance in any separate limita-
tion loss account in any separate cat-
egory that would have been recaptured 
as income in that same category under 
this paragraph (f)(9)(vii), such balance 
shall be eliminated. 

(viii) Treatment of undistributed earn-
ings in an upper-tier corporation-level 
single category for dividends from lower- 
tier noncontrolled section 902 corpora-
tions. Where a controlled foreign cor-
poration or noncontrolled section 902 
corporation has a single category for 
dividends from all noncontrolled sec-
tion 902 corporations containing earn-
ings attributable to dividends paid by 
one or more lower-tier corporations, 
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the following rules apply. The post-1986 
undistributed earnings, previously- 
taxed earnings and profits described in 
section 959(c)(1) or (2), if any, and asso-
ciated post-1986 foreign income taxes 
shall be allocated to the upper-tier cor-
poration’s other separate categories in 
the same manner as earnings and taxes 
in a separate category for dividends 
from each noncontrolled section 902 
corporation maintained by the upper- 
tier corporation are allocated under 
paragraph (f)(7) of this section. Accord-
ingly, post-1986 undistributed earnings, 
previously-taxed earnings and profits, 
if any, and post-1986 foreign income 
taxes in the single category for divi-
dends from all noncontrolled section 
902 corporations shall be treated as if 
they were accumulated and paid, ac-
crued or deemed paid during a period 
when a dividend paid by each lower-tier 
corporation that paid dividends in-
cluded in the single category would 
have been eligible for look-through 
treatment. If the taxpayer elects the 
safe harbor rule described in paragraph 
(f)(7)(iii) of this section, the earnings 
and taxes shall be allocated based on 
the apportionment ratios properly used 
by the lower-tier corporation to appor-
tion its interest expense for its first 
taxable year beginning after December 
31, 2002. The taxpayer must substan-
tiate the look-through characteriza-
tion of the earnings and taxes in ac-
cordance with the rules of paragraph 
(f)(7)(iii) of this section. If the taxpayer 
does not elect the safe harbor and the 
Commissioner determines that the 
look-through characterization of the 
earnings cannot reasonably be deter-
mined based on the available informa-
tion, the earnings and taxes shall be 
assigned to the upper-tier corporation’s 
passive category. 

(ix) Treatment of a deficit in the single 
category for dividends from lower-tier 
noncontrolled section 902 corporations. 
Where a controlled foreign corporation 
or noncontrolled section 902 corpora-
tion had an aggregate deficit in the 
single category for dividends from all 
noncontrolled section 902 corporations 
as of the end of the upper-tier corpora-
tion’s last taxable year beginning be-
fore January 1, 2005, such deficit and 
the associated post-1986 foreign income 
taxes, if any, shall be allocated to the 

upper-tier corporation’s other separate 
categories in the same percentages in 
which the non-look-through pools of 
each lower-tier corporation to which 
the deficit is attributable were as-
signed to such corporation’s other sep-
arate categories in its first taxable 
year beginning after December 31, 2002. 
If the taxpayer elects the safe harbor 
rule described in paragraph (f)(7)(iii) of 
this section, the deficit and taxes shall 
be allocated based on how the taxpayer 
properly characterized the stock of the 
lower-tier noncontrolled section 902 
corporation for purposes of appor-
tioning the upper-tier corporation’s in-
terest expense for the upper-tier cor-
poration’s first taxable year ending 
after the first day of the lower-tier cor-
poration’s first taxable year beginning 
after December 31, 2002. The taxpayer 
must substantiate the look-through 
characterization of the deficit and 
taxes in accordance with the rules of 
paragraph (f)(7)(iii) of this section. If 
the taxpayer does not elect the safe 
harbor and the Commissioner deter-
mines that the look-through character-
ization of the deficit cannot reasonably 
be determined based on the available 
information, the deficit and taxes shall 
be assigned to the upper-tier corpora-
tion’s passive category. 

(10) Effective date. Except in the case 
of a taxpayer that makes the election 
under paragraph (f)(9) of this section, 
section 904(d)(4) and this paragraph (f) 
shall apply to dividends from a noncon-
trolled section 902 corporation that are 
paid during the first taxable year of 
the noncontrolled section 902 corpora-
tion beginning after December 31, 2002, 
and thereafter, without regard to 
whether the corresponding taxable 
year of the recipient of the dividend be-
gins after December 31, 2002. In the 
case of a taxpayer that makes the elec-
tion under paragraph (f)(9) of this sec-
tion, the provisions of section 403 of 
the AJCA, including section 904(d)(4), 
and this paragraph (f) shall apply to 
dividends from a noncontrolled section 
902 corporation that are paid in taxable 
years of the noncontrolled section 902 
corporation beginning after December 
31, 2004, without regard to whether the 
corresponding taxable year of the re-
cipient of the dividend begins after De-
cember 31, 2004. 
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(g) Treatment of earnings and foreign 
taxes of a controlled foreign corporation 
or a noncontrolled section 902 corporation 
accumulated in taxable years beginning 
before January 1, 2007—(1) Definitions— 
(i) Pre-2007 pools means the pools in 
each separate category of post-1986 un-
distributed earnings (as defined in 
§ 1.902–1(a)(9)) that were accumulated, 
and post-1986 foreign income taxes (as 
defined in § 1.902–1(a)(8)) paid, accrued, 
or deemed paid, in taxable years begin-
ning before January 1, 2007. 

(ii) Pre-2007 separate categories means 
the separate categories of income de-
scribed in section 904(d) as applicable 
to taxable years beginning before Janu-
ary 1, 2007, and any other separate cat-
egory of income described in § 1.904– 
4(m). 

(iii) Post-2006 separate categories 
means the separate categories of in-
come described in section 904(d) as ap-
plicable to taxable years beginning 
after December 31, 2006, and any other 
separate category of income described 
in § 1.904–4(m). 

(2) Treatment of pre-2007 pools of a con-
trolled foreign corporation or a noncon-
trolled section 902 corporation. Any post- 
1986 undistributed earnings in a pre- 
2007 pool of a controlled foreign cor-
poration or a noncontrolled section 902 
corporation shall be treated in taxable 
years beginning after December 31, 
2006, as if they were accumulated dur-
ing a period in which the rules gov-
erning the determination of post-2006 
separate categories applied. Post-1986 
foreign income taxes paid, accrued, or 
deemed paid with respect to such earn-
ings shall be treated as if they were 
paid, accrued, or deemed paid during a 
period in which the rules governing the 
determination of post-2006 separate 
categories (including the rules of sec-
tion 904(d)(3)(E)) applied as well. Any 
such earnings and taxes in pre-2007 
pools shall constitute the opening bal-
ance of the foreign corporation’s post- 
1986 undistributed earnings and post- 
1986 foreign income taxes on the first 
day of the foreign corporation’s first 
taxable year beginning after December 
31, 2006, in accordance with the rules of 
paragraph (g)(3) of this section. Similar 
rules shall apply to characterize any 
deficits in the pre-2007 pools and pre-
viously-taxed earnings and profits de-

scribed in section 959(c)(1) and (2) that 
are attributable to earnings in the pre- 
2007 pools. 

(3) Substantiation of post-2006 character 
of earnings and taxes in a pre-2007 pool— 
(i) Reconstruction of earnings and taxes 
pools. In order to substantiate the post- 
2006 characterization of post-1986 undis-
tributed earnings (as well as deficits 
and previously-taxed earnings, if any) 
and post-1986 foreign income taxes in 
pre-2007 pools of a controlled foreign 
corporation or a noncontrolled section 
902 corporation, the taxpayer shall 
make a reasonable, good-faith effort to 
reconstruct the pre-2007 pools of post- 
1986 undistributed earnings (as well as 
deficits and previously-taxed earnings, 
if any) and post-1986 foreign income 
taxes following the rules governing the 
determination of post-2006 separate 
categories for each taxable year begin-
ning before January 1, 2007, beginning 
with the first year in which post-1986 
undistributed earnings were accumu-
lated in the pre-2007 pool. Reconstruc-
tion shall be based on reasonably avail-
able books and records and other rel-
evant information. To the extent any 
pre-2007 separate category includes 
earnings that would be allocated to 
more than one post-2006 separate cat-
egory, the taxpayer must account for 
earnings distributed and taxes deemed 
paid in these years for such category as 
if they were distributed and deemed 
paid pro rata from the amounts that 
were added to that category during 
each taxable year beginning before 
January 1, 2007. 

(ii) Safe harbor method—(A) In general. 
Subject to the rules of paragraph 
(g)(3)(iii) of this section, a taxpayer 
may allocate the post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes in pre-2007 pools of a con-
trolled foreign corporation or a non-
controlled section 902 corporation (as 
well as deficits and previously-taxed 
earnings, if any) under one of the safe 
harbor methods described in para-
graphs (g)(3)(ii)(B) and (g)(3)(ii)(C) of 
this section. 

(B) General safe harbor method—(1) 
Any post-1986 undistributed earnings 
(as well as deficits and previously- 
taxed earnings, if any) and post-1986 
foreign income taxes of a noncon-
trolled section 902 corporation or a 
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controlled foreign corporation in a pre- 
2007 separate category for passive in-
come, certain dividends from a DISC or 
former DISC, taxable income attrib-
utable to certain foreign trade income, 
or certain distributions from a FSC or 
former FSC shall be allocated to the 
post-2006 separate category for passive 
category income. 

(2) Any post-1986 undistributed earn-
ings (as well as deficits and previously- 
taxed earnings, if any) and post-1986 
foreign income taxes of a noncon-
trolled section 902 corporation or a 
controlled foreign corporation in a pre- 
2007 separate category for financial 
services income, shipping income or 
general limitation income shall be al-
located to the post-2006 separate cat-
egory for general category income. 

(3) Except as provided in paragraph 
(g)(3)(ii)(B)(4) of this section, any post- 
1986 undistributed earnings (as well as 
deficits and previously-taxed earnings, 
if any) and post-1986 foreign income 
taxes of a noncontrolled section 902 
corporation or a controlled foreign cor-
poration in a pre-2007 separate cat-
egory for high withholding tax interest 
shall be allocated to the post-2006 sepa-
rate category for passive category in-
come. 

(4) If a controlled foreign corporation 
has positive post-1986 undistributed 
earnings and post-1986 foreign income 
taxes in a pre-2007 separate category 
for high withholding tax interest, such 
earnings and taxes shall be allocated to 
the post-2006 separate category for gen-
eral category income if the earnings 
would qualify as income subject to 
high foreign taxes under section 
954(b)(4) if the entire amount of post- 
1986 undistributed earnings were treat-
ed as a net item of income subject to 
the rules of § 1.954–1(d). If the high 
withholding tax interest earnings 
would not qualify as income subject to 
high foreign taxes under section 
954(b)(4), then the earnings and taxes 
shall be allocated to the post-2006 sepa-
rate category for passive category in-
come. 

(C) Interest apportionment safe harbor. 
A taxpayer may allocate the post-1986 
undistributed earnings (as well as defi-
cits and previously-taxed earnings, if 
any) and post-1986 foreign income taxes 
in pre-2007 pools of a controlled foreign 

corporation or a noncontrolled section 
902 corporation following the principles 
of paragraph (f)(4)(ii) of this section. 

(iii) Consistency rule. The election to 
apply a safe harbor method under para-
graph (g)(3)(ii) of this section in lieu of 
the rules described in paragraph 
(g)(3)(i) of this section may be made on 
a separate category by separate cat-
egory basis. However, if a taxpayer 
elects to apply a safe harbor to allocate 
pre-2007 pools of more than one pre-2007 
separate category of a controlled for-
eign corporation or a noncontrolled 
section 902 corporation, such safe har-
bor (the general safe harbor described 
in paragraph (g)(3)(ii)(B) of this section 
or the interest apportionment safe har-
bor described in paragraph (g)(3)(ii)(C) 
of this section) shall apply to allocate 
post-1986 undistributed earnings (as 
well as deficits and previously-taxed 
earnings, if any) and post-1986 foreign 
income taxes for the pre-2007 pools in 
each pre-2007 separate category of the 
foreign corporation for which the tax-
payer elected to apply a safe harbor 
method in lieu of reconstructing the 
pre-2007 pools. 

(4) Treatment of pre-1987 accumulated 
profits. Any pre-1987 accumulated prof-
its (as defined in § 1.902–1(a)(10)) of a 
noncontrolled section 902 corporation 
or a controlled foreign corporation 
shall be treated in taxable years begin-
ning after December 31, 2006, as if they 
had been accumulated during a period 
in which the rules governing the deter-
mination of post-2006 separate cat-
egories applied. Foreign income taxes 
paid, accrued, or deemed paid with re-
spect to such earnings shall be treated 
as if they were paid, accrued, or 
deemed paid during a period in which 
the rules governing the determination 
of post-2006 separate categories applied 
as well. The taxpayer must substan-
tiate the post-2006 characterization of 
the pre-1987 accumulated profits and 
pre-1987 foreign income taxes in ac-
cordance with the rules of paragraph 
(g)(3) of this section, including the safe 
harbor provisions. Similar rules shall 
apply to characterize any deficits or 
previously-taxed earnings and profits 
described in section 959(c)(1) and (2) 
that are attributable to pre-1987 accu-
mulated profits. 
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(5) Treatment of earnings and foreign 
taxes in pre-2007 pools of a lower-tier con-
trolled foreign corporation or noncon-
trolled section 902 corporation. The rules 
of paragraphs (g)(1) through (4) of this 
section apply to post-1986 undistributed 
earnings (as well as deficits and pre-
viously-taxed earnings, if any) and 
post-1986 foreign income taxes in pre- 
2007 pools, and pre-1987 accumulated 
profits and pre-1987 foreign income 
taxes, of a lower-tier controlled foreign 
corporation or noncontrolled section 
902 corporation. 

(6) Effective/applicability date. This 
paragraph (g) shall apply to taxable 
years of United States taxpayers begin-
ning after December 31, 2006 and ending 
on or after December 21, 2007, and to 
taxable years of a foreign corporation 
which end with or within taxable years 
of its domestic corporate shareholder 
beginning after December 31, 2006 and 
ending on or after December 21, 2007. 

(7) Expiration date. The applicability 
of this paragraph (g) expires on Decem-
ber 20, 2010. 

[T.D. 9260, 71 FR 24533, Apr. 25, 2006, as 
amended by T.D. 9368, 72 FR 72590, Dec. 21, 
2007; 73 FR 15063, Mar. 21, 2008] 

§ 1.904(b)–0 Outline of regulation pro-
visions. 

This section lists the headings for 
§§ 1.904(b)–1 and 1.904(b)–2. 

§ 1.904(b)–1 Special rules for capital 
gains and losses. 

(a) Capital gains and losses included 
in taxable income from sources outside 
the United States. 

(1) Limitation on capital gain from 
sources outside the United States when 
the taxpayer has net capital losses 
from sources within the United States. 

(i) In general. 
(ii) Allocation of reduction to sepa-

rate categories or rate groups. 
(A) In general. 
(B) Taxpayer with capital gain rate 

differential. 
(2) Exclusivity of rules; no reduction 

by reason of net capital loss from 
sources outside the United States in a 
different separate category. 

(3) Capital losses from sources out-
side the United States in the same sep-
arate category. 

(4) Examples. 

(b) Capital gain rate differential. 
(1) Application of adjustments only if 

capital gain rate differential exists. 
(2) Determination of whether capital 

gain rate differential exists. 
(3) Special rule for certain noncor-

porate taxpayers. 
(c) Rate differential adjustment of 

capital gains. 
(1) Rate differential adjustment of 

capital gains in foreign source taxable 
income. 

(i) In general. 
(ii) Special rule for taxpayers with a 

net long-term capital loss from sources 
within the United States. 

(iii) Examples. 
(2) Rate differential adjustment of 

capital gains in entire taxable income. 
(d) Rate differential adjustment of 

capital losses from sources outside the 
United States. 

(1) In general. 
(2) Determination of which capital 

gains are offset by net capital losses 
from sources outside the United States. 

(e) Qualified dividend income. 
(1) In general. 
(2) Exception. 
(f) Definitions. 
(1) Alternative tax rate. 
(2) Net capital gain. 
(3) Rate differential portion. 
(4) Rate group. 
(i) Short-term capital gains or losses. 
(ii) Long-term capital gains. 
(iii) Long-term capital losses. 
(5) Terms used in sections 1(h), 904(b) 

or 1222. 
(g) Examples. 
(h) Coordination with section 904(f). 
(1) In general. 
(2) Examples. 
(i) Effective date. 

§ 1.904(b)–2 Special rules for application 
of section 904(b) to alternative minimum 
tax foreign tax credit. 

(a) Application of section 904(b)(2)(B) 
adjustments. 

(b) Use of alternative minimum tax 
rates. 

(1) Taxpayers other than corpora-
tions. 

(2) Corporate taxpayers. 
(c) Effective date. 

[T.D. 9371, 72 FR 72596, Dec. 21, 2007] 
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§ 1.904(b)–1 Special rules for capital 
gains and losses. 

(a) Capital gains and losses included in 
taxable income from sources outside the 
United States—(1) Limitation on capital 
gain from sources outside the United 
States when the taxpayer has net capital 
losses from sources within the United 
States—(i) In general. Except as other-
wise provided in this section, for pur-
poses of section 904 and this section, 
taxable income from sources outside 
the United States (in all of the tax-
payer’s separate categories in the ag-
gregate) shall include capital gain net 
income from sources outside the 
United States (determined by consid-
ering all of the capital gain and loss 
items in all of the taxpayer’s separate 
categories in the aggregate) only to the 
extent of capital gain net income from 
all sources. Thus, capital gain net in-
come from sources outside the United 
States (determined by considering all 
of the capital gain and loss items in all 
of the taxpayer’s separate categories in 
the aggregate) shall be reduced to the 
extent such amount exceeds capital 
gain net income from all sources. 

(ii) Allocation of reduction to separate 
categories or rate groups—(A) In general. 
If capital gain net income from sources 
outside the United States exceeds cap-
ital gain net income from all sources, 
and the taxpayer has capital gain net 
income from sources outside the 
United States in only one separate cat-
egory, such excess is allocated as a re-
duction to that separate category. If a 
taxpayer has capital gain net income 
from foreign sources in two or more 
separate categories, such excess must 
be apportioned on a pro rata basis as a 
reduction to each such separate cat-
egory. For purposes of the preceding 
sentence, pro rata means based on the 
relative amounts of the capital gain 
net income from sources outside the 
United States in each separate cat-
egory. 

(B) Taxpayer with capital gain rate dif-
ferential. If a taxpayer with a capital 
gain rate differential for the year 
(within the meaning of paragraph (b) of 
this section) has capital gain net in-
come from foreign sources in only one 
rate group within a separate category, 
any reduction to such separate cat-
egory pursuant to paragraph 

(a)(1)(ii)(A) of this section must be al-
located to such rate group. If a tax-
payer with a capital gain rate differen-
tial for the year (within the meaning of 
paragraph (b) of this section) has cap-
ital gain net income from foreign 
sources in two or more rate groups 
within a separate category, any reduc-
tion to such separate category pursu-
ant to paragraph (a)(1)(ii)(A) of this 
section must be apportioned on a pro 
rata basis among such rate groups. For 
purposes of the preceding sentence, pro 
rata means based on the relative 
amounts of the capital gain net income 
from sources outside the United States 
in each rate group within the applica-
ble separate category. 

(2) Exclusivity of rules; no reduction by 
reason of net capital losses from sources 
outside the United States in a different 
separate category. Capital gains from 
sources outside the United States in 
any separate category shall be limited 
by reason of section 904(b)(2)(A) and the 
comparable limitation of section 
904(b)(2)(B)(i) only to the extent pro-
vided in paragraph (a)(1) of this section 
(relating to limitation on capital gain 
from sources outside the United States 
when taxpayer has net capital losses 
from sources within the United States). 

(3) Capital losses from sources outside 
the United States in the same separate 
category. Except as otherwise provided 
in paragraph (d) of this section, taxable 
income from sources outside the 
United States in each separate cat-
egory shall be reduced by any capital 
loss that is allocable or apportionable 
to income from sources outside the 
United States in such separate cat-
egory to the extent such loss is allow-
able in determining taxable income for 
the taxable year. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (a) to taxpayers that do not have 
a capital gain rate differential for the 
taxable year. See paragraph (g) of this 
section for examples that illustrate the 
application of this paragraph (a) to 
taxpayers that have a capital gain rate 
differential for the year. The examples 
are as follows: 

Example 1. Taxpayer A, a corporation, has 
a $3,000 capital loss from sources outside the 
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United States in the general limitation cat-
egory, a $6,000 capital gain from sources out-
side the United States in the passive cat-
egory, and a $2,000 capital loss from sources 
within the United States. A’s capital gain 
net income from sources outside the United 
States in the aggregate, from all separate 
categories, is $3,000 ($6,000 ¥ $3,000). A’s cap-
ital gain net income from all sources is $1,000 
($6,000 ¥ $3,000 ¥ $2,000). Thus, for purposes 
of section 904, A’s taxable income from 
sources outside the United States in all of 
A’s separate categories in the aggregate in-
cludes only $1,000 of capital gain net income 
from sources outside the United States. See 
paragraph (a)(1)(i) of this section. Pursuant 
to paragraphs (a)(1)(i) and (a)(1)(ii)(A) of this 
section, A must reduce the $6,000 of capital 
gain net income from sources outside the 
United States in the passive category by 
$2,000 ($3,000 of capital gain net income from 
sources outside the United States ¥ $1,000 of 
capital gain net income from all sources). 
After the adjustment, A has $4,000 of capital 
gain from sources outside the United States 
in the passive category and $3,000 of capital 
loss from sources outside the United States 
in the general limitation category. 

Example 2. Taxpayer B, a corporation, has a 
$300 capital gain from sources outside the 
United States in the general limitation cat-
egory and a $200 capital gain from sources 
outside the United States in the passive cat-
egory. B’s capital gain net income from 
sources outside the United States is $500 
($300 + $200). B also has a $150 capital loss 
from sources within the United States and a 
$50 capital gain from sources within the 
United States. Thus, B’s capital gain net in-
come from all sources is $400 ($300 + $200 ¥ 

$150 + $50). Pursuant to paragraph 
(a)(1)(ii)(A) of this section, the $100 excess of 
capital gain net income from sources outside 
the United States over capital gain net in-
come from all sources ($500 ¥ $400) must be 
apportioned, as a reduction, three-fifths 
($300/$500 of $100, or $60) to the general limi-
tation category and two-fifths ($200/$500 of 
$100, or $40) to the passive category. There-
fore, for purposes of section 904, the general 
limitation category includes $240 ($300 ¥ $60) 
of capital gain net income from sources out-
side the United States and the passive cat-
egory includes $160 ($200 ¥ $40) of capital 
gain net income from sources outside the 
United States. 

Example 3. Taxpayer C, a corporation, has a 
$10,000 capital loss from sources outside the 
United States in the general limitation cat-
egory, a $4,000 capital gain from sources out-
side the United States in the passive cat-
egory, and a $2,000 capital gain from sources 
within the United States. C’s capital gain 
net income from sources outside the United 
States is zero, since losses exceed gains. C’s 
capital gain net income from all sources is 
also zero. C’s capital gain net income from 

sources outside the United States does not 
exceed its capital gain net income from all 
sources, and therefore paragraph (a)(1) of 
this section does not require any reduction 
of C’s passive category capital gain. For pur-
poses of section 904, C’s passive category in-
cludes $4,000 of capital gain net income. C’s 
general limitation category includes a cap-
ital loss of $6,000 because only $6,000 of cap-
ital loss is allowable as a deduction in the 
current year. The entire $4,000 of capital loss 
in excess of the $6,000 of capital loss that off-
sets capital gain in the taxable year is car-
ried back or forward under section 1212(a), 
and none of such $4,000 is taken into account 
under section 904(a) or (b) for the current 
taxable year. 

(b) Capital gain rate differential—(1) 
Application of adjustments only if capital 
gain rate differential exists. Section 
904(b)(2)(B) and paragraphs (c) and (d) 
of this section apply only for taxable 
years in which the taxpayer has a cap-
ital gain rate differential. 

(2) Determination of whether capital 
gain rate differential exists. For purposes 
of section 904(b) and this section, a cap-
ital gain rate differential is considered 
to exist for the taxable year only if the 
taxpayer has taxable income (exclud-
ing net capital gain and qualified divi-
dend income) for the taxable year, a 
net capital gain for the taxable year 
and— 

(i) In the case of a taxpayer other 
than a corporation, tax is imposed on 
the net capital gain at a reduced rate 
under section 1(h) for the taxable year; 
or 

(ii) In the case of a corporation, tax 
is imposed under section 1201(a) on the 
taxpayer at a rate less than any rate of 
tax imposed on the taxpayer by section 
11, 511, or 831(a) or (b), whichever ap-
plies (determined without regard to the 
last sentence of section 11(b)(1)), for 
the taxable year. 

(3) Special rule for certain noncorporate 
taxpayers. A taxpayer that has a cap-
ital gain rate differential for the tax-
able year under paragraph (b)(2)(i) of 
this section and is not subject to alter-
native minimum tax under section 55 
for the taxable year may elect not to 
apply the rate differential adjustments 
contained in section 904(b)(2)(B) and 
paragraphs (c) and (d) of this section if 
the highest rate of tax imposed on such 
taxpayer’s taxable income (excluding 
net capital gain and any qualified divi-
dend income) for the taxable year 
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under section 1 does not exceed the 
highest rate of tax in effect under sec-
tion 1(h) for the taxable year and the 
amount of the taxpayer’s net capital 
gain from sources outside the United 
States, plus the amount of the tax-
payer’s qualified dividend income from 
sources outside the United States, is 
less than $20,000. A taxpayer that has a 
capital gain rate differential for the 
taxable year under paragraph (b)(2)(i) 
of this section and is subject to alter-
native minimum tax under section 55 
for the taxable year may make such 
election if the rate of tax imposed on 
such taxpayer’s alternative minimum 
taxable income (excluding net capital 
gain and any qualified dividend in-
come) under section 55 does not exceed 
26 percent, the highest rate of tax im-
posed on such taxpayer’s taxable in-
come (excluding net capital gain and 
any qualified dividend income) for the 
taxable year under section 1 does not 
exceed the highest rate of tax in effect 
under section 1(h) for the taxable year 
and the amount of the taxpayer’s net 
capital gain from sources outside the 
United States, plus the amount of the 
taxpayer’s qualified dividend income 
from sources outside the United States, 
is less than $20,000. A taxpayer who 
makes this election shall apply para-
graph (a) of this section as if such tax-
payer does not have a capital gain rate 
differential for the taxable year. An el-
igible taxpayer shall be presumed to 
have elected not to apply the rate dif-
ferential adjustments, unless such tax-
payer applies the rate differential ad-
justments contained in section 
904(b)(2)(B) and paragraphs (c) and (d) 
of this section in determining its for-
eign tax credit limitation for the tax-
able year. 

(c) Rate differential adjustment of cap-
ital gains—(1) Rate differential adjust-
ment of capital gains in foreign source 
taxable income—(i) In general. Subject 
to paragraph (c)(1)(ii) of this section, in 
determining taxable income from 
sources outside the United States for 
purposes of section 904 and this section, 
capital gain net income from sources 
outside the United States in each long- 
term rate group in each separate cat-
egory (separate category long-term 
rate group), shall be reduced by the 
rate differential portion of such capital 

gain net income. For purposes of para-
graph (c)(1) of this section, references 
to capital gain net income are ref-
erences to capital gain net income re-
maining after any reduction to such in-
come pursuant to paragraph (a)(1) of 
this section (i.e., paragraph (a)(1) of 
this section applies before paragraphs 
(c) and (d) of this section). 

(ii) Special rule for taxpayers with a net 
long-term capital loss from sources within 
the United States. If a taxpayer has a 
net long-term capital loss from sources 
within the United States (i.e., the tax-
payer’s long-term capital losses from 
sources within the United States ex-
ceed the taxpayer’s long-term capital 
gains from sources within the United 
States) and also has any short-term 
capital gains from sources within or 
without the United States, then capital 
gain net income from sources outside 
the United States in each separate cat-
egory long-term rate group shall be re-
duced by the rate differential portion 
of the applicable rate differential 
amount. The applicable rate differen-
tial amount is determined as follows: 

(A) Step 1: Determine the U.S. long-term 
capital loss adjustment amount. The U.S. 
long-term capital loss adjustment 
amount is the excess, if any, of the net 
long-term capital loss from sources 
within the United States over the 
amount, if any, by which the taxpayer 
reduced long-term capital gains from 
sources without the United States pur-
suant to paragraph (a)(1) of this sec-
tion. 

(B) Step 2: Determine the applicable 
rate differential amount. If a taxpayer 
has capital gain net income from 
sources outside the United States in 
only one separate category long-term 
rate group, the applicable rate differen-
tial amount is the excess of such cap-
ital gain net income over the U.S. long- 
term capital loss adjustment amount. 
If a taxpayer has capital gain net in-
come from sources outside the United 
States in more than one separate cat-
egory long-term rate group, the U.S. 
long-term capital loss adjustment 
amount shall be apportioned on a pro 
rata basis to each separate category 
long-term rate group with capital gain 
net income. For purposes of the pre-
ceding sentence, pro rata means based 
on the relative amounts of capital gain 
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net income from sources outside the 
United States in each separate cat-
egory long-term rate group. The appli-
cable rate differential amount for each 
separate category long-term rate group 
with capital gain net income is the ex-
cess of such capital gain net income 
over the portion of the U.S. long-term 
capital loss adjustment amount appor-
tioned to the separate category long- 
term rate group pursuant to this Step 
2. 

(iii) Examples. The following exam-
ples illustrate the provisions of para-
graph (c)(1)(ii) of this section. The tax-
payers in the examples are assumed to 
have taxable income (excluding net 
capital gain and qualified dividend in-
come) subject to a rate of tax under 
section 1 greater than the highest rate 
of tax in effect under section 1(h) for 
the applicable taxable year. The exam-
ples are as follows: 

Example 1. (i) M, an individual, has $300 of 
long-term capital gain from foreign sources 
in the passive category, $200 of which is sub-
ject to tax at a rate of 15 percent under sec-
tion 1(h) and $100 of which is subject to tax 
at a rate of 28% under section 1(h). M has 
$150 of short-term capital gain from sources 
within the United States. M has a $100 long- 
term capital loss from sources within the 
United States. 

(ii) M’s capital gain net income from 
sources outside the United States ($300) does 
not exceed M’s capital gain net income from 
all sources ($350). Therefore, paragraph (a)(1) 
of this section does not require any reduc-
tion of M’s capital gain net income in the 
passive category. 

(iii) Because M has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
from U.S. sources ($150), M must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $300 of 
capital gain net income in the passive cat-
egory that is subject to a rate differential 
adjustment. Under Step 1, the U.S. long-term 
capital loss adjustment amount is $100 ($100 
¥ $0). Under Step 2, M must apportion this 
amount to each rate group in the passive 
category pro rata based on the amount of 
capital gain net income in each rate group. 
Thus, $66.67 ($200/$300 of $100) is apportioned 
to the 15 percent rate group and $33.33 ($100/ 
$300 of $100) is apportioned to the 28 percent 
rate group. The applicable rate differential 
amount for the 15 percent rate group is 
$133.33 ($200 ¥ $66.67). Thus, $133.33 of the $200 
of capital gain net income in the 15 percent 
rate group is subject to a rate differential 
adjustment pursuant to paragraph (c)(1) of 

this section. The remaining $66.67 is not sub-
ject to a rate differential adjustment. The 
applicable rate differential amount for the 28 
percent rate group is $66.67 ($100 ¥ $33.33). 
Thus, $66.67 of the $100 of capital gain net in-
come in the 28 percent rate group is subject 
to a rate differential adjustment pursuant to 
paragraph (c)(1) of this section. The remain-
ing $33.33 is not subject to a rate differential 
adjustment. 

Example 2. (i) N, an individual, has $300 of 
long-term capital gain from foreign sources 
in the passive category, all of which is sub-
ject to tax at a rate of 15 percent under sec-
tion 1(h). N has $50 of short-term capital gain 
from sources within the United States. N has 
a $100 long-term capital loss from sources 
within the United States. 

(ii) N’s capital gain net income from 
sources outside the United States ($300) ex-
ceeds N’s capital gain net income from all 
sources ($250). Pursuant to paragraph (a)(1) 
of this section, N must reduce the $300 cap-
ital gain in the passive category by $50. N 
has $250 of capital gain remaining in the pas-
sive category. 

(iii) Because N has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
from U.S. sources ($50), N must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $250 of 
capital gain in the passive category that is 
subject to a rate differential adjustment. 
Under Step 1, the U.S. long-term capital loss 
adjustment amount is $50 ($100 ¥ $50). Under 
Step 2, the applicable rate differential 
amount is $200 ($250 ¥ $50). Thus, $200 of the 
capital gain in the passive category is sub-
ject to a rate differential adjustment under 
paragraph (c)(1) of this section. The remain-
ing $50 is not subject to a rate differential 
adjustment. 

Example 3. (i) O, an individual, has a $100 
short-term capital gain from foreign sources 
in the passive category. O has $300 of long- 
term capital gain from foreign sources in the 
passive category, all of which is subject to 
tax at a rate of 15 percent under section 1(h). 
O has a $100 long-term capital loss from 
sources within the United States. 

(ii) O’s capital gain net income from 
sources outside the United States ($400) ex-
ceeds O’s capital gain net income from all 
sources ($300). Pursuant to paragraph (a)(1) 
of this section, O must reduce the $400 cap-
ital gain net income in the passive category 
by $100. Because C has capital gain net in-
come in two or more rate groups in the pas-
sive category, O must apportion such 
amount, as a reduction, to each rate group 
on a pro rata basis pursuant to paragraph 
(a)(1)(ii)(B) of this section. Thus, $25 ($100/ 
$400 of $100) is apportioned to the short-term 
capital gain and $75 ($300/$400 of $100) is ap-
portioned to the long-term capital gain in 
the 15 percent rate group. After application 
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of paragraph (a)(1) of this section, O has $75 
of short-term capital gain in the passive cat-
egory and $225 of long-term capital gain in 
the 15 percent rate group in the passive cat-
egory. 

(iii) Because O has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
from foreign sources ($100), O must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $225 of 
long-term capital gain in the 15 percent rate 
group that is subject to a rate differential 
adjustment. Under Step 1, the U.S. long-term 
capital loss adjustment amount is $25 ($100 ¥ 

$75). Under Step 2, the applicable rate dif-
ferential amount is $200 ($225 ¥ $25). Thus, 
$200 of the long-term capital gain is subject 
to a rate differential adjustment under para-
graph (c)(1) of this section. The remaining 
$25 of long-term capital gain is not subject to 
a rate differential adjustment. 

(2) Rate differential adjustment of cap-
ital gains in entire taxable income. For 
purposes of section 904 and this section, 
entire taxable income shall include 
gains from the sale or exchange of cap-
ital assets only to the extent of capital 
gain net income reduced by the sum of 
the rate differential portions of each 
rate group of net capital gain. 

(d) Rate differential adjustment of cap-
ital losses from sources outside the United 
States—(1) In general. In determining 
taxable income from sources outside 
the United States for purposes of sec-
tion 904 and this section, a taxpayer 
with a net capital loss in a separate 
category rate group shall reduce such 
net capital loss by the sum of the rate 
differential portions of the capital gain 
net income in each long-term rate 
group offset by such net capital loss. A 
net capital loss in a separate category 
rate group is the amount, if any, by 
which capital losses in a rate group 
from sources outside the United States 
included in a separate category exceed 
capital gains from sources outside the 
United States in the same rate group 
and the same separate category. 

(2) Determination of which capital 
gains are offset by net capital losses from 
sources outside the United States. For 
purposes of paragraph (d)(1) of this sec-
tion, in order to determine the capital 
gain net income offset by net capital 
losses from sources outside the United 
States, the following rules shall apply 
in the following order: 

(i) Net capital losses from sources 
outside the United States in each sepa-
rate category rate group shall be net-
ted against capital gain net income 
from sources outside the United States 
from the same rate group in other sep-
arate categories. 

(ii) Capital losses from sources with-
in the United States shall be netted 
against capital gains from sources 
within the United States in the same 
rate group. 

(iii) Net capital losses from sources 
outside the United States in excess of 
the amounts netted against capital 
gains under paragraph (d)(2)(i) of this 
section shall be netted against the tax-
payer’s remaining capital gains from 
sources within and outside the United 
States in the following order, and with-
out regard to any net capital losses, 
from any rate group, from sources 
within the United States— 

(A) First against capital gain net in-
come from sources within the United 
States in the same rate group; 

(B) Next, against capital gain net in-
come in other rate groups, in the order 
in which capital losses offset capital 
gains for purposes of determining the 
taxpayer’s taxable income and without 
regard to whether such capital gain net 
income derives from sources within or 
outside the United States, as follows: 

(1) A net capital loss in the short- 
term rate group is used first to offset 
any capital gain net income in the 28 
percent rate group, then to offset cap-
ital gain net income in the 25 percent 
rate group, then to offset capital gain 
net income in the 15 percent rate 
group, and finally to offset capital gain 
net income in the 5 percent rate group. 

(2) A net capital loss in the 28 percent 
rate group is used first to offset capital 
gain net income in the 25 percent rate 
group, then to offset capital gain net 
income in the 15 percent rate group, 
and finally to offset capital gain net 
income in the 5 percent rate group. 

(3) A net capital loss in the 15 percent 
rate group is used first to offset capital 
gain net income in the 5 percent rate 
group, and then to offset capital gain 
net income in the 28 percent rate 
group, and finally to offset capital gain 
net income in the 25 percent rate 
group. 
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(iv) Net capital losses from sources 
outside the United States in any rate 
group, to the extent netted against 
capital gains in any other separate cat-
egory under paragraph (d)(2)(i) of this 
section or against capital gains in the 
same or any other rate group under 
paragraph (d)(2)(iii) of this section, 
shall be treated as coming pro rata 
from each separate category that con-
tains a net capital loss from sources 
outside the United States in that rate 
group. For example, assume that the 
taxpayer has $20 of net capital losses in 
the 15 percent rate group in the passive 
category and $40 of net capital losses in 
the 15 percent rate group in the general 
limitation category, both from sources 
outside the United States. Further as-
sume that $50 of the total $60 net cap-
ital losses from sources outside the 
United States are netted against cap-
ital gain net income in the 28 percent 
rate group (from other separate cat-
egories or from sources within the 
United States). One-third of the $50 of 
such capital losses would be treated as 
coming from the passive category, and 
two-thirds of such $50 would be treated 
as coming from the general limitation 
category. 

(v) In determining the capital gain 
net income offset by a net capital loss 
from sources outside the United States 
pursuant to this paragraph (d)(2), a 
taxpayer shall take into account any 
reduction to capital gain net income 
from sources outside the United States 
pursuant to paragraph (a) of this sec-
tion and shall disregard any adjust-
ments to such capital gain net income 
pursuant to paragraph (c)(1) of this sec-
tion. 

(vi) If at any time during a taxable 
year, tax is imposed under section 1(h) 
at a rate other than a rate of tax speci-
fied in this paragraph (d)(2), the prin-
ciples of this paragraph (d)(2) shall 
apply to determine the capital gain net 
income offset by any net capital loss in 
a separate category rate group. 

(vii) The determination of which cap-
ital gains are offset by capital losses 
from sources outside the United States 
under this paragraph (d)(2) is made 
solely in order to determine the appro-
priate rate-differential-based adjust-
ments to such capital losses under this 
section and section 904(b), and does not 

change the source, allocation, or sepa-
rate category of any such capital gain 
or loss for purposes of computing tax-
able income from sources within or 
outside the United States or for any 
other purpose. 

(e) Qualified dividend income—(1) In 
general. A taxpayer that has taxable in-
come (excluding net capital gain and 
qualified dividend income) for the tax-
able year and that qualifies for a re-
duced rate of tax under section 1(h) on 
its qualified dividend income (as de-
fined in section 1(h)(11)) for the taxable 
year shall adjust the amount of such 
qualified dividend income in a manner 
consistent with the rules of paragraphs 
(c)(1)(i) (first sentence) and (c)(2) of 
this section irrespective of whether 
such taxpayer has a net capital gain 
for the taxable year. For purposes of 
making adjustments pursuant to this 
paragraph (e), the special rule in para-
graph (c)(1)(ii) of this section for tax-
payers with a net long-term capital 
loss from sources within the United 
States shall be disregarded. 

(2) Exception. A taxpayer that makes 
the election provided for in paragraph 
(b)(3) of this section shall not make ad-
justments pursuant to paragraph (e)(1) 
of this section. Additionally, a tax-
payer other than a corporation that 
does not have a capital gain rate dif-
ferential for the taxable year within 
the meaning of paragraph (b)(2) of this 
section may elect not to apply para-
graph (e)(1) of this section if such tax-
payer would have qualified for the elec-
tion provided for in paragraph (b)(3) of 
this section had such taxpayer had a 
capital gain rate differential for the 
taxable year. Such a taxpayer shall be 
presumed to make the election pro-
vided for in the preceding sentence un-
less such taxpayer applies the rate dif-
ferential adjustments provided for in 
paragraph (e)(1) of this section to the 
qualified dividend income in deter-
mining its foreign tax credit limitation 
for the taxable year. 

(f) Definitions. For purposes of section 
904(b) and this section, the following 
definitions apply: 

(1) Alternative tax rate. The term alter-
native tax rate means, with respect to 
any rate group, the rate applicable to 
that rate group under section 1(h) (for 
taxpayers other than corporations) or 
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section 1201(a) (for corporations). For 
example, the alternative tax rate for 
unrecaptured section 1250 gain is 25 
percent. 

(2) Net capital gain. For purposes of 
this section, net capital gain shall not 
include any qualified dividend income 
(as defined in section 1(h)(11)). See 
paragraph (e) of this section for rules 
relating to qualified dividend income. 

(3) Rate differential portion. The term 
rate differential portion with respect to 
capital gain net income from sources 
outside the United States in a separate 
category long-term rate group (or the 
applicable portion of such amount), net 
capital gain in a rate group, or capital 
gain net income in a long-term rate 
group, as the case may be, means the 
same proportion of such amount as— 

(i) The excess of the highest applica-
ble tax rate (as defined in section 
904(b)(3)(E)(ii)) over the alternative tax 
rate; bears to 

(ii) The highest applicable tax rate 
(as defined in section 904(b)(3)(E)(ii)). 

(4) Rate group. For purposes of this 
section, the term rate group means: 

(i) Short-term capital gains or losses. 
With respect to a short-term capital 
gain or loss, the rate group is the 
short-term rate group. 

(ii) Long-term capital gains. With re-
spect to a long-term capital gain, the 
rate group is the particular rate of tax 
to which such gain is subject under sec-
tion 1(h). Such a rate group is a long- 
term rate group. For example, the 28 
percent rate group of capital gain net 
income from sources outside the 
United States consists of the capital 
gain net income from sources outside 
the United States that is subject to tax 
at a rate of 28 percent under section 
1(h). Such 28 percent rate group is a 
long-term rate group. If a taxpayer has 
long-term capital gains that may be 
subject to tax at more than one rate 
under section 1(h) and the taxpayer’s 
net capital gain attributable to such 
long-term capital gains and any quali-
fied dividend income are taxed at one 
rate of tax under section 1(h), then all 
of such long-term capital gains shall be 
treated as long-term capital gains in 
that one rate group. If a taxpayer has 
long-term capital gains that may be 
subject to tax at more than one rate of 
tax under section 1(h) and the tax-

payer’s net capital gain attributable to 
such long-term capital gains and any 
qualified dividend income are taxed at 
more than one rate pursuant to section 
1(h), the taxpayer shall determine the 
rate group for such long-term capital 
gains from sources within or outside 
the United States (and, to the extent 
from sources outside the United States, 
from each separate category) ratably 
based on the proportions of net capital 
gain and any qualified dividend income 
taxed at each applicable rate. For ex-
ample, under the section 1(h) rates in 
effect for tax years beginning in 2004, a 
long-term capital gain (other than a 
long-term capital gain described in sec-
tion 1(h)(4)(A) or (h)(6)) may be subject 
to tax at 5 percent or 15 percent. 

(iii) Long-term capital losses. With re-
spect to a long-term capital loss, a loss 
described in section 1(h)(4)(B)(i) (col-
lectibles loss) or (iii) (long-term capital 
loss carryover) is a loss in the 28 per-
cent rate group. All other long-term 
capital losses shall be treated as losses 
in the highest rate group in effect 
under section 1(h) for the tax year with 
respect to long-term capital gains 
other than long-term capital gains de-
scribed in section 1(h)(4)(A) or (h)(6). 
For example, under the section 1(h) 
rates in effect for tax years beginning 
in 2004, a long-term capital loss not de-
scribed in section 1(h)(4)(B)(i) or (iii) 
shall be treated as a loss in the 15 per-
cent rate group. 

(5) Terms used in sections 1(h), 904(b) or 
1222. For purposes of this section, any 
term used in this section and also used 
in section 1(h), section 904(b) or section 
1222 shall have the same meaning given 
such term by section 1(h), 904(b) or 
1222, respectively, except as otherwise 
provided in this section. 

(g) Examples. The following examples 
illustrate the provisions of this sec-
tion. In these examples, the rate dif-
ferential adjustment is shown as a frac-
tion, the numerator of which is the al-
ternative tax rate percentage and the 
denominator of which is 35 percent (as-
sumed to be the highest applicable tax 
rate for individuals under section 1). 
Finally, all dollar amounts in the ex-
amples are abbreviated from amounts 
in the thousands (for example, $50 rep-
resents $50,000). The examples are as 
follows: 
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Example 1. (i) AA, an individual, has items 
from sources outside the United States only 
in the passive category for the taxable year. 
AA has $1000 of long-term capital gains from 
sources outside the United States that are 
subject to tax at a rate of 15 percent under 
section 1(h). AA has $700 of long-term capital 
losses from sources outside the United 
States, which are not described in section 
1(h)(4)(B)(i) or (iii). For the same taxable 
year, AA has $800 of long-term capital gains 
from sources within the United States that 
are taxed at a rate of 28 percent under sec-
tion 1(h). AA also has $100 of long-term cap-
ital losses from sources within the United 
States, which are not described in section 
1(h)(4)(B)(i) or (iii). AA also has $500 of ordi-
nary income from sources within the United 
States. The highest tax rate in effect under 
section 1(h) for the taxable year with respect 
to long-term capital gains other than long- 
term capital gains described in section 
1(h)(4)(A) or (h)(6) is 15 percent. Accordingly, 
AA’s long-term capital losses are in the 15 
percent rate group. 

(ii) AA’s items of ordinary income, capital 
gain and capital loss for the taxable year are 
summarized in the following table: 

U.S. 
source 

Foreign 
source: 
passive 

15% rate group ................................ ($100) $1,000 
(700 ) 

28% rate group ................................ 800 
Ordinary income .............................. 500 

(iii) AA’s capital gain net income from 
sources outside the United States ($300) does 

not exceed AA’s capital gain net income 
from all sources ($1,000). Therefore, para-
graph (a)(1) of this section does not require 
any reduction of AA’s capital gain net in-
come in the passive category. 

(iv) In computing AA’s taxable income 
from sources outside the United States in 
the numerator of the section 904(a) foreign 
tax credit limitation fraction for the passive 
category, AA’s $300 of capital gain net in-
come in the 15 rate group in the passive cat-
egory must be adjusted as required under 
paragraph (c)(1) of this section. AA adjusts 
the $300 of capital gain net income using 15 
percent as the alternative tax rate, as fol-
lows: $300 (15%/35%). 

(v) In computing AA’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fraction, 
AA combines the $300 of capital gain net in-
come from sources outside the United States 
and the $100 net capital loss from sources 
within the United States in the same rate 
group (15 percent). AA must adjust the re-
sulting $200 ($300 ¥ $100) of net capital gain 
in the 15 percent rate group as required 
under paragraph (c)(2) of this section, using 
15 percent as the alternative tax rate, as fol-
lows: $200 (15%/35%). AA must also adjust the 
$800 of net capital gain in the 28 percent rate 
group, using 28 percent as the alternative tax 
rate, as follows: $800 (28%/35%). AA must also 
include ordinary income from sources out-
side the United States in the numerator, and 
ordinary income from all sources in the de-
nominator, of the foreign tax credit limita-
tion fraction. 

(vi) AA’s passive category foreign tax cred-
it limitation fraction is $128.58/$1225.72, com-
puted as follows: 

$300 ( /

$500 $200 ( / $800 ( /

 

  

15% 35%)

15% 35%) 28% 35%)+ +

Example 2. (i) BB, an individual, has the 
following items of ordinary income, capital 
gain, and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group ............................................................................................................ $300 ($500 ) $100 
25% rate group ............................................................................................................ 200 ...................... ....................
28% rate group ............................................................................................................ 500 (300 ) ....................
Ordinary income .......................................................................................................... 1,000 500 500 

(ii) BB’s capital gain net income from 
sources outside the United States in the ag-
gregate (zero, since losses exceed gains) does 
not exceed BB’s capital gain net income 

from all sources ($300). Therefore, paragraph 
(a)(1) of this section does not require any re-
duction of BB’s capital gain net income in 
the passive category. 
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(iii) In computing BB’s taxable income 
from sources outside the United States in 
the numerators of the section 904(a) foreign 
tax credit limitation fractions for the pas-
sive and general limitation categories, BB 
must adjust capital gain net income from 
sources outside the United States in each 
separate category long-tem rate group and 
net capital losses from sources outside the 
United States in each separate category rate 
group as provided in paragraphs (c)(1) and (d) 
of this section. 

(A) The $100 of capital gain net income in 
the 15 percent rate group in the passive cat-
egory is adjusted under paragraph (c)(1) of 
this section as follows: $100 (15%/35%). 

(B) BB must adjust the net capital losses 
in the 15 percent and 28 percent rate groups 
in the general limitation category in accord-
ance with the ordering rules contained in 
paragraph (d)(2) of this section. Under para-
graph (d)(2)(i) of this section, BB’s net cap-
ital loss in the 15 percent rate group is net-
ted against capital gain net income from 
sources outside the United States in other 
separate categories in the same rate group. 
Thus, $100 of the $500 net capital loss in the 
15 percent rate group in the general limita-
tion category offsets $100 of capital gain net 
income in the 15 percent rate group in the 
passive category. Accordingly, $100 of the 
$500 net capital loss is adjusted under para-
graph (d)(1) of this section as follows: $100 
(15%/35%). 

(C) Next, under paragraph (d)(2)(iii)(A) of 
this section, BB’s net capital losses from 
sources outside the United States in any sep-
arate category rate group are netted against 
capital gain net income in the same rate 
group from sources within the United States. 
Thus, $300 of the $500 net capital loss in the 
15 percent rate group in the general limita-
tion category offsets $300 of capital gain net 
income in the 15 percent rate group from 
sources within the United States. Accord-
ingly, $300 of the $500 net capital loss is ad-

justed under paragraph (d)(1) of this section 
as follows: $300 (15%/35%). Similarly, the $300 
of net capital loss in the 28 percent rate 
group in the general limitation category off-
sets $300 of capital gain net income in the 28 
percent rate group from sources within the 
United States. The $300 net capital loss is ad-
justed under paragraph (d)(1) of this section 
as follows: $300 (28%/35%). 

(D) Finally, under paragraph (d)(2)(iii)(B) 
of this section, the remaining net capital 
losses in a separate category rate group are 
netted against capital gain net income from 
other rate groups from sources within and 
outside the United States. Thus, the remain-
ing $100 of the $500 net capital loss in the 15 
percent rate group in the general limitation 
category offsets $100 of the remaining capital 
gain net income in the 28 percent rate group 
from sources within the United States. Ac-
cordingly, the remaining $100 of net capital 
loss is adjusted under paragraph (d)(1) of this 
section as follows: $100 (28%/35%). 

(iv) In computing BB’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
BB must adjust net capital gain by netting 
all of BB’s capital gains and losses, from 
sources within and outside the United 
States, and adjusting any remaining net cap-
ital gains, based on rate group, under para-
graph (c)(2) of this section. BB must also in-
clude foreign source ordinary income in the 
numerators, and ordinary income from all 
sources in the denominator, of the foreign 
tax credit limitation fractions. The denomi-
nator of BB’s foreign tax credit limitation 
fractions reflects $2,000 of ordinary income 
from all sources, $100 of net capital gain 
taxed at the 28% rate and adjusted as fol-
lows: $100 (28%/35%), and $200 of net capital 
gain taxed at the 25% rate and adjusted as 
follows: $200 (25%/35%). 

(v) BB’s foreign tax credit limitation frac-
tion for the general limitation category is 
$8.56/$2222.86, computed as follows: 

$500 $100 ( / $300 ( / $300 ( / $100 ( /

$1, $500 $500 $100 ( / $200 ( /

− − − −
+ + + +

    

  

15% 35%) 15% 35%) 28% 35%) 28% 35%)

000 28% 35%) 25% 35%)

(vi) BB’s foreign tax credit limitation frac-
tion for the passive category is $542.86/ 
$2222.86, computed as follows: 

$500 $100 ( /

$1, $500 $500 $100 ( / $200 ( /

+
+ + + +

 

  

15% 35%)

000 28% 35%) 25% 35%)
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Example 3. (i) CC, an individual, has the fol-
lowing items of ordinary income, capital 
gain, and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... $300 ($720 ) ($80 ) 
25% rate group .......................................................................................................... 200 ...................... ......................
28% rate group .......................................................................................................... 500 (150 ) 50 
Ordinary income ........................................................................................................ 1,000 1,000 500 

(ii) CC’s capital gain net income from 
sources outside the United States (zero, 
since losses exceed gains) does not exceed 
CC’s capital gain net income from all sources 
($100). Therefore, paragraph (a)(1) of this sec-
tion does not require any adjustment. 

(iii) In computing CC’s taxable income 
from sources outside the United States in 
the numerators of the section 904(a) foreign 
tax credit limitation fractions for the pas-
sive and general limitation categories, CC 
must adjust capital gain net income from 
sources outside the United States in each 
separate category long-tem rate group and 
net capital losses from sources outside the 
United States in each separate category rate 
group as provided in paragraphs (c)(1) and (d) 
of this section. 

(A) CC must adjust the $50 of capital gain 
net income in the 28 percent rate group in 
the passive category pursuant to paragraph 
(c)(1) of this section as follows: $50 (28%/35%). 

(B) Under paragraph (d)(2)(i) of this sec-
tion, $50 of CC’s $150 net capital loss in the 28 
percent rate group in the general limitation 
category offsets $50 of capital gain net in-
come in the 28 percent rate group in the pas-
sive category. Thus, $50 of the $150 net cap-
ital loss is adjusted as follows: $50 (28%/35%). 
Next, under paragraph (d)(2)(iii)(A) of this 
section, the remaining $100 of net capital 
loss in the 28 percent rate group in the gen-
eral limitation category offsets $100 of cap-
ital gain net income in the 28 percent rate 
group from sources within the United States. 
Thus, the remaining $100 of net capital loss 
is adjusted as follows: $100 (28%/35%). 

(C) Under paragraphs (d)(2)(iii)(A) and 
(d)(2)(iv) of this section, the net capital 
losses in the 15 percent rate group in the pas-
sive and general limitation categories offset 
on a pro rata basis the $300 of capital gain 
net income in the 15 percent rate group from 
sources within the United States. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $300, or $270) is adjusted as 
follows: $270 (15%/35%). The proportionate 

amount of the $80 net capital loss ($80/$800 of 
$300, or $30) is adjusted as follows $30 (15%/ 
35%). 

(D) Of the remaining $500 of net capital 
loss in the 15 percent rate group in the gen-
eral limitation and passive categories, $400 
offsets the remaining $400 of capital gain net 
income in the 28 percent rate group from 
sources within the United States under para-
graph (d)(2)(iii)(B)(3) of this section. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $400, or $360) is adjusted as 
follows: $360 (28%/35%). The proportionate 
amount of the $80 net capital loss ($80/$800 of 
$400, or $40) is adjusted as follows: $40 (28%/ 
35%). 

(E) Under paragraph (d)(2)(iii)(B)(3) of this 
section, the remaining $100 of net capital 
loss in the 15 percent rate group in the gen-
eral limitation and passive limitation cat-
egories offsets $100 of capital gain net in-
come in the 25 percent rate group from 
sources within the United States. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $100, or $90) is adjusted as 
follows: $90 (25%/35%). The proportionate 
amount of the $80 net capital loss ($80/$800 of 
$100 of $10) is adjusted as follows: $10 (25%/ 
35%). 

(iv) In computing CC’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
CC must adjust capital gain net income by 
netting all of CC’s capital gains and losses, 
from sources within and outside the United 
States, and adjusting any remaining net cap-
ital gains, based on rate group, under para-
graph (c)(2) of this section. The denominator 
of CC’s foreign tax credit limitation frac-
tions reflects $2,500 of ordinary income from 
all sources and $100 of net capital gain taxed 
at the 25% rate and adjusted as follows: $100 
(25%/35%). 

(v) CC’s foreign tax credit limitation frac-
tion for the general limitation category is 
$412/$2571.42, computed as follows: 

$1, $50 $100 $270 ( / $360 $90

$1, $1, $500 $100

000 15% 35%)

000 000

− − − − −
+ + +

 (28%/35%)  (28%/35%)   (28%/35%)  (25%/35%)

 (25%/35%)
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(vi) CC’s foreign tax credit limitation frac-
tion for the passive category is $488.00/ 
$2571.42, computed as follows: 

$500 $50 $30 ( / $40 ( / $10 ( /

$1, $1, $500 $100

+ − − −
+ + +

 (28%/35%)    

 (25%/35%)

15% 35%) 28% 35%) 25% 35%)

000 000

Example 4. (i) DD, an individual, has the 
following items of ordinary income, capital 
gain and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... ($80 ) ($100 ) $300 
Short-term .................................................................................................................. ...................... 500 100 
Ordinary income ........................................................................................................ 500 ...................... ....................

(ii) DD’s capital gain net income from out-
side the United States ($800) exceeds DD’s 
capital gain net income from all sources 
($720). Pursuant to paragraph (a)(1)(ii)(A) of 
this section, DD must apportion the $80 of 
excess of capital gain net income from 
sources outside the United States between 
the general limitation and passive categories 
based on the amount of capital gain net in-
come in each separate category. Thus, one- 
half ($400/$800 of $100, or $40) is apportioned 
to the general limitation category and one- 
half ($400/$800 of $80, or $40) is apportioned to 
the passive category. The $40 apportioned to 
the general limitation category reduces DD’s 
$500 short-term capital gain in the general 
limitation category to $460. Pursuant to 
paragraph (a)(1)(ii)(B) of this section, the $40 
apportioned to the passive category must be 
apportioned further between the capital gain 
net income in the short-term rate group and 
the 15 percent rate group based on the rel-
ative amounts of capital gain net income in 
each rate group. Thus, one-fourth ($100/$400 
of $40 or $10) is apportioned to the short-term 
rate group and three-fourths ($300/$400 of $40 
or $30) is apportioned to the 15 percent rate 
group. DD’s passive category includes $90 of 
short-term capital gain and $270 of capital 
gain net income in the 15% rate group. 

(iii) Because DD has a net long-term cap-
ital loss from sources within the United 
States ($80) and also has short-term capital 
gains, DD must apply the provisions of para-
graph (c)(1)(ii) of this section to determine 
the amount of DD’s $270 of capital gain net 
income in the 15% rate group that is subject 
to a rate differential adjustment under para-
graph (c)(1) of this section. Under Step 1, the 
U.S. long-term capital loss adjustment 
amount is $50 ($80-$30). Under Step 2, the ap-
plicable rate differential amount is the ex-
cess of the remaining capital gain net in-

come over the U.S. long-term adjustment 
amount. Thus, the applicable rate differen-
tial amount is $220 ($270 ¥ $50). In computing 
DD’s taxable income from sources outside 
the United States in the numerator of the 
section 904(a) foreign tax credit limitation 
fraction for the passive category, DD must 
adjust this amount as follows: $220 (15%/35%). 
DD does not adjust the remaining $50 of cap-
ital gain net income in the 15% rate group. 

(iv) The amount of capital gain net income 
in the 15% rate group in the passive cat-
egory, taking into account the adjustment 
pursuant to paragraph (a)(1) of this section 
and disregarding the adjustment pursuant to 
paragraph (c)(1) of this section, is $270. Under 
paragraphs (d)(2)(i) and (d)(2)(v) of this sec-
tion, DD’s $100 net capital loss in the 15% 
rate group in the general limitation category 
offsets capital gain net income in the 15% 
rate group in the passive category. Accord-
ingly, the $100 of net capital loss is adjusted 
as follows: $100 (15%/35%). 

(v) In computing DD’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
DD must adjust capital gain net income by 
netting all of DD’s capital gains and losses 
from sources within and outside the United 
States, and adjusting the remaining net cap-
ital gain in each rate group pursuant to 
paragraph (c)(2) of this section. The denomi-
nator of DD’s foreign tax credit limitation 
fraction reflects $500 of ordinary income 
from all sources, $600 of short-term capital 
gain and $120 of net capital gain in the 15 
percent rate group adjusted as follows: $120 
(15%/35%). 

(vi) DD’s foreign tax credit limitation frac-
tion for the general limitation category is 
$417.14/$1151.43, computed as follows: 
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$460 $100

$500 $600 $120 ( /

−
+ +

 (15%/35%)

 15% 35%)
(vii) DD’s foreign tax credit limitation 

fraction for the passive category is $234.29/ 
$1151.43, computed as follows: 

$90 $220

$500 $600 $120 ( /

+
+ +

 (15%/35%) + $50

 15% 35%)
Example 5. (i) EE, an individual, has the 

following items of ordinary income, capital 
gain and capital loss for the taxable year: 

U.S. 
source 

Foreign 
source 

Passive 

15% rate group ................................ ($150 ) $300 
28% rate group ................................ .................. 200 
Short-term ........................................ 30 100 
Ordinary income .............................. 500 ................

(ii) EE’s capital gain net income from 
sources outside the United States ($600) ex-
ceeds EE’s capital gain net income from all 
sources ($480). Pursuant to paragraph 
(a)(1)(ii) of this section, the $120 of excess 
capital gain net income from sources outside 
the United States is allocated as a reduction 
to the passive category and must be appor-
tioned pro rata to each rate group within the 
passive category with capital gain net in-
come. Thus, $20 ($100/$600 of $120) is appor-
tioned to the short-term rate group, $60 ($300/ 
$600 of $120) is apportioned to the 15 percent 
rate group and $40 ($200/$600 of $120) is appor-
tioned to the 28 percent rate group. After ap-
plication of paragraph (a)(1) of this section, 
EE has $80 of capital gain net income in the 
short-term rate group, $240 of capital gain 
net income in the 15 percent rate group and 
$160 of capital gain net income in the 28 per-
cent rate group. 

(iii) Because EE has a net long-term cap-
ital loss from sources within the United 
States ($150) and also has short-term capital 

gains, EE must apply the provisions of para-
graph (c)(1)(ii) of this section to determine 
the amount of EE’s remaining $400 ($240 + 
$160) of capital gain net income in long-term 
rate groups in the passive category that is 
subject to a rate differential adjustment to a 
rate differential adjustment. Under Step 1, 
the U.S. long-term capital loss adjustment 
amount is $50 ($150-$100). Under Step 2, EE 
must apportion this amount pro rata to each 
long-term rate group within the passive cat-
egory with capital gain net income. Thus, $30 
($240/$400 of $50) is apportioned to the 15 per-
cent rate group and $20 ($160/$400 of $50) is ap-
portioned to the 28 percent rate group. The 
applicable rate differential amount for the 15 
percent rate group is $210 ($240 ¥ $30). The 
applicable rate differential amount for the 28 
percent rate group is $140 ($160 ¥ $20). 

(iv) Pursuant to paragraph (c)(1)(ii) of this 
section, EE must adjust $210 of the $240 cap-
ital gain in the 15 percent rate group as fol-
lows: $210 (15%/35%). EE does not adjust the 
remaining $30. Pursuant to paragraph 
(c)(1)(ii) of this section, EE must adjust $140 
of the $160 capital gain in the 28 percent rate 
group as follows: $140 (28%/35%). EE does not 
adjust the remaining $20. 

(v) In computing EE’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
EE must adjust capital gain net income by 
netting all of EE’s capital gains and losses 
from sources within and outside the United 
States, and adjusting the remaining net cap-
ital gain in each rate group pursuant to 
paragraph (c)(2) of this section. The denomi-
nator of EE’s foreign tax credit limitation 
fraction reflects $500 of ordinary income 
from all sources, $130 of short-term capital 
gain, $150 of net capital gain in the 15 per-
cent rate group adjusted as follows: $150 
(15%/35%), and $200 of net capital gain in the 
28 percent rate group adjusted as follows: 
$200 (28%/35%). 

(vi) EE’s foreign tax credit limitation frac-
tion for the passive category is $332/$854.29, 
computed as follows: 

$80 $210 ( / $30 $140 ( / $20

$500 $130 $150 ( / $200

+ + + +
+ + +

  

  (28%/35%)

15% 35%) 28% 35%)

15% 35%)

(h) Coordination with section 904(f)—(1) 
In general. Section 904(b) and this sec-
tion shall apply before the provisions 
of section 904(f) as follows: 

(i) The amount of a taxpayer’s sepa-
rate limitation income or loss in each 
separate category, the amount of over-
all foreign loss, and the amount of any 

additions to or recapture of separate 
limitation loss or overall foreign loss 
accounts pursuant to section 904(f) 
shall be determined after applying 
paragraphs (a), (c)(1), (d) and (e) of this 
section to adjust capital gains and 
losses and qualified dividend income 
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from sources outside the United States 
in each separate category. 

(ii) To the extent a capital loss from 
sources within the United States re-
duces a taxpayer’s foreign source tax-
able income under paragraph (a)(1) of 
this section, such capital loss shall be 
disregarded in determining the amount 
of a taxpayer’s taxable income from 
sources within the United States for 
purposes of computing the amount of 
any additions to the taxpayer’s overall 
foreign loss accounts. 

(iii) In determining the amount of a 
taxpayer’s loss from sources in the 
United States under section 904(f)(5)(D) 
(section 904(f)(5)(D) amount), the tax-
payer shall make appropriate adjust-
ments to capital gains and losses from 
sources within the United States to re-
flect adjustments pursuant to section 

904(b)(2) and this section. Therefore, for 
purposes of section 904, a taxpayer’s 
section 904(f)(5)(D) amount shall be 
equal to the excess of the taxpayer’s 
foreign source taxable income in all 
separate categories in the aggregate 
for the taxable year (taking into ac-
count any adjustments pursuant to 
paragraphs (a)(1), (c)(1), (d) and (e) of 
this section) over the taxpayer’s entire 
taxable income for the taxable year 
(taking into account any adjustments 
pursuant to paragraphs (c)(2) and (e) of 
this section). 

(2) Examples. The following examples 
illustrate the application of paragraph 
(h) of this section: 

Example 1. (i) W, an individual, has the fol-
lowing items of ordinary income, capital 
gain, and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .............................................................................................................. $500 $100 ($400) 
Ordinary income ............................................................................................................ 900 100 ....................

(ii) In computing W’s taxable income from 
sources outside the United States for pur-
poses of section 904 and this section, W must 
adjust the capital gain net income and net 
capital loss in each separate category as pro-
vided in paragraphs (c)(1) and (d) of this sec-
tion. Thus, W must adjust the $100 of capital 
gain net income in the general limitation 
category and the $400 of net capital loss in 
the passive category as follows: $100 (15%/ 
35%) and $400 (15%/35%). 

(iii) After the adjustment to W’s net cap-
ital loss in the passive category, W has a 
$171.43 separate limitation loss in the passive 
category. After the adjustment to W’s cap-
ital gain in the general limitation category, 
W has $142.86 of foreign source taxable in-
come in the general limitation category. 
Thus, $142.86 of the separate limitation loss 
reduces foreign source taxable income in the 
general limitation category. See section 
904(f)(5)(B). W adds $142.86 to the separate 
limitation loss account for the passive cat-
egory. The remaining $28.57 of the separate 
limitation loss reduces income from sources 
within the United States. See section 
904(f)(5)(A). Thus, W adds $28.57 to the overall 
foreign loss account for the passive category. 

Example 2. (i) X, a corporation, has the fol-
lowing items of ordinary income, ordinary 
loss, capital gain and capital loss for the tax-
able year: foreign source: 

U.S. 
source 

Foreign 
source: 
general 

Capital gain ................................... ($500 ) $700 
Ordinary income ............................ 1100 (1000 ) 

(ii) X’s capital gain net income from 
sources outside the United States ($700) ex-
ceeds X’s capital gain net income from all 
sources ($200). Pursuant to paragraph (a)(1) 
of this section, X must reduce the $700 cap-
ital gain in the general limitation category 
by $500. After the adjustment, X has $200 of 
capital gain net income remaining in the 
general limitation category. Thus, X has an 
overall foreign loss attributable to the gen-
eral limitation category of $800. 

(iii) For purposes of computing the amount 
of the addition to X’s overall foreign loss ac-
count for the general limitation category, 
the $500 capital loss from sources within the 
United States is disregarded and X’s taxable 
income from sources within the United 
States is $1100. Accordingly, X must increase 
its overall foreign loss account for the gen-
eral limitation category by $800. 

Example 3. (i) Y, a corporation, has the fol-
lowing items of ordinary income, ordinary 
loss, capital gain and capital loss for the tax-
able year: 
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U.S. 
source 

Foreign 
source: 
passive 

Capital gain ....................................... ($100) $200 
Ordinary income ................................ (200) 500 

(ii) Y’s capital gain net income from 
sources outside the United States ($200) ex-
ceeds Y’s capital gain net income from all 
sources ($100). Pursuant to paragraph (a)(1) 
of this section, Y must reduce the $200 cap-
ital gain in the passive category by $100. Y 
has $100 of capital gain net income remain-
ing in the passive category. 

(iii) Y is not required to make adjustments 
pursuant to paragraph (c), (d) or (e) of this 
section. See paragraphs (b) and (e) of this 
section. Y’s foreign source taxable income in 

the passive category after the adjustment 
pursuant to paragraph (a)(1) of this section is 
$600. Y’s entire taxable income for the tax-
able year is $400. 

(iv) Y’s section 904(f)(5)(D) amount is the 
excess of Y’s foreign source taxable income 
in all separate categories in the aggregate 
for the taxable year after taking into ac-
count the adjustment pursuant to paragraph 
(a)(1) of this section ($600) over Y’s entire 
taxable income for the taxable year ($400). 
Therefore, Y’s section 904(f)(5)(D) amount is 
$200 and Y’s foreign source taxable income in 
the passive category is reduced to $400. See 
section 904(f)(5)(D). 

Example 4. (i) Z, an individual, has the fol-
lowing items of ordinary income, ordinary 
loss and capital gain for the taxable year: 

U.S. source 
Foreign source: 

General Passive 

15% rate group ............................................................................................................ $100 .................... ....................
Ordinary income .......................................................................................................... (200 ) $300 $300 

(ii) Z’s foreign source taxable income in all 
of Z’s separate categories in the aggregate 
for the taxable year is $600. (There are no ad-
justments to Z’s foreign source taxable in-
come pursuant to paragraph (a)(1), (c)(1), (d) 
or (e) of this section.) 

(iii) In computing Z’s entire taxable in-
come in the denominator of the section 
904(d) foreign tax credit limitation fractions, 
Z must adjust the $100 of net capital gain in 
the 15 percent rate group pursuant to para-
graph (c)(2) of this section as follows: $100 
(15%/35%). Thus, Z’s entire taxable income 
for the taxable year, taking into account the 
adjustment pursuant to paragraph (c)(2) of 
this section, is $442.86. 

(iv) Z’s section 904(f)(5)(D) amount is the 
excess of Z’s foreign source taxable income 
in all separate categories in the aggregate 
for the taxable year ($600) over Z’s entire 
taxable income for the taxable year after the 
adjustment pursuant to paragraph (c)(2) of 
this section ($442.86). Therefore, Z’s section 
904(f)(5)(D) amount is $157.32. This amount 
must be allocated pro rata to the passive and 
general limitation categories in accordance 
with section 904(f)(5)(D). 

Example 5. (i) O, an individual, has the fol-
lowing items of ordinary income, ordinary 
loss and capital gain for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... $1100 ($500 ) ....................
Ordinary income ........................................................................................................ (1000 ) 1000 $500 

(ii) In determining O’s taxable income 
from sources outside the United States, O 
must reduce the $500 capital loss in the gen-
eral limitation category to $214.29 ($500 × 
15%/35%) pursuant to paragraph (d) of this 
section. Taking this adjustment into ac-
count, O’s foreign source taxable income in 
all of O’s separate categories in the aggre-
gate is $1285.71 ($1000 ¥ $214.29 + $500). 

(iii) In computing O’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fraction, 
O must reduce the $600 of net capital gain for 
the year to $257.14 ($600 × 15%/35%) pursuant 
to paragraph (c)(2) of this section. Taking 

this adjustment into account, O’s entire tax-
able income for the year is $757.14 ($500 + 
$257.14). 

(iv) Therefore, O’s section 904(f)(5)(D) 
amount is $528.57 ($1285.71 ¥ $757.14). This 
amount must be allocated pro rata to O’s 
$500 of income in the passive category and 
O’s $785.71 of adjusted income in the general 
limitation category in accordance with sec-
tion 904(f)(5)(D). 

(i) Effective date. This section shall 
apply to taxable years beginning after 
July 20, 2004. Taxpayers may choose to 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00810 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



801 

Internal Revenue Service, Treasury § 1.904(f)–0 

apply this section and § 1.904(b)–2 to 
taxable years ending after July 20, 2004. 

[T.D. 9141, 69 FR 43308, July 20, 2004; 69 FR 
61761, Oct. 21, 2004] 

§ 1.904(b)–2 Special rules for applica-
tion of section 904(b) to alternative 
minimum tax foreign tax credit. 

(a) Application of section 904(b)(2)(B) 
adjustments. Section 904(b)(2)(B) shall 
apply for purposes of determining the 
alternative minimum tax foreign tax 
credit under section 59 (regardless of 
whether or not the taxpayer has made 
an election under section 59(a)(4)). 

(b) Use of alternative minimum tax 
rates—(1) Taxpayers other than corpora-
tions. In the case of a taxpayer other 
than a corporation, for purposes of de-
termining the alternative minimum 
tax foreign tax credit under section 
59— 

(i) Section 904(b)(3)(D)(i) shall be ap-
plied by using the language ‘‘section 
55(b)(3)’’ instead of ‘‘subsection (h) of 
section 1’’; 

(ii) Section 904(b)(3)(E)(ii)(I) shall be 
applied by using the language ‘‘section 
55(b)(1)(A)(i)’’ instead of ‘‘subsection 
(a), (b), (c), (d), or (e) of section 1 
(whichever applies)’’; and 

(iii) Section 904(b)(3)(E)(iii)(I) shall 
be applied by using the language ‘‘the 
alternative rate of tax determined 
under section 55(b)(3)’’ instead of ‘‘the 
alternative rate of tax determined 
under section 1(h)’’. 

(2) Corporate taxpayers. In the case of 
a corporation, for purposes of deter-
mining the alternative minimum tax 
foreign tax credit under section 59, sec-
tion 904(b)(3)(E)(ii)(II) shall be applied 
by using the language ‘‘section 
55(b)(1)(B)’’ instead of ‘‘section 11(b)’’. 

(c) Effective date. This section shall 
apply to taxable years beginning after 
July 20, 2004. See § 1.904(b)–1(i) for a 
rule permitting taxpayers to choose to 
apply § 1.904(b)–1 and this § 1.904(b)–2 to 
taxable years ending after July 20, 2004. 

[T.D. 9141, 69 FR 43316, July 20, 2004; 69 FR 
61761, Oct. 21, 2004] 

§ 1.904(f)–0 Outline of regulation provi-
sions. 

This section lists the headings for 
§§ 1.904(f)–1 through 1.904(f)–8 and 
1.904(f)–12. 

§ 1.904(f)–0 Outline of regulation provisions. 

This section lists the headings for 
§§ 1.904(f)–1 through 1.904(f)–8 and 1.904(f)–12. 

§ 1.904(f)–1 Overall foreign loss and the overall 
foreign loss account. 

(a)(1) Overview of regulations. 
(2) [Reserved] For further guidance, see the 

entry for § 1.904(f)–1T(a)(2) in § 1.904(f)–0T. 
(b) Overall foreign loss accounts. 
(c) Determination of a taxpayer’s overall 

foreign loss. 
(1) Overall foreign loss defined. 
(2) Separate limitation defined. 
(3) Method of allocation and apportion-

ment of deductions. 
(d) Additions to the overall foreign loss ac-

count. 
(1) General rule. 
(2) Overall foreign losses of another tax-

payer. 
(3) Additions to overall foreign loss ac-

count created by loss carryovers. 
(4) [Reserved] For further guidance, see the 

entry for § 1.904(f)–1T(d)(4) in § 1.904(f)–0T. 
(i) Adjustment due to reduction in foreign 

source income under section 904(b). 
(ii) Adjustment to account for rate dif-

ferential between ordinary income rate and 
capital gain rate. 

(e) Reductions of overall foreign loss ac-
counts. 

(1) Pre-recapture reduction for amounts al-
located to other taxpayers. 

(2) Reduction for amounts recaptured. 
(f) Illustrations. 

§ 1.904(f)–2 Recapture of overall foreign losses. 

(a) In general. 
(b) Determination of taxable income from 

sources without the United States for pur-
poses of recapture. 

(1) In general. 
(c) and (c)(1) [Reserved] For further guid-

ance, see the entries for § 1.904(f)–2T(c) and 
(c)(1) in § 1.904(f)–0T. 

(2) Election to recapture more of the over-
all foreign loss than is required under para-
graph (c)(1). 

(3) Special rule for recapture of losses in-
curred prior to section 936 election. 

(4) Recapture of pre-1983 overall foreign 
losses determined on a combined basis. 

(5) Illustrations. 
(d) Recapture of overall foreign losses from 

dispositions under section 904(f)(3). 
(1) In general. 
(2) Treatment of net capital gain. 
(3) Dispositions where gain is recognized ir-

respective of section 904(f)(3). 
(4) Dispositions in which gain would not 

otherwise be recognized. 
(i) Recognition of gain to the extent of the 

overall foreign loss account. 
(ii) Basis adjustment. 
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(iii) Recapture of overall foreign loss to 
the extent of amount recognized. 

(iv) Priorities among dispositions in which 
gain is deemed to be recognized. 

(5) Definitions. 
(i) Disposition. 
(ii) Property used in a trade or business. 
(iii) Property used predominantly outside 

the United States. 
(iv) Property which is a material factor in 

the realization of income. 
(6) Carryover of overall foreign loss ac-

counts in a corporate acquisition to which 
section 381(a) applies. 

(7) Illustrations. 

§ 1.904(f)–4 Recapture of foreign losses out of 
accumulation distributions from a foreign trust. 

(a) In general. 
(b) Effect of recapture on foreign tax credit 

limitation under section 667(d). 
(c) Recapture if taxpayer deducts foreign 

taxes deemed distributed. 
(d) Illustrations. 

§ 1.904(f)–5 Special rules for recapture of 
overall foreign losses of a domestic trust. 

(a) In general. 
(b) Recapture of trust’s overall foreign 

loss. 
(1) Trust accumulates income. 
(2) Trust distributes income. 
(3) Trust accumulates and distributes in-

come. 
(c) Amounts allocated to beneficiaries. 
(d) Section 904(f)(3) dispositions to which 

§ 1.904(f)–2(d)(4)(i) is applicable. 
(e) Illustrations. 

§ 1.904(f)–6 Transitional rule for recapture of 
FORI and general limitation overall foreign 
losses incurred in taxable year beginning be-
fore January 1, 1983, from foreign source tax-
able income subject to the general limitation 
in taxable years beginning after December 31, 
1982. 

(a) General Rule. 
(b) Recapture of pre-1983 FORI and general 

limitation overall foreign losses from post- 
1982 income. 

(1) Recapture from income subject to the 
same limitation. 

(2) Recapture from income subject to the 
other limitation. 

(c) Coordination of recapture of pre-1983 
and post-1982 overall foreign losses. 

(d) Illustrations. 

§ 1.904(f)–7 Separate limitation loss and the 
separate limitation loss account. 

[Reserved] For further guidance, see the 
entries for § 1.904(f)–7T in § 1.904(f)–0T. 

§ 1.904(f)–8 Recapture of separate limitation 
loss accounts. 

[Reserved] For further guidance, see the 
entries for § 1.904(f)–8T in § 1.904(f)–0T. 

§ 1.904(f)–12 Transition rules. 

(a) Recapture in years beginning after De-
cember 31, 1986, of overall foreign losses in-
curred in taxable years beginning before Jan-
uary 1, 1987. 

(1) In general. 
(2) Rule for general limitation losses. 
(i) In general. 
(ii) Exception. 
(3) Priority of recapture of overall foreign 

losses incurred in pre-effective date taxable 
years. 

(4) Examples. 
(b) Treatment of overall foreign losses that 

are part of net operating losses incurred in 
pre-effective date taxable years which are 
carried forward to post-effective date taxable 
years. 

(1) Rule. 
(2) Example. 
(c) Treatment of overall foreign losses that 

are part of net operating losses incurred in 
post-effective date taxable years which are 
carried back to pre-effective date taxable 
years. 

(1) Allocation to analogous income cat-
egory. 

(2) Allocation to U.S. source income. 
(3) Allocation to other separate limitation 

categories. 
(4) Examples. 
(d) Recapture of FORI and general limita-

tion overall foreign losses incurred in tax-
able years beginning before January 1, 1983. 

(e) Recapture of pre-1983 overall foreign 
losses determined on a combined basis. 

(f) Transition rules for taxable years begin-
ning before December 31, 1990. 

(g) Recapture in years beginning after De-
cember 31, 2002, of separate limitation losses 
and overall foreign losses incurred in years 
beginning before January 1, 2003, with re-
spect to the separate category for dividends 
from a noncontrolled section 902 corporation. 

(h) [Reserved] 

[T.D. 9371, 72 FR 72596, Dec. 21, 2007] 

§ 1.904(f)–0T Outline of regulation pro-
visions (temporary). 

This section lists the headings for 
§§ 1.904(f)–1T, 1.904(f)–2T, 1.904(f)–7T and 
1.904(f)–8T. 

§ 1.904(f)–1T Overall foreign loss and the 
overall foreign loss account (temporary). 

(a)(1) [Reserved] For further guidance, see 
the entry for § 1.904(f)–1(a)(1) in § 1.904(f)–0. 

(2) Application to post-1986 taxable years. 
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(b) through (d)(3) [Reserved] For further 
guidance, see the entries for § 1.904(f)–1(b) 
through (d)(3) in § 1.904(f)–0. 

(d)(4) Adjustments for capital gains and 
losses. 

(e) through (f) [Reserved] For further guid-
ance, see the entries for § 1.904(f)–1(e) through 
(f) in § 1.904(f)–0. 

(g) Effective/applicability date. 
(h) Expiration date. 

§ 1.904(f)–2T Recapture of overall foreign loss 
(temporary). 

(a) and (b) [Reserved] For further guidance, 
see the entries for § 1.904(f)–2(a) and (b) in 
§ 1.904(f)–0. 

(c) Section 904(f)(1) recapture. 
(1) In general. 
(c)(2) through (d) [Reserved] For further 

guidance, see the entries for § 1.904(f)–2(c)(2) 
through (d) in § 1.904(f)–0. 

(e) Effective/applicability date. 
(f) Expiration date. 

§ 1.904(f)–7T Separate limitation loss and the 
separate limitation loss account (temporary). 

(a) Overview of regulations. 
(b) Definitions. 
(1) Separate category. 
(2) Separate limitation income. 
(3) Separate limitation loss. 
(c) Separate limitation loss account. 
(d) Additions to separate limitation loss 

accounts. 
(1) General rule. 
(2) Separate limitation losses of another 

taxpayer. 
(3) Additions to separate limitation loss 

account created by loss carryovers. 
(e) Reductions of separate limitation loss 

accounts. 
(1) Pre-recapture reduction for amounts al-

located to other taxpayers. 
(2) Reduction for offsetting loss accounts. 
(3) Reduction for amounts recaptured. 
(f) Effective/applicability date. 
(g) Expiration date. 

§ 1.904(f)–8T Recapture of separate limitation 
loss accounts (temporary). 

(a) In general. 
(b) Effect of recharacterization of separate 

limitation income on associated taxes. 
(c) Effective/applicability date. 
(d) Expiration date. 

[T.D. 9371, 72 FR 72596, Dec. 21, 2007] 

§ 1.904(f)–1 Overall foreign loss and 
the overall foreign loss account. 

(a)(1) Overview of regulations. In gen-
eral, section 904(f) and these regula-
tions apply to any taxpayer that sus-
tains an overall foreign loss (as defined 
in paragraph (c)(1) of this section) in a 
taxable year beginning after December 

31, 1975. For taxable years ending after 
December 31, 1984, and beginning before 
January 1, 1987, there can be five types 
of overall foreign losses: a loss under 
each of the five separate limitations 
contained in former section 904(d)(1)(A) 
(passive interest limitation), (d)(1)(B) 
(DISC dividend limitation), (d)(1)(C) 
(foreign trade income limitation), 
(d)(1)(D) (foreign sales corporation 
(FSC) distributions limitation), and 
(d)(1)(E) (general limitation). For tax-
able years beginning after December 31, 
1982, and ending before January 1, 1985, 
there can be three types of overall for-
eign losses under former section 
904(d)(1)(A) (passive interest limita-
tion), former section 904(d)(1)(B) (DISC 
dividend limitation) and former section 
904(d)(1)(C) (general limitation). For 
taxpayers subject to section 907, the 
post-1982 general limitation overall for-
eign loss account may be further sub-
divided, as provided in § 1.904(f)–6. For 
taxable years beginning after Decem-
ber 31, 1975, and before January 1, 1983, 
taxpayers should have computed over-
all foreign losses separately under the 
passive interest limitation, the DISC 
dividend limitation, the general limita-
tion, and the section 907(b) (FORI) lim-
itation. However, for taxable years be-
ginning after December 31, 1975, and be-
fore January 1, 1983, taxpayers may 
have computed only two types of over-
all foreign losses: A foreign oil related 
loss under the FORI limitation and an 
overall foreign loss computed on a 
combined basis for the passive interest 
limitation, the DISC dividend limita-
tion, and the general limitation. A tax-
payer that computed overall foreign 
losses for these years on a combined 
basis will not be required to amend its 
return to recompute such losses on a 
separate basis. If a taxpayer computed 
its overall foreign losses for these 
years separately under the passive in-
terest limitation, the DISC dividend 
limitation, and the general limitation, 
on returns previously filed, a taxpayer 
may not amend those returns to com-
pute such overall foreign losses on a 
combined basis. Section 1.904(f)–1 pro-
vides rules for determining a tax-
payer’s overall foreign losses, for estab-
lishing overall foreign loss accounts, 
and for making additions to and reduc-
tions of such accounts for purposes of 
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section 904(f). Section 1.904(f)–2 pro-
vides rules for recapturing the balance 
in any overall foreign loss account 
under the general recapture rule of sec-
tion 904(f)(1) and under the special re-
capture rule of section 904(f)(3) when 
the taxpayer disposes of property used 
predominantly outside the United 
States in a trade or business. Section 
1.904(f)–3 provides rules for allocating 
overall foreign losses that are part of 
net operating losses or net capital 
losses to foreign source income in 
years to which such losses are carried. 
In addition, § 1.904(f)–3 provides transi-
tion rules for the treatment of net op-
erating losses incurred in taxable years 
beginning after December 31, 1982, and 
carried back to taxable years beginning 
before January 1, 1983, and of net oper-
ating losses incurred in taxable years 
beginning before January 1, 1983, and 
carried forward to taxable years begin-
ning after December 31, 1982. Section 
1.904(f)–4 provides rules for recapture 
out of an accumulation distribution of 
a foreign trust. Section 1.904(f)–5 pro-
vides rules for recapture of overall for-
eign losses of domestic trusts. Section 
1.904(f)–6 provides a transition rule for 
recapturing a taxpayer’s pre-1983 over-
all foreign losses under the general 
limitation and the FORI limitation out 
of taxable income subject to the gen-
eral limitation in taxable years begin-
ning after December 31, 1982. Section 
§ 1.1502–9 provides rules concerning the 
application of these regulations to cor-
porations filing consolidated returns. 

(2) [Reserved] For further guidance, 
see § 1.904(f)–1T(a)(2). 

(b) Overall foreign loss accounts. Any 
taxpayer that sustains an overall for-
eign loss under paragraph (c) of this 
section must establish an account for 
such loss. Separate types of overall for-
eign losses must be kept in separate ac-
counts. For taxable years beginning 
prior to January 1, 1983, taxpayers that 
computed losses on a combined basis in 
accordance with § 1.904(f)–1(c)(1) will 
keep one overall foreign loss account 
for such overall foreign loss. The bal-
ance in each overall foreign loss ac-
count represents the amount of such 
overall foreign loss subject to recap-
ture by the taxpayer in a given year. 
From year to year, amounts may be 
added to or subtracted from the bal-

ances in such accounts as provided in 
paragraphs (d) and (e) of this section. 
The taxpayer must report the balances 
(if any) in its overall foreign loss ac-
counts annually on a Form 1116 or 1118. 
Such forms must be filed for each tax-
able year ending after September 24, 
1987. The balance in each account does 
not have to be attributed to the year or 
years in which the loss was incurred. 

(c) Determination of a taxpayer’s over-
all foreign loss—(1) Overall foreign loss 
defined. For taxable years beginning 
after December 31, 1982, and before Jan-
uary 1, 1987, a taxpayer sustains an 
overall foreign loss in any taxable year 
in which its gross income from sources 
without the United States subject to a 
separate limitation (as defined in para-
graph (c)(2) of this section) is exceeded 
by the sum of the deductions properly 
allocated and apportioned thereto. 
Such losses are to be determined sepa-
rately in accordance with the prin-
ciples of the separate limitations. Ac-
cordingly, income and deductions sub-
ject to a separate limitation are not to 
be netted with income and deductions 
subject to another separate limitation 
for purposes of determining the 
amount of an overall foreign loss. A 
taxpayer may, for example, have an 
overall foreign loss under the general 
limitation in the same taxable year in 
which it has taxable income under the 
DISC dividend limitation. The same 
principles of calculating overall foreign 
losses on a separate limitation basis 
apply for taxable years beginning be-
fore January 1, 1983, except that a tax-
payer shall determine its overall for-
eign losses on a combined basis, except 
for income subject to the FORI limita-
tion, if the taxpayer filed its pre-1983 
returns on such basis. Thus, for taxable 
years beginning prior to January 1, 
1983, a taxpayer can net income and 
losses among the passive interest limi-
tation, the DISC dividend limitation, 
and the general limitation if the tax-
payer calculated its overall foreign 
losses that way at the time. Taxpayers 
that computed overall foreign losses 
separately under each of the separate 
limitations on their returns filed for 
taxable years beginning prior to Janu-
ary 1, 1983, may not amend such re-
turns to compute their overall foreign 
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losses for pre-1983 years on a combined 
basis. 

(2) Separate limitation defined. For 
purposes of paragraph (c)(1) of this sec-
tion and these regulations, the term 
separate limitation means any of the 
separate limitations under former sec-
tion 904(d)(1)(A) (passive interest limi-
tation), (B) (DISC dividend limitation), 
(C) (foreign trade income limitation), 
(D) (FSC distributions limitation), and 
(E) (general limitation) and the sepa-
rate limitation under section 907(b) 
(FORI limitation) (for taxable years 
ending after December 31, 1975, and be-
ginning before January 1, 1983). 

(3) Method of allocation and apportion-
ment of deductions. In determining its 
overall foreign loss, a taxpayer shall 
allocate and apportion expenses, losses, 
and other deductions to the appro-
priate category of gross income in ac-
cordance with section 862(b) and § 1.861– 
8 of the regulations. However, the fol-
lowing deductions shall not be taken 
into account: 

(i) The amount of any net operating 
loss deduction for such year under sec-
tion 172(a); and 

(ii) To the extent such losses are not 
compensated for by insurance or other-
wise, the amount of any— 

(A) Expropriation losses for such 
year (as defined in section 172(h)), or 

(B) Losses for such year which arise 
from fire, storm, shipwreck, or other 
casualty, or from theft. 

(d) Additions to the overall foreign loss 
account—(1) General rule. A taxpayer’s 
overall foreign loss as determined 
under paragraph (c) of this section 
shall be added to the applicable overall 
foreign loss account at the end of its 
taxable year to the extent that the 
overall foreign loss has reduced United 
States source income during the tax-
able year or during a year to which the 
loss has been carried back. For rules 
with respect to carryovers see para-
graph (d)(3) of this section and 
§ 1.904(f)–3. 

(2) Overall foreign losses of another tax-
payer. If any portion of any overall for-
eign loss of another taxpayer is allo-
cated to the taxpayer in accordance 
with § 1.904(f)–5 (relating to overall for-
eign losses of domestic trusts) or 
§ 1.1502–9 (relating to consolidated over-
all foreign losses), the taxpayer shall 

add such amount to its applicable over-
all foreign loss account. 

(3) Additions to overall foreign loss ac-
count created by loss carryovers. Subject 
to the adjustments under § 1.904(f)– 
1(d)(4), the taxpayer shall add to each 
overall foreign loss account— 

(i) All net operating loss carryovers 
to the current taxable year attrib-
utable to the same limitation to the 
extent that overall foreign losses in-
cluded in the net operating loss 
carryovers reduced United States 
source income for the taxable year, and 

(ii) All capital loss carryovers to the 
current taxable year attributable to 
the same limitation to the extent that 
foreign source capital loss carryovers 
reduced United States source capital 
gain net income for the taxable year. 

(4) [Reserved] For further guidance, 
see § 1.904(f)–1T(d)(4). 

(e) Reductions of overall foreign loss ac-
counts. The taxpayer shall subtract the 
following amounts from its overall for-
eign loss accounts at the end of its tax-
able year in the following order, if ap-
plicable: 

(1) Pre-recapture reduction for amounts 
allocated to other taxpayers. An overall 
foreign loss account is reduced by the 
amount of any overall foreign loss 
which is allocated to another taxpayer 
in accordance with § 1.904(f)–5 (relating 
to overall foreign losses of domestic 
trusts) or § 1.1502–9 (relating to consoli-
dated overall foreign losses). 

(2) Reduction for amounts recaptured. 
An overall foreign loss account is re-
duced by the amount of any foreign 
source income that is subject to the 
same limitation as the loss that re-
sulted in the account and that is recap-
tured in accordance with § 1.904(f)–2 (c) 
(relating to recapture under section 
904(f)(1)); § 1.904(f)–2 (d) (relating to re-
capture when the taxpayer disposes of 
certain properties under section 
904(f)(3)); and § 1.904(f)–4 (relating to re-
capture when the taxpayer receives an 
accumulation distribution from a for-
eign trust under section 904(f)(4)). 

(f) Illustrations. The rules of this sec-
tion are illustrated by the following ex-
amples. 

Example 1. X Corporation is a domestic cor-
poration with foreign branch operations in 
country C. X’s taxable income and losses for 
its taxable year 1983 are as follows: 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00815 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



806 

26 CFR Ch. I (4–1–09 Edition) § 1.904(f)–1T 

U.S. Source taxable income ...................$1,000 
Foreign source taxable income (loss) 

subject to the general limitation 
......................................................... ($500) 

Foreign source taxable income subject 
to the passive interest limitation 
............................................................$200 

X has a general limitation overall foreign 
loss of $500 for 1983 in accordance with para-
graph (c) (1) of this section. Since the gen-
eral limitation overall foreign loss is not 
considered to offset income under the sepa-
rate limitation for passive interest income, 
it therefore offsets $500 of United States 
source taxable income. This amount is added 
to X’s general limitation overall foreign loss 
account at the end of 1983 in accordance with 
paragraphs (c) (1) and (d) (1) of this section. 

Example 2. Y Corporation is a domestic cor-
poration with foreign branch operations in 
Country C. Y’s taxable income and losses for 
its taxable year 1982 are as follows: 

U.S. source taxable income ....................$1,000 
Foreign source taxable income (loss) 

subject to the general limitation 
......................................................... ($500) 

Foreign source taxable income subject 
to the passive interest limitation 
............................................................$250 

For its pre-1983 taxable years, Y filed its 
returns determining its overall foreign losses 
on a combined basis. In accordance with 
paragraphs (a) and (c) (1) of this section, Y 
may net the foreign source income and loss 
before offsetting the United States source in-
come. Y therefore has a section 904(d)(1)(A-C) 
overall foreign loss account of $250 at the end 
of 1982. 

Example 3. X Corporation is a domestic cor-
poration with foreign branch operations in 
country C. For its taxable year 1985, X has 
taxable income (loss) determined as follows: 

U.S. source taxable income ......................$200 
Foreign source taxable income (loss) 

subject to the general limitation 
.......................................................($1,000) 

Foreign source taxable income (loss) 
subject to the passive limitation 
......................................................... $1,800 

X has a general limitation overall foreign 
loss of $1,000 in accordance with paragraph 
(c)(1) of this section. The overall foreign loss 
offsets $200 of United States source taxable 
income in 1985 and, therefore, X has a $200 
general limitation overall foreign loss ac-
count at the end of 1985. The remaining $800 
general limitation loss is offset by the pas-
sive interest limitation income in 1985 so 
that X has no net operating loss carryover 
that is attributable to the general limitation 
loss and no additional amount attributable 
to that loss will be added to the overall for-
eign loss account in 1985 or in any other 
year. 

(g) [Reserved] For further guidance, 
see § 1.904(f)–1T(g). 

[T.D. 8153, 52 FR 31994, Aug. 25, 1987; 52 FR 
43434, Nov. 12, 1987, as amended by T.D. 9371, 
72 FR 72597, Dec. 21, 2007] 

§ 1.904(f)–1T Overall foreign loss and 
the overall foreign loss account 
(temporary). 

(a)(1) [Reserved] For further guid-
ance, see § 1.904(f)–1(a)(1). 

(2) Application to post-1986 taxable 
years. The principles of §§ 1.904(f)–1 
through 1.904(f)–5 shall apply to overall 
foreign loss sustained in taxable years 
beginning after December 31, 1986, 
modified so as to take into account the 
effect of statutory amendments. 

(b) through (d)(3) [Reserved] For fur-
ther guidance, see § 1.904(f)–1(b) through 
(d)(3). 

(d)(4) Adjustments for capital gains and 
losses. If a taxpayer has capital gains or 
losses, the taxpayer shall make adjust-
ments to such capital gains and losses 
to the extent required under section 
904(b)(2) and § 1.904(b)–1 before applying 
the provisions of § 1.904(f)–1T. See 
§ 1.904(b)–1(h). 

(e) and (f) [Reserved] For further 
guidance, see § 1.904(f)–1(e) and (f). 

(g) Effective/applicability date. This 
section applies to taxable years begin-
ning after December 21, 2007. 

(h) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72597, Dec. 21, 2007] 

§ 1.904(f)–2 Recapture of overall for-
eign losses. 

(a) In general. A taxpayer shall be re-
quired to recapture an overall foreign 
loss as provided in this section. Recap-
ture is accomplished by treating as 
United States source income a portion 
of the taxpayer’s foreign source taxable 
income of the same limitation as the 
foreign source loss that resulted in an 
overall foreign loss account. As a re-
sult, if the taxpayer elects the benefits 
of section 901 or section 936, the tax-
payer’s foreign tax credit limitation 
with respect to such income is de-
creased. As provided in § 1.904 (f)–1(e)(2), 
the balance in a taxpayer’s overall for-
eign loss account is reduced by the 
amount of loss recaptured. Recapture 
continues until such time as the 
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amount of foreign source taxable in-
come recharacterized as United States 
source income equals the amount in 
the overall foreign loss account. As 
provided in § 1.904 (f)–1(e)(2), the bal-
ance in an overall foreign loss account 
is reduced at the end of each taxable 
year by the amount of the loss recap-
tured during that taxable year. Regard-
less of whether recapture occurs in a 
year in which a taxpayer elects the 
benefits of section 901 or in a year in 
which a taxpayer deducts its foreign 
taxes under section 164, the overall for-
eign loss account is recaptured only to 
the extent of foreign source taxable in-
come remaining after applying the ap-
propriate section 904(b) adjustments, if 
any, as provided in paragraph (b) of 
this section. 

(b) Determination of taxable income 
from sources without the United States for 
purposes of recapture—(1) In general. For 
purposes of determining the amount of 
an overall foreign loss subject to recap-
ture, the taxpayer’s taxable income 
from sources without the United States 
shall be computed with respect to each 
of the separate limitations described in 
§ 1.904 (f)–1(c)(2) in accordance with the 
rules set forth in § 1.904 (f)–1(c) (1) and 
(3). This computation is made without 
taking into account foreign source tax-
able income (and deductions properly 
allocated and apportioned thereto) sub-
ject to other separate limitations. Be-
fore applying the recapture rules to 
foreign source taxable income, the fol-
lowing provisions shall be applied to 
such income in the following order: 

(i) Former section 904(b)(3)(C) (prior 
to its removal by the Tax Reform Act 
of 1986) and the regulations thereunder 
shall be applied to treat certain foreign 
source gain as United States source 
gain; and 

(ii) Section 904(b)(2) and the regula-
tions thereunder shall be applied to 
make adjustments in the foreign tax 
credit limitation fraction for certain 
capital gains and losses. 

(c) Section 904(f)(1) recapture—(1) [Re-
served] For further guidance, see 
§ 1.904(f)–2T(c)(1). 

(2) Election to recapture more of the 
overall foreign loss than is required under 
paragraph (c)(1). In a year in which a 
taxpayer elects the benefits of sections 
901 or 936, a taxpayer may make an an-

nual revocable election to recapture a 
greater portion of the balance in an 
overall foreign loss account than is re-
quired to be recaptured under para-
graph (c)(1) of this section. A taxpayer 
may make such an election or amend a 
prior election by attaching a statement 
to its annual Form 1116 or 1118. If an 
amendment is made to a prior year’s 
election, an amended tax return should 
be filed. The statement attached to the 
Form 1116 or 1118 must indicate the 
percentage and dollar amount of the 
taxpayer’s foreign source taxable in-
come that is being recharacterized as 
United States source income and the 
percentage and dollar amount of the 
balance (both before and after recap-
ture) in the overall foreign loss ac-
count that is being recaptured. Except 
for the special recapture rules for sec-
tion 936 corporations and for recapture 
of pre-1983 overall foreign losses deter-
mined on a combined basis, the tax-
payer that elects to credit its foreign 
taxes may not elect to recapture an 
amount in excess of the taxpayer’s for-
eign source taxable income subject to 
the same limitation as the loss that re-
sulted in the overall foreign loss ac-
count. 

(3) Special rule for recapture of losses 
incurred prior to section 936 election. If a 
corporation elects the application of 
section 936 and at the time of the elec-
tion has a balance in any overall for-
eign loss account, such losses will be 
recaptured from the possessions source 
income of the electing section 936 cor-
poration that qualifies for the section 
936 credit, including qualified posses-
sion source investment income as de-
fined in section 936(d)(2), even though 
the overall foreign loss to be recap-
tured may not be attributable to a loss 
in an income category of a type that 
would meet the definition of qualified 
possession source investment income. 
For purposes of recapturing an overall 
foreign loss incurred by a consolidated 
group including a corporation that sub-
sequently elects to use section 936, the 
electing section 936 corporation’s pos-
session source income that qualifies for 
the section 936 credit, including quali-
fied possession source investment in-
come, shall be used to recapture the 
section 936 corporation’s share of pre-
viously incurred overall foreign loss 
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accounts. Rules for determining the 
section 936 corporation’s share of the 
consolidated groups overall foreign loss 
accounts are provided in § 1.1502–9(c). 

(4) Recapture of pre-1983 overall foreign 
losses determined on a combined basis. If 
a taxpayer computed its overall foreign 
losses on a combined basis in accord-
ance with § 1.904(f)–1(c)(1) for taxable 
years beginning before January 1, 1983, 
any losses recaptured in taxable years 
beginning after December 31, 1982, shall 
be recaptured from income subject to 
the general limitation, subject to the 
rules in § 1.904(f)–6 (a) and (b). Ordering 
rules for recapture of these losses are 
provided in § 1.904(f)–6(c). 

(5) Illustrations. The rules of this 
paragraph (c) are illustrated by the fol-
lowing examples, all of which assume a 
United States corporate tax rate of 50 
percent unless otherwise stated. 

Example 1. X Corporation is a domestic cor-
poration that does business in the United 
States and abroad. On December 31, 1983, the 
balance in X’s general limitation overall for-
eign loss account is $600, all of which is at-
tributable to a loss incurred in 1983. For 1984, 
X has United States source taxable income 
of $500 and foreign source taxable income 
subject to the general limitation of $500. For 
1984, X pays $200 in foreign taxes and elects 
section 901. Under paragraph (c)(1) of this 
section, X is required to recapture $250 (the 
lesser of $600 or 50 percent of $500) of its over-
all foreign loss. As a consequence, X’s for-
eign tax credit limitation under the general 
limitation is $250/$1,000×$500, or $125, instead 
of $500/$1,000×$500, or $250. The balance in X’s 
general limitation overall foreign loss ac-
count is reduced by $250 in accordance with 
§ 1.904(f)–1(e)(2). 

Example 2. The facts are the same as in ex-
ample 1 except that X makes an election to 
recapture its overall foreign loss to the ex-
tent of 80 percent of its foreign source tax-
able income subject to the general limita-
tion (or $400) in accordance with paragraph 
(c)(2) of this section. As a result of recapture, 
X’s 1984 foreign tax credit limitation for in-
come subject to the general limitation is 
$100/$1,000×$500, or $50, instead of $500/ 
$1,000×$500, or $250. X’s general limitation 
overall foreign loss account is reduced by 
$400 in accordance with § 1.904(f)–1(e)(2). 

Example 3. The facts are the same as in ex-
ample 1 except that X does not elect the ben-
efits of section 901 in 1984 and instead de-
ducts its foreign taxes paid. In 1984, X recap-
tures $300 of its overall foreign loss, the dif-
ference between X’s foreign source taxable 
income of $500 and $200 of foreign taxes paid. 
The balance in X’s general limitation overall 

foreign loss account is reduced by $300 in ac-
cordance with § 1.904(f)–1(e)(2). 

Example 4. [Reserved] For further guidance 
see § 1.904(f)–2T(c)(5) 

Example 5. On December 31, 1980, V, a do-
mestic corporation that does business in the 
United States and abroad, has a balance in 
its section 904(d)(1)(A-C) overall foreign loss 
account of $600. V also has a balance in its 
FORI limitation overall foreign loss account 
of $900. For 1981, V has foreign source taxable 
income subject to the general limitation of 
$500 and $500 of United States source income. 
V also has foreign source taxable income 
subject to the FORI limitation of $800. V is 
required to recapture $250 of its section 
904(d)(1)(A-C) overall foreign loss account 
(the lesser of $600 or 50% of $500) and its gen-
eral limitation foreign tax credit limitation 
is $250/$1,800×$900, or $125 instead of $500/ 
$1,800×$900, or $250. V is also required to re-
capture $400 of its FORI limitation overall 
foreign loss account (the lesser of $900 or 50% 
of $800). V’s foreign tax credit limitation for 
FORI is $400/$1,800×$900, or $200, instead of 
$800/$1,800×$900, or $400. The balance in V’s 
FORI limitation overall foreign loss account 
is reduced to $500 and the balance in V’s sec-
tion 904(d)(1)(A-C) account is reduced to $350, 
in accordance with § 1.904(f)–1(e)(2). 

Example 6. This example assumes a United 
States corporate tax rate of 46 percent 
(under section 11(b)) and an alternative rate 
of tax under section 1201(a) of 28 percent. W 
is a domestic corporation that does business 
in the United States and abroad. On Decem-
ber 31, 1984, W has $350 in its general limita-
tion overall foreign loss account. For 1985, W 
has $500 of United States source taxable in-
come, and has foreign source income subject 
to the general limitation as follows: 
Foreign source taxable income other than net capital 

gain ............................................................................. $720 
Foreign source net capital gain ..................................... $460 

Under paragraph (b)(2) of this section, for-
eign source taxable income for purposes of 
recapture includes foreign source capital 
gain net income, reduced, under section 
904(b)(2), by the rate differential portion of 
foreign source net capital gain, which ad-
justs for the reduced tax rate for net capital 
gain under section 1201(a): 
Foreign source capital gain net income .................... $460 
Rate differential portion of foreign source net capital 

gain (18/46 of $460) ............................................... ¥180 

Foreign source capital gain included in foreign 
source taxable income ........................................... $280 

The total foreign source taxable income of 
W for purposes of recapture in 1985 is $1,000 
($720+$280). Under paragraph (c)(1) of this 
section, W is required to recapture $350 (the 
lesser of $350 or 50 percent of $1,000), and W’s 
general limitation overall foreign loss ac-
count is reduced to zero. W’s foreign tax 
credit limitation for income subject to the 
general limitation is $650/$1,500×$690 ((.46) 
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(500+720)+(.28) (460)), or $299, instead of $1,000/ 
$1,500×$690, or $460. 

(d) Recapture of overall foreign losses 
from dispositions under section 904(f)(3)— 
(1) In general. If a taxpayer disposes of 
property used or held for use predomi-
nantly without the United States in a 
trade or business during a taxable year 
and that property generates foreign 
source taxable income subject to a sep-
arate limitation to which paragraph (a) 
of this section is applicable, (i) gain 
will be recognized on the disposition of 
such property, (ii) such gain will be 
treated as foreign source income sub-
ject to the same limitation as the in-
come the property generated, and (iii) 
the applicable overall foreign loss ac-
count shall be recaptured as provided 
in paragraphs (d)(2), (d)(3), and (d)(4) of 
this section. See paragraph (d)(5) of 
this section for definitions. 

(2) Treatment of net capital gain. If the 
gain from a disposition of property to 
which this paragraph (d) applies is 
treated as net capital gain, all ref-
erences to such gain in paragraphs 
(d)(3) and (d)(4) of this section shall 
mean such gain as adjusted under para-
graph (b) of this section. The amount 
by which the overall foreign loss ac-
count shall be reduced shall be deter-
mined from such adjusted gain. 

(3) Dispositions where gain is recog-
nized irrespective of section 904(f)(3). If a 
taxpayer recognizes foreign source gain 
subject to a separate limitation on the 
disposition of property described in 
paragraph (d)(1) of this section, and 
there is a balance in a taxpayer’s over-
all foreign loss account that is attrib-
utable to a loss under such limitation 
after applying paragraph (c) of this sec-
tion, an additional portion of such bal-
ance shall be recaptured in accordance 
with paragraphs (a) and (b) of this sec-
tion. The amount recaptured shall be 
the lesser of such balance or 100 per-
cent of the foreign source gain recog-
nized on the disposition that was not 
previously recharacterized. 

(4) Dispositions in which gain would 
not otherwise be recognized—(1) Recogni-
tion of gain to the extent of the overall 
foreign loss account. If a taxpayer 
makes a disposition of property de-
scribed in paragraph (d)(1) of this sec-
tion in which any amount of gain oth-
erwise would not be recognized in the 

year of the disposition, and such prop-
erty was used or held for use to gen-
erate foreign source taxable income 
subject to a separate limitation under 
which the taxpayer had a balance in its 
overall foreign loss account (including 
a balance that arose in the year of the 
disposition), the taxpayer shall recog-
nize foreign source taxable income in 
an amount equal to the lesser of: 

(A) The sum of the balance in the ap-
plicable overall foreign loss account 
(but only after such balance has been 
increased by amounts added to the ac-
count for the year of the disposition or 
has been reduced by amounts recap-
tured for the year of the disposition 
under paragraph (c) and paragraph 
(d)(3) of this section) plus the amount 
of any overall foreign loss that would 
be part of a net operating loss for the 
year of the disposition if gain from the 
disposition were not recognized under 
section 904(f)(3), plus the amount of 
any overall foreign loss that is part of 
a net operating loss carryover from a 
prior year, or 

(B) The excess of the fair market 
value of such property over the tax-
payer’s adjusted basis in such property. 

The excess of the fair market value of 
such property over its adjusted basis 
shall be determined on an asset by 
asset basis. Losses from the disposition 
of an asset shall not be recognized. Any 
foreign source taxable income deemed 
received and recognized under this 
paragraph (d)(4)(i) will have the same 
character as if the property had been 
sold or exchanged in a taxable trans-
action and will constitute gain for all 
purposes. 

(ii) Basis adjustment. The basis of the 
property received in an exchange to 
which this paragraph (d)(4) applies 
shall be increased by the amount of 
gain deemed recognized, in accordance 
with applicable sections of subchapters 
C (relating to corporate distributions 
and adjustments), K (relating to part-
ners and partnerships), O (relating to 
gain or loss on the disposition of prop-
erty), and P (relating to capital gains 
and losses). If the property to which 
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this paragraph (d)(4) applies was trans-
ferred by gift, the basis of such prop-
erty in the hands of the donor imme-
diately preceding such gift shall be in-
creased by the amount of the gain 
deemed recognized. 

(iii) Recapture of overall foreign loss to 
the extent of amount recognized. The pro-
visions of paragraphs (a) and (b) of this 
section shall be applied to the extent of 
100 percent of the foreign source tax-
able income which is recognized under 
paragraph (d)(4)(i) of this section. How-
ever, amounts of foreign source gain 
that would not be recognized except by 
application of section 904(f)(3) and 
paragraph (d)(4)(i) of this section, and 
which are treated as United States 
source gain by application of section 
904(b)(3)(C) (prior to its removal by the 
Tax Reform Act of 1986) and paragraph 
(b)(1) of this section, shall reduce the 
overall foreign loss account (subject to 
the adjustments described in paragraph 
(d)(2) of this section) if such gain is net 
capital gain, notwithstanding the fact 
that such amounts would otherwise not 
be recaptured under the ordering rules 
in paragraph (b) of this section. 

(iv) Priorities among dispositions in 
which gain is deemed to be recognized. If, 
in a single taxable year, a taxpayer 
makes more than one disposition to 
which this paragraph (d)(4) is applica-
ble, the rules of this paragraph (d)(4) 
shall be applied to each disposition in 
succession starting with the disposi-
tion which occurred earliest, until the 
balance in the applicable overall for-
eign loss account is reduced to zero. If 
the taxpayer simultaneously makes 
more than one disposition to which 
this paragraph (d)(4) is applicable, the 
rules of paragraph (d)(4) shall be ap-
plied so that the balance in the appli-
cable overall foreign loss account to be 
recaptured will be allocated pro rata 
among the assets in proportion to the 
excess of the fair market value of each 
asset over the adjusted basis of each 
asset. 

(5) Definitions—(i) Disposition. A dis-
position to which this paragraph (d) ap-
plies includes a sale; exchange; dis-
tribution; gift; transfer upon the fore-
closure of a security interest (but not a 
mere transfer of title to a creditor 
upon creation of a security interest or 
to a debtor upon termination of a secu-

rity interest); involuntary conversion; 
contribution to a partnership, trust, or 
corporation; transfer at death; or any 
other transfer of property whether or 
not gain or loss is recognized under 
other provisions of the Code. However, 
a disposition to which this paragraph 
(d) applies does not include: 

(A) A distribution or transfer of prop-
erty to a domestic corporation de-
scribed in section 381 (a) (provided that 
paragraph (d)(6) of this section ap-
plies); 

(B) A disposition of property which is 
not a material factor in the realization 
of income by the taxpayer (as defined 
in paragraph (d)(5)(iv) of this section); 

(C) A transaction in which gross in-
come is not realized; or 

(D) The entering into of a unitization 
or pooling agreement (as defined in 
§ 1.614–8(b)(6) of the regulations) con-
taining a valid election under section 
761(a)(2), and in which the source of the 
entire gain from any disposition of the 
interest created by the agreement 
would be determined to be foreign 
source under section 862(a)(5) if the dis-
position occurred presently. 

(ii) Property used in a trade or busi-
ness. Property is used in a trade or 
business if it is held for the principal 
purpose of promoting the present or fu-
ture conduct of the trade or business. 
This generally includes property ac-
quired and held in the ordinary course 
of a trade or business or otherwise held 
in a direct relationship to a trade or 
business. In determining whether an 
asset is held in a direct relationship to 
a trade or business, principal consider-
ation shall be given to whether the 
asset is used in the trade or business. 
Property will be treated as held in a di-
rect relationship to a trade or business 
if the property was acquired with funds 
generated by that trade or business or 
if income generated from the asset is 
available for use in that trade or busi-
ness. Property used in a trade or busi-
ness may be tangible or intangible, real 
or personal property. It includes prop-
erty, such as equipment, which is sub-
ject to an allowance for depreciation 
under section 167 or cost recovery 
under section 168. Property may be 
considered used in a trade or business 
even if it is a capital asset in the hands 
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of the taxpayer. However, stock of an-
other corporation shall not be consid-
ered property used in a trade or busi-
ness if a substantial investment motive 
exists for acquiring and holding the 
stock. On the other hand, stock ac-
quired or held to assure a source of 
supply for a trade or business shall be 
considered property used in that trade 
or business. Inventory is generally not 
considered property used in a trade or 
business. However, when disposed of in 
a manner not in the ordinary course of 
a trade or business, inventory will be 
considered property used in the trade 
or business. A partnership interest will 
be treated as property used in a trade 
or business if the underlying assets of 
the partnership would be property used 
in a trade or business. For purposes of 
section 904(f) (3) and § 1.904(f)–2 (d) (1) 
and (5), a disposition of a partnership 
interest to which this section applies 
will be treated as a disposition of a pro-
portionate share of each of the assets 
of the partnership. For purposes of al-
locating the purchase price of the in-
terest and the seller’s basis in the in-
terest to those assets, the principles of 
§ 1.751–1(a) will apply. 

(iii) Property used predominantly out-
side the United States. Property will be 
considered used predominantly outside 
the United States if for a 3-year period 
ending on the date of the disposition 
(or, if shorter, the period during which 
the property has been used in the trade 
or business) such property was located 
outside the United States more than 50 
percent of the time. An aircraft, rail-
road rolling stock, vessel, motor vehi-
cle, container, or other property used 
for transportation purposes is deemed 
to be used predominantly outside the 
United States if, during the 3-year (or 
shorter) period, either such property is 
located outside the United States more 
than 50 percent of the time or more 
than 50 percent of the miles traversed 
in the use of such property are tra-
versed outside the United States. 

(iv) Property which is a material factor 
in the realization of income. For purposes 
of this section, property used in a trade 
or business will be considered a mate-
rial factor in the realization of income 
unless the taxpayer establishes that it 
is not (or, if the taxpayer did not real-
ize income from the trade or business 

in the taxable year, would not be ex-
pected to be) necessary to the realiza-
tion of income by the taxpayer. 

(6) Carryover of overall foreign loss ac-
counts in a corporate acquisition to which 
section 381(a) applies. In the case of a 
distribution or transfer described in 
section 381(a), an overall foreign loss 
account of the distributing or trans-
feror corporation shall be treated as an 
overall foreign loss account of the ac-
quiring or transferee corporation as of 
the close of the date of the distribution 
or transfer. If the transferee corpora-
tion had an overall foreign loss account 
under the same separate limitation 
prior to the distribution or transfer, 
the balance in the transferor’s account 
must be added to the transferee’s ac-
count. If not, the transferee must 
adopt the transferor’s overall foreign 
loss account. An overall foreign loss of 
the transferor will be treated as in-
curred by the transferee in the year 
prior to the year of the transfer. 

(7) Illustrations. The rules of this 
paragraph (d) are illustrated by the fol-
lowing examples which assume that 
the United States corporate tax rate is 
50 percent (unless otherwise stated). 
For purposes of these examples, none of 
the foreign source gains are treated as 
net capital gains (unless so stated). 

Example 1. X Corporation has a balance in 
its general limitation overall foreign loss ac-
count of $600 at the close of its taxable year 
ending December 31, 1984. In 1985, X sells as-
sets used predominantly outside the United 
States in a trade or business and recognizes 
$1,000 of gain on the sale under section 1001. 
This gain is subject to the general limita-
tion. This sale is a disposition within the 
meaning of paragraph (d)(5)(i) of this section, 
and to which this paragraph (d) applies. X 
has no other foreign source taxable income 
in 1985 and has $1,000 of United States source 
taxable income. Under paragraph (c), X is re-
quired to recapture $500 (the lesser of the 
balance in X’s general limitation overall for-
eign loss account ($600) or 50 percent of 
$1,000) of its overall foreign loss account. The 
balance in X’s general limitation overall for-
eign loss account is reduced to $100 in ac-
cordance with § 1.904(f)–1(e)(2). In addition, 
under paragraph (d)(3) of this section, X is 
required to recapture $100 (the lesser of the 
remaining balance in its general limitation 
overall foreign loss account ($100) or 100 per-
cent of its foreign source taxable income rec-
ognized on such disposition that has not 
been previously recharacterized ($500)). The 
total amount recaptured is $600. X’s foreign 
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tax credit limitation for income subject to 
the general limitation in 1985 is $200 ($400/ 
$2,000×$1,000) instead of $500 ($1,000/ 
$2,000×$1,000). The balance in X’s general lim-
itation overall foreign loss account is re-
duced to zero in accordance with § 1.904(f)– 
1(e)(2). 

Example 2. On December 31, 1984, Y Cor-
poration has a balance in its general limita-
tion overall foreign loss account of $1,500. In 
1985, Y has $500 of United States source tax-
able income and $200 of foreign source tax-
able income subject to the general limita-
tion. Y’s foreign source taxable income is 
from the sale of property used predomi-
nantly outside of the United States in a 
trade or business. This sale is a disposition 
to which this paragraph (d) is applicable. In 
1985, Y also transferred property used pre-
dominantly outside of the United States in a 
trade or business to another corporation. 
Under section 351, no gain was recognized on 
this transfer. Such property had been used to 
generate foreign source taxable income sub-
ject to the general limitation. The excess of 
the fair market value of the property trans-
ferred over Y’s adjusted basis in such prop-
erty was $2,000. In accordance with para-
graph (c) of this section, Y is required to re-
capture $100 (the lesser of $1,500, the amount 
in Y’s general limitation overall foreign loss 
account, or 50 percent of $200, the amount of 
general limitation foreign source taxable in-
come for the current year) of its general lim-
itation overall foreign loss. Y is then re-
quired to recapture an additional $100 of its 
general limitation overall foreign loss ac-
count under paragraph (d)(3) of this section 
out of the remaining gain recognized on the 
sale of assets, because 100 percent of such 
gain is subject to recapture. The balance in 
Y’s general limitation overall foreign loss 
account is reduced to $1,300 in accordance 
with § 1.904(f)–1(e)(2). Y corporation is then 
required to recognize $1,300 of foreign source 
taxable income on its section 351 transfer 
under paragraph (d)(4) of this section. The 
remaining $700 of potential gain associated 
with the section 351 transfer is not recog-
nized. Under paragraph (d)(4), 100 percent of 
the $1,300 is recharacterized as United States 
source taxable income, and Y’s general limi-
tation overall foreign loss account is reduced 
to zero. Y’s entire taxable income for 1985 is: 
U.S. source taxable income .............................. $500 
Foreign source taxable income subject to the 

general limitation that is recharacterized as 
U.S. source income by paragraphs (c) and 
(d)(3) of this section ....................................... 200 

Gain recognized under section 904(f)(3) and 
paragraph (d)(4) of this section, and re-
characterized as U.S. source income ............ 1,300 

Total ..................................................... $2,000 

Y’s foreign tax credit limitation for 1985 for 
income subject to the general limitation is 

$0 ($0/$2,000×$1,000) instead of $100 ($200/ 
$700×$350). 

Example 3. W Corporation is a calendar 
year domestic corporation with foreign 
branch operations in country C. As of De-
cember 31, 1984, W has no overall foreign loss 
accounts and has no net operating loss 
carryovers. W’s entire taxable income in 1985 
is: 
U.S. source taxable income .............................. $800 
Foreign source taxable income (loss) subject to 

the general limitation ...................................... ($1,000) 

W cannot carry back its 1985 NOL to any ear-
lier year. As of December 31, 1985, W there-
fore has $800 in its general limitation overall 
foreign loss account. In 1986, W earns $400 
United States source taxable income and has 
an additional $1,000 loss from the operations 
of the foreign branch. Income in the loss cat-
egory would be subject to the general limita-
tion. Also in 1986, W disposes of property 
used predominately outside the United 
States in a trade or business. Such property 
generated income subject to the general lim-
itation. The excess of the property’s fair 
market value over its adjusted basis is $3,000. 
The disposition is of a type described in 
§ 1.904 (f)–2(d)(4)(i). W has no other income in 
1986. Under § 1.904 (f)–2(d)(4)(i), W is required 
to recognize foreign source taxable income 
on the disposition in an amount equal to the 
lesser of $2,000 ($800 (the balance in the gen-
eral limitation overall foreign loss account 
as of 1985) + $400 (the increase in the general 
limitation overall foreign loss account at-
tributable to the disposition year) + $600 (the 
general limitation overall foreign loss that 
is part of the NOL from 1986) + $200 (the gen-
eral limitation overall foreign loss that is 
part of the NOL from 1985)) or $3,000. The 
$2,000 foreign source income required to be 
recognized under section 904(f)(3) is reduced 
to $1,200 by the remaining $600 loss in 1986 
and the $200 net operating loss carried for-
ward from 1985. This $1,200 of income is sub-
ject to the general limitation. In computing 
foreign tax credit limitation for general lim-
itation income, the $1,200 of foreign source 
income is treated as United States source in-
come and, therefore, W’s foreign tax credit 
limitation for income subject to the general 
limitation is zero. W’s overall foreign loss 
account is reduced to zero. 

Example 4. Z Corporation has a balance in 
its FORI overall foreign loss account of 
$1,500 at the end of its taxable year 1980. In 
1981, Z has $1,600 of foreign oil related in-
come subject to the separate limitation for 
FORI income and no United States source in-
come. In addition, in 1981, Z makes two dis-
positions of property used predominantly 
outside the United States in a trade or busi-
ness on which no gain was recognized. Such 
property generated foreign oil related in-
come. The excess of the fair market value of 
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the property transferred in the first disposi-
tion over Z’s adjusted basis in such property 
is $575. The excess of the fair market value of 
the property transferred in the second dis-
position over Z’s adjusted basis in such prop-
erty is $1,000. Under paragraph (c) of this sec-
tion, Z is required to recapture $800 (the less-
er of 50 percent of its foreign oil related in-
come of $1,600 or the balance ($1,500) in its 
FORI overall foreign loss account) of its for-
eign oil related loss. In accordance with 
paragraphs (d)(4) (i) and (iv) of this section, 
Z is required to recognize foreign oil related 
income in the amount of $575 on the first dis-
position and, since the foreign oil related 
loss account is now reduced by $1,375 (the 
$800 and $575 amounts previously recap-
tured), Z is required to recognize foreign oil 
related income in the amount of $125 on the 
second disposition. In accordance with para-
graph (d)(4)(iii) of this section, the entire 
amount recognized is treated as United 
States source income and the balance in the 
FORI overall foreign loss account is reduced 
to zero under § 1.904 (f)–1 (e)(2). Z’s foreign 
tax credit limitation for FORI is $400 ($800/ 
$2,300×$1,150) instead of $800 ($1,600/ 
$1,600×$800). 

Example 5. The facts are the same as in ex-
ample 4, except that the gain from the two 
dispositions of property is treated as net cap-
ital gain and the United States corporate tax 
rate is assumed to be 46 percent. As in exam-
ple 4, Z is required to recapture $800 of its 
foreign oil related loss from its 1981 ordinary 
foreign oil related income. In accordance 
with paragraph (d)(4) (i) and (iv) of this sec-
tion, Z is first required to recognize foreign 
oil related income (which is net capital gain) 
on the first disposition in the amount of $575. 
Under paragraphs (b) and (d) (2) of this sec-
tion, this net capital gain is adjusted by sub-
tracting the rate differential portion of such 
gain from the total amount of such gain to 
determine the amount by which the foreign 
oil related loss account is reduced, which is 
$350 ($575¥ ($575×18/46)). The balance remain-
ing in Z’s foreign oil related loss account 
after this step is $350. Therefore, this process 
will be repeated, in accordance with para-
graph (d)(4)(iv) of this section, to recapture 
that remaining balance out of the gain 
deemed recognized on the second disposition, 
resulting in reduction of the foreign oil re-
lated loss account to zero and net capital 
gain required to be recognized from the sec-
ond dispostion in the amount of $575, which 
must also be adjusted by subtracting the 
rate differential portion to determine the 
amount by which the foreign oil related loss 
account is reduced (which is $350). The $575 of 
net capital gain from each disposition is re-
characterized as United States source net 
capital gain. Z’s section 907 (b) foreign tax 
credit limitation is the same as in example 4, 
and Z has $1,150 ($575+$575) of United States 
source net capital gain. 

(e) [Reserved] For further guidance, 
see § 1.904(f)–2T(e). 

[T.D. 8153, 52 FR 31997, Aug. 25, 1987; 52 FR 
43434, Nov. 12, 1987, as amended by T.D. 9371, 
72 FR 72597, Dec. 21, 2007] 

§ 1.904(f)–2T Recapture of overall for-
eign losses (temporary). 

(a) and (b) [Reserved] For further 
guidance, see § 1.904(f)–2(a) and (b). 

(c) Section 904(f)(1) recapture—(1) In 
general. In a year in which a taxpayer 
elects the benefits of section 901 or 30A, 
the amount of foreign source taxable 
income subject to recharacterization in 
a taxable year in which paragraph (a) 
of this section is applicable is the less-
er of the aggregate amount of max-
imum potential recapture in all overall 
foreign loss accounts or fifty percent of 
the taxpayer’s total foreign source tax-
able income. If the aggregate amount 
of maximum potential recapture in all 
overall foreign loss accounts exceeds 
fifty percent of the taxpayer’s total 
foreign source taxable income, foreign 
source taxable income in each separate 
category with an overall foreign loss 
account is recharacterized in an 
amount equal to the section 904(f)(1) re-
capture amount, multiplied by the 
maximum potential recapture in the 
overall foreign loss account, divided by 
the aggregate amount of maximum po-
tential recapture in all overall foreign 
loss accounts. The maximum potential 
recapture in any account is the lesser 
of the balance in that overall foreign 
loss account (after reduction of such 
accounts in accordance with § 1.904(f)– 
1(e)) or the foreign source taxable in-
come for the year in the same separate 
category as the loss account. If, in any 
year, in accordance with section 164(a) 
and section 275(a)(4)(A), a taxpayer de-
ducts rather than credits its foreign 
taxes, recapture is applied to the ex-
tent of the lesser of— 

(i) The balance in the overall foreign 
loss account in each separate category; 
or 

(ii) Foreign source taxable income 
minus foreign taxes in each separate 
category. 

(c)(2) through (5) Example 3 [Re-
served] For further guidance, see 
§ 1.904(f)–2(c)(2) through (5) Example 3. 

Example 4. Y Corporation is a domestic cor-
poration that does business in the United 
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States and abroad. On December 31, 2007, the 
balance in Y’s general category overall for-
eign loss account is $500, all of which is at-
tributable to a loss incurred in 2007. Y has no 
other loss accounts subject to recapture. For 
2008, Y has U.S. source taxable income of $400 
and foreign source taxable income of $300 in 
the general category and $900 in the passive 
category. Under paragraph (c)(1) of this sec-
tion, the amount of Y’s general category in-
come subject to recharacterization is the 
lesser of the aggregate maximum potential 
recapture or 50 percent of the total foreign 
source taxable income. In this case Y’s ag-
gregate maximum potential recapture is $300 
(the lesser of the $500 balance in the general 
category overall foreign loss account or $300 
foreign source income in the general cat-
egory for the year), which is less than $600, 
or 50 percent of total foreign source taxable 
income ($1200 × 50%). Therefore, pursuant to 
paragraph (c) of this section, $300 of foreign 
source income in the general category is re-
characterized as U.S. source income. The 
balance in Y’s general category overall for-
eign loss account is reduced by $300 to $200 in 
accordance with § 1.904(f)–1(e)(2). 

(c)(5) Example 5 through (d) [Re-
served] For further guidance, see 
§ 1.904(f)–2(c)(5) Example 5 through 
§ 1.904(f)–2(d). 

(e) Effective/applicability date. This 
section applies to taxable years begin-
ning after December 21, 2007. 

(f) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72597, Dec. 21, 2007] 

§ 1.904(f)–3 Allocation of net operating 
losses and net capital losses. 

For rules relating to the allocation of 
net operating losses and net capital 
losses, see § 1.904(g)–3T. 

[T.D. 9371, 72 FR 72598, Dec. 21, 2007] 

§ 1.904(f)–4 Recapture of foreign losses 
out of accumulation distributions 
from a foreign trust. 

(a) In general. If a taxpayer receives a 
distribution of foreign source taxable 
income subject to a separate limitation 
in which the taxpayer had a balance in 
an overall foreign loss account and 
that income is treated under section 
666 as having been distributed by a for-
eign trust in a preceding taxable year, 
a portion of the balance in the tax-
payer’s applicable overall foreign loss 
account shall be subject to recapture 
under this section. The amount subject 

to recapture shall be the lesser of the 
balance in the taxpayer’s overall for-
eign loss account (after applying 
§§ 1.904(f)–1, 1.904(f)–2, 1.904(f)–3, and 
1.904(f)–6 to the taxpayer’s other in-
come or loss in the current taxable 
year) or the entire amount of foreign 
source taxable income deemed distrib-
uted in a preceding year or years under 
section 666. 

(b) Effect of recapture on foreign tax 
credit limitation under section 667(d). If 
paragraph (a) of this section is applica-
ble, then in applying the separate limi-
tation (in accordance with section 
667(d)(1) (A) and (C)) to determine the 
amount of foreign taxes deemed dis-
tributed under section 666 (b) and (c) 
that can be credited against the in-
crease in tax in a computation year, a 
portion of the foreign source taxable 
income deemed distributed in such 
computation year shall be treated as 
United States source income. Such por-
tion shall be determined by multi-
plying the amount of foreign source 
taxable income deemed distributed in 
the computation year by a fraction. 
The numerator of this fraction is the 
balance in the taxpayer’s overall for-
eign loss account (after application of 
§§ 1.904(f)–1, 1.904(f)–2, 1.904(f)–3, and 
1.904(f)–6), and the denominator of the 
fraction is the entire amount of foreign 
source taxable income deemed distrib-
uted under section 666. However, the 
numerator of this fraction shall not ex-
ceed the denominator of the fraction. 

(c) Recapture if taxpayer deducts for-
eign taxes deemed distributed. If 
paragaph (a) of this section is applica-
ble and if, in accordance with section 
667(d)(1)(B), the beneficiary deducted 
rather than credited its taxes in the 
computation year, the beneficiary 
shall reduce its overall foreign loss ac-
count (but not below zero) by an 
amount equal to the lesser of the bal-
ance in the applicable overall foreign 
loss account or the amount of the ac-
tual distribution deemed distributed in 
the computation year (without regard 
to the foreign taxes deemed distrib-
uted). 

(d) Illustrations. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. X Corporation is a domestic cor-
poration that has a balance of $10,000 in its 
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general limitation overall foreign loss ac-
count on December 31, 1980. For its taxable 
year beginning January 1, 1981, X’s only in-
come is an accumulation distribution from a 
foreign trust of $20,000 of general limitation 
foreign source taxable income. Under section 
666, the amount distributed and the foreign 
taxes paid on such amount ($4,000) are 
deemed distributed in two prior taxable 
years. In determining the partial tax on such 
distribution under section 667(b), the amount 
added to each computation year is $12,000 
(the sum of the actual distribution plus the 
taxes deemed distributed ($24,000) divided by 
the number of accumulation years (2)). Of 
that amount, $5,000 ($10,000/$24,000×$12,000) is 
treated as United States source taxable in-
come in accordance with paragraph (b) of 
this section. Assuming the United States tax 
rate is 50 percent, X’s separate foreign tax 
credit limitation against the increase in tax 
in each computation year is $3,500 ($7,000/ 
$12,000×$6,000) instead of $6,000 ($12,000/ 
$12,000×$6,000). X’s overall foreign loss ac-
count is reduced to zero in accordance with 
paragraph (a) of this section. 

Example 2. Assume the same facts as in Ex-
ample 1, except that X deducted rather than 
credited its foreign taxes in the computation 
years. In 1979, the amount added to X’s in-
come is $12,000 under section 667(b), $2,000 of 
which is deductible under section 
667(d)(1)(B). X must reduce its overall foreign 
loss account by $10,000, the amount of the ac-
tual distribution that is deemed distributed 
in 1979 (without regard to the $2,000 foreign 
taxes also deemed distributed). The entire 
overall foreign loss account is therefore re-
duced to $0 in 1979. 

[T.D. 8153, 52 FR 32002, Aug. 25, 1987] 

§ 1.904(f)–5 Special rules for recapture 
of overall foreign losses of a domes-
tic trust. 

(a) In general. Except as provided in 
this section, the rules contained in 
§§ 1.904(f)–1, 1.904(f)–2, 1.904(f)–3, 1.904(f)– 
4, and 1.904(f)–6 apply to domestic 
trusts. 

(b) Recapture of trust’s overall foreign 
loss. In taxable years in which a trust 
has foreign source taxable income sub-
ject to a separate limitation in which 
the trust has a balance in its overall 
foreign loss account, the balance in the 
trust’s overall foreign loss account 
shall be recaptured as follows: 

(1) Trust accumulates income. If the 
trust accumulates all of its foreign 
source taxable income subject to the 
same limitation as the loss that cre-
ated the balance in the overall foreign 
loss account, its overall foreign loss 

shall be recaptured out of such income 
in accordance with §§ 1.904(f)–1, 1.904(f)– 
2, 1.904(f)–3, 1.904(f)–4, and 1.904(f)–6. 

(2) Trust distributes income. If the 
trust distributes all of its foreign 
source taxable income subject to the 
same limitation as the loss that cre-
ated the overall foreign loss account, 
the amount of the overall foreign loss 
that would be subject to recapture by 
the trust under paragraph (b)(1) of this 
section shall be allocated to the bene-
ficiaries in proportion to the amount of 
such income which is distributed to 
each beneficiary in that year. 

(3) Trust accumulates and distributes 
income. If the trust accumulates part of 
its foreign source taxable income sub-
ject to the same limitation as the loss 
that created the overall foreign loss ac-
count and distributes part of such in-
come, the portion of the overall foreign 
loss that would be subject to recapture 
by the trust under paragraph (b)(1) of 
this section if the distributed income 
were accumulated shall be allocated to 
the beneficiaries receiving income dis-
tributions. The amount of overall for-
eign loss to be allocated to such bene-
ficiaries shall be the same portion of 
the total amount of such overall for-
eign loss that would be recaptured as 
the amount of such income which is 
distributed to each beneficiary bears to 
the total amount of such income of the 
trust for such year. That portion of the 
overall foreign loss subject to recap-
ture in such year that is not allocated 
to the beneficiaries in accordance with 
this paragraph (b)(3) shall be recap-
tured by the trust in accordance with 
paragraph (b)(1). 

(c) Amounts allocated to beneficiaries. 
Amounts of a trust’s overall foreign 
loss allocated to any beneficiary in ac-
cordance with paragraph (b)(2) or (3) of 
this section shall be added to the bene-
ficiary’s applicable overall foreign loss 
account and treated as an overall for-
eign loss of the beneficiary incurred in 
the taxable year preceding the year of 
such allocation. Such amounts shall be 
recaptured in accordance with 
§§ 1.904(f)-1, 1.904(f)-2, 1.904(f)-3, 1.904(f)- 
4, and 1.904(f)-6 out of foreign source 
taxable income distributed by the trust 
which is subject to the same separate 
limitation. 
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(d) Section 904(f)(3) dispositions to 
which § 1.904(f)-2(d)(4)(i) is applicable. 
Foreign source taxable income recog-
nized by a trust under § 1.904(f)-2(d)(4) 
on a disposition of property used in a 
trade or business outside the United 
States shall be deemed to be accumu-
lated by the trust. All such income 
shall be used to recapture the trust’s 
overall foreign loss in accordance with 
§ 1.904(f)-2(d)(4). 

(e) Illustrations. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. T, a domestic trust, has a bal-
ance of $2,000 in a general limitation overall 
foreign loss account on December 31, 1983. 
For its taxable year ending on December 31, 
1984, T has foreign source taxable income 
subject to the general limitation of $1,600, all 
of which it accumulates. Under paragraph 
(b)(1) of this section, T is required to recap-
ture $800 in 1984 (the lesser of the overall for-
eign loss or 50 percent of the foreign source 
taxable income). This amount is treated as 
United States source income for purposes of 
taxing T in 1984 and upon subsequent dis-
tribution to T’s beneficiaries. At the end of 
its 1984 taxable year, T has a balance of $1,200 
in its overall foreign loss account. 

Example 2. The facts are the same as in ex-
ample 1. In 1985, T has general limitation for-
eign source taxable income of $1,000, which it 
distributes to its beneficiaries as follows: 
$500 to A, $250 to B, and $250 to C. Under 
paragraph (b)(1) of this section, T would have 
been required to recapture $500 of its overall 
foreign loss if it had accumulated all of such 
income. Therefore, under paragraph (b)(2) of 
this section, T must allocate $500 of its over-
all foreign loss to A, B, and C as follows: $250 
to A ($500×$500/$1,000), $125 to B ($500×$250/ 
$1,000), and $125 to C ($500×$250/$1,000). Under 
paragraph (c) of this section and § 1.904(f)- 
1(d)(4), A, B, and C must add the amounts of 
general limitation overall foreign loss allo-
cated to them from T to their overall foreign 
loss accounts and treat such amounts as 
overall foreign losses incurred in 1984. A, B, 
and C must then apply the rules of §§ 1.904(f)- 
1, 1.904(f)-2, 1.904(f)-3, 1.904(f)-4, and 1.904(f)-6 
to recapture their overall foreign losses. T’s 
overall foreign loss account is reduced in ac-
cordance with § 1.904(f)–1(e)(1) by the $500 
that is allocated to A, B, and C. At the end 
of 1985, T’s general limitation overall foreign 
loss account has a balance of $700. 

Example 3. The facts are the same as in ex-
ample 2, including an overall foreign loss ac-
count at the end of 1984 of $1,200, except that 
in 1985 T’s general limitation foreign source 
taxable income is $1,500 instead of $1,000, and 
T accumulates the additional $500. Under 
paragraph (b)(1) of this section, T would be 

required to recapture $750 of its overall for-
eign loss if it accumulated all of the $1,500. 
Under paragraph (b)(3) of this section, T 
must allocate $500 of its overall foreign loss 
to A, B, and C as follows: $250 to A ($750×$500/ 
$1,500) and $125 each to B and C (750×$250/ 
$1,500). T must also recapture $250 of its over-
all foreign loss, which is the amount subject 
to recapture in 1985 that is not allocated to 
the beneficiaries ($750¥$500=$250). Under 
§ 1.904(f)-1(e)(1), T reduces its general limita-
tion overall foreign loss account by $500. 
Under § 1.904(f)-1(e)(2), T reduces its general 
limitation overall foreign loss account by 
$250. At the end of 1985 there is a balance in 
the general limitation overall foreign loss 
account of $450 (($1,200¥$500)¥$250). 

[T.D. 8153, 52 FR 32002, Aug. 25, 1987; 52 FR 
43434, Nov. 12, 1987] 

§ 1.904(f)–6 Transitional rule for recap-
ture of FORI and general limitation 
overall foreign losses incurred in 
taxable years beginning before Jan-
uary 1, 1983, from foreign source 
taxable income subject to the gen-
eral limitation in taxable years be-
ginning after December 31, 1982. 

(a) General rule. For taxable years be-
ginning after December 31, 1982, foreign 
source taxable income subject to the 
general limitation includes foreign oil 
related income (as defined in section 
907(c)(2) prior to its amendment by sec-
tion 211 of the Tax Equity and Fiscal 
Responsibility Act of 1982). However, 
for purposes of recapturing general 
limitation overall foreign losses in-
curred in taxable years beginning be-
fore January 1, 1983 (pre-1983) out of 
foreign source taxable income subject 
to the general limitation in taxable 
years beginning after December 31, 1982 
(post-1982), the taxpayer shall make 
separate determinations of foreign oil 
related income and other general limi-
tation income (as if the FORI limita-
tion under ‘‘old section 907(b)’’ (prior to 
its amendment by section 211 of the 
Tax Equity and Fiscal Responsibility 
Act of 1982) were still in effect), and 
shall apply the rules set forth in this 
section. The taxpayer shall maintain 
separate accounts for its pre-1983 FORI 
limitation overall foreign losses, its 
pre-1983 general limitation overall for-
eign losses (or its pre-1983 section 
904(d)(1)(A-C) overall foreign losses if 
such losses were computed on a com-
bined basis), and its post-1982 general 
limitation overall foreign losses. The 
taxpayer shall continue to maintain 
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such separate accounts, make such sep-
arate determinations, and apply the 
rules of this section separately to each 
account until the earlier of— 

(1) Such time as the taxpayer’s entire 
pre-1983 FORI limitation overall for-
eign loss account and pre-1983 general 
limitation overall foreign loss account 
(or, if the taxpayer determined pre-1983 
overall foreign losses on a combined 
basis, the section 904(d)(1)(A-C) ac-
count) have been recaptured, or 

(2) The end of the taxpayer’s 8th 
post-1982 taxable year, at which time 
the taxpayer shall add any remaining 
balance in its pre-1983 FORI limitation 
account and pre-1983 general limitation 
overall foreign loss account (or the sec-
tion 904(d)(1)(A-C) account) to its post- 
1982 general limitation overall foreign 
loss account. 

(b) Recapture of pre-1983 FORI and 
general limitation overall foreign losses 
from post-1982 income. A taxpayer hav-
ing a balance in its pre-1983 FORI limi-
tation overall foreign loss account or 
its pre-1983 general limitation overall 
foreign loss account (or its pre-1983 sec-
tion 904(d)(1)(A-C) account) in a post- 
1982 taxable year shall recapture such 
overall foreign loss as follows: 

(1) Recapture from income subject to the 
same limitation. The taxpayer shall first 
apply the rules of §§ 1.904(f)–1 through 
1.904(f)–5 to the taxpayer’s separately 
determined foreign oil related income 
to recapture the pre-1983 FORI limita-
tion overall foreign loss account, and 
shall apply such rules to the taxpayer’s 
separately determined general limita-
tion income (exclusive of foreign oil re-
lated income) to recapture the pre-1983 
general limitation overall foreign loss 
account (or the section 904(d)(1)(A-C) 
overall foreign loss account. Rules for 
determining the recapture of the pre- 
1983 section 904 (d)(1)(A-C) losses are 
contained in § 1.904(f)–2(c)(4). 

(2) Recapture from income subject to the 
other limitation. The taxpayer shall next 
apply the rules of §§ 1.904(f)–1 through 
1.904(f)–5 to the taxpayer’s separately 
determined foreign oil related income 
to recapture the pre-1983 general limi-
tation overall foreign loss account (or 
the section 904(d)(1)(A-C) overall for-
eign loss account) and shall apply such 
rules to the taxpayer’s separately de-
termined general limitation income to 

recapture foreign oil related losses to 
the extent that— 

(i) The amount recaptured from such 
separately determined income under 
paragraph (b)(1) of this section is less 
than 50 percent (or such larger percent-
age as the taxpayer elects) of such sep-
arately determined income, and 

(ii) The amount recaptured from such 
separately determined income under 
this paragraph (b)(2) does not exceed an 
amount equal to 121⁄2 percent of the 
balance in the taxpayer’s pre-1983 FORI 
limitation overall foreign loss account 
or the pre-1983 general limitation over-
all foreign loss account (or the section 
904(d)(1)(A-C) overall foreign loss ac-
count) at the beginning of the tax-
payer’s first post-1982 taxable year, 
multiplied by the number of post-1982 
taxable years (including the year to 
which this rule is being applied) which 
have elapsed, less the amount (if any) 
recaptured in prior post-1982 taxable 
years under this paragraph (b)(2) from 
such separately determined income. 

The taxpayer may elect to recapture 
a pre-1983 overall foreign loss from 
post-1982 income subject to the general 
limitation at a faster rate than is re-
quired by this paragraph (b)(2). This 
election shall be made in the same 
manner as an election to recapture 
more than 50 percent of the income 
subject to recapture under section 
904(f)(1), as provided in § 1.904(f)–2(c)(2). 

(c) Coordination of recapture of pre- 
1983 and post-1982 overall foreign losses. 
A taxpayer incurring a general limita-
tion overall foreign loss in any post- 
1982 taxable year in which the taxpayer 
has a balance in a pre-1983 FORI limi-
tation or its pre-1983 general limitation 
overall foreign loss account (or the sec-
tion 904(d)(1)(A-C) overall foreign loss 
account) shall establish a separate 
overall foreign loss account for such 
loss. The taxpayer shall recapture its 
overall foreign losses in succeeding 
taxable years by first applying the 
rules of this section to recapture its 
pre-1983 overall foreign losses, and then 
applying the rules of §§ 1.904(f)–1 
through 1.904(f)–5 to recapture its post- 
1982 general limitation overall foreign 
loss. A post-1982 general limitation 
overall foreign loss is required to be re-
captured only to the extent that the 
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amount of foreign source taxable in-
come recharacterized under paragraph 
(b) of this section is less than 50 per-
cent of the taxpayer’s total general 
limitation foreign source taxable in-
come (including foreign oil related in-
come)) for such taxable year (except as 
required by section 904(f)(3)). However, 
a taxpayer may elect to recapture at a 
faster rate. 

(d) Illustrations. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. X Corporation is a domestic cor-
poration which has the calendar year as its 
taxable year. On December 31, 1982, X has a 
balance of $1,000 in its section 904(d)(1)(A-C) 
overall foreign loss account. X does not have 
a balance in a FORI limitation overall for-
eign loss account. For 1983, X has income of 
$1,200, which was subject to the general limi-
tation and includes foreign oil related in-
come of $1,000 and other general limitation 
income of $200. In 1983, X is required to re-
capture $225 of its pre-1983 section 
904(d)(1)(A-C) overall foreign loss account 
computed as follows: 
Amount recaptured under paragraph 

(b)(1) of this section............................$100 
The amount recaptured from general limi-

tation income exclusive of foreign oil related 
income is the lesser of $1,000 (the pre-1983 
loss reflected in the section 904(d)(1)(A-C) 
overall foreign loss account) or 50 pecent of 
$200 (the separately determined general limi-
tation income (exclusive of foreign oil re-
lated income). 
Amount recaptured under paragraph 

(b)(2) of this section............................$125 
The amount recaptured from foreign oil re-

lated income is the lesser of $900 (the re-
maining pre-1983 section 904(d)(1)(A-C) over-
all foreign loss account after recapture under 
paragraph (b)(1) of this section) or 50 percent 
of $1,000 (the separately determined foreign 
oil related income), but as limited by para-
graph (b)(2)(ii) of this section to (121⁄2 percent 
of $1,000×1)¥$0, which is $125. 
Total amount recaptured in 1983 ..............$225 

Example 2. The facts are the same as in ex-
ample 1, except that X has general limita-
tion income of $50 for 1984 and $600 for 1985, 
all of which is foreign oil related income. X 
is required to recapture $25 in 1984 and $225 in 
1985 of its pre-1983 section 904(d)(1)(A-C) over-
all foreign loss account computed as follows: 
Amount recaptured under paragraph 

(b)(2) of this section in 1984 ..................$25 
The amount recaptured from foreign oil re-

lated income is the lesser of $775 (the re-
maining pre-1983 section 904(d)(1)(A-C) over-
all foreign loss account or 50 percent of $50 
(the separately determined foreign oil re-

lated income).This amount is within the lim-
itation of paragraph (b)(2)(ii) of this section, 
(121⁄2 percent of $1,000×2)¥$125, which is $125. 
Amount recaptured under paragraph 

(b)(2) of this section in 1985.................$225 
The amount recaptured from foreign oil re-

lated income is the lesser of $750 (the re-
maining pre-1983 section 904(d)(1)(A-C) over-
all foreign loss account) or 50 percent of $600 
(the separately determined foreign oil re-
lated income), but as limited by paragraph 
(b)(2)(ii) of this section to (121⁄2 percent of 
$1,000×3)–($125+$25), which is $225. ($125 is the 
amount recaptured in 1983 under paragraph 
(b)(2) of this section, and $25 is the amount 
recaptured in 1984 under paragraph (b)(2) of 
this section.) 

Example 3. Y Corporation is a domestic cor-
poration which has the calendar year as its 
taxable year. On December 31, 1982, Y has a 
balance of $400 in its section 904(d)(1)(A-C) 
overall foreign loss account. Y does not have 
a balance in a FORI overall foreign loss ac-
count. For 1983, Y has a general limitation 
overall foreign loss of $200. For 1984, Y has 
general limitation income of $1,200, all of 
which is foreign oil related income. In 1984, Y 
is required to recapture a total of $300 com-
puted as follows: 
Amount of pre-1983 overall foreign loss 

recaptured under paragraph (b)(2) 
of this section .....................................$100 

The amount of the pre-1983 section 
904(d)(1)(A-C) overall foreign loss account at-
tributable to a general limitation loss recap-
tured from foreign oil related income is the 
lesser of $400 (the loss) or 50 percent of $1,200 
(the separately determined foreign oil re-
lated income), but as limited by paragraph 
(b)(2)(ii) of this section to (121⁄2 percent of 
$400×2) ¥ $0, which is $100. 
Amount of post-1982 overall foreign 

loss recaptured under paragraph 
(c) of this section................................$200 

The amount of post-1982 general limitation 
overall foreign loss recaptured is the amount 
computed under § 1.904 (f)¥2(c)(1), which is 
the lesser of $200 (the post-1982 loss) or 50 
percent of $1,200 (the income), but only to 
the extent that the amount of pre-1983 loss 
recaptured under paragraph (b) of this sec-
tion is less than 50 percent of such income 
((50 percent of $1,200)—$100 recaptured under 
paragraph (b) = $500). 
Total amount recaptured in 1984 ..............$300 

At the end of 1984, Y has a balance in its 
pre-1983 section 904(d)(1)(A-C) overall foreign 
loss account of $300, and has reduced its post- 
1982 general limitation overall foreign loss 
account to zero. 

Example 4. Z is a domestic corporation 
which has the calendar year as its taxable 
year. On December 31, 1982, Z has a balance 
of $400 in its section 904 (d)(1)(A-C) overall 
foreign loss account, and a balance of $1,000 
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in its FORI limitation overall foreign loss 
account. For 1983, Z has general limitation 
income of $2,000, which includes foreign oil 
related income of $1,000 and other general 
limitation income of $1,000. Keeping these 
amounts separate for purposes of this sec-
tion, Z is required to recapture a total of 
$1,000 in 1983, computed as follows: 

Amount recaptured under paragraph 
(b)(1) of this section............................$900 

The amount of pre-1983 section 904(d)(1)(A- 
C) overall foreign loss account recaptured 
from general limitation income exclusive of 
foreign oil related income, in accordance 
with § 1.904 (f)–2(c)(1), is the lesser of $400 (the 
section 904(d)(1)(A-C) overall foreign loss) or 
50 percent of $1,000, the general limitation 
income exclusive of foreign oil related in-
come), which is $400. 

The amount of pre-1983 FORI overall for-
eign loss recaptured from foreign oil related 
income, in accordance with § 1.904(f)–2(c)(1), 
is the lesser of $1,000 (the FORI overall for-
eign loss) or 50 percent of $1,000 (the foreign 
oil related income), which is $500. 

Amount recaptured under paragraph 
(b)(2) of this section............................$100 

The amount of pre-1983 FORI 907(b) overall 
foreign loss recaptured from section general 
limitation income exclusive of foreign oil re-
lated income is the lesser of $500 (the re-
maining balance in that loss account) or 50 
percent of $1,000 (the general limitation in-
come exclusive of foreign oil related in-
come), but only to the extent that the 
amount recaptured from such income under 
paragraph (b)(1) of this section is less than 50 
percent of such income, or $100 (50 percent of 
$1,000)—$400 recaptured due to section 
904(d)(1)(A-C) overall foreign loss account, 
and only up to the amount permitted by 
paragraph (b)(2)(ii) of this section, which is 
(121⁄2 percent of $1,000×1)¥$0, or $125. 

Total amount recaptured in 1983............$1,000 

At the end of 1983, Z has reduced its pre- 
1983 section 904(d)(1)(A-C) overall foreign loss 
account to zero, and has a balance in its pre- 
1983 FORI overall foreign loss account of 
$400. 

[T.D. 8153, 52 FR 32003, Aug. 25, 1987; 52 FR 
43434, Nov. 12, 1987] 

§ 1.904(f)–7 Separate limitation loss 
and the separate limitation loss ac-
count. 

[Reserved] For further guidance, see 
§ 1.904(f)–7T. 

[T.D. 9371, 72 FR 72598, Dec. 21, 2007] 

§ 1.904(f)–7T Separate limitation loss 
and the separate limitation loss ac-
count (temporary). 

(a) Overview of regulations. This sec-
tion provides rules for determining a 
taxpayer’s separate limitation losses, 
for establishing separate limitation 
loss accounts, and for making addi-
tions to and reductions from such ac-
counts for purposes of section 904(f). 
Section 1.904(f)–8T provides rules for re-
characterizing the balance in any sepa-
rate limitation loss account under the 
general recharacterization rule of sec-
tion 904(f)(5)(C). 

(b) Definitions. The definitions in 
paragraphs (b)(1) through (4) of this 
section apply for purposes of this sec-
tion and §§ 1.904(f)–8T and 1.904(g)–3T. 

(1) Separate category means each sepa-
rate category of income described in 
section 904(d) and any other category 
of income described in § 1.904–4(m). For 
example, income subject to section 
901(j) or 904(h)(10) is income in a sepa-
rate category. 

(2) Separate limitation income means, 
with respect to any separate category, 
the taxable income from sources out-
side the United States, separately com-
puted for that category for the taxable 
year. Separate limitation income shall 
be determined by taking into account 
any adjustments for capital gains and 
losses under section 904(b)(2) and 
§ 1.904(b)–1. See § 1.904(b)–1(h)(1)(i). 

(3) Separate limitation loss means, with 
respect to any separate category, the 
amount by which the foreign source 
gross income in that category is ex-
ceeded by the sum of expenses, losses 
and other deductions (not including 
any net operating loss deduction under 
section 172(a) or any expropriation loss 
or casualty loss described in section 
907(c)(4)(B)(iii)) properly allocated and 
apportioned thereto for the taxable 
year. Separate limitation losses are de-
termined separately for each separate 
category. Accordingly, income and de-
ductions attributable to a separate cat-
egory are not netted with income and 
deductions attributable to another sep-
arate category for purposes of deter-
mining the amount of a separate limi-
tation loss. Separate limitation losses 
shall be determined by taking into ac-
count any adjustments for capital 
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gains and losses under section 904(b)(2) 
and § 1.904(b)–1. See § 1.904(b)–1(h)(1)(i). 

(c) Separate limitation loss account. 
Any taxpayer that sustains a separate 
limitation loss that is allocated to re-
duce separate limitation income of the 
taxpayer under the rules of § 1.904(g)–3T 
must establish a separate limitation 
loss account for the loss. The taxpayer 
must establish separate loss accounts 
for each separate category in which a 
separate limitation loss is incurred 
that is allocated to reduce other sepa-
rate limitation income. A separate ac-
count must then be established for 
each separate category to which a por-
tion of the loss is allocated. The bal-
ance in any separate limitation loss ac-
count represents the amount of sepa-
rate limitation income that is subject 
to recharacterization (as income in an-
other separate category) in a subse-
quent year pursuant to § 1.904(f)–8T and 
section 904(f)(5)(F). From year to year, 
amounts may be added to or subtracted 
from the balance in such loss accounts, 
as provided in paragraphs (d) and (e) of 
this section. 

(d) Additions to separate limitation loss 
accounts—(1) General rule. A taxpayer’s 
separate limitation loss as defined in 
paragraph (b)(3) of this section shall be 
added to the applicable separate limi-
tation loss accounts at the end of the 
taxable year to the extent that the sep-
arate limitation loss has reduced sepa-
rate limitation income in one or more 
other separate categories of the tax-
payer during the taxable year. For 
rules with respect to net operating loss 
carryovers, see paragraph (d)(3) of this 
section and § 1.904(g)–3T. 

(2) Separate limitation losses of another 
taxpayer. If any portion of any separate 
limitation loss account of another tax-
payer is allocated to the taxpayer in 
accordance with § 1.1502–9T (relating to 
consolidated separate limitation 
losses) the taxpayer shall add such 
amount to its applicable separate limi-
tation loss account. 

(3) Additions to separate limitation loss 
account created by loss carryovers. The 
taxpayer shall add to each separate 
limitation loss account all net oper-
ating loss carryovers to the current 
taxable year to the extent that sepa-
rate limitation losses included in the 
net operating loss carryovers reduced 

foreign source income in other separate 
categories for the taxable year. 

(e) Reductions of separate limitation 
loss accounts. The taxpayer shall sub-
tract the following amounts from its 
separate limitation loss accounts at 
the end of its taxable year in the fol-
lowing order as applicable: 

(1) Pre-recapture reduction for amounts 
allocated to other taxpayers. A separate 
limitation loss account is reduced by 
the amount of any separate limitation 
loss account which is allocated to an-
other taxpayer in accordance with 
§ 1.1502–9T (relating to consolidated 
separate limitation losses). 

(2) Reduction for offsetting loss ac-
counts. A separate limitation account 
is reduced to take into account any 
netting of separate limitation loss ac-
counts under § 1.904(g)–3T(c). 

(3) Reduction for amounts recaptured. 
A separate limitation loss account is 
reduced by the amount of any separate 
limitation income that is earned in the 
same separate category as the separate 
limitation loss that resulted in the ac-
count and that is recharacterized in ac-
cordance with § 1.904(f)–8T (relating to 
recapture of separate limitation losses) 
or section 904(f)(5)(F) (relating to re-
capture of separate limitation loss ac-
counts out of gain realized from dis-
positions). 

(f) Effective/applicability date. This 
section applies to taxpayers that sus-
tain separate limitation losses in tax-
able years beginning after December 21, 
2007. For taxable years beginning after 
December 31, 1986, and on or before De-
cember 21, 2007, see section 904(f)(5). 

(g) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72598, Dec. 21, 2007] 

§ 1.904(f)–8 Recapture of separate limi-
tation loss accounts. 

[Reserved] For further guidance, see 
§ 1.904(f)–8T. 

[T.D. 9371, 72 FR 72598, Dec. 21, 2007] 

§ 1.904(f)–8T Recapture of separate 
limitation loss accounts (tem-
porary). 

(a) In general. A taxpayer shall recap-
ture a separate limitation loss account 
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as provided in this section. If the tax-
payer has a separate limitation loss ac-
count or accounts in any separate cat-
egory (the ‘‘loss category’’) and the 
loss category has income in a subse-
quent taxable year, the income shall be 
recharacterized as income in that other 
category or categories. The amount of 
income recharacterized shall not ex-
ceed the separate limitation loss ac-
counts for the loss category as deter-
mined under § 1.904(f)–7T, including the 
aggregate separate limitation loss ac-
counts from the loss category not pre-
viously recaptured under this para-
graph (a). If the taxpayer has more 
than one separate limitation loss ac-
count in a loss category, and there is 
not enough income in the loss category 
to recapture the entire amount in all 
the loss accounts, then separate limita-
tion income in the loss category shall 
be recharacterized as separate limita-
tion income in the separate limitation 
loss categories on a proportionate 
basis. This is determined by multi-
plying the total separate limitation in-
come subject to recapture by a frac-
tion, the numerator of which is the 
amount in a particular loss account 
and the denominator of which is the 
total amount in all loss accounts for 
the separate category. 

(b) Effect of recapture of separate limi-
tation income on associated taxes. Re-
characterization of income under para-
graph (a) of this section shall not re-
sult in the recharacterization of any 
tax. The rules of § 1.904–6, including the 
rules that the taxes are allocated on an 
annual basis and that foreign taxes 
paid on U.S. source income shall be al-
located to the separate category that 
includes that U.S. source income (see 
§ 1.904–6(a)), shall apply for purposes of 
allocating taxes to separate categories. 
Allocation of taxes pursuant to § 1.904– 
6 shall be made before the recapture of 
any separate limitation loss accounts 
of the taxpayer pursuant to the rules of 
this section. 

(c) Effective/applicability date. This 
section applies to taxpayers that sus-
tain separate limitation losses in tax-
able years beginning after December 21, 
2007. For taxable years beginning after 
December 31, 1986, and on or before De-
cember 21, 2007, see section 904(f)(5). 

(d) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72598, Dec. 21, 2007] 

§§ 1.904(f)–9—1.904(f)–11 [Reserved] 

§ 1.904(f)–12 Transition rules. 

(a) Recapture in years beginning after 
December 31, 1986, of overall foreign losses 
incurred in taxable years beginning before 
January 1, 1987—(1) In general. If a tax-
payer has a balance in an overall for-
eign loss account at the end of its last 
taxable year beginning before January 
1, 1987 (pre-effective date years), the 
amount of that balance shall be recap-
tured in subsequent years by re-
characterizing income received in the 
income category described in section 
904(d) as in effect for taxable years be-
ginning after December 31, 1986 (post- 
effective date years), that is analogous 
to the income category for which the 
overall foreign loss account was estab-
lished, as follows: 

(i) Interest income as defined in sec-
tion 904(d)(1)(A) as in effect for pre-ef-
fective date taxable years is analogous 
to passive income as defined in section 
904(d)(1)(A) as in effect for post-effec-
tive date years; 

(ii) Dividends from a DISC or former 
DISC as defined in section 904(d)(1)(B) 
as in effect for pre-effective date tax-
able years is analogous to dividends 
from a DISC or former DISC as defined 
in section 904(d)(1)(F) as in effect for 
post-effective date taxable years; 

(iii) Taxable income attributable to 
foreign trade income as defined in sec-
tion 904(d)(1)(C) as in effect for pre-ef-
fective date taxable years is analogous 
to taxable income attributable to for-
eign trade income as defined in section 
904(d)(1)(G) as in effect for post-effec-
tive date years; 

(iv) Distributions from a FSC (or 
former FSC) as defined in section 
904(d)(1)(D) as in effect for pre-effective 
date taxable years is analogous to dis-
tributions from a FSC (or former FSC) 
as defined in section 904(d)(1)(H) as in 
effect for post-effective date taxable 
years; 

(v) For general limitation income as 
described in section 904(d)(1)(E) as in 
effect for pre-effective date taxable 
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years, see the special rule in paragraph 
(a)(2) of this section. 

(2) Rule for general limitation losses—(i) 
In general. Overall foreign losses in-
curred in the general limitation cat-
egory of section 904(d)(1)(E), as in ef-
fect for pre-effective date taxable 
years, that are recaptured in post-ef-
fective date taxable years shall be re-
captured from the taxpayer’s general 
limitation income, financial services 
income, shipping income, and dividends 

from each noncontrolled section 902 
corporation. If the sum of the tax-
payer’s general limitation income, fi-
nancial services income, shipping in-
come and dividends from each noncon-
trolled section 902 corporation for a 
taxable year subject to recapture ex-
ceeds the overall foreign loss to be re-
captured, then the amount of each type 
of separate limitation income that will 
be treated as U.S. source income shall 
be determined as follows: 

Overall foreign losssubject
to recapture

Amount of income in eachseparatecategory from
which the loss may be recaptured

Sum of income in all separatecategories from
which the loss may be recaptured

×

.

This recapture shall be made after the 
allocation of separate limitation losses 
pursuant to section 904(f)(5)(B) and be-
fore the recharacterization of post-ef-
fective date separate limitation income 
pursuant to section 904(f)(5)(C). 

(ii) Exception. If a taxpayer can dem-
onstrate to the satisfaction of the dis-
trict director that an overall foreign 
loss in the general limitation category 
of section 904(d)(1)(E), as in effect for 
pre-effective date taxable years, is at-
tributable, in sums certain, to losses in 
one or more separate categories of sec-
tion 904(d)(1) (including for this pur-
pose the passive income category and 
the high withholding tax interest cat-
egory), as in effect for post-effective 
date taxable years, then the taxpayer 
may recapture the loss (in the amounts 
demonstrated) from those separate cat-
egories only. 

(3) Priority of recapture of overall for-
eign losses incurred in pre-effective date 
taxable years. An overall foreign loss in-
curred by a taxpayer in pre-effective 
date taxable years shall be recaptured 
to the extent thereof before the tax-
payer recaptures an overall foreign loss 
incurred in a post-effective date tax-
able year. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (a). 

Example 1. X corporation is a domestic cor-
poration which operates a branch in Country 
Y. For its taxable year ending December 31, 

1988, X has $800 of financial services income, 
$100 of general limitation income and $100 of 
shipping income. X has a balance of $100 in 
its general limitation overall foreign loss ac-
count which resulted from an overall foreign 
loss incurred during its 1986 taxable year. X 
is unable to demonstrate to which of the in-
come categories set forth in section 904(d)(1) 
as in effect for post-effective date taxable 
years the loss is attributable. In addition, X 
has a balance of $100 in its shipping overall 
foreign loss account attributable to a ship-
ping loss incurred during its 1987 taxable 
year. X has no other overall foreign loss ac-
counts. Pursuant to section 904(f)(1), the full 
amount in each of X corporation’s overall 
foreign loss accounts is subject to recapture 
since $200 (the sum of those amounts) is less 
than 50% of X’s foreign source taxable in-
come for its 1988 taxable year, or $500. X’s 
overall foreign loss incurred during its 1986 
taxable year is recaptured before the overall 
foreign loss incurred during its 1987 taxable 
year, as follows: $80 ($100×800/1000) of X’s fi-
nancial services income, $10 ($100×100/1000) of 
X’s general limitation income, and $10 
(100×100/1000) of X’s shipping income will be 
treated as U.S. source income. The remain-
ing $90 of X corporation’s 1988 shipping in-
come will be treated as U.S. source income 
for the purpose of recapturing X’s 100 overall 
foreign loss attributable to the shipping loss 
incurred in 1987. $10 remains in X’s shipping 
overall foreign loss account for recapture in 
subsequent taxable years. 

Example 2. The facts are the same as in Ex-
ample 1 except that X has $800 of financial 
services income, $100 of general limitation 
income, a $100 dividend from a noncontrolled 
section 902 corporation and a ($100) shipping 
loss for its taxable year ending December 31, 
1988. Separate limitation losses are allocated 
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pursuant to the rules of section 904(f)(5) be-
fore the recapture of overall foreign losses. 
Therefore, the ($100) shipping loss incurred 
by X will be allocated to its separate limita-
tion income as follows: $80 ($100×800/1000) will 
be allocated to X’s financial services income, 
$10 ($100×100/1000) will be allocated to its gen-
eral limitation income and $10 ($100×100/1000) 
will be allocated to X’s dividend from the 
noncontrolled section 902 corporation. Ac-
cordingly, after allocation of the 1988 ship-
ping loss, X has $720 of financial services in-
come, $90 of general limitation income, and 
a $90 dividend from the noncontrolled section 
902 corporation. Pursuant to section 904(f)(1), 
the full amount in each of X corporation’s 
overall foreign loss accounts is subject to re-
capture since $200 (the sum of those 
amounts) is less than 50% of X’s net foreign 
source taxable income for its 1988 taxable 
year, or $450. X’s overall foreign loss in-
curred during its 1986 taxable year is recap-
tured as follows: $80 ($100×720/900) of X’s fi-
nancial services income, $10 ($100×90/900) of 
its general limitation income and $10 
($100×90/900) of its dividend from the noncon-
trolled section 902 corporation will be treat-
ed as U.S. source income. Accordingly, after 
application of section 904(f), X has $100 of 
U.S. source income, $640 of financial services 
income, $80 of general limitation income and 
a $80 dividend from the noncontrolled section 
902 corporation for its 1988 taxable year. X 
must establish a separate limitation loss ac-
count for each portion of the 1988 shipping 
loss that was allocated to its financial serv-
ices income, general limitation income and 
dividends from the noncontrolled section 902 
corporation. X’s overall foreign loss account 
for the 1986 general limitation loss is reduced 
to zero. X still has a $100 balance in its over-
all foreign loss account that resulted from 
the 1987 shipping loss. 

Example 3. Y is a domestic corporation 
which has a branch operation in Country Z. 
For its 1988 taxable year, Y has $5 of shipping 
income, $15 of general limitation income and 
$100 of financial services income. Y has a bal-
ance of $100 in its general limitation overall 
foreign loss account attributable to its 1986 
taxable year. Y has no other overall foreign 
loss accounts. Pursuant to section 904(f)(1), 
$60 of the overall foreign loss is subject to re-
capture since 50% of Y’s foreign source in-
come for 1988 is less than the balance in its 
overall foreign loss account. Y can dem-
onstrate that the entire $100 overall foreign 
loss was attributable to a shipping limita-
tion loss incurred in 1986. Accordingly, only 
Y’s $5 of shipping limitation income received 
in 1988 will be treated as U.S. source income, 
Because Y can demonstrate that the 1986 loss 
was entirely attributable to a shipping loss, 
none of Y’s general limitation income or fi-
nancial services income received in 1988 will 
be treated as U.S. source income. 

Example 4. The facts are the same as in Ex-
ample 3 except that Y can only demonstrate 
that $50 of the 1986 overall foreign loss ac-
count was attributable to a shipping loss in-
curred in 1986. Accordingly, Y’s $5 of ship-
ping limitation income received in 1988 will 
be treated as U.S. source income. The re-
maining $50 of the 1986 overall foreign loss 
that Y cannot trace to a particular separate 
limitation will be recaptured and treated as 
U.S. source income as follows: $43 ($50×100/ 
115) of Y’s financial services income will be 
treated as U.S. source income and $7 ($50×15/ 
115) of Y’s general limitation income will be 
treated as U.S. source income. Y has $45 re-
maining in its overall foreign loss account to 
be recaptured from shipping income in a fu-
ture year. 

(b) Treatment of overall foreign losses 
that are part of net operating losses in-
curred in pre-effective date taxable years 
which are carried forward to post-effec-
tive date taxable years—(1) Rule. An 
overall foreign loss that is part of a net 
operating loss incurred in a pre-effec-
tive date taxable year which is carried 
forward, pursuant to section 172, to a 
post-effective date taxable year will be 
carried forward under the rules of sec-
tion 904(f)(5) and the regulations under 
that section. See also Notice 89–3, 1989– 
1 C.B. 623. For this purpose the loss 
must be allocated to income in the cat-
egory analogous to the income cat-
egory set forth in section 904(d) as in 
effect for pre-effective date taxable 
years in which the loss occurred. The 
analogous category shall be deter-
mined under the rules of paragraph (a) 
of this section. 

(2) Example. The following example il-
lustrates the rule of paragraph (b)(1) of 
this section. 

Example. Z is a domestic corporation which 
has a branch operation in Country D. For its 
taxable year ending December 31, 1988, Z has 
$100 of passive income and $200 of general 
limitation income. Z also has a $60 net oper-
ating loss which was carried forward pursu-
ant to section 172 from its 1986 taxable year. 
The net operating loss resulted from an over-
all foreign loss attributable to the general 
limitation income category. Z can dem-
onstrate that the loss is a shipping loss. 
Therefore, the net operating loss will be 
treated as a shipping loss for Z’s 1988 taxable 
year. Pursuant to section 904(f)(5), the ship-
ping loss will be allocated as follows: $20 
($60×100/300) will be allocated to Z’s passive 
income and $40 ($60×200/300) will be allocated 
to Z’s general limitation income. Accord-
ingly, after application of section 904(f), Z 
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has $80 of passive income and $160 of general 
limitation income for its 1988 taxable year. 
Although no addition to Z’s overall foreign 
loss account for shipping income will result 
from the NOL carry forward, shipping in-
come earned by Z in subsequent taxable 
years, will be subject to recharacterization 
as a passive income and general limitation 
income pursuant to the rules set forth in sec-
tion 904(f)(5). 

(c) Treatment of overall foreign losses 
that are part of net operating losses in-
curred in post-effective date taxable years 
which are carried back to pre-effective 
date taxable years—(1) Allocation to anal-
ogous income category. An overall for-
eign loss that is part of a net operating 
loss incurred by the taxpayer in a post- 
effective date taxable year which is 
carried back, pursuant to section 172, 
to a pre-effective date taxable year 
shall be allocated first to income in the 
pre-effective date income category 
analogous to the income category set 
forth in section 904(d) as in effect for 
post-effective date taxable years in 

which the loss occurred. Except for the 
general limitation income category, 
the pre-effective date income category 
that is analogous to a post-effective 
date income category shall be deter-
mined under paragraphs (a)(1) (i) 
through (iv) of this section. The gen-
eral limitation income category for 
pre-effective date years shall be treat-
ed as the income category that is anal-
ogous to the post-effective date cat-
egories for general limitation income, 
financial services income, shipping in-
come, dividends from each noncon-
trolled section 902 corporation and high 
withholding tax interest income. If the 
net operating loss resulted from sepa-
rate limitation losses in more than one 
post-effective date income category 
and more than one loss is carried back 
to pre-effective date general limitation 
income, then the losses shall be allo-
cated to the pre-effective date general 
limitation income based on the fol-
lowing formula: 

Pr
lim

lim
log

lim

log
lim

e effectivedate general
itation income

Loss in each post effectivedateseparate itation
category that isana ous to pre effective

date general itation income

Losses in all post effectivecategories that
areana ous to pre effectivedate

general itation income

-

-
-

-
-

×

(2) Allocation to U.S. source income. If 
an overall foreign loss is carried back 
to a pre-effective date taxable year and 
the loss exceeds the foreign source in-
come in the analogous category for the 
carry back year, the remaining loss 
shall be allocated against U.S. source 
income as set forth in § 1.904(f)–3. The 
amount of the loss that offsets U.S. 
source income must be added to the 
taxpayer’s overall foreign loss account. 
An addition to an overall foreign loss 
account resulting from the carry back 
of a net operating loss incurred by a 
taxpayer in a post-effective date tax-
able year shall be treated as having 
been incurred by the taxpayer in the 
year in which the loss arose and shall 
be subject to recapture pursuant to 
section 904(f) as in effect for post-effec-
tive date taxable years. 

(3) Allocation to other separate limita-
tion categories. To the extent that an 
overall foreign loss that is carried back 
as part of a net operating loss exceeds 
the separate limitation income to 
which it is allocated and the U.S. 
source income of the taxpayer for the 
taxable year to which the loss is car-
ried, the loss shall be allocated pro 
rata to other separate limitation in-
come of the taxpayer for the taxable 
year. However, there shall be no re-
characterization of separate limitation 
income pursuant to section 904(f)(5) as 
a result of the alloction of such a net 
operating loss to other separate limita-
tion income of the taxpayer. 

(4) Examples. The following examples 
illustrate the rules of paragraph (c) of 
this section. 
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Example 1. X is a domestic corporation 
which has a branch operation in Country A. 
For its taxable year ending December 31, 
1987, X has a $60 net operating loss which is 
carried back pursuant to section 172 to its 
taxable year ending December 31, 1985. The 
net operating loss resulted from a shipping 
loss; X had no U.S. source income in 1987. X 
had $20 of general limitation income, $40 of 
DISC limitation income and $10 of U.S. 
source income for its 1985 taxable year. The 
$60 NOL is allocated first to X’s 1985 general 
limitation income to the extent thereof ($20) 
since the general limitation income category 
of section 904(d) as in effect for pre-effective 
date taxable years is the income category 
that is analogous to shipping income for 
post-effective date taxable years. Therefore, 
X has no general limitation income for its 
1985 taxable year. Next, pursuant to section 
904(f) as in effect for pre-effective date tax-
able years, the remaining $40 of the NOL is 
allocated first to X’s $10 of U.S. source in-
come and then to $30 of X’s DISC limitation 
income for its 1985 taxable year. Accord-
ingly, X has no U.S. source income and $10 of 
DISC limitation income for its 1985 taxable 
year after allocation of the NOL. X has a $10 
balance in its shipping overall foreign loss 
account which is subject to recapture pursu-
ant to section 904(f) as in effect for post-ef-
fective date taxable years. X will not be re-
quired to recharacterize, pursuant to section 
904(f)(5), subsequent shipping income as DISC 
limitation income. 

Example 2. Y is a domestic corporation 
which has a branch operation in Country B. 
For its taxable year ending December 31, 
1987, X has a $200 net operating loss which is 
carried back pursuant to section 172 to its 
taxable year ending December 31, 1986. The 
net operating loss resulted from a ($100) gen-
eral limitation loss and a ($100) shipping loss. 
Y had $100 of general limitation income and 
$200 of U.S. source income for its taxable 
year ending December 31, 1986. The separate 
limitation losses for 1987 are allocated pro 
rata to Y’s 1986 general limitation income as 
follows: $50 of the ($100) general limitation 
loss ($100×100/200) and $50 of the ($100) ship-
ping loss ($100×100/200) is allocated to Y’s $100 
of 1986 general limitation income. The re-
maining $50 of Y’s general limitation loss 
and the remaining $50 of Y’s shipping loss 
are allocated to Y’s 1986 U.S. source income. 
Accordingly, Y has no foreign source income 
and $100 of U.S. source income for its 1986 
taxable year. Y has a $50 balance in its gen-
eral limitation overall foreign loss account 
and a $50 balance in its shipping overall for-
eign loss account, both of which will be sub-
ject to recapture pursuant to section 904(f) as 
in effect for post-effective date taxable 
years. 

(d) Recapture of FORI and general limi-
tation overall foreign losses incurred in 

taxable years beginning before January 1, 
1983. For taxable years beginning after 
December 31, 1986, and before January 
1, 1991, the rules set forth in § 1.904 (f)– 
6 shall apply for purposes of recap-
turing general limitation and foreign 
oil related income (FORI) overall for-
eign losses incurred in taxable years 
beginning before January 1, 1983 (pre- 
1983). For taxable years beginning after 
December 31, 1990, the rules set forth in 
this section shall apply for purposes of 
recapturing pre-1983 general limitation 
and FORI overall foreign losses. 

(e) Recapture of pre-1983 overall foreign 
losses determined on a combined basis. 
The rules set forth in paragraph (a)(2) 
of this section shall apply for purposes 
of recapturing overall foreign losses in-
curred in taxable years beginning be-
fore January 1, 1983, that were com-
puted on a combined basis in accord-
ance with § 1.904 (f)–1(c) (1). 

(f) Transition rules for taxable years be-
ginning before December 31, 1990. For 
transition rules for taxable years be-
ginning before January 1, 1990, see 26 
CFR 1.904 (f)–13T as it appeared in the 
Code of Federal Regulations revised as 
of April 1, 1990. 

(g) Recapture in years beginning after 
December 31, 2002, of separate limitation 
losses and overall foreign losses incurred 
in years beginning before January 1, 2003, 
with respect to the separate category for 
dividends from a noncontrolled section 902 
corporation. [Reserved]. For further 
guidance, see § 1.904(f)–12T(g). 

(h) [Reserved] For further guidance, 
see § 1.904(f)–12T(h). 

[T.D. 8306, 55 FR 31381, Aug. 2, 1990, as amend-
ed by T.D. 9260, 71 FR 24539, Apr. 25, 2006; 
T.D. 9368, 72 FR 72591, Dec. 21, 2007] 

§ 1.904(f)–12T Transition rules (tem-
porary). 

(a) through (f) [Reserved]. For fur-
ther guidance, see § 1.904(f)–12(a) 
through (f). 

(g) Recapture in years beginning after 
December 31, 2002, of separate limitation 
losses and overall foreign losses incurred 
in years beginning before January 1, 2003, 
with respect to the separate category for 
dividends from a noncontrolled section 902 
corporation—(1) Recapture of separate 
limitation loss or overall foreign loss in a 
separate category for dividends from a 
noncontrolled section 902 corporation. To 
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the extent that a taxpayer has a bal-
ance in any separate limitation loss or 
overall foreign loss account in a sepa-
rate category for dividends from a non-
controlled section 902 corporation 
under section 904(d)(1)(E) (prior to its 
repeal by Public Law 108–357, 118 Stat. 
1418 (October 22, 2004)) at the end of the 
taxpayer’s last taxable year beginning 
before January 1, 2003 (or a later tax-
able year in which the taxpayer re-
ceived a dividend subject to a separate 
limitation for dividends from that non-
controlled section 902 corporation), the 
amount of such balance shall be allo-
cated on the first day of the taxpayer’s 
next taxable year to the taxpayer’s 
other separate categories. The amount 
of such balance shall be allocated in 
the same percentages as the taxpayer 
properly characterized the stock of the 
noncontrolled section 902 corporation 
for purposes of apportioning the tax-
payer’s interest expense for its first 
taxable year ending after the first day 
of such corporation’s first taxable year 
beginning after December 31, 2002, 
under § 1.861–12T(c)(3) or (c)(4), as the 
case may be. To the extent a taxpayer 
has a balance in any separate limita-
tion loss account in a separate cat-
egory for dividends from a noncon-
trolled section 902 corporation with re-
spect to another separate category, and 
the separate limitation loss would oth-
erwise be assigned to that other cat-
egory under this paragraph (g)(1), such 
balance shall be eliminated. 

(2) Recapture of separate limitation loss 
in another separate category. To the ex-
tent that a taxpayer has a balance in 
any separate limitation loss account in 
a separate category with respect to a 
separate category for dividends from a 
noncontrolled section 902 corporation 
under section 904(d)(1)(E) (prior to its 
repeal by Public Law 108–357, 118 Stat. 
1418 (October 22, 2004)) at the end of the 
taxpayer’s last taxable year with or 
within which ends the last taxable year 
of the noncontrolled section 902 cor-
poration beginning before January 1, 
2003, such loss shall be recaptured in 
subsequent taxable years as income in 
the appropriate separate categories. 
The separate limitation loss shall be 
recaptured as income in other separate 
categories in the same percentages as 
the taxpayer properly characterizes the 

stock of the noncontrolled section 902 
corporation for purposes of appor-
tioning the taxpayer’s interest expense 
in its first taxable year ending after 
the first day of the foreign corpora-
tion’s first taxable year beginning after 
December 31, 2002, under § 1.861– 
12T(c)(3) or (c)(4), as the case may be. 
To the extent a taxpayer has a balance 
in a separate limitation loss account in 
a separate category that would have 
been recaptured as income in that 
same category under this paragraph 
(g)(2), such balance shall be eliminated. 

(3) Exception. Where a taxpayer for-
merly met the stock ownership re-
quirements of section 902(a) with re-
spect to a foreign corporation, but did 
not meet the requirements of section 
902(a) on December 20, 2002 (or on the 
first day of the taxpayer’s first taxable 
year beginning after December 31, 2002, 
in the case of a transaction that was 
the subject of a binding contract in ef-
fect on December 20, 2002), if the tax-
payer has a balance in any separate 
limitation loss or overall foreign loss 
account for a separate category for 
dividends from that foreign corpora-
tion under section 904(d)(1)(E) (prior to 
its repeal by Public Law 108–357, 118 
Stat. 1418 (October 22, 2004)) at the end 
of the taxpayer’s last taxable year be-
ginning before January 1, 2003, then the 
amount of such balance shall not be 
subject to recapture under section 
904(f) and this section. If a separate 
limitation loss or overall foreign loss 
account for such category is not sub-
ject to recapture under this paragraph 
(g)(3), the taxpayer cannot carry over 
any unused foreign taxes in such sepa-
rate category to any other limitation 
category. However, a taxpayer may 
elect to recapture the balances of all 
separate limitation loss and overall 
foreign loss accounts for all separate 
categories for dividends from such for-
merly-owned noncontrolled section 902 
corporations under the rules of para-
graphs (g)(1) and (2) of this section. If a 
taxpayer so elects, it may carry over 
any unused foreign taxes in these sepa-
rate categories to the appropriate sepa-
rate categories as provided in § 1.904– 
2T(h). 

(4) Examples. The following examples 
illustrate the application of this para-
graph (g): 
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Example 1. X is a domestic corporation that 
meets the ownership requirements of section 
902(a) with respect to Y, a foreign corpora-
tion the stock of which X owns 50 percent. 
Therefore, Y is a noncontrolled section 902 
corporation with respect to X. Both X and Y 
use the calendar year as their taxable year. 
As of December 31, 2002, X had a $100 balance 
in its separate limitation loss account for 
the separate category for dividends from Y, 
of which $60 offset general limitation income 
and $40 offset passive income. For purposes 
of apportioning X’s interest expense for its 
2003 taxable year, X properly characterized 
the stock of Y as a multiple category asset 
(80% general and 20% passive). Under para-
graph (g)(1) of this section, on January 1, 
2003, $80 ($100 × 80/100) of the $100 balance in 
the separate limitation loss account is as-
signed to the general limitation category. Of 
this $80 balance, $32 ($80 × 40/100) is with re-
spect to the passive category, and $48 ($80 × 
60/100) is with respect to the general limita-
tion category and therefore is eliminated. 
The remaining $20 balance ($100 × 20/100) of 
the $100 balance is assigned to the passive 
category. Of this $20 balance, $12 ($20 × 60/100) 
is with respect to the general limitation cat-
egory, and $8 ($20 × 40/100) is with respect to 
the passive category and therefore is elimi-
nated. 

Example 2. The facts are the same as in Ex-
ample 1, except that as of December 31, 2002, 
X had a $30 balance in its separate limitation 
loss account in the general limitation cat-
egory, and a $20 balance in its separate limi-
tation loss account in the passive category, 
both of which offset income in the separate 
category for dividends from Y. Under para-
graph (g)(2) of this section, the separate lim-
itation loss accounts in the general limita-
tion and passive categories with respect to 
the separate category for dividends from Y 
will be recaptured on and after January 1, 
2003, from income in other separate cat-
egories, as follows. Of the $30 balance in X’s 
separate limitation loss account in the gen-
eral category with respect to the separate 
category for dividends from Y, $6 ($30 × 20/ 
100) is with respect to the passive category, 
and $24 ($30 × 80/100) is with respect to the 
general limitation category and therefore is 
eliminated. Of the $20 balance in X’s separate 
limitation loss account in the passive cat-
egory with respect to the separate category 
for dividends from Y, $16 ($20 × 80/100) will be 
recaptured out of general limitation income, 
and $4 ($20 × 20/100) would otherwise be recap-
tured out of passive income and therefore is 
eliminated. 

(5) Effective date. This paragraph (g) 
shall apply for taxable years beginning 
after December 31, 2002. 

(h) Recapture in years beginning after 
December 31, 2006, of separate limitation 

losses and overall foreign losses incurred 
in years beginning before January 1, 
2007—(1) Losses related to pre-2007 sepa-
rate categories for passive income, certain 
dividends from a DISC or former DISC, 
taxable income attributable to certain for-
eign trade income or certain distributions 
from a FSC or former FSC—(i) Recapture 
of separate limitation loss or overall for-
eign loss incurred in a pre-2007 separate 
category for passive income, certain divi-
dends from a DISC or former DISC, tax-
able income attributable to certain foreign 
trade income or certain distributions from 
a FSC or former FSC. To the extent that 
a taxpayer has a balance in any sepa-
rate limitation loss or overall foreign 
loss account in a pre-2007 separate cat-
egory (as defined in § 1.904–7T(g)(1)(ii)) 
for passive income, certain dividends 
from a DISC or former DISC, taxable 
income attributable to certain foreign 
trade income or certain distributions 
from a FSC or former FSC, at the end 
of the taxpayer’s last taxable year be-
ginning before January 1, 2007, the 
amount of such balance, or balances, 
shall be allocated on the first day of 
the taxpayer’s next taxable year to the 
taxpayer’s post-2006 separate category 
(as defined in § 1.904–7T(g)(1)(iii)) for 
passive category income. 

(ii) Recapture of separate limitation loss 
with respect to a pre-2007 separate cat-
egory for passive income, certain divi-
dends from a DISC or former DISC, tax-
able income attributable to certain foreign 
trade income or certain distributions from 
a FSC or former FSC. To the extent that 
a taxpayer has a balance in any sepa-
rate limitation loss account in any pre- 
2007 separate category with respect to 
a pre-2007 separate category for passive 
income, certain dividends from a DISC 
or former DISC, taxable income attrib-
utable to certain foreign trade income 
or certain distributions from a FSC or 
former FSC at the end of the tax-
payer’s last taxable year beginning be-
fore January 1, 2007, such loss shall be 
recaptured in subsequent taxable years 
as income in the post-2006 separate cat-
egory for passive category income. 

(2) Losses related to pre-2007 separate 
categories for shipping, financial services 
income or general limitation income—(i) 
Recapture of separate limitation loss or 
overall foreign loss incurred in a pre-2007 
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separate category for shipping income, fi-
nancial services income or general limita-
tion income. To the extent that a tax-
payer has a balance in any separate 
limitation loss or overall foreign loss 
account in a pre-2007 separate category 
for shipping income, financial services 
income or general limitation income at 
the end of the taxpayer’s last taxable 
year beginning before January 1, 2007, 
the amount of such balance, or bal-
ances, shall be allocated on the first 
day of the taxpayer’s next taxable year 
to the taxpayer’s post-2006 separate 
category for general category income. 

(ii) Recapture of separate limitation loss 
with respect to a pre-2007 separate cat-
egory for shipping income, financial serv-
ices income or general limitation income. 
To the extent that a taxpayer has a 
balance in any separate limitation loss 
account in any pre-2007 separate cat-
egory with respect to a pre-2007 sepa-
rate category for shipping income, fi-
nancial services income or general lim-
itation income at the end of the tax-
payer’s last taxable year beginning be-
fore January 1, 2007, such loss shall be 
recaptured in subsequent taxable years 
as income in the post-2006 separate cat-
egory for general category income. 

(3) Losses related to a pre-2007 separate 
category for high withholding tax inter-
est—(i) Recapture of separate limitation 
loss or overall foreign loss incurred in a 
pre-2007 separate category for high with-
holding tax interest. To the extent that 
a taxpayer has a balance in any sepa-
rate limitation loss or overall foreign 
loss account in a pre-2007 separate cat-
egory for high withholding tax interest 
at the end of the taxpayer’s last tax-
able year beginning before January 1, 
2007, the amount of such balance shall 
be allocated on the first day of the tax-
payer’s next taxable year on a pro rata 
basis to the taxpayer’s post-2006 sepa-
rate categories for general category 
and passive category income, based on 
the proportion in which any unused 
foreign taxes in the same pre-2007 sepa-
rate category for high withholding tax 
interest are allocated under § 1.904– 
2T(i)(1). If the taxpayer has no unused 
foreign taxes in the pre-2007 separate 
category for high withholding tax in-
terest, then any loss account balance 
in that category shall be allocated to 

the post-2006 separate category for pas-
sive category income. 

(ii) Recapture of separate limitation loss 
with respect to a pre-2007 separate cat-
egory for high withholding tax interest. 
To the extent that a taxpayer has a 
balance in a separate limitation loss 
account in any pre-2007 separate cat-
egory with respect to a pre-2007 sepa-
rate category for high withholding tax 
interest at the end of the taxpayer’s 
last taxable year beginning before Jan-
uary 1, 2007, such loss shall be recap-
tured in subsequent taxable years on a 
pro rata basis as income in the post- 
2006 separate categories for general 
category and passive category income, 
based on the proportion in which any 
unused foreign taxes in the pre-2007 
separate category for high withholding 
tax interest are allocated under § 1.904– 
2T(i)(1). If the taxpayer has no unused 
foreign taxes in the pre-2007 separate 
category for high withholding tax in-
terest, then the loss account balance 
shall be recaptured in subsequent tax-
able years solely as income in the post- 
2006 separate category for passive cat-
egory income. 

(4) Elimination of certain separate limi-
tation loss accounts. After application of 
paragraphs (h)(1) through (h)(3) of this 
section, any separate limitation loss 
account allocated to the post-2006 sepa-
rate category for passive category in-
come for which income is to be recap-
tured as passive category income, as 
determined under those same provi-
sions, shall be eliminated. Similarly, 
after application of paragraphs (h)(1) 
through (h)(3) of this section, any sepa-
rate limitation loss account allocated 
to the post-2006 separate category for 
general category income for which in-
come is to be recaptured as general 
category income, as determined under 
those same provisions, shall be elimi-
nated. 

(5) Alternative method. In lieu of ap-
plying the rules of paragraphs (h)(1) 
through (h)(3) of this section, a tax-
payer may apply the principles of para-
graphs (g)(1) and (g)(2) of this section 
to determine recapture in taxable 
years beginning after December 31, 
2006, of separate limitation losses and 
overall foreign losses incurred in tax-
able years beginning before January 1, 
2007. 
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(6) Effective/applicability date. This 
paragraph (h) shall apply to taxable 
years of United States taxpayers begin-
ning after December 31, 2006 and ending 
on or after December 21, 2007. 

(7) Expiration date. The applicability 
of this paragraph (h) expires on Decem-
ber 20, 2010. 

[T.D. 9260, 71 FR 24533, Apr. 25, 2006; 71 FR 
77265, Dec. 26, 2006, as amended by T.D. 9368, 
72 FR 72591, Dec. 21, 2007] 

§ 1.904(g)–0 Outline of regulation pro-
visions. 

This section lists the headings for 
§§ 1.904(g)–1 through 1.904(g)–3. 

§ 1.904(g)–1 Overall domestic loss and the 
overall domestic loss account. 

[Reserved] For further guidance, see the 
entries for § 1.904(g)–1T in § 1.904(g)–0T. 

§ 1.904(g)–2 Recapture of overall domestic 
losses. 

[Reserved] For further guidance, see the 
entries for § 1.904(g)–2T in § 1.904(g)–0T. 

§ 1.904(g)–3 Ordering rules for the allocation of 
net operating losses, net capital losses, U.S. 
source losses, and separate limitation losses, 
and for recapture of separate limitation losses, 
overall foreign losses, and overall domestic 
losses. [Reserved] For further guidance, see 
the entries for § 1.904(g)–3T in § 1.904(g)–0T. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–0T Outline of regulation pro-
visions (temporary). 

This section lists the headings for 
§§ 1.904(g)–1T through 1.904(g)–3T. 

§ 1.904(g)–1T Overall domestic loss and the 
overall domestic loss account (temporary). 

(a) Overview of regulations. 
(b) Overall domestic loss accounts. 
(1) In general. 
(2) Taxable year in which overall domestic 

loss is sustained. 
(c) Determination of a taxpayer’s overall 

domestic loss. 
(1) Overall domestic loss defined. 
(2) Domestic loss defined. 
(3) Qualified taxable year defined. 
(4) Method of allocation and apportion-

ment of deductions. 
(d) Additions to overall domestic loss ac-

counts. 
(1) General rule. 
(2) Overall domestic loss of another tax-

payer. 
(3) Adjustments for capital gains and 

losses. 

(e) Reductions of overall domestic loss ac-
counts. 

(1) Pre-recapture reduction for amounts al-
located to other taxpayers. 

(2) Reduction for amounts recaptured. 
(f) Effective/applicability date. 
(g) Expiration date. 

§ 1.904(g)–2T Recapture of overall domestic 
losses (temporary). 

(a) In general. 
(b) Determination of U.S. source taxable 

income for purposes of recapture. 
(c) Section 904(g)(1) recapture. 
(d) Effective/applicability date. 
(e) Expiration date. 

§ 1.904(g)–3T Ordering rules for the allocation 
of net operating losses, net capital losses, U.S. 
source losses, and separate limitation losses, 
and for recapture of separate limitation losses, 
overall foreign losses, and overall domestic 
losses (temporary). 

(a) In general. 
(b) Step One: Allocation of net operating 

loss and net capital loss carryovers. 
(1) In general. 
(2) Full net operating loss carryover. 
(3) Partial net operating loss carryover. 
(4) Net capital loss carryovers. 
(c) Step Two: Allocation of separate limi-

tation losses. 
(d) Step Three: Allocation of U.S. source 

losses. 
(e) Step Four: Recapture of overall foreign 

loss accounts. 
(f) Step Five: Recapture of separate limita-

tion loss accounts. 
(g) Step Six: Recapture of overall domestic 

loss accounts. 
(h) Examples. 
(i) Effective/applicability date. 
(j) Expiration date. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–1 Overall domestic loss and 
the overall domestic loss account. 

[Reserved] For further guidance, see 
§ 1.904(g)–1T. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–1T Overall domestic loss and 
the overall domestic loss account 
(temporary). 

(a) Overview of regulations. This sec-
tion provides rules for determining a 
taxpayer’s overall domestic losses, for 
establishing overall domestic loss ac-
counts, and for making additions to 
and reductions from such accounts for 
purposes of section 904(g). Section 
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1.904(g)–2T provides rules for recap-
turing the balance in any overall do-
mestic loss account under the general 
recharacterization rule of section 
904(g)(1). Section 1.904(g)–3T provides 
ordering rules for the allocation of net 
operating losses, net capital losses, 
U.S. source losses, and separate limita-
tion losses, and the recapture of sepa-
rate limitation losses, overall foreign 
losses and overall domestic losses. 

(b) Overall domestic loss accounts—(1) 
In general. Any taxpayer that sustains 
an overall domestic loss under para-
graph (c) of this section must establish 
an account for such loss. Separate 
overall domestic loss accounts must be 
maintained with respect to each sepa-
rate category in which foreign source 
income is offset by the domestic loss. 
The balance in each overall domestic 
loss account represents the amount of 
such overall domestic loss subject to 
recapture in a given year. From year to 
year, amounts may be added to or sub-
tracted from the balances in such ac-
counts as provided in paragraphs (d) 
and (e) of this section. 

(2) Taxable year in which overall do-
mestic loss is sustained. When a taxpayer 
incurs a domestic loss that is carried 
back as part of a net operating loss to 
offset foreign source income in a quali-
fied taxable year, as defined in para-
graph (c)(3) of this section, the result-
ing overall domestic loss is treated as 
sustained in the later year in which the 
domestic loss was incurred and not in 
the earlier year in which the loss offset 
foreign source income. Similarly, when 
a taxpayer incurs a domestic loss that 
is carried forward as part of a net oper-
ating loss and applied to offset foreign 
source income in a later taxable year, 
the resulting overall domestic loss is 
treated as sustained in the later year 
in which the domestic loss offsets for-
eign source income and not in the ear-
lier year in which the loss was in-
curred. For example, if a taxpayer in-
curs a domestic loss in the 2007 taxable 
year that is carried back to the 2006 
qualified taxable year and offsets for-
eign source income in 2006, the result-
ing overall domestic loss is treated as 
sustained in the 2007 taxable year. If a 
taxpayer incurs a domestic loss in a 
pre-2007 taxable year that is carried 
forward to a post-2006 qualified taxable 

year and offsets foreign source income 
in the post-2006 year, the resulting 
overall domestic loss is treated as sus-
tained in the post-2006 year. The over-
all domestic loss account is established 
at the end of the later of the taxable 
year in which the domestic loss arose 
or the qualified taxable year to which 
the loss is carried and applied to offset 
foreign source income, and will be re-
captured from U.S. source income aris-
ing in subsequent taxable years. 

(c) Determination of a taxpayer’s over-
all domestic loss—(1) Overall domestic loss 
defined. For taxable years beginning 
after December 31, 2006, a taxpayer sus-
tains an overall domestic loss— 

(i) In any qualified taxable year in 
which its domestic loss for such tax-
able year offsets foreign source taxable 
income for the taxable year or for any 
preceding qualified taxable year by 
reason of a carryback; and 

(ii) In any other taxable year in 
which the domestic loss for such tax-
able year offsets foreign source taxable 
income for any preceding qualified tax-
able year by reason of a carryback. 

(2) Domestic loss defined. For purposes 
of this section and §§ 1.904(g)–2T and 
1.904(g)–3T, the term domestic loss 
means the amount by which the U.S. 
source gross income for the taxable 
year is exceeded by the sum of the ex-
penses, losses and other deductions 
properly apportioned or allocated to 
such income, taking into account any 
net operating loss carried forward from 
a prior taxable year, but not any loss 
carried back. If a taxpayer has any cap-
ital gains or losses, the amount of the 
taxpayer’s domestic loss shall be deter-
mined by taking into account adjust-
ments under section 904(b)(2) and 
§ 1.904(b)–1. See § 1.904(b)–1(h)(1)(iii). 

(3) Qualified taxable year defined. For 
purposes of this section and §§ 1.904(g)– 
2T and 1.904(g)–3T, the term qualified 
taxable year means any taxable year for 
which the taxpayer chooses the bene-
fits of section 901. 

(4) Method of allocation and apportion-
ment of deductions. In determining its 
overall domestic loss, a taxpayer shall 
allocate and apportion expenses, losses, 
and other deductions to U.S. gross in-
come in accordance with sections 861(b) 
and 865 and the regulations thereunder, 
including §§ 1.861–8T through 1.861–14T. 
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(d) Additions to overall domestic loss ac-
counts—(1) General rule. A taxpayer’s 
overall domestic loss as determined 
under paragraph (c) of this section 
shall be added to the applicable overall 
domestic loss account at the end of its 
taxable year to the extent that the 
overall domestic loss either reduces 
foreign source income for the year (but 
only if such year is a qualified taxable 
year) or reduces foreign source income 
for a qualified taxable year to which 
the loss has been carried back. 

(2) Overall domestic loss of another tax-
payer. If any portion of any overall do-
mestic loss of another taxpayer is allo-
cated to the taxpayer in accordance 
with § 1.1502–9T (relating to consoli-
dated overall domestic losses) the tax-
payer shall add such amount to its ap-
plicable overall domestic loss account. 

(3) Adjustments for capital gains and 
losses. If the taxpayer has capital gains 
or losses, the amount by which an 
overall domestic loss reduces foreign 
source income in a taxable year shall 
be determined in accordance with 
§ 1.904(b)–1(h)(1)(i) and (iii). 

(e) Reductions of overall domestic loss 
accounts. The taxpayer shall subtract 
the following amounts from its overall 
domestic loss accounts at the end of its 
taxable year in the following order, if 
applicable: 

(1) Pre-recapture reduction for amounts 
allocated to other taxpayers. An overall 
domestic loss account is reduced by the 
amount of any overall domestic loss 
which is allocated to another taxpayer 
in accordance with § 1.1502–9T (relating 
to consolidated overall domestic 
losses). 

(2) Reduction for amounts recaptured. 
An overall domestic loss account is re-
duced by the amount of any U.S. 
source income that is recharacterized 
in accordance with § 1.904(g)–2T(c) (re-
lating to recapture under section 
904(g)(1)). 

(f) Effective/applicability date. This 
section applies to any taxpayer that 
sustains an overall domestic loss for a 
taxable year beginning after December 
21, 2007. Taxpayers may choose to apply 
this section to overall domestic losses 
sustained in other taxable years begin-
ning after December 31, 2006, as well. 

(g) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–2 Recapture of overall do-
mestic losses. 

[Reserved] For further guidance, see 
§ 1.904(g)–2T. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–2T Recapture of overall do-
mestic losses (temporary). 

(a) In general. A taxpayer shall recap-
ture an overall domestic loss as pro-
vided in this section. Recapture is ac-
complished by treating a portion of the 
taxpayer’s U.S. source taxable income 
as foreign source income. The re-
characterized income is allocated 
among and increases foreign source in-
come in separate categories in propor-
tion to the balances of the overall do-
mestic loss accounts with respect to 
those separate categories. As a result, 
if the taxpayer elects the benefits of 
section 901, the taxpayer’s foreign tax 
credit limitation is increased. As pro-
vided in § 1.904(g)–1T(f)(2), the balance 
in a taxpayer’s overall domestic loss 
account with respect to a separate cat-
egory is reduced at the end of each tax-
able year by the amount of loss recap-
tured during that taxable year. Recap-
ture continues until such time as the 
amount of U.S. source income re-
characterized as foreign source income 
equals the amount in the overall do-
mestic loss account. 

(b) Determination of U.S. source taxable 
income for purposes of recapture. For 
purposes of determining the amount of 
an overall domestic loss subject to re-
capture, the taxpayer’s taxable income 
from U.S. sources shall be computed in 
accordance with the rules set forth in 
§ 1.904(g)–1T(c)(4). 

(c) Section 904(g)(1) recapture. The 
amount of any U.S. source taxable in-
come subject to recharacterization in a 
taxable year in which paragraph (a) of 
this section is applicable is the lesser 
of the aggregate balance in taxpayer’s 
overall domestic loss accounts in each 
separate category (after reduction of 
such account in accordance with 
§ 1.904(g)–1T(e)) or fifty percent of the 
taxpayer’s U.S. source taxable income 
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(as determined under paragraph (b) of 
this section). 

(d) Effective/applicability date. This 
section applies to any taxpayer that 
sustains an overall domestic loss for a 
taxable year beginning after December 
21, 2007. Taxpayers may choose to apply 
this section to overall domestic losses 
sustained in other taxable years begin-
ning after December 31, 2006, as well. 

(e) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–3 Ordering rules for the allo-
cation of net operating losses, net 
capital losses, U.S. source losses, 
and separate limitation losses, and 
for recapture of separate limitation 
losses, overall foreign losses, and 
overall domestic losses. 

[Reserved]. For further guidance, see 
§ 1.904(g)–3T. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(g)–3T Ordering rules for the al-
location of net operating losses, net 
capital losses, U.S. source losses, 
and separate limitation losses, and 
for recapture of separate limitation 
losses, overall foreign losses, and 
overall domestic losses (temporary). 

(a) In general. This section provides 
ordering rules for the allocation of net 
operating losses, net capital losses, 
U.S. source losses, and separate limita-
tion losses, and for recapture of sepa-
rate limitation losses, overall foreign 
losses, and overall domestic losses. The 
rules must be applied in the order set 
forth in paragraphs (b) through (g) of 
this section. 

(b) Step One: Allocation of net oper-
ating loss and net capital loss 
carryovers—(1) In general. Net operating 
losses from a current taxable year are 
carried forward or back to a taxable 
year in the following manner. Net oper-
ating losses that are carried forward 
pursuant to section 172 are combined 
with income or loss in the carryover 
year in the manner described in this 
paragraph (b). The combined amounts 
are then subject to the ordering rules 
provided in paragraphs (c) through (g) 
of this section. Net operating losses 
that are carried back to a prior taxable 
year pursuant to section 172 are allo-

cated to income in the carryback year 
in the manner set forth in paragraphs 
(b)(2) and (3), (c), and (d) of this sec-
tion. The income in the carryback year 
to which the net operating loss is allo-
cated is the foreign source income in 
each separate category and the U.S. 
source income after the application of 
sections 904(f) and 904(g) to income and 
loss in that previous year, including as 
a result of net operating loss 
carryovers or carrybacks from taxable 
years prior to the current taxable year. 

(2) Full net operating loss carryover. If 
the full net operating loss (that re-
mains after carryovers to other taxable 
years) is less than or equal to the tax-
able income in a particular taxable 
year (carryover year), and so can be 
carried forward in its entirety to such 
carryover year, U.S. source losses and 
foreign source losses in separate cat-
egories that are part of a net operating 
loss from a particular taxable year 
that is carried forward in its entirety 
shall be combined with the U.S. income 
or loss and the foreign source income 
or loss in the same separate categories 
in the carryover year. 

(3) Partial net operating loss carryover. 
If the full net operating loss (that re-
mains after carryovers to other taxable 
years) exceeds the taxable income in a 
carryover year, and so cannot be car-
ried forward in its entirety to such car-
ryover year, the following rules apply: 

(i) First, any U.S. source loss (not to 
exceed the net operating loss carry-
over) shall be carried over to the ex-
tent of any U.S. source income in the 
carryover year. 

(ii) If the net operating loss carry-
over exceeds the U.S. source loss carry-
over determined under paragraph 
(b)(3)(i) of this section, then separate 
limitation losses that are part of the 
net operating loss shall be tentatively 
carried over to the extent of separate 
limitation income in the same separate 
category in the carryover year. If the 
sum of the potential separate limita-
tion loss carryovers determined under 
the preceding sentence exceeds the 
amount of the net operating loss carry-
over reduced by any U.S. source loss 
carried over under paragraph (b)(3)(i) of 
this section, then the potential sepa-
rate limitation loss carryovers shall be 
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reduced pro rata so that their sum 
equals such amount. 

(iii) If the net operating loss carry-
over exceeds the sum of the U.S. and 
separate limitation loss carryovers de-
termined under paragraphs (b)(3)(i) and 
(ii) of this section, then a propor-
tionate part of the remaining loss from 
each separate category shall be carried 
over to the extent of such excess and 
combined with the foreign source loss, 
if any, in the same separate categories 
in the carryover year. 

(iv) If the net operating loss carry-
over exceeds the sum of all the loss 
carryovers determined under para-
graphs (b)(3)(i), (ii), and (iii) of this sec-
tion, then any U.S. source loss not car-
ried over under paragraph (b)(3)(i) of 
this section shall be carried over to the 
extent of such excess and combined 
with the U.S. source loss, if any, in the 
carryover year. 

(4) Net capital loss carryovers. Rules 
similar to the rules of paragraphs (b)(1) 
through (3) of this section apply for 
purposes of determining the compo-
nents of a net capital loss carryover to 
a taxable year. 

(c) Step Two: Allocation of separate lim-
itation losses. The taxpayer shall allo-
cate separate limitation losses sus-
tained during the taxable year (in-
creased, if appropriate, by any losses 
carried over under paragraph (b) of this 
section), in the following manner: 

(1) the taxpayer shall allocate its sep-
arate limitation losses for the year to 
reduce its separate limitation income 
in other separate categories on a pro-
portionate basis, and increase its sepa-
rate limitation loss accounts appro-
priately. To the extent a separate limi-
tation loss in one separate category is 
allocated to reduce separate limitation 
income in a second separate category, 
and the second category has a separate 
limitation loss account from a prior 
taxable year with respect to the first 
category, the two separate limitation 
loss accounts shall be netted one 
against the other. 

(2) If the taxpayer’s separate limita-
tion losses for the taxable year exceed 
the taxpayer’s separate limitation in-
come for the year, so that the taxpayer 
has separate limitation losses remain-
ing after the application of paragraph 
(c)(1) of this section, the taxpayer shall 

allocate those losses to its U.S. source 
income for the taxable year, to the ex-
tent thereof, and shall increase its 
overall foreign loss accounts appro-
priately. 

(d) Step Three: Allocation of U.S. source 
losses. The taxpayer shall allocate U.S. 
source losses sustained during the tax-
able year (increased, if appropriate, by 
any losses carried over under para-
graph (b) of this section) to separate 
limitation income on a proportionate 
basis, and shall increase its overall do-
mestic loss accounts appropriately. 

(e) Step Four: Recapture of overall for-
eign loss accounts. If the taxpayer’s sep-
arate limitation income for the taxable 
year (reduced by any losses carried 
over under paragraph (b) of this sec-
tion) exceeds the sum of the taxpayer’s 
U.S. source loss and separate limita-
tion losses for the year, so that the 
taxpayer has separate limitation in-
come remaining after the application 
of paragraphs (c)(1) and (d) of this sec-
tion, then the taxpayer shall recapture 
prior year overall foreign losses, if any, 
in accordance with §§ 1.904(f)–2 and 
1.904(f)–2T. 

(f) Step Five: Recapture of separate lim-
itation loss accounts. To the extent the 
taxpayer has remaining separate limi-
tation income for the year after the ap-
plication of paragraph (e) of this sec-
tion, then the taxpayer shall recapture 
prior year separate limitation loss ac-
counts, if any, in accordance with 
§ 1.904(f)–8T. 

(g) Step Six: Recapture of overall do-
mestic loss accounts. If the taxpayer’s 
U.S. source income for the year (re-
duced by any losses carried over under 
paragraph (b) of this section or allo-
cated under paragraph (c) of this sec-
tion, but not increased by any recap-
ture of overall foreign loss accounts 
under paragraph (e) of this section) ex-
ceeds the taxpayer’s separate limita-
tion losses for the year, so that the 
taxpayer has U.S. source income re-
maining after the application of para-
graph (c)(2) of this section, then the 
taxpayer shall recapture its prior year 
overall domestic losses, if any, in ac-
cordance with § 1.904(g)–2T. 

(h) Examples. The following examples 
illustrate the rules of this section. Un-
less otherwise noted, all corporations 
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use the calendar year as the U.S. tax-
able year. 

Example 1. (i) Facts. (A) Z Corporation is a 
domestic corporation with foreign branch op-
erations in Country B. For 2009, Z has a net 
operating loss of ($500), determined as fol-
lows: 

General Passive US 

($300) $0 ($200) 

(B) For 2008, Z had the following taxable 
income and losses after application of sec-
tion 904(f) and (g) to income and loss in 2008: 

General Passive US 

$400 $200 $110 

(ii) Net operating loss allocation. Because Z’s 
taxable income for 2008 exceeds its total net 
operating loss for 2009, the full net operating 
loss is carried back. Under Step 1, each com-
ponent of the net operating loss is carried 
back and combined with its same category in 
2008. See paragraph (b)(2) of this section. 
After allocation of the net operating loss, Z 
has the following taxable income and losses 
for 2008: 

General Passive US 

$100 $200 ($90) 

(iii) Loss allocation. Under Step 3, the ($90) 
of U.S. loss is allocated proportionately to 
reduce the general category and passive cat-
egory income. Accordingly, $30 ($90 × $100/ 
$300) of the U.S. loss is allocated to general 
category income and $60 ($90 × $200/$300) of 
the U.S. loss is allocated to passive category 
income, with a corresponding creation or in-
crease to Z’s overall domestic loss accounts. 

Example 2. (i) Facts. (A) X Corporation is a 
domestic corporation with foreign branch op-
erations in Country C. As of January 1, 2007, 
X has no loss accounts subject to recapture. 
For 2007, X has a net operating loss of ($1400), 
determined as follows: 

General Passive US 

($400) ($200) ($800) 

(B) X has no taxable income in 2005 or 2006 
available for offset by a net operating loss 
carryback. For 2008, X has the following tax-
able income and losses: 

General Passive US 

$500 ($100) $1200 

(ii) Net operating loss allocation. Under Step 
1, because X’s total taxable income for 2008 
of $1600 ($1200 + $500 ¥$100) exceeds the total 
2007 net operating loss, the full $1400 net op-

erating loss is carried forward. Under para-
graph (b)(2) of this section, each component 
of the net operating loss is carried forward 
and combined with its same category in 2008. 
After allocation of the net operating loss, X 
has the following taxable income and losses: 

General Passive US 

$100 ($300) $400 

(iii) Loss allocation. Under Step 2, $100 of 
the passive category loss offsets the $100 of 
general category income, resulting in a pas-
sive category separate limitation loss ac-
count with respect to general category in-
come, and the other $200 of passive category 
loss offsets $200 of the U.S. source taxable in-
come, resulting in the creation of an overall 
foreign loss account in the passive category. 

Example 3. (i) Facts. Assume the same facts 
as in Example 2, except that in 2008, X had 
the following taxable income and losses: 

General Passive US 

$200 ($100) $1200 

(ii) Net operating loss allocation. Under Step 
1, because the total net operating loss for 
2007 of ($1400) exceeds total taxable income 
for 2008 of $1300 ($1200 + $200 ¥ $100), X has a 
partial net operating loss carryover to 2008 
of $1300. Under paragraph (b)(3)(i) of this sec-
tion, first, the $800 U.S. source component of 
the net operating loss is allocated to U.S. in-
come for 2008. The tentative general cat-
egory carryover under paragraph (b)(3)(ii) of 
this section ($200) does not exceed the re-
maining net operating loss carryover 
amount ($500). Therefore, $200 of the general 
category component of the net operating loss 
is next allocated to the general category in-
come for 2008. Under paragraph (b)(3)(iii) of 
this section, the remaining $300 of net oper-
ating loss carryover ($1300 ¥ $800 ¥ $200) is 
carried over proportionally from the remain-
ing net operating loss components in the 
general category ($200, or $400 total general 
category loss—$200 general category loss al-
ready allocated) and passive category ($200). 
Therefore, $150 ($300×$200×$400) of the remain-
ing net operating loss carryover is carried 
over from the general category for 2007 and 
combined with the general category for 2008, 
and $150 ($300×$200×$400) of the remaining net 
operating loss carryover is carried over from 
the passive category for 2007 and combined 
with the passive category for 2008. After allo-
cation of the net operating loss carryover 
from 2007 to the appropriate categories for 
2008, X has the following taxable income and 
losses: 

General Passive US 

($150) ($250) $400 
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(iii) Loss allocation. Under Step 2, the losses 
in the general and passive categories fully 
offset the U.S. source income, resulting in 
the creation of general category and passive 
category overall foreign loss accounts. 

Example 4. (i) Facts. Assume the same facts 
as in Example 2, except that in 2008, X has the 
following taxable income and losses: 

General Passive US 

$200 $200 ($200) 

(ii) Net operating loss allocation. Under Step 
1, because the total net operating loss of 
($1400) exceeds total taxable income for 2008 
of $200 ($200 + $200 ¥ $200), X has a partial net 
operating loss carryover to 2008 of $200. Be-
cause X has no U.S. source income in 2008, 
under paragraph (b)(3)(i) of this section no 
portion of the U.S. source component of the 
net operating loss is initially carried into 
2008. Because the total tentative carryover 
under paragraph (b)(3)(ii) of this section of 
$400 ($200 in each of the general and passive 
categories) exceeds the net operating loss 
carryover amount, the tentative carryover 
from each separate category is reduced pro-
portionately by $100 ($200 × $200/$400). Accord-
ingly, $100 ($200 ¥ $100) of the general cat-
egory component of the net operating loss is 
carried forward and $100 ($200 ¥ $100) of the 
passive category component of the net oper-
ating loss is carried forward and combined 
with income in the same respective cat-
egories for 2008. After allocation of the net 
operating loss carryover from 2007, X has the 
following taxable income and losses: 

General Passive US 

$100 $100 ($200) 

(iii) Loss allocation. Under Step 3, the $200 
U.S. source loss offsets the remaining $100 of 
general category income and $100 of passive 
category income, resulting in the creation of 
overall domestic loss accounts with respect 
to the general and passive categories. 

Example 5. (i) Facts. Assume the same facts 
as in Example 2, except that in 2008, X has the 
following taxable income and losses: 

General Passive US 

$800 ($100) $100 

(ii) Net operating loss allocation. Under Step 
1, because X’s total net operating loss in 2007 
of ($1400) exceeds its total taxable income for 
2008 of $800 ($100 + $800 ¥ $100), X has a par-
tial net operating loss carryover to 2008 of 
$800. Under paragraph (b)(3)(i) of this section, 
$100 of the U.S. source component of the net 
operating loss is allocated to U.S. income for 
2008. The tentative general category carry-
over under paragraph (b)(3)(ii) of this section 
does not exceed the remaining net operating 

loss carryover amount. Therefore, $400 of the 
general category component of the net oper-
ating loss is allocated to reduce general cat-
egory income in 2008. Under paragraph 
(b)(3)(iii) of this section, of the remaining 
$300 of net operating loss carryover ($800 ¥ 

$100 ¥ $400), $200 is carried forward from the 
passive category component of the net oper-
ating loss and combined with the passive 
category for 2008. Under paragraph (b)(3)(iv) 
of this section, the remaining $100 ($300 ¥ 

$200) of net operating loss carryover is car-
ried forward from the U.S. source component 
of the net operating loss and combined with 
the U.S. source income (loss) for 2008. After 
allocation of the net operating loss carry-
over from 2007, X has the following taxable 
income and losses: 

General Passive US 

$400 ($300) ($100) 

(iii) Loss allocation. (A) Under Step 2, the 
$300 passive category loss offsets the $300 of 
income in the general category, resulting in 
the creation of a passive category separate 
limitation loss account with respect to the 
general category. 

(B) Under Step 3, the $100 U.S. source loss 
offsets the remaining $100 of the general cat-
egory income, resulting in the creation of an 
overall domestic loss account with respect to 
the general category. 

Example 6. (i) Facts. (A) Y Corporation is a 
domestic corporation with foreign branch op-
erations in Country D. Y has no net oper-
ating losses and does not make an election 
to recapture more than the required amount 
of overall foreign losses. As of January 1, 
2007, Y has a ($200) general category overall 
foreign loss (OFL) account and a ($200) gen-
eral category separate limitation loss (SLL) 
account with respect to the passive category. 
For 2007, Y has $400 of passive category in-
come that is fully offset by a ($400) domestic 
loss in that taxable year, giving rise to the 
creation of an overall domestic loss (ODL) 
account with respect to the passive category. 
As of January 1, 2008, Y has the following 
balances in its OFL, SLL, and ODL accounts: 

General US 
Passive ODL OFL Passive SLL 

$200 $200 $400 

(B) In 2008, Y has the following taxable in-
come and losses: 

General Passive US 

$400 ($100) $600 

(ii) Loss allocation. Under Step 2, the $100 of 
passive category loss offsets $100 of the gen-
eral category income, creating a passive cat-
egory SLL account of $100 with respect to 
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the general category. Because there is an off-
setting general category SLL account of $200 
with respect to the passive category from a 
prior taxable year, the two accounts are net-
ted against each other so that all that re-
mains is a $100 general category SLL ac-
count with respect to the passive category. 

(iii) OFL account recapture. Under Step 4, 50 
percent of the remaining $300, or $150, of in-
come in the general category is subject to re-
characterization as U.S. source income as a 
recapture of part of the OFL account in the 
general category. 

(iv) SLL account recapture. Under Step 5, 
$100 of the remaining $150 of income in the 
general category is recharacterized as pas-
sive category income as a recapture of the 
general category SLL account with respect 
to the passive category. 

(v) ODL account recapture. Under Step 6, 50 
percent of the $600, or $300, of U.S. source in-
come is subject to recharacterization as for-
eign source passive category income as a re-
capture of a part of the ODL account with 
respect to the passive category. None of the 
$150 of general category income that was re-
characterized as U.S. source income under 
Step 5 is included here as income subject to 
recharacterization in connection with recap-
ture of the overall domestic loss account. 

(v) Results. (A) After the allocation of loss 
and recapture of loss accounts, X has the fol-
lowing taxable income and losses for 2008: 

General Passive US 

$50 $400 $450 

(B) As of January 1, 2009, Y has the fol-
lowing balances in its OFL, SLL and ODL ac-
counts: 

General Passive US 

OFL Passive SLL General SLL Passive ODL 

$50 $0 $0 $100 

(i) Effective/applicability date. This 
section applies to taxable years begin-
ning after December 21, 2007. Taxpayers 
may choose to apply this section to 
other taxable years beginning after De-
cember 31, 2006, as well. 

(j) Expiration date. The applicability 
of this section expires on December 20, 
2010. 

[T.D. 9371, 72 FR 72599, Dec. 21, 2007] 

§ 1.904(i)–0 Outline of regulation provi-
sions. 

This section lists the headings for 
§ 1.904(i)–1. 

§ 1.904(i)–1 Limitation on use of 
deconsolidation to avoid foreign tax credit 
limitations. 

(a) General rule. 
(1) Determination of taxable income. 
(2) Allocation. 
(b) Definitions and special rules. 
(1) Affiliate. 
(i) Generally. 
(ii) Rules for consolidated groups. 
(iii) Exception for newly acquired affili-

ates. 
(2) Includible corporation. 
(c) Taxable years. 
(d) Consistent treatment of foreign taxes 

paid. 
(e) Effective date. 

[T.D. 9371, 72 FR 72603, Dec. 21, 2007] 

§ 1.904(i)–1 Limitation on use of 
deconsolidation to avoid foreign tax 
credit limitations. 

(a) General rule. If two or more in-
cludible corporations are affiliates, 
within the meaning of paragraph (b)(1) 
of this section, at any time during 
their taxable years, then, solely for 
purposes of applying the foreign tax 
credit provisions of section 59(a), sec-
tions 901 through 908, and section 960, 
the rules of this section will apply. 

(1) Determination of taxable income—(i) 
Each affiliate must compute its net 
taxable income or loss in each separate 
category (as defined in § 1.904–5(a)(1), 
and treating U.S. source income or loss 
as a separate category) without regard 
to sections 904(f) and 907(c)(4). Only af-
filiates that are members of the same 
consolidated group use the consoli-
dated return regulations (other than 
those under sections 904(f) and 907(c)(4)) 
in computing such net taxable income 
or loss. To the extent otherwise appli-
cable, other provisions of the Code and 
regulations must be used in the deter-
mination of an affiliate’s net taxable 
income or loss in a separate category. 

(ii) The net taxable income amounts 
in each separate category determined 
under paragraph (a)(1)(i) of this section 
are combined for all affiliates to deter-
mine one amount for the group of af-
filiates in each separate category. How-
ever, a net loss of an affiliate (first af-
filiate) in a separate category deter-
mined under paragraph (a)(1)(i) of this 
section will be combined under this 
paragraph (a) with net income or loss 
amounts of other affiliates in the same 
category only if, and to the extent 
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that, the net loss offsets taxable in-
come, whether U.S. or foreign source, 
of the first affiliate. The consolidated 
return regulations that apply the prin-
ciples of sections 904(f) and 907(c)(4) to 
consolidated groups will then be ap-
plied to the combined amounts in each 
separate category as if all affiliates 
were members of a single consolidated 
group. 

(2) Allocation. Any net taxable income 
in a separate category calculated under 
paragraph (a)(1)(ii) of this section for 
purposes of the foreign tax credit pro-
visions must then be allocated among 
the affiliates under any consistently 
applied reasonable method, taking into 
account all of the facts and cir-
cumstances. A method is consistently 
applied if used by all affiliates from 
year to year. Once chosen, an alloca-
tion method may be changed only with 
the consent of the Commissioner. This 
allocation will only affect the source 
and foreign tax credit separate limita-
tion character of the income for pur-
poses of the foreign tax credit separate 
limitation of each affiliate, and will 
not otherwise affect an affiliate’s total 
net income or loss. This section applies 
whether the federal income tax con-
sequences of its application favor, or 
are adverse to, the taxpayer. 

(b) Definitions and special rules— For 
purposes of this section only, the fol-
lowing terms will have the meanings 
specified. 

(1) Affiliate—(i) Generally. Affiliates 
are includible corporations— 

(A) That are members of the same af-
filiated group, as defined in section 
1504(a); or 

(B) That would be members of the 
same affiliated group, as defined in sec-
tion 1504(a) if— 

(1) Any non-includible corporation 
meeting the ownership test of section 
1504(a)(2) with respect to any such in-
cludible corporation was itself an in-
cludible corporation; or 

(2) The constructive ownership rules 
of section 1563(e) were applied for pur-
poses of section 1504(a). 

(ii) Rules for consolidated groups. Af-
filiates that are members of the same 
consolidated group are treated as a sin-
gle affiliate for purposes of this sec-
tion. The provisions of paragraph (a) of 
this section shall not apply if the only 

affiliates under this definition are al-
ready members of the same consoli-
dated group without operation of this 
section. 

(iii) Exception for newly acquired affili-
ates—(A) With respect to acquisitions 
after December 7, 1995, an includible 
corporation acquired from unrelated 
third parties (First Corporation) will 
not be considered an affiliate of an-
other includible corporation (Second 
Corporation) during the taxable year of 
the First Corporation beginning before 
the date on which the First Corpora-
tion originally becomes an affiliate 
with respect to the Second Corpora-
tion. 

(B) With respect to acquisitions on or 
before December 7, 1995, an includible 
corporation acquired from unrelated 
third parties will not be considered an 
affiliate of another includible corpora-
tion during its taxable year beginning 
before the date on which the first in-
cludible corporation first becomes an 
affiliate with respect to that other in-
cludible corporation. 

(C) This exception does not apply 
where the acquisition of an includible 
corporation is used to avoid the appli-
cation of this section. 

(2) Includible corporation. The term in-
cludible corporation has the same mean-
ing it has in section 1504(b). 

(c) Taxable years. If all of the affili-
ates use the same U.S. taxable year, 
then that taxable year must be used for 
purposes of applying this section. If, 
however, the affiliates use more than 
one U.S. taxable year, then an appro-
priate taxable year must be used for 
applying this section. The determina-
tion whether a taxable year is appro-
priate must take into account all of 
the relevant facts and circumstances, 
including the U.S. taxable years used 
by the affiliates for general U.S. in-
come tax purposes. The taxable year 
chosen by the affiliates for purposes of 
applying this section must be used con-
sistently from year to year. The tax-
able year may be changed only with 
the prior consent of the Commissioner. 
Those affiliates that do not use the 
year determined under this paragraph 
(c) as their U.S. taxable year for gen-
eral U.S. income tax purposes must, for 
purposes of this section, use their U.S. 
taxable year or years ending within the 
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taxable year determined under this 
paragraph (c). If, however, the stock of 
an affiliate is disposed of so that it 
ceases to be an affiliate, then the tax-
able year of that affiliate will be con-
sidered to end on the disposition date 
for purposes of this section. 

(d) Consistent treatment of foreign taxes 
paid. All affiliates must consistently 
either elect under section 901(a) to 
claim a credit for foreign income taxes 
paid or accrued, or deemed paid or ac-
crued, or deduct foreign taxes paid or 
accrued under section 164. See also 
§ 1.1502–4(a); § 1.905–1(a). 

(e) Effective date. Except as provided 
in paragraph (b)(1)(iii) of this section 
(relating to newly acquired affiliates), 
this section is effective for taxable 
years of affiliates beginning after De-
cember 31, 1993. 

[T.D. 8627, 60 FR 56119, Nov. 7, 1995] 

§ 1.904(j)–0 Outline of regulation provi-
sions. 

This section lists the headings for 
§ 1.904(j)–1. 

§ 1.904(j)–1 Certain individuals exempt from 
foreign tax credit limitation. 

(a) Election available only if all foreign 
taxes are creditable foreign taxes. 

(b) Coordination with carryover rules. 
(1) No carryovers to or from election year. 
(2) Carryovers to and from other years de-

termined without regard to election years. 
(3) Determination of amount of creditable 

foreign taxes. 
(c) Examples. 
(d) Effective date. 

[T.D. 9371, 72 FR 72603, Dec. 21, 2007] 

§ 1.904(j)–1 Certain individuals exempt 
from foreign tax credit limitation. 

(a) Election available only if all foreign 
taxes are creditable foreign taxes. A tax-
payer may elect to apply section 904(j) 
for a taxable year only if all of the 
taxes for which a credit is allowable to 
the taxpayer under section 901 for the 
taxable year (without regard to 
carryovers) are creditable foreign taxes 
(as defined in section 904(j)(3)(B)). 

(b) Coordination with carryover rules— 
(1) No carryovers to or from election year. 
If the taxpayer elects to apply section 
904(j) for any taxable year, then no 
taxes paid or accrued by the taxpayer 
during such taxable year may be 
deemed paid or accrued under section 

904(c) in any other taxable year, and no 
taxes paid or accrued in any other tax-
able year may be deemed paid or ac-
crued under section 904(c) in such tax-
able year. 

(2) Carryovers to and from other years 
determined without regard to election 
years. The amount of the foreign taxes 
paid or accrued, and the amount of the 
foreign source taxable income, in any 
year for which the taxpayer elects to 
apply section 904(j) shall not be taken 
into account in determining the 
amount of any carryover to or from 
any other taxable year. However, an 
election to apply section 904(j) to any 
year does not extend the number of 
taxable years to which unused foreign 
taxes may be carried under section 
904(c) and § 1.904–2(b). Therefore, in de-
termining the number of such carry-
over years, the taxpayer must take 
into account years to which a section 
904(j) election applies. 

(3) Determination of amount of cred-
itable foreign taxes. Otherwise allowable 
carryovers of foreign tax credits from 
other taxable years shall not be taken 
into account in determining whether 
the amount of creditable foreign taxes 
paid or accrued by an individual during 
a taxable year exceeds $300 ($600 in the 
case of a joint return) for purposes of 
section 904(j)(2)(B). 

(c) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. In 2006, X, a single individual 
using the cash basis method of accounting 
for income and foreign tax credits, pays $100 
of foreign taxes with respect to general limi-
tation income that was earned and included 
in income for United States tax purposes in 
2005. The foreign taxes would be creditable 
under section 901 but are not shown on a 
payee statement furnished to X. X’s only in-
come for 2006 from sources outside the 
United States is qualified passive income, 
with respect to which X pays $200 of cred-
itable foreign taxes shown on a payee state-
ment. X may not elect to apply section 904(j) 
for 2006 because some of X’s foreign taxes are 
not creditable foreign taxes within the 
meaning of section 904(j)(3)(B). 

Example 2. (i) In 2009, A, a single individual 
using the cash basis method of accounting 
for income and foreign tax credits, pays cred-
itable foreign taxes of $250 attributable to 
passive income. Under section 904(c), A may 
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also carry forward to 2009 $100 of unused for-
eign taxes paid in 2005 with respect to pas-
sive income, $300 of unused foreign taxes paid 
in 2005 with respect to general limitation in-
come, $400 of unused foreign taxes paid in 
2006 with respect to passive income, and $200 
of unused foreign taxes paid in 2006 with re-
spect to general limitation income. In 2009, 
A’s only foreign source income is passive in-
come described in section 904(j)(3)(A)(i), and 
this income is reported to A on a payee 
statement (within the meaning of section 
6724(d)(2)). If A elects to apply section 904(j) 
for the 2009 taxable year, the unused foreign 
taxes paid in 2005 and 2006 are not deemed 
paid in 2009, and A therefore cannot claim a 
foreign tax credit for those taxes in 2009. 

(ii) In 2010, A again is eligible for and 
elects the application of section 904(j). The 
carryforwards from 2005 expire in 2010. The 
carryforward period established under sec-
tion 904(c) is not extended by A’s election 
under section 904(j). In 2011, A does not elect 
the application of section 904(j). The $600 of 
unused foreign taxes paid in 2006 on passive 
and general limitation income are deemed 
paid in 2011, under section 904(c), without 
any adjustment for any portion of those 
taxes that might have been used as a foreign 
tax credit in 2009 or 2010 if A had not elected 
to apply section 904(j) to those years. 

(d) Effective date. Section 1.904(j)–1 
applies to taxable years beginning after 
July 20, 2004. 

[T.D. 9141, 69 FR 43316, July 20, 2004] 

§ 1.905–1 When credit for taxes may be 
taken. 

(a) In general. The credit for taxes 
provided in subpart A (section 901 and 
following), part III, subchapter N, 
chapter 1 of the Code, may ordinarily 
be taken either in the return for the 
year in which the taxes accrued or in 
which the taxes were paid, dependent 
upon whether the accounts of the tax-
payer are kept and his returns filed 
using an accrual method or using the 
cash receipts and disbursements meth-
od. Section 905(a) allows the taxpayer, 
at his option and irrespective of the 
method of accounting employed in 
keeping his books, to take such credit 
for taxes as may be allowable in the re-
turn for the year in which the taxes ac-
crued. An election thus made under 
section 905(a) (or under the cor-
responding provisions of prior internal 
revenue laws) must be followed in re-
turns for all subsequent years, and no 
portion of any such taxes accrued in a 
year in which a credit is claimed will 

be allowed as a deduction from gross 
income in any year. See also § 1.905–4. 

(b) Foreign income subject to exchange 
controls. If, however, under the provi-
sions of the regulations under section 
461, an amount otherwise constituting 
gross income for the taxable year from 
sources without the United States is, 
owing to monetary, exchange, or other 
restrictions imposed by a foreign coun-
try, not includible in gross income of 
the taxpayer for such year, the credit 
for income taxes imposed by such for-
eign country with respect to such 
amount shall be taken proportionately 
in any subsequent taxable year in 
which such amount or portion thereof 
is includible in gross income. 

§ 1.905–2 Conditions of allowance of 
credit. 

(a) Forms and information. (1) When-
ever the taxpayer chooses, in accord-
ance with paragraph (d) of § 1.901–1, to 
claim the benefits of the foreign tax 
credit, the claim for credit shall be ac-
companied by Form 1116 in the case of 
an individual or by Form 1118 in the 
case of a corporation. 

(2) The form must be carefully filled 
in with all the information called for 
and with the calculations of credits in-
dicated. Except where it is established 
to the satisfaction of the district direc-
tor that it is impossible for the tax-
payer to furnish such evidence, the tax-
payer must provide upon request the 
receipt for each such tax payment if 
credit is sought for taxes already paid 
or the return on which each such ac-
crued tax was based if credit is sought 
for taxes accrued. The receipt or return 
must be either the original, a duplicate 
original, or a duly certified or authen-
ticated copy. The preceding two sen-
tences are applicable for returns whose 
original due date falls on or after Janu-
ary 1, 1988. Any additional information 
necessary for the determination under 
part I (section 861 and following), sub-
chapter N, chapter 1 of the Code, of the 
amount of income derived from sources 
without the United States and from 
each foreign country shall, upon the re-
quest of the district director, be fur-
nished by the taxpayer. If the taxpayer 
upon request fails without justification 
to furnish any such additional informa-
tion which is significant, including any 
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significant information which he is re-
quested to furnish pursuant to § 1.861– 
8(f)(5) as proposed in the FEDERAL REG-
ISTER for November 8, 1976, the District 
Director may disallow the claim of the 
taxpayer to the benefits of the foreign 
tax credit. 

(b) Secondary evidence. Where it has 
been established to the satisfaction of 
the District Director that it is impos-
sible to furnish a receipt for such for-
eign tax payment, the foreign tax re-
turn, or direct evidence of the amount 
of tax withheld at the source, the Dis-
trict Director, may, in his discretion, 
accept secondary evidence thereof as 
follows: 

(1) Receipt for payment. In the absence 
of a receipt for payment of foreign 
taxes there shall be submitted a photo-
static copy of the check, draft, or other 
medium of payment showing the 
amount and date thereof, with certifi-
cation identifying it with the tax 
claimed to have been paid, together 
with evidence establishing that the tax 
was paid for taxpayer’s account as his 
own tax on his own income. If credit is 
claimed on an accrual method, it must 
be shown that the tax accrued in the 
taxable year. 

(2) Foreign tax return. If the foreign 
tax return is not available, the foreign 
tax has not been paid, and credit is 
claimed on an accrual method, there 
shall be submitted— 

(i) A certified statement of the 
amount shall be submitted— 

(ii) Excerpts from the taxpayer’s ac-
counts showing amounts of foreign in-
come and tax thereon accrued on its 
books. 

(iii) A computation of the foreign tax 
based on income from the foreign coun-
try carried on the books and at current 
rates of tax to be established by data 
such as excerpts from the foreign law, 
assessment notices, or other documen-
tary evidence thereof. 

(iv) A bond, if deemed necessary by 
the District Director, filed in the man-
ner provided in cases where the foreign 
return is available, and 

(v) In case a bond is not required, a 
specific agreement wherein the tax-
payer shall recognize its liability to re-
port the correct amount of tax when 
ascertained, as required by the provi-
sions of section 905 (c). 

If at any time the foreign tax receipts 
or foreign tax returns become available 
to the taxpayer, they shall be promptly 
submitted to the district director. 

(3) Tax withheld at source. In the case 
of taxes withheld at the source from 
dividends, interest, royalties, com-
pensation, or other form of income, 
where evidence of withholding and of 
the amount withheld cannot be secured 
from those who have made the pay-
ments, the district director may, in his 
discretion, accept secondary evidence 
of such withholding and of the amount 
of the tax so withheld, having due re-
gard to the taxpayer’s books of account 
and to the rates of taxation prevailing 
in the particular foreign country dur-
ing the period involved. 

(c) Credit for taxes accrued but not 
paid. In the case of a credit sought for 
a tax accrued but not paid, the district 
director may, as a condition precedent 
to the allowance of a credit, require a 
bond from the taxpayer, in addition to 
Form 1116 or 1118. If such a bond is re-
quired, Form 1117 shall be used by an 
individual or by a corporation. It shall 
be in such sum as the Commissioner 
may prescribe, and shall be conditioned 
for the payment by the taxpayer of any 
amount of tax found due upon any re-
determination of the tax made nec-
essary by such credit proving incor-
rect, with such further conditions as 
the district director may require. This 
bond shall be executed by the taxpayer, 
or the agent or representative of the 
taxpayer, as principal, and by sureties 
satisfactory to and approved by the 
Commissioner. See also 6 U.S.C. 15. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7292, 38 FR 33300, Dec. 3, 
1973; 38 FR 34802, Dec. 19, 1973; T.D. 7456, 42 
FR 1214, Jan. 6, 1977; T.D. 8210, 53 FR 23613, 
June 23, 1988; T.D. 8412, 57 FR 20653, May 14, 
1992; T.D. 8759, 63 FR 3813, Jan. 27, 1998] 

§ 1.905–3T Adjustments to United 
States tax liability and to the pools 
of post-1986 undistributed earnings 
and post-1986 foreign income taxes 
as a result of a foreign tax redeter-
mination (temporary). 

(a) Effective/applicability dates—(1) 
Currency translation. Except as provided 
in § 1.905–5T, paragraph (b) of this sec-
tion applies to taxes paid or accrued in 
taxable years of United States tax-
payers beginning on or after November 
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7, 2007 and to taxes paid or accrued by 
a foreign corporation in its taxable 
years which end with or within a tax-
able year of the domestic corporate 
shareholder beginning on or after No-
vember 7, 2007. For taxable years begin-
ning after December 31, 1997, and before 
November 7, 2007, section 986(a), as 
amended by the Taxpayer Relief Act of 
1997 and the American Jobs Creation 
Act of 2004, shall apply. For taxable 
years beginning after December 31, 
1986, and before January 1, 1998, § 1.905– 
3T (as contained in 26 CFR part 1, re-
vised as of April 1, 2007) shall apply. 

(2) Foreign tax redeterminations. Para-
graphs (c) and (d) of this section apply 
to foreign tax redeterminations occur-
ring in taxable years of United States 
taxpayers beginning on or after No-
vember 7, 2007 where the foreign tax re-
determination affects the amount of 
foreign taxes paid or accrued by a 
United States taxpayer. Where the re-
determination of foreign tax paid or 
accrued by a foreign corporation af-
fects the computation of foreign taxes 
deemed paid under section 902 or 960 
with respect to post-1986 undistributed 
earnings of the foreign corporation, 
paragraphs (c) and (d) of this section 
apply to foreign tax redeterminations 
occurring in taxable years of a foreign 
corporation which end with or within a 
taxable year of the domestic corporate 
shareholder beginning on or after No-
vember 7, 2007. For corresponding rules 
applicable to foreign tax redetermina-
tions occurring in taxable years begin-
ning before November 7, 2007, see 
§§ 1.905–3T and 1.905–5T (as contained in 
26 CFR part 1, revised as of April 1, 
2007). 

(b) Currency translation rules—(1) 
Translation of foreign taxes taken into ac-
count when accrued—(i) In general. Ex-
cept as provided in paragraph (b)(1)(ii) 
of this section, in the case of a tax-
payer or a member of a qualified group 
(as defined in section 902(b)(2)) that 
takes foreign income taxes into ac-
count when accrued, the amount of any 
foreign taxes denominated in foreign 
currency that have been paid or ac-
crued, additional tax liability denomi-
nated in foreign currency, taxes with-
held in foreign currency, or estimated 
taxes paid in foreign currency shall be 
translated into dollars using the aver-

age exchange rate (as defined in 
§ 1.989(b)–1) for the United States tax-
able year to which such taxes relate. 

(ii) Exceptions—(A) Taxes not paid 
within two years. Any foreign income 
taxes denominated in foreign currency 
that are paid more than two years 
after the close of the United States 
taxable year to which they relate shall 
be translated into dollars using the ex-
change rate as of the date of payment 
of the foreign taxes. To the extent any 
accrued foreign income taxes denomi-
nated in foreign currency remain un-
paid two years after the close of the 
taxable year to which they relate, see 
paragraph (b)(3) of this section for 
translation rules for the required ad-
justments. 

(B) Taxes paid before taxable year be-
gins. Any foreign income taxes paid be-
fore the beginning of the United States 
taxable year to which such taxes relate 
shall be translated into dollars using 
the exchange rate as of the date of pay-
ment of the foreign taxes. 

(C) Inflationary currency. Any foreign 
income taxes the liability for which is 
denominated in any inflationary cur-
rency shall be translated into dollars 
using the exchange rate as of the date 
of payment of the foreign taxes. For 
this purpose, the term inflationary cur-
rency means the currency of a country 
in which there is cumulative inflation 
during the base period of at least 30 
percent, as determined by reference to 
the consumer price index of the coun-
try listed in the monthly issues of 
International Financial Statistics, or a 
successor publication, of the Inter-
national Monetary Fund. For purposes 
of this paragraph (b)(1)(ii)(C), base pe-
riod means, with respect to any taxable 
year, the thirty-six calendar months 
immediately preceding the last day of 
such taxable year (see § 1.985– 
1(b)(2)(ii)(D)). Accrued but unpaid taxes 
denominated in an inflationary cur-
rency shall be translated into dollars 
at the exchange rate on the last day of 
the United States taxable year to 
which such taxes relate. 

(D) Election to translate taxes using ex-
change rate for date of payment. A tax-
payer that is otherwise required to 
translate foreign income taxes that are 
denominated in foreign currency using 
the average exchange rate may elect to 
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translate foreign income taxes de-
scribed in this paragraph (b)(1)(ii)(D) 
into dollars using the exchange rate as 
of the date of payment of the foreign 
taxes, provided that the liability for 
such taxes is denominated in nonfunc-
tional currency. A taxpayer may make 
an election under this paragraph 
(b)(1)(ii)(D) for all foreign income 
taxes, or for only those foreign income 
taxes that are denominated in nonfunc-
tional currency and are attributable to 
qualified business units with United 
States dollar functional currencies. 
The election must be made by attach-
ing a statement to the taxpayer’s time-
ly filed return (including extensions) 
for the first taxable year to which the 
election applies. The statement must 
identify whether the election is made 
for all foreign taxes or only for foreign 
taxes attributable to qualified business 
units with United States dollar func-
tional currencies. Once made, the elec-
tion shall apply for the taxable year for 
which made and all subsequent taxable 
years unless revoked with the consent 
of the Commissioner. Accrued but un-
paid taxes subject to an election under 
this paragraph (b)(1)(ii)(D) shall be 
translated into dollars at the exchange 
rate on the last day of the United 
States taxable year to which such 
taxes relate. For taxable years begin-
ning after December 31, 2004, and before 
November 7, 2007, the rules of Notice 
2006–47, 2006–20 IRB 892 (see 
§ 601.601(d)(2)(ii)(b)), shall apply. 

(E) Regulated investment companies. In 
the case of a regulated investment 
company (as defined in section 851 and 
the regulations under that section) 
which takes into account income on an 
accrual basis, foreign income taxes 
paid or accrued with respect to such in-
come shall be translated into dollars 
using the exchange rate as of the date 
the income accrues. 

(2) Translation of foreign taxes taken 
into account when paid. In the case of a 
taxpayer that takes foreign income 
taxes into account when paid, the 
amount of any foreign tax liability de-
nominated in foreign currency, addi-
tional tax liability denominated in for-
eign currency, or estimated taxes paid 
in foreign currency shall be translated 
into dollars using the exchange rate as 
of the date of payment of such foreign 

taxes. Foreign taxes withheld in for-
eign currency shall be translated into 
dollars using the exchange rate as of 
the date on which such taxes were 
withheld. 

(3) Refunds or other reductions of for-
eign tax liability. In the case of a tax-
payer that takes foreign income taxes 
into account when accrued, a reduction 
in the amount of previously-accrued 
foreign taxes that is attributable to a 
refund of foreign taxes denominated in 
foreign currency, a credit allowed in 
lieu of a refund, the correction of an 
overaccrual, or an adjustment on ac-
count of accrued taxes denominated in 
foreign currency that were not paid by 
the date two years after the close of 
the taxable year to which such taxes 
relate, shall be translated into dollars 
using the exchange rate that was used 
to translate such amount when origi-
nally claimed as a credit or added to 
post-1986 foreign income taxes. In the 
case of foreign income taxes taken into 
account when accrued but translated 
into dollars on the date of payment, 
see paragraph (d) of this section for re-
quired adjustments to reflect a reduc-
tion in the amount of previously-ac-
crued foreign taxes that is attributable 
to a difference in exchange rates be-
tween the date of accrual and date of 
payment. In the case of a taxpayer that 
takes foreign income taxes into ac-
count when paid, a refund or other re-
duction in the amount of foreign taxes 
denominated in foreign currency shall 
be translated into dollars using the ex-
change rate that was used to translate 
such amount when originally claimed 
as a credit. If a refund or other reduc-
tion of foreign taxes relates to foreign 
taxes paid or accrued on more than one 
date, then the refund or other reduc-
tion shall be deemed to be derived 
from, and shall reduce, the last pay-
ment of foreign taxes first, to the ex-
tent of that payment. See paragraphs 
(d)(1) (redetermination of United 
States tax liability for foreign taxes 
paid directly by a United States per-
son) and (d)(2)(ii) (method of adjust-
ment of a foreign corporation’s pools of 
post-1986 undistributed earnings and 
post-1986 foreign income taxes) of this 
section. 
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(4) Allocation of refunds of foreign tax. 
Refunds of foreign tax shall be allo-
cated to the same separate category as 
foreign taxes to which the refunded 
taxes relate. Refunds are related to for-
eign taxes of a separate category if the 
foreign tax that was refunded was im-
posed with respect to that separate 
category. See section 904(d) and § 1.904– 
6 concerning the allocation of taxes to 
separate categories of income. Earn-
ings and profits of a foreign corpora-
tion in the separate category to which 
the refund relates shall be increased to 
reflect the foreign tax refund. 

(5) Basis of foreign currency refunded— 
(i) In general. A recipient of a refund of 
foreign tax shall determine its basis in 
the currency refunded under the fol-
lowing rules. 

(ii) United States dollar functional cur-
rency. If the functional currency of the 
qualified business unit (QBU) (as de-
fined in section 989 and the regulations 
under that section) that paid the tax 
and received the refund is the United 
States dollar or the person receiving 
the refund is not a QBU, then the re-
cipient’s basis in the foreign currency 
refunded shall be the dollar value of 
the refund determined under paragraph 
(b)(3) of this section by using, as appro-
priate, either the average exchange 
rate for the taxable year to which such 
taxes relate or the other exchange rate 
that was used to translate such amount 
when originally claimed as a credit or 
added to post-1986 foreign income 
taxes. 

(iii) Nondollar functional currency. If 
the functional currency of the QBU re-
ceiving the refund is not the United 
States dollar and is different from the 
currency in which the foreign tax was 
paid, then the recipient’s basis in the 
foreign currency refunded shall be 
equal to the functional currency value 
of the non-functional currency refund 
translated into functional currency at 
the exchange rate between the func-
tional currency and the non-functional 
currency. Such exchange rate is deter-
mined under paragraph (b)(3) of this 
section by substituting the words 
‘‘functional currency’’ for the word 
‘‘dollar’’ and by using, as appropriate, 
either the average exchange rate for 
the taxable year to which such taxes 
relate or the other exchange rate that 

was used to translate such amount 
when originally claimed as a credit or 
added to post-1986 foreign income 
taxes. 

(iv) Functional currency tax liabilities. 
If the functional currency of the QBU 
receiving the refund is the currency in 
which the refund was made, then the 
recipient’s basis in the currency re-
ceived shall be the amount of the func-
tional currency received. 

(v) Foreign currency gain or loss. For 
purposes of determining foreign cur-
rency gain or loss on the initial pay-
ment of accrued foreign tax in a non- 
functional currency, see section 988. 
For purposes of determining subse-
quent foreign currency gain or loss on 
the disposition of non-functional cur-
rency the basis of which is determined 
under this paragraph (b)(5), see section 
988(c)(1)(C). 

(c) Foreign tax redetermination. For 
purposes of this section and § 1.905–4T, 
the term foreign tax redetermination 
means a change in the foreign tax li-
ability that may affect a taxpayer’s 
foreign tax credit. A foreign tax rede-
termination includes: accrued taxes 
that when paid differ from the amounts 
added to post-1986 foreign income taxes 
or claimed as credits by the taxpayer 
(such as corrections to overaccruals 
and additional payments); accrued 
taxes that are not paid before the date 
two years after the close of the taxable 
year to which such taxes relate; any 
tax paid that is refunded in whole or in 
part; and, for taxes taken into account 
when accrued but translated into dol-
lars on the date of payment, a dif-
ference between the dollar value of the 
accrued tax and the dollar value of the 
tax paid attributable to fluctuations in 
the value of the foreign currency rel-
ative to the dollar between the date of 
accrual and the date of payment. 

(d) Redetermination of United States 
tax liability—(1) Foreign taxes paid di-
rectly by a United States person. If a for-
eign tax redetermination occurs with 
respect to foreign tax paid or accrued 
by or on behalf of a United States tax-
payer, then a redetermination of the 
United States tax liability is required 
for the taxable year for which the for-
eign tax was claimed as a credit. See 
§ 1.905–4T(b) which requires notification 
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to the IRS of a foreign tax redeter-
mination with respect to which a rede-
termination of United States liability 
is required, and see section 905(b) and 
the regulations under that section 
which require that a taxpayer substan-
tiate that a foreign tax was paid and 
provide all necessary information es-
tablishing its entitlement to the for-
eign tax credit. However, a redeter-
mination of United States tax liability 
is not required (and a taxpayer need 
not notify the IRS) if the foreign taxes 
are taken into account when accrued 
but translated into dollars as of the 
date of payment, the difference be-
tween the dollar value of the accrued 
tax and the dollar value of the tax paid 
is attributable to fluctuations in the 
value of the foreign currency relative 
to the dollar between the date of ac-
crual and the date of payment, and the 
amount of the foreign tax redetermina-
tion with respect to each foreign coun-
try is less than the lesser of ten thou-
sand dollars or two percent of the total 
dollar amount of the foreign tax ini-
tially accrued with respect to that for-
eign country for the United States tax-
able year. In such case, an appropriate 
adjustment shall be made to the tax-
payer’s United States tax liability in 
the taxable year during which the for-
eign tax redetermination occurs. 

(2) Foreign taxes deemed paid under 
sections 902 or 960—(i) Redetermination of 
United States tax liability not required. 
Subject to the special rule of paragraph 
(d)(3) of this section, a redetermination 
of United States tax liability is not re-
quired to account for the effect of a re-
determination of foreign tax paid or 
accrued by a foreign corporation on the 
foreign taxes deemed paid by a United 
States corporation under section 902 or 
960. Instead, appropriate upward or 
downward adjustments shall be made, 
in accordance with paragraph (d)(2)(ii) 
of this section, at the time of the for-
eign tax redetermination to the foreign 
corporation’s pools of post-1986 undis-
tributed earnings and post-1986 foreign 
income taxes to reflect the effect of the 
foreign tax redetermination in calcu-
lating foreign taxes deemed paid with 
respect to distributions and inclusions 
(and the amount of such distributions 
and inclusions) that are includible in 
the United States taxable year in 

which the foreign tax redetermination 
occurred and subsequent taxable years. 
See § 1.905–4T(b)(2) for notification re-
quirements where a redetermination of 
foreign tax paid or accrued by a foreign 
corporation affects the computation of 
foreign taxes deemed paid under sec-
tion 902 or 960, and the taxpayer is re-
quired to adjust the foreign corpora-
tion’s pools of post-1986 undistributed 
earnings and post-1986 foreign income 
taxes under this paragraph (d)(2). 

(ii) Adjustments to the pools of post- 
1986 undistributed earnings and post-1986 
foreign income taxes—(A) Reduction in 
foreign tax paid or accrued. A foreign 
corporation’s pool of post-1986 foreign 
income taxes in the appropriate sepa-
rate category shall be reduced by the 
United States dollar amount of a for-
eign tax refund or other reduction in 
the amount of foreign tax paid or ac-
crued, translated into United States 
dollars as provided in paragraph (b)(3) 
of this section. A foreign corporation’s 
pool of post-1986 undistributed earnings 
in the appropriate separate category 
shall be increased by the functional 
currency amount of the foreign tax re-
fund or other reduction in the amount 
of foreign tax paid or accrued. The allo-
cation of the refund or other adjust-
ment to the appropriate separate cat-
egories shall be made in accordance 
with paragraph (b)(4) of this section 
and § 1.904–6. If a foreign corporation 
receives a refund of foreign tax in a 
currency other than its functional cur-
rency, that refund shall be translated 
into its functional currency, for pur-
poses of computing the increase to its 
pool of post-1986 undistributed earn-
ings, at the exchange rate between the 
functional currency and the non-func-
tional currency, as determined under 
paragraph (b)(3) of this section, by sub-
stituting the words ‘‘functional cur-
rency’’ for the word ‘‘dollar’’ and by 
using the same average or spot rate ex-
change rate convention that applies for 
purposes of translating such foreign 
taxes into United States dollars. 

(B) Additional foreign tax paid or ac-
crued. A foreign corporation’s pool of 
post-1986 foreign income taxes in the 
appropriate separate category shall be 
increased by the United States dollar 
amount of the additional foreign tax 
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paid or accrued, translated in accord-
ance with the rules of paragraphs (b)(1) 
and (b)(2) of this section. A foreign cor-
poration’s pool of post-1986 undistrib-
uted earnings in the appropriate sepa-
rate category shall be decreased by the 
functional currency amount of the ad-
ditional foreign tax paid or accrued. 
The allocation of the additional 
amount of foreign tax among the sepa-
rate categories shall be made in ac-
cordance with § 1.904–6. If a foreign cor-
poration pays or accrues foreign tax in 
a currency other than its functional 
currency, that tax shall be translated 
into its functional currency, for pur-
poses of computing the decrease to its 
pool of post-1986 undistributed earn-
ings, at the exchange rate between the 
functional currency and the non-func-
tional currency, as determined under 
paragraph (b)(3) of this section, by sub-
stituting the words ‘‘functional cur-
rency’’ for the word ‘‘dollar’’ and by 
using the same average or spot rate ex-
change rate convention that applies for 
purposes of translating such foreign 
taxes into United States dollars. 

(C) Refunds of foreign taxes of lower 
tier foreign corporations that cause defi-
cits in foreign tax pools. If a lower tier 
foreign corporation receives a refund of 
foreign tax after making a distribution 
to an upper tier foreign corporation 
and the refund would have the effect of 
reducing below zero the lower tier cor-
poration’s pool of foreign taxes in any 
separate category, then both the lower 
tier and upper tier corporations shall 
adjust the appropriate pool of foreign 
taxes to reflect that refund. The upper 
tier foreign corporation shall adjust its 
pool of foreign taxes by the difference 
between the United States dollar 
amount of foreign tax deemed paid by 
the upper tier foreign corporation prior 
to the refund and the United States 
dollar amount of foreign tax recom-
puted as if the refund occurred prior to 
the distribution. The upper tier foreign 
corporation shall not make any adjust-
ment to its earnings and profits be-
cause foreign taxes deemed paid by the 
upper tier corporation are not included 
in the upper tier corporation’s earnings 
and profits. The lower tier foreign cor-
poration shall adjust its pool of foreign 
taxes by the difference between the 
United States dollar amount of the re-

fund and the United States dollar 
amount of the adjustment to the upper 
tier foreign corporation’s pool of for-
eign taxes. The earnings and profits of 
the lower tier foreign corporation shall 
be adjusted to reflect the full amount 
of the refund. The provisions of this 
paragraph (d)(2)(ii)(C) do not apply to 
distributions or inclusions to a United 
States person. See paragraph (d)(3)(iv) 
of this section for rules relating to ac-
tual or deemed distributions made to a 
United States person. 

(D) Examples. The following examples 
illustrate the application of this para-
graph (d)(2): 

Example 1. Controlled foreign corporation 
(CFC) is a wholly-owned subsidiary of its do-
mestic parent, P. Both CFC and P are cal-
endar year taxpayers. CFC has a functional 
currency, the u, other than the dollar and its 
pool of post-1986 undistributed earnings is 
maintained in that currency. CFC and P use 
the average exchange rate to translate for-
eign taxes. In 2008, CFC accrued and paid 
100u of foreign income taxes with respect to 
non-subpart F income. The average exchange 
rate for 2008 was $1:1u. In 2009, CFC received 
a refund of 50u of foreign taxes with respect 
to its non-subpart F income in 2008. CFC 
made no distributions to P in 2008. In accord-
ance with paragraph (d)(2)(ii)(A) of this sec-
tion and subject to paragraph (d)(3) of this 
section, in 2009 CFC’s pool of post-1986 for-
eign income taxes must be reduced by $50 
(because the refund must be translated into 
dollars using the exchange rate that was 
used to translate such amount when added to 
CFC’s post-1986 foreign income taxes, that is, 
$1:1u, the average exchange rate for 2008) and 
the CFC’s pool of post-1986 undistributed 
earnings must be increased by 50u (because 
the post-1986 undistributed earnings must be 
increased by the functional currency amount 
of the refund received). An income adjust-
ment reflecting foreign currency gain or loss 
under section 988 with respect to the refund 
of foreign taxes received by CFC is not re-
quired because the foreign taxes are denomi-
nated and paid in CFC’s functional currency. 

Example 2. The facts are the same as in Ex-
ample 1, except that in 2008, CFC had general 
category post-1986 undistributed earnings at-
tributable to non-subpart F income of 200u 
(net of foreign taxes), and CFC accrued and 
paid 160u in foreign income taxes with re-
spect to those earnings. The average ex-
change rate for 2008 was $1:1u. Also in 2008, 
CFC made a distribution to P of 50u, and P 
was deemed to have paid $40 of foreign taxes 
with respect to that distribution (50u/200u × 
$160). In 2009, CFC received a refund of for-
eign taxes of 5u with respect to its nonsub-
part F income in 2008. Also in 2009, CFC made 
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a distribution to P of 50u. CFC had no in-
come and paid no foreign taxes in 2009. In ac-
cordance with paragraph (d)(2)(ii) of this sec-
tion, CFC’s pool of general category post-1986 
foreign income taxes is reduced in 2009 by $5 
to $115 (because the refund must be trans-
lated into dollars using the exchange rate 
that was used to translate such amount 
when added to CFC’s post-1986 foreign in-
come taxes, that is, $1:1u, the average ex-
change rate for 2008), and CFC’s pool of gen-
eral category post-1986 undistributed earn-
ings must be increased in 2009 by 5u to 155u 
(because the post-1986 undistributed earnings 
must be increased by the functional currency 
amount of the refund received). (An income 
adjustment reflecting foreign currency gain 
or loss under section 988 with respect to the 
refund of foreign taxes received by CFC is 
not required because the foreign taxes are 
denominated and paid in CFC’s functional 
currency.) A redetermination of P’s deemed 
paid credit and U.S. tax for 2008 is not re-
quired, because the 5u refund, if taken into 
account in 2008, would have reduced P’s 
deemed paid taxes by less than 10% (50u/205u 
× $155 = $37.80). See paragraph (d)(3)(ii) of this 
section. P is deemed to pay $37.10 of foreign 
taxes with respect to the distribution in 2009 
of 50u (50u/155u × $115). 

Example 3. (i) CFC1 is a foreign corporation 
that is wholly-owned by P, a domestic cor-
poration. CFC2 is a foreign corporation that 
is wholly-owned by CFC1. The functional 
currency of CFC1 and CFC2 is the u, and the 
pools of post-1986 undistributed earnings of 
CFC1 and CFC2 are maintained in that cur-
rency. CFC1, CFC2, and P use the average ex-
change rate to translate foreign income 
taxes. In 2008, CFC2 had post-1986 undistrib-
uted earnings attributable to non-subpart F 
income of 100u (net of foreign taxes) and paid 
100u in foreign income taxes with respect to 
those earnings. The average exchange rate 
for 2008 was $1:1u. CFC1 had no income and 
no earnings and profits other than those re-
sulting from distributions from CFC2, as pro-
vided in either Situation 1 or Situation 2. 
CFC1 paid no foreign taxes. 

(ii) Situation 1. In 2009, CFC2 received a re-
fund of foreign taxes of 25u with respect to 
its 2008 taxable year. As of the close of 2009, 
CFC2 had 125u of post-1986 undistributed 
earnings (100u + 25u) and $75 of post-1986 for-
eign income taxes ($100¥$25). In 2010, CFC2 

made a distribution to CFC1 of 50u. CFC1 was 
deemed to have paid $30 of foreign taxes with 
respect to that distribution (50u/125u × $75). 
(An income adjustment reflecting foreign 
currency gain or loss under section 988 with 
respect to the refund of foreign taxes re-
ceived by CFC1 is not required because the 
foreign taxes are denominated and paid in 
CFC1’s functional currency.) At the end of 
2010, CFC2 had 75u of post-1986 undistributed 
earnings (125u¥50u) and $45 of post-1986 for-
eign income taxes ($75¥$30). 

(iii) Situation 2. The facts are the same as 
in Example 3(ii), Situation 1, except that CFC2 
made a distribution of 50u in 2009 and re-
ceived a refund of 75u of foreign tax in 2010. 
In 2009, the amount of foreign taxes deemed 
paid by CFC1 is $50 (50u/100u × $100). In ac-
cordance with paragraph (d)(2)(ii)(C) of this 
section, the pools of post-1986 foreign income 
taxes of CFC1, as well as CFC2, must be ad-
justed in 2010, because the 2010 refund would 
otherwise have the effect of reducing below 
zero CFC2’s pool of post-1986 foreign income 
taxes. Under paragraph (d)(3)(iv) of this sec-
tion, the pools would have to be adjusted in 
2009, and a redetermination of P’s United 
States tax liability would be required, if P 
had received or accrued a distribution or in-
clusion from CFC1 or CFC2 in 2009 and com-
puted an amount of foreign taxes deemed 
paid. CFC1’s pool of post-1986 foreign income 
taxes must be reduced in 2010 by $42.86, deter-
mined as follows: $50 (foreign taxes deemed 
paid on the distribution from CFC2) minus 
$7.14 (the foreign taxes that would have been 
deemed paid had the refund occurred prior to 
the distribution (50u/175u × $25)). CFC2’s pool 
of foreign taxes must be reduced in 2010 by 
$32.14, determined as follows: $75 (75u refund 
translated into dollars using the exchange 
rate that was used to translate such amount 
when originally added to post-1986 foreign in-
come taxes, that is, $1:1u, the average ex-
change rate for 2008) minus $42.86 (the adjust-
ment to CFC1’s pool of post-1986 foreign in-
come taxes). (An income adjustment reflect-
ing foreign currency gain or loss under sec-
tion 988 with respect to the refund of foreign 
taxes received by CFC1 is not required be-
cause the foreign taxes are denominated and 
paid in CFC1’s functional currency.) The fol-
lowing reflects the pools of post-1986 undis-
tributed earnings and post-1986 foreign in-
come taxes of CFC1 and CFC2. 

Post-1986 earnings (u) Foreign taxes ($) 

CFC2: 
2008 ............................................................................................................... 100 100 
2009 ............................................................................................................... 100¥50 = 50 100¥50 = 50 
2010 ............................................................................................................... 50 + 75 = 125 50¥32.14 = 17.86 
CFC1: 
2009 ............................................................................................................... 50 50 
2010 ............................................................................................................... 50 50¥42.86 = 7.14 
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(3) Exceptions. The provisions of para-
graph (d)(2) of this section shall not 
apply and a redetermination of United 
States tax liability is required to ac-
count for the effect of a redetermina-
tion of foreign tax on foreign taxes 
deemed paid by a United States cor-
poration under section 902 or section 
960 to the extent provided in this para-
graph (d)(3). 

(i) Hyperinflationary currencies. A re-
determination of United States tax li-
ability is required if the foreign tax li-
ability is in a hyperinflationary cur-
rency. The term ‘‘hyperinflationary 
currency’’ means the currency of a 
country in which there is cumulative 
inflation during the base period of at 
least 100% as determined by reference 
to the consumer price index of the 
country listed in the monthly issues of 
International Financial Statistics, or a 
successor publication, of the Inter-
national Monetary Fund. ‘‘Base pe-
riod’’ means, with respect to any tax-
able year, the thirty-six calendar 
months immediately preceding the last 
day of such taxable year (see § 1.985– 
2T(b)(2)). 

(ii) Deemed paid foreign tax adjustment 
of ten percent or more. A redetermina-
tion of United States tax liability is re-
quired if a foreign tax redetermination 
occurs with respect to foreign taxes 
paid by a foreign corporation and such 
foreign tax redetermination, if taken 
into account in the taxable year of the 
foreign corporation to which the for-
eign tax redetermination relates, has 
the effect of reducing by ten percent or 
more the domestic corporate share-
holder’s foreign taxes deemed paid 
under section 902 or 960 with respect to 
a distribution or inclusion from the 
foreign corporation in any taxable year 
of the domestic corporate shareholder. 
If a redetermination of United States 
tax is required under the preceding sen-
tence for any taxable year, a redeter-
mination of United States tax is also 
required for all subsequent taxable 
years in which the domestic corporate 
shareholder received or accrued a dis-
tribution or inclusion from the foreign 
corporation. 

(iii) Example. The following example 
illustrates the application of paragraph 
(d)(3)(ii) of this section: 

Example. (i) Facts. Controlled foreign cor-
poration (CFC) is a wholly-owned subsidiary 
of its domestic parent, P. Both CFC and P 
use the calendar year as their taxable year. 
CFC has a functional currency, the u, other 
than the dollar, and its pool of post-1986 un-
distributed earnings is maintained in that 
currency. CFC and P use the average ex-
change rate to translate foreign income 
taxes. As of January 1, 2008, CFC had 500u of 
general category post-1986 undistributed 
earnings and $200 of general category post- 
1986 foreign income taxes. In 2008, when the 
average exchange rate for the year was $1:1u, 
CFC earned general category income of 600u, 
accrued 100u of foreign income tax with re-
spect to that income, and made a distribu-
tion to P of 100u, 10% of CFC’s post-1986 un-
distributed earnings of 1,000u. P was deemed 
to have paid $30 of foreign income taxes in 
2008 with respect to that distribution (100u/ 
1,000u × $300). In 2009, CFC paid its actual for-
eign tax liability for 2008 of 80u. Also in 2009, 
for which the average exchange rate was 
$1:1.5u, CFC earned 500u of general category 
income, accrued 150u of tax with respect to 
that income, and distributed 100u to P. In 
2010, CFC incurred a general category loss of 
(500u) and accrued no foreign tax. The loss 
was carried back to 2008 for foreign tax pur-
poses, and CFC received a refund in 2011 of 
all 80u of foreign taxes paid for its 2008 tax-
able year. 

(ii) Result in 2009. If the 20u overaccrual of 
tax for 2008 were taken into account in 2008, 
CFC’s general category post-1986 undistrib-
uted earnings would be 1,020u, CFC’s general 
category post-1986 foreign income taxes 
would be $280, and P would be deemed to pay 
$27.45 of tax with respect to the 2008 distribu-
tion of 100u (100u/1020u × $280 = $27.45). Be-
cause $2.55 is less than 10% of the $30 of for-
eign taxes deemed paid as originally cal-
culated in 2008, P is not required to redeter-
mine its deemed paid credit and U.S. tax li-
ability for 2008 in 2009. Instead, CFC’s gen-
eral category post-1986 foreign income taxes 
are reduced by $20 in 2009 (because the over-
accrual for 2008 is translated into dollars 
using the exchange rate that was used to 
translate such amount when originally added 
to post-1986 foreign income taxes, that is, 
$1:1u, the average exchange rate for 2008), 
and the corresponding pool of general cat-
egory post-1986 undistributed earnings is in-
creased by 20u in 2009 (because the post-1986 
undistributed earnings pool is increased by 
the functional currency amount of the over-
accrual). CFC’s general category post-1986 
undistributed earnings are also increased in 
2009 to 1270u by the 350u earned in 2009 (900u 
+ 20u + 350u = 1270u), and CFC’s general cat-
egory post-1986 foreign income taxes are in-
creased by $100 to $350 ($270 ¥ $20 + $100). P 
is deemed to pay $27.56 of foreign income 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00857 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



848 

26 CFR Ch. I (4–1–09 Edition) § 1.905–3T 

taxes in 2009 with respect to the 100u dis-
tribution from CFC in that year (100u/1270u × 
$350). 

(iii) Result in 2011. If the 80u refund of tax 
for 2008 were taken into account in 2008, 
CFC’s general category post-1986 undistrib-
uted earnings would be 1,100u, CFC’s general 
category post-1986 foreign income taxes 
would be $200, and P would be deemed to pay 
$18.18 of tax with respect to the 2008 distribu-
tion of 100u (100u/1,100u × $200 = $18.18). Be-
cause $11.82 is more than 10% of the $30 of 
foreign taxes deemed paid as originally cal-
culated in 2008, under paragraph (d)(3)(ii) of 
this section, P is required to redetermine its 
deemed paid credit and U.S. tax liability for 
2008 and 2009 in 2011. As determined in 2011, 
CFC’s post-1986 undistributed earnings for 
2009 are 1350u (1,100u as revised for 2008, less 
100u distributed in 2008, plus 350u earned in 
2009), and its post-1986 foreign income taxes 
for 2009 are $281.82 ($200 as revised for 2008, 
less $18.18 deemed paid in 2008, plus $100 ac-
crued for 2009). As redetermined in 2011, P’s 
deemed paid credit with respect to the 100u 
distribution from CFC in 2009 is $20.88 (100u/ 
1350u × $281.82). 

(iv) Deficit in foreign tax pool. A rede-
termination of United States tax li-
ability is required if a foreign tax rede-
termination occurs with respect to for-
eign taxes deemed paid with respect to 
a subpart F inclusion or an actual dis-
tribution which has the effect of reduc-
ing below zero the distributing foreign 
corporation’s pool of foreign taxes in 
any separate category. Whether a for-
eign corporation’s pool of foreign taxes 
is reduced below zero shall be deter-
mined at the close of the taxable year 
of the foreign corporation in which the 
foreign tax redetermination occurred. 
In no case shall taxes paid or accrued 
with respect to one separate category 
be applied to offset a negative balance 
in any other separate category. 

(v) Example. The following example 
illustrates the application of paragraph 
(d)(3)(iv) of this section: 

Example. Controlled foreign corporation 
(CFC) is a wholly-owned subsidiary of its do-
mestic parent, P. Both CFC and P are cal-
endar year taxpayers. CFC has a functional 
currency, the u, other than the dollar, and 
its pool of post-1986 undistributed earnings is 
maintained in that currency. CFC and P use 
the average exchange rate to translate for-
eign taxes. The average exchange rate for 
both 2008 and 2009 was $1:1u. In 2008, CFC 
earned 200u of general category income, ac-
crued and paid 100u of foreign taxes with re-
spect to that income, and made a distribu-
tion to P of 50u, half of CFC’s post-1986 un-

distributed earnings of 100u. P is deemed to 
have paid $50 of foreign taxes with respect to 
that distribution (50u/100u × $100). In 2009, 
CFC received a refund of all 100u of foreign 
taxes related to the general category income 
for 2008. In 2009, CFC earned an additional 
290u of income, 200u of which was passive 
category income and 90u of which was gen-
eral category income, and accrued and paid 
95u of foreign tax, 40u of which was with re-
spect to the passive category income and 45u 
of which was with respect to the general cat-
egory income. In accordance with paragraph 
(d)(3)(iv) of this section, P is required to re-
determine its United States tax liability for 
2008 to account for the foreign tax redeter-
mination occurring in 2009 because, if an ad-
justment to CFC’s pool of post-1986 foreign 
income taxes in the general category were 
made, the pool would be ($5). A deficit is not 
permitted to be carried in CFC’s pool of post- 
1986 foreign income taxes in any separate 
category. 

(vi) Reduction of corporate level tax on 
distribution of earnings and profits. If a 
United States shareholder of a con-
trolled foreign corporation receives a 
distribution out of previously taxed 
earnings and profits and a foreign 
country has imposed tax on the income 
of the controlled foreign corporation, 
which tax is reduced on distribution of 
the earnings and profits of the corpora-
tion, then the United States share-
holder shall redetermine its United 
States tax liability for the year or 
years affected. 

(e) Foreign tax imposed on foreign re-
fund. If the redetermination of foreign 
tax for a taxable year or years is occa-
sioned by the refund to the taxpayer of 
taxes paid to a foreign country or pos-
session of the United States and the 
foreign country or possession imposed 
tax on the refund, then the amount of 
the refund shall be considered to be re-
duced by the amount of any tax de-
scribed in section 901 imposed by the 
foreign country or possession of the 
United States with respect to such re-
fund. In such case, no other credit 
under section 901, and no deduction 
under section 164, shall be allowed for 
any taxable year with respect to such 
tax imposed on such refund. 

(f) Expiration date. The applicability 
of this section expires on or before No-
vember 5, 2010. 

[T.D. 8210, 53 FR 23613, June 23, 1988, as 
amended by T.D. 9362, 72 FR 62780, Nov. 7, 
2007; 72 FR 71787, Dec. 19, 2007] 
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§ 1.905–4T Notification of foreign tax 
redetermination (temporary). 

(a) Application of this section. The 
rules of this section apply if, as a re-
sult of a foreign tax redetermination 
(as defined in § 1.905–3T(c)), a redeter-
mination of United States tax liability 
is required under section 905(c) and 
§ 1.905–3T(d). 

(b) Time and manner of notification— 
(1) Redetermination of United States tax 
liability—(i) In general. Except as pro-
vided in paragraphs (b)(1)(iv), (v), and 
(b)(3) of this section, any taxpayer for 
which a redetermination of United 
States tax liability is required must 
notify the Internal Revenue Service 
(IRS) of the foreign tax redetermina-
tion by filing an amended return, Form 
1118 (Foreign Tax Credit—Corpora-
tions) or Form 1116 (Foreign Tax Cred-
it), and the statement required under 
paragraph (c) of this section for the 
taxable year with respect to which a 
redetermination of United States tax 
liability is required. Such notification 
must be filed within the time pre-
scribed by this paragraph (b) and con-
tain the information described in para-
graph (c) of this section. Where a for-
eign tax redetermination requires an 
individual to redetermine the individ-
ual’s United States tax liability, and as 
a result of such foreign tax redeter-
mination the amount of creditable 
taxes paid or accrued by such indi-
vidual during the taxable year does not 
exceed the applicable dollar limitation 
in section 904(k), the individual shall 
not be required to file Form 1116 with 
the amended return for such taxable 
year if the individual satisfies the re-
quirements of section 904(k). 

(ii) Reduction in amount of foreign tax 
liability. Except as provided in para-
graphs (b)(1)(iv), (v), and (b)(3) of this 
section, for each taxable year of the 
taxpayer with respect to which a rede-
termination of United States tax li-
ability is required by reason of a for-
eign tax redetermination that reduces 
the amount of foreign taxes paid or ac-
crued, or included in the computation 
of foreign taxes deemed paid, the tax-
payer must file a separate notification 
for each such taxable year by the due 
date (with extensions) of the original 
return for the taxpayer’s taxable year 

in which the foreign tax redetermina-
tion occurred. 

(iii) Increase in amount of foreign tax 
liability. Except as provided in para-
graphs (b)(1)(iv), (v), and (b)(3) of this 
section, for each taxable year of the 
taxpayer with respect to which a rede-
termination of United States tax li-
ability is required by reason of a for-
eign tax redetermination that in-
creases the amount of foreign taxes 
paid or accrued, or included in the 
computation of foreign taxes deemed 
paid, the taxpayer must notify the In-
ternal Revenue Service within the pe-
riod provided by section 6511(d)(3)(A). 
Filing of such notification within the 
prescribed period shall constitute a 
claim for refund of United States tax. 

(iv) Multiple redeterminations of United 
States tax liability for same taxable year. 
Where more than one foreign tax rede-
termination requires a redetermina-
tion of United States tax liability for 
the same taxable year of the taxpayer 
and those redeterminations occur with-
in two consecutive taxable years of the 
taxpayer, the taxpayer may file for 
such taxable year one amended return, 
Form 1118 or 1116, and the statement 
required under paragraph (c) of this 
section that reflect all such foreign tax 
redeterminations. If the taxpayer 
chooses to file one notification for such 
redeterminations, the taxpayer must 
file such notification by the due date 
(with extensions) of the original return 
for the taxpayer’s taxable year in 
which the first foreign tax redeter-
mination that reduces foreign tax li-
ability occurred. Where a foreign tax 
redetermination with respect to the 
taxable year for which a redetermina-
tion of United States tax liability is re-
quired occurs after the date for pro-
viding such notification, more than one 
amended return may be required with 
respect to that taxable year. 

(v) Carryback and carryover of unused 
foreign tax. Where a foreign tax redeter-
mination requires a redetermination of 
United States tax liability that would 
otherwise result in an additional 
amount of United States tax due, but 
such amount is eliminated as a result 
of a carryback or carryover of an un-
used foreign tax under section 904(c), 
the taxpayer may, in lieu of applying 
the rules of paragraphs (b)(1)(i) and (ii) 
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of this section, notify the IRS of such 
redetermination by attaching a state-
ment to the original return for the tax-
payer’s taxable year in which the for-
eign tax redetermination occurs. Such 
statement must be filed by the due 
date (with extensions) of the original 
return for the taxpayer’s taxable year 
in which the foreign tax redetermina-
tion occurred and contain the informa-
tion described in § 1.904–2(f). 

(vi) Example. The following example 
illustrates the application of this para-
graph (b)(1): 

Example. (i) X, a domestic corporation, is 
an accrual basis taxpayer and uses the cal-
endar year as its United States taxable year. 
X conducts business through a branch in 
Country M, the currency of which is the m, 
and also conducts business through a branch 
in Country N, the currency of which is the n. 
X uses the average exchange rate to trans-
late foreign income taxes. Assume that X is 
able to claim a credit under section 901 for 
all foreign taxes paid or accrued. 

(ii) In 2008, X accrued and paid 100m of 
Country M taxes with respect to 400m of for-
eign source general category income. The av-
erage exchange rate for 2008 was $1:1m. Also 
in 2008, X accrued and paid 50n of Country N 
taxes with respect to 150n of foreign source 
general category income. The average ex-
change rate for 2008 was $1:1n. X claimed a 
foreign tax credit of $150 ($100 (100m at $1:1m) 
+ $50 (50n at $1:1n)) with respect to its for-
eign source general category income on its 
United States tax return for 2008. 

(iii) In 2009, X accrued and paid 100n of 
Country N taxes with respect to 300n of for-
eign source general category income. The av-
erage exchange rate for 2009 was $1.50:1n. X 
claimed a foreign tax credit of $150 (100n at 
$1.5:1n) with respect to its foreign source 
general category income on its United States 
tax return for 2009. 

(iv) On June 15, 2012, when the spot ex-
change rate was $1.40:1n, X received a refund 
of 10n from Country N, and, on March 15, 
2013, when the spot exchange rate was 
$1.20:1m, X was assessed by and paid Country 
M an additional 20m of tax. Both payments 
were with respect to X’s foreign source gen-
eral category income in 2008. On May 15, 2013, 
when the spot exchange rate was $1.45:1n, X 
received a refund of 5n from Country N with 
respect to its foreign source general category 
income in 2009. 

(v) X must redetermine its United States 
tax liability for both 2008 and 2009. With re-
spect to 2008, X must notify the IRS of the 
June 15, 2012, refund of 10n from Country N 
that reduced X’s foreign tax liability by fil-
ing an amended return, Form 1118, and the 
statement required in paragraph (c) of this 

section for 2008 by the due date of the origi-
nal return (with extensions) for 2012. The 
amended return and Form 1118 must reduce 
the amount of foreign taxes claimed as a 
credit under section 901 by $10 (10n refund 
translated at the average exchange rate for 
2008, or $1:1n (see § 1.905–3T(b)(3)). X will rec-
ognize foreign currency gain or loss under 
section 988 in or after 2012 on the conversion 
of the 10n refund into dollars. With respect 
to the March 15, 2013, additional assessment 
of 20m by Country M, X must notify the IRS 
within the time period provided by section 
6511(d)(3)(A), increasing the foreign taxes 
available as a credit by $24 (20m translated 
at the exchange rate on the date of payment, 
or $1.20:1m ). See sections 986(a)(1)(B)(i) and 
986(a)(2)(A) and § 1.905–3T(b)(1)(ii)(A). X may 
so notify the IRS by filing a second amended 
return, Form 1118, and the statement re-
quired in paragraph (c) of this section for 
2008, within the time period provided by sec-
tion 6511(d)(3)(A). Alternatively, when X re-
determines its United States tax liability for 
2008 to take into account the 10n refund from 
Country N which occurred in 2012, X may 
also take into account the 20m additional as-
sessment by Country M which occurred on 
March 15, 2013. See § 1.905–4T(b)(1)(iv). Where 
X reflects both foreign tax redeterminations 
on the same amended return, Form 1118, and 
in the statement required in paragraph (c) of 
this section for 2008, the amount of X’s for-
eign taxes available as a credit would be: 

(A) Reduced by $10 (10n refund translated 
at $1:1n) and 

(B) Increased by $24 (20m additional assess-
ment translated at the exchange rate on the 
date of payment, March 15, 2013, or $1.20:1m). 
The foreign taxes available as a credit there-
fore would be increased by $14 ($24 (addi-
tional assessment) ¥ $10 (refund)). The due 
date of the 2008 amended return, Form 1118, 
and the statement required in paragraph (c) 
of this section reflecting foreign tax redeter-
minations in both years would be the due 
date (with extensions) of X’s original return 
for 2012. 

(vi) With respect to 2009, X must notify the 
IRS by filing an amended return, Form 1118, 
and the statement required in paragraph (c) 
of this section for 2009 that is separate from 
that filed for 2008. The amended return, 
Form 1118, and the statement required in 
paragraph (c) of this section for 2009 must be 
filed by the due date (with extensions) of X’s 
original return for 2013. The amended return 
and Form 1118 must reduce the amount of 
foreign taxes claimed as a credit under sec-
tion 901 by $7.50 (5n refund translated at the 
average exchange rate for 2009, or $1.50:1n). X 
will recognize foreign currency gain or loss 
under section 988 in or after 2013 on the con-
version of the 5n refund into dollars. 

(2) Pooling adjustment in lieu of rede-
termination of United States tax liability. 
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Where a redetermination of foreign tax 
paid or accrued by a foreign corpora-
tion affects the computation of foreign 
taxes deemed paid under section 902 or 
960, and the taxpayer is required to ad-
just the foreign corporation’s pools of 
post-1986 undistributed earnings and 
post-1986 foreign income taxes under 
§ 1.905–3T(d)(2), the taxpayer is required 
to notify the IRS of such redetermina-
tion by reflecting the adjustments to 
the foreign corporation’s pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes on a Form 
1118 for the taxpayer’s first taxable 
year with respect to which the redeter-
mination affects the computation of 
foreign taxes deemed paid. Such Form 
1118 must be filed by the due date (with 
extensions) of the original return for 
such taxable year. In the case of mul-
tiple redeterminations that affect the 
computation of foreign taxes deemed 
paid for the same taxable year and that 
are required to be reported under this 
paragraph (b)(2), a taxpayer may file 
one notification for all such redeter-
minations in lieu of filing a separate 
notification for each such redetermina-
tion. See section 905(b) and the regula-
tions under that section which require 
that a taxpayer substantiate that a 
foreign tax was paid and provide all 
necessary information establishing its 
entitlement to the foreign tax credit. 

(3) Taxpayers under the jurisdiction of 
the Large and Mid-Size Business Division. 
The rules of this paragraph (b)(3) apply 
where a redetermination of United 
States tax liability is required by rea-
son of a foreign tax redetermination 
that results in a reduction in the 
amount of foreign taxes paid or ac-
crued, or included in the computation 
of foreign taxes deemed paid, and such 
foreign tax redetermination occurs 
while a taxpayer is under the jurisdic-
tion of the Large and Mid-Size Busi-
ness Division (or similar program). The 
taxpayer must, in lieu of applying the 
rules of paragraphs (b)(1)(i) and (ii) of 
this section (requiring the filing of an 
amended return, Form 1118, and a 
statement described in paragraph (c) of 
this section by the due date (with ex-
tensions) of the original return for the 
taxpayer’s taxable year in which the 
foreign tax redetermination occurred), 
notify the IRS of such redetermination 

by providing to the examiner the state-
ment described in paragraph (c) of this 
section during an examination of the 
return for the taxable year for which a 
redetermination of United States tax 
liability is required by reason of such 
foreign tax redetermination. The tax-
payer must provide the statement to 
the examiner no later than 120 days 
after the latest of the date the foreign 
tax redetermination occurs, the open-
ing conference of the examination, or 
the hand-delivery or postmark date of 
the opening letter concerning the ex-
amination. If, however, the foreign tax 
redetermination occurs more than 180 
days after the latest of the opening 
conference or the hand-delivery or 
postmark date of the opening letter, 
the taxpayer may, in lieu of applying 
the rules of paragraphs (b)(1)(i) and (ii) 
of this section, provide the statement 
to the examiner within 120 days after 
the date the foreign tax redetermina-
tion occurs, and the IRS, in its discre-
tion, may accept such statement or re-
quire the taxpayer to comply with the 
rules of paragraphs (b)(1)(i) and (ii) of 
this section. A taxpayer subject to the 
rules of this paragraph (b)(3) must sat-
isfy the rules of this paragraph (b)(3) 
(in lieu of the rules of paragraphs 
(b)(1)(i) and (ii) of this section) in order 
not to be subject to the penalty relat-
ing to the failure to file notice of a for-
eign tax redetermination under section 
6689 and the regulations under that sec-
tion. This paragraph (b)(3) shall not 
apply where the due date specified in 
paragraph (b)(1)(ii) of this section for 
providing notice of the foreign tax re-
determination precedes the latest of 
the opening conference or the hand-de-
livery or postmark date of the opening 
letter concerning an examination of 
the return for the taxable year for 
which a redetermination of United 
States tax liability is required by rea-
son of such foreign tax redetermina-
tion. In addition, any statement that 
would otherwise be required to be pro-
vided under this paragraph (b)(3) on or 
before May 5, 2008 will be considered 
timely if provided on or before May 5, 
2008. 

(4) Example. The following example il-
lustrates the application of paragraph 
(b)(3) of this section: 
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Example. X, a taxpayer under the jurisdic-
tion of the Large and Mid-Size Business Divi-
sion, uses the calendar year as its United 
States taxable year. On October 15, 2009, X 
receives a refund of foreign tax that con-
stitutes a foreign tax redetermination that 
necessitates a redetermination of United 
States tax liability for X’s 2008 taxable year. 
Under paragraph (b)(1)(ii) of this section, X 
is required to notify the IRS of the foreign 
tax redetermination by filing an amended re-
turn, Form 1118, and the statement required 
in paragraph (c) of this section for its 2008 
taxable year by September 15, 2010 (the due 
date (with extensions) of the original return 
for X’s 2009 taxable year). On December 15, 
2010, the IRS hand delivers an opening letter 
concerning the examination of the return for 
X’s 2008 taxable year, and the opening con-
ference for such examination is scheduled for 
January 15, 2011. Because the date for noti-
fying the IRS of the foreign tax redetermina-
tion under paragraph (b)(1)(ii) of this section 
precedes the date of the opening conference 
concerning the examination of the return for 
X’s 2008 taxable year, paragraph (b)(3) of this 
section does not apply, and X must notify 
the IRS of the foreign tax redetermination 
by filing a amended return, Form 1118, and 
the statement required in paragraph (c) of 
this section for the 2008 taxable year by Sep-
tember 15, 2010. 

(c) Notification contents—(1) In gen-
eral. In addition to satisfying the re-
quirements of paragraph (b) of this sec-
tion, the taxpayer must furnish a 
statement that contains information 
sufficient for the IRS to redetermine 
the taxpayer’s United States tax liabil-
ity where such a redetermination is re-
quired under section 905(c), and to 
verify adjustments to the pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes where such 
adjustments are required under § 1.905– 
3T(d)(2). The information must be in a 
form that enables the IRS to verify and 
compare the original computations 
with respect to a claimed foreign tax 
credit, the revised computations re-
sulting from the foreign tax redeter-
mination, and the net changes result-
ing therefrom. The statement must in-
clude the taxpayer’s name, address, 
identifying number, and the taxable 
year or years of the taxpayer that are 
affected by the foreign tax redeter-
mination. In addition, the taxpayer 
must provide the information described 
in paragraph (c)(2) or (c)(3) of this sec-
tion, as appropriate. If the statement is 
submitted to the IRS under paragraph 

(b)(3) of this section, which provides re-
quirements with respect to reporting 
by taxpayers under the jurisdiction of 
the Large and Mid-Size Business Divi-
sion, the statement must also include 
the following declaration signed by a 
person authorized to sign the return of 
the taxpayer: ‘‘Under penalties of per-
jury, I declare that I have examined 
this written statement, and to the best 
of my knowledge and belief, this writ-
ten statement is true, correct, and 
complete.’’ 

(2) Foreign taxes paid or accrued. 
Where a redetermination of United 
States tax liability is required by rea-
son of a foreign tax redetermination as 
defined in § 1.905–3T(c), in addition to 
the information described in paragraph 
(c)(1) of this section, the taxpayer must 
provide the following: the date or dates 
the foreign taxes were accrued, if appli-
cable; the date or dates the foreign 
taxes were paid; the amount of foreign 
taxes paid or accrued on each date (in 
foreign currency) and the exchange 
rate used to translate each such 
amount, as provided in § 1.905–3T(b)(1) 
or (b)(2); and information sufficient to 
determine any interest due from or 
owing to the taxpayer, including the 
amount of any interest paid by the for-
eign government to the taxpayer and 
the dates received. In addition, in the 
case of any foreign tax that is refunded 
in whole or in part, the taxpayer must 
provide the date of each such refund; 
the amount of such refund (in foreign 
currency); and the exchange rate that 
was used to translate such amount 
when originally claimed as a credit (as 
provided in § 1.905–3T(b)(3)) and the ex-
change rate for the date the refund was 
received (for purposes of computing 
foreign currency gain or loss under sec-
tion 988). In addition, in the case of any 
foreign taxes that were not paid before 
the date two years after the close of 
the taxable year to which such taxes 
relate, the taxpayer must provide the 
amount of such taxes in foreign cur-
rency, and the exchange rate that was 
used to translate such amount when 
originally added to post-1986 foreign in-
come taxes or claimed as a credit. 
Where a redetermination of United 
States tax liability results in an 
amount of additional tax due, but the 
carryback or carryover of an unused 
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foreign tax under section 904(c) only 
partially eliminates such amount, the 
taxpayer must also provide the infor-
mation required in § 1.904–2(f). 

(3) Foreign taxes deemed paid. Where a 
redetermination of United States tax 
liability is required under § 1.905– 
3T(d)(3) to account for the effect of a 
redetermination of foreign tax paid or 
accrued by a foreign corporation on 
foreign taxes deemed paid under sec-
tion 902 or 960, in addition to the infor-
mation described in paragraphs (c)(1) 
and (c)(2) of this section, the taxpayer 
must provide the balances of the pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes before 
and after adjusting the pools in accord-
ance with the rules of § 1.905–3T(d)(2), 
the dates and amounts of any dividend 
distributions or other inclusions made 
out of earnings and profits for the af-
fected year or years, and the amount of 
earnings and profits from which such 
dividends were paid for the affected 
year or years. 

(d) Payment or refund of United States 
tax. The amount of tax, if any, due 
upon a redetermination of United 
States tax liability shall be paid by the 
taxpayer after notice and demand has 
been made by the IRS. Subchapter B of 
chapter 63 of the Internal Revenue 
Code (relating to deficiency proce-
dures) shall not apply with respect to 
the assessment of the amount due upon 
such redetermination. In accordance 
with sections 905(c) and 6501(c)(5), the 
amount of additional tax due shall be 
assessed and collected without regard 
to the provisions of section 6501(a) (re-
lating to limitations on assessment 
and collection). The amount of tax, if 
any, shown by a redetermination of 
United States tax liability to have 
been overpaid shall be credited or re-
funded to the taxpayer in accordance 
with the provisions of section 
6511(d)(3)(A) and § 301.6511(d)–3 of this 
chapter. 

(e) Interest and penalties—(1) In gen-
eral. If a redetermination of United 
States tax liability is required by rea-
son of a foreign tax redetermination, 
interest shall be computed on the un-
derpayment or overpayment in accord-
ance with sections 6601 and 6611 and the 
regulations under these sections. No 
interest shall be assessed or collected 

on any underpayment resulting from a 
refund of foreign tax for any period be-
fore the receipt of the refund, except to 
the extent interest was paid by the for-
eign country or possession of the 
United States on the refund for the pe-
riod. In no case, however, shall interest 
assessed and collected pursuant to the 
preceding sentence for any period be-
fore receipt of the foreign tax refund 
exceed the amount that otherwise 
would have been assessed and collected 
under section 6601 and the regulations 
under this section for that period. In-
terest shall be assessed from the time 
the taxpayer (or the foreign corpora-
tion of which the taxpayer is a share-
holder) receives a refund until the tax-
payer pays the additional tax due the 
United States. 

(2) Adjustments to pools of foreign 
taxes. No underpayment or overpay-
ment of United States tax liability re-
sults from a redetermination of foreign 
tax unless a redetermination of United 
States tax liability is required. Con-
sequently, no interest shall be paid by 
or to a taxpayer as a result of adjust-
ments to a foreign corporation’s pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes made in 
accordance with § 1.905–3T(d)(2). 

(3) Imposition of penalty. Failure to 
comply with the provisions of this sec-
tion shall subject the taxpayer to the 
penalty provisions of section 6689 and 
the regulations under that section. 

(f) Effective/applicability date—(1) In 
general. This section applies to foreign 
tax redeterminations (defined in § 1.905– 
3T(c)) occurring in taxable years of 
United States taxpayers beginning on 
or after November 7, 2007, where the 
foreign tax redetermination affects the 
amount of foreign taxes paid or ac-
crued by a United States taxpayer. 
Where the redetermination of foreign 
tax paid or accrued by a foreign cor-
poration affects the computation of 
foreign taxes deemed paid under sec-
tion 902 or 960 with respect to pre-1987 
accumulated profits or post-1986 undis-
tributed earnings of the foreign cor-
poration, this section applies to foreign 
tax redeterminations occurring in a 
taxable year of the foreign corporation 
which ends with or within a taxable 
year of its domestic corporate share-
holder beginning on or after November 
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7, 2007. In no case, however, shall this 
paragraph (f)(1) operate to extend the 
statute of limitations provided by sec-
tion 6511(d)(3)(A). 

(2) Foreign tax redeterminations occur-
ring in taxable years beginning before No-
vember 7, 2007—(i) Scope. This paragraph 
(f)(2) applies to any foreign tax redeter-
mination (as defined in § 1.905–3T(c)) 
which occurred in any of the three tax-
able years of a United States taxpayer 
immediately preceding the taxpayer’s 
first taxable year beginning on or after 
November 7, 2007; reduced the amount 
of foreign taxes paid or accrued by the 
taxpayer; and requires a redetermina-
tion of United States tax liability for 
any taxable year. This paragraph (f)(2) 
also applies to any redetermination of 
foreign tax paid or accrued by a foreign 
corporation which occurred in a tax-
able year of the foreign corporation 
which ends with or within any of the 
three taxable years of a domestic cor-
porate shareholder immediately pre-
ceding such shareholder’s first taxable 
year beginning on or after November 7, 
2007; reduced foreign taxes included in 
the computation of foreign taxes 
deemed paid by such shareholder under 
section 902 or 960; and requires a rede-
termination of United States tax li-
ability under § 1.905–3T(d)(3) for any 
taxable year. For corresponding rules 
applicable to foreign tax redetermina-
tions occurring in taxable years begin-
ning before the third taxable year im-
mediately preceding the taxable year 
beginning on or after November 7, 2007, 
see 26 CFR 1.905–4T and 1.905–5T (as 
contained in 26 CFR part 1, revised as 
of April 1, 2007). 

(ii) Notification required. If, as of No-
vember 7, 2007, the taxpayer has not 
satisfied the notification requirements 
described in § 1.905–3T and this section 
(as contained in 26 CFR part 1, revised 
as of April 1, 2007, as modified by No-
tice 90–26, 1990–1 CB 336, see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
with respect to a foreign tax redeter-
mination described in paragraph 
(f)(2)(i) of this section, the taxpayer 
must notify the IRS of the foreign tax 
redetermination by filing an amended 
return, Form 1118 or 1116, and the 
statement required in paragraph (c) of 
this section for the taxable year with 
respect to which a redetermination of 

United States tax liability is required. 
Such notification must be filed no later 
than the due date (with extensions) of 
the original return for the taxpayer’s 
first taxable year following the taxable 
year in which these regulations are 
first applicable. Where the foreign tax 
redetermination requires an individual 
to redetermine the individual’s United 
States tax liability, and as a result of 
such foreign tax redetermination the 
amount of creditable taxes paid or ac-
crued by such individual during the 
taxable year does not exceed the appli-
cable dollar limitation in section 
904(k), the individual shall not be re-
quired to file Form 1116 with the 
amended return for such taxable year if 
the individual satisfies the require-
ments of section 904(k). The rules of 
paragraphs (b)(1)(iv) and (v) of this sec-
tion (concerning multiple redetermina-
tions of United States tax liability for 
the same taxable year, and the 
carryback and carryover of unused for-
eign tax) shall apply. 

(iii) Taxpayers under the jurisdiction of 
the Large and Mid-Size Business Division. 
If a taxpayer under the jurisdiction of 
the Large and Mid-Size Business Divi-
sion is otherwise required under para-
graph (f)(2)(ii) of this section to notify 
the IRS of a foreign tax redetermina-
tion described in paragraph (f)(2)(ii) of 
this section by filing an amended re-
turn, Form 1118, and the statement re-
quired in paragraph (c) of this section, 
such taxpayer may, in lieu of applying 
the rules of paragraph (f)(2)(ii) of this 
section, provide to the examiner the in-
formation described in paragraph (c) of 
this section during an examination of 
the return for the taxable year for 
which a redetermination of United 
States tax liability is required by rea-
son of such foreign tax redetermina-
tion. The taxpayer must provide the in-
formation to the examiner on or before 
the date that is the later of May 5, 2008 
or 120 days after the latest of the open-
ing conference or the hand-delivery or 
postmark date of the opening letter 
concerning an examination of the re-
turn for the taxable year for which a 
redetermination of United States tax 
liability is required. However, if No-
vember 7, 2007 is more than 180 days 
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after the latest of the opening con-
ference or the hand-delivery or post-
mark date of the opening letter, the 
IRS, in its discretion, may accept such 
statement or require the taxpayer to 
comply with the rules of paragraph 
(f)(2)(ii) of this section. This paragraph 
(f)(2)(iii) shall not apply where the due 
date specified in paragraph (f)(2)(ii) of 
this section for providing notice of the 
foreign tax redetermination precedes 
the latest of the opening conference or 
the hand-delivery or postmark date of 
the opening letter concerning an exam-
ination of the return for the taxable 
year for which a redetermination of 
United States tax liability is required. 

(iv) Interest and penalties. Interest 
shall be computed in accordance with 
paragraph (e) of this section. Failure to 
comply with the provisions of this 
paragraph (f)(2) shall subject the tax-
payer to the penalty provisions of sec-
tion 6689 and the regulations under 
that section. 

(3) Expiration date. The applicability 
of this section expires on or before No-
vember 5, 2010. 

[T.D. 9362, 72 FR 62784, Nov. 7, 2007; 72 FR 
71787, Dec. 19, 2007] 

§ 1.905–5T Foreign tax redetermina-
tions and currency translation 
rules for foreign tax redetermina-
tions occurring in taxable years be-
ginning prior to January 1, 1987 
(temporary). 

(a) In general. This section sets forth 
rules governing the application of sec-
tion 905(c) to foreign tax redetermina-
tions occurring prior to January 1, 
1987. However, the rules of this section 
also apply to foreign tax redetermina-
tions occurring after December 31, 1986 
with respect to foreign tax deemed paid 
under section 902 or section 960 with re-
spect to pre-1987 accumulated profits 
(as defined in § 1.902–1(a)(10)(i). 

(b) Currency translation rules—(1) For-
eign taxes paid by the taxpayer and cer-
tain foreign taxes deemed paid. Foreign 
taxes paid in foreign currency that are 
paid by or on behalf of a taxpayer or 
deemed paid under section 960 (or under 
section 902 in a deemed distribution 
under section 1248) shall be translated 
into dollars at the rate of exchange for 
the date of the payment of the foreign 
tax. Refunds of such taxes shall be 

translated into dollars at the rate of 
exchange for the date of the refund. 

(2) Foreign taxes deemed paid on an ac-
tual distribution. Foreign taxes deemed 
paid by a taxpayer under section 902 
with respect to an actual distribution 
and refunds of such taxes shall be 
translated into dollars at the rate of 
exchange for the date of the distribu-
tion of the earnings to which the taxes 
relate. 

(c) Foreign tax redetermination. The 
term ‘‘foreign tax redetermination’’ 
means a foreign tax redetermination as 
defined in § 1.905–3T(c). 

(d) Redetermination of United States 
tax liability—(1) In general. A redeter-
mination of United States tax liability 
is required with respect to any foreign 
tax redetermination subject to this 
section and shall be subject to the re-
quirements of § 1.905–4T(b). The content 
of the notification required by this 
paragraph (d) shall be the same as pro-
vided in § 1.905–4T(c), except as modi-
fied by paragraphs (d) (2), (3), and (4) of 
this section. 

(2) Refunds. In the case of any refund 
of foreign tax, the rate of exchange on 
the date of the refund shall be included 
in the information required by§ 1.905– 
4T(c)(2). 

(3) Foreign taxes deemed paid under 
section 902. In the case of foreign taxes 
paid or accrued by a foreign corpora-
tion that are deemed paid or accrued 
under section 902 with respect to an ac-
tual distribution and with respect to 
which there was a redetermination of 
foreign tax, the United States tax-
payer’s information shall include, in 
lieu of the information required by 
§ 1.905–4T(c)(3), the following: the for-
eign corporation’s name and identi-
fying number (if any); the date on 
which the foreign taxes were accrued 
and the dates on which the foreign 
taxes were paid; the amounts of the 
foreign taxes accrued or paid in foreign 
currency on each such date; the dates 
on which any foreign taxes were re-
funded and the amounts thereof; the 
dates and amounts of any dividend dis-
tributions made out of earnings and 
profits for the affected year or years; 
the rate of exchange on the date of any 
such distribution; and the amount of 
earnings and profits from which such 
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dividends were paid for the affected 
year or years. 

(4) Foreign taxes deemed paid under 
section 960. In the case of foreign taxes 
paid under section 960 (or under section 
902 in the case of an amount treated as 
a dividend under section 1248), the rate 
of exchange determined under § 1.964–1 
for translating accrued foreign taxes 
shall be included in the information re-
quired by ;§ 1.905–4T(c)(3). 

(e) Exception for de minimis currency 
fluctuations. A United States taxpayer 
need not notify the Service of a foreign 
tax redetermination that results solely 
from a currency fluctuation if the 
amount of such redetermination with 
respect to the foreign country is less 
than the lesser of ten thousand dollars 
or two percent of the total dollar 
amount of the foreign tax, prior to the 
adjustment, initially accrued with re-
spect to that foreign country for the 
taxable year. 

(f) Special effective/applicability date. 
See § 1.905–4T(f) for the applicability 
date of notification requirements relat-
ing to foreign tax redeterminations 
that affect foreign taxes deemed paid 
under section 902 or section 960 with re-
spect to pre-1987 accumulated profits 
accumulated in taxable years of a for-
eign corporation beginning on or after 
January 1, 1987. Failure to comply with 
the provisions of this section shall sub-
ject the taxpayer to the penalty provi-
sions of section 6689 and the regula-
tions thereunder. In no case, however, 
shall this paragraph operate to extend 
the statute of limitations provided by 
section 6511(d)(3)(A). 

(g) Expiration date. The applicability 
of this section expires on or before No-
vember 5, 2010. 

[T.D. 8210, 53 FR 23618, June 23, 1988, as 
amended by T.D. 9362, 72 FR 62787, Nov. 7, 
2007] 

§ 1.907–0 Outline of regulation provi-
sions for section 907. 

This section lists the paragraphs con-
tained in §§ 1.907(a)–0 through 1.907(f)–1. 

§ 1.907(a)–0 Introduction (for taxable years 
beginning after December 31, 1982). 

(a) Effective dates. 
(b) Key terms. 
(c) FOGEI tax limitation. 
(d) Reduction of creditable FORI taxes. 

(e) FOGEI and FORI. 
(f) Posted prices. 
(g) Transitional rules. 
(h) Section 907(f) carrybacks and 

carryovers. 
(i) Statutes covered. 

§ 1.907(a)–1 Reduction in taxes paid on FOGEI 
(for taxable years beginning after December 
31, 1982). 

(a) Amount of reduction. 
(b) Foreign taxes paid or accrued. 
(1) Foreign taxes. 
(2) Foreign taxes paid or accrued. 
(c) Limitation level. 
(1) In general. 
(2) Limitation percentage of corporations. 
(3) Limitation percentage of individuals. 
(4) Losses. 
(5) Priority. 
(d) Illustrations. 
(e) Effect on other provisions. 
(1) Deduction denied. 
(2) Reduction inapplicable. 
(3) Section 78 dividend. 
(f) Section 904 limitation. 

§ 1.907(b)–1 Reduction of creditable FORI taxes 
(for taxable years beginning after December 
31, 1982). 

§ 1.907(c)–1 Definitions relating to FOGEI and 
FORI (for taxable years beginning after De-
cember 31, 1982). 

(a) Scope. 
(b) FOGEI. 
(1) General rule. 
(2) Amount. 
(3) Other circumstances. 
(4) Income directly related to extraction. 
(5) Income not included. 
(6) Fair market value. 
(7) Economic interest. 
(c) Carryover of foreign oil extraction 

losses. 
(1) In general. 
(2) Reduction. 
(3) Foreign oil extraction loss defined. 
(4) Affiliated groups. 
(5) FOGEI taxes. 
(6) Examples. 
(d) FORI. 
(1) In general. 
(2) Transportation. 
(3) Distribution or sale. 
(4) Processing. 
(5) Primary product from oil. 
(6) Primary product from gas. 
(7) Directly related income. 
(e) Assets used in a trade or business. 
(1) In general. 
(2) Section 907(c) activities. 
(3) Stock. 
(4) Losses on sale of stock. 
(5) Character of gain or loss. 
(6) Allocation of amount realized. 
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(7) Interest. 
(f) Terms and items common to FORI and 

FOGEI. 
(1) Minerals 
(2) Taxable income. 
(3) Interest on working capital. 
(4) Exchange gain or loss. 
(5) Allocation. 
(6) Facts and circumstances. 
(g) Directly related income. 
(1) In general. 
(2) Directly related services. 
(3) Leases and licenses. 
(4) Related person. 
(5) Gross income. 
(h) Coordination with other provisions. 
(1) Certain adjustments. 
(2) Section 901(f). 

§ 1.907(c)–2 Section 907(c)(3) items (for taxable 
years beginning after December 31, 1982). 

(a) Scope. 
(b) Dividend. 
(1) Section 1248. 
(2) Section 78 dividend. 
(c) Taxes deemed paid. 
(1) Voting stock test. 
(2) Dividends and interest. 
(3) Amounts included under section 951(a). 
(d) Amount attributable to certain items. 
(1) Certain dividends. 
(2) Interest received from certain foreign 

corporations. 
(3) Dividends from domestic corporation. 
(4) Amounts with respect to which taxes 

are deemed paid under section 960(a). 
(5) Section 78 dividend. 
(6) Special rule. 
(7) Deficits. 
(8) Illustrations. 
(e) Dividends, interest, and other amounts 

from sources within a possession. 
(f) Income from partnerships, trusts, etc. 

§ 1.907(c)–3 FOGEI and FORI taxes (for tax-
able years beginning after December 31, 
1982). 

(a) Tax characterization, allocation and 
apportionment. 

(1) Scope. 
(2) Three classes of income. 
(3) More than one class in a foreign tax 

base. 
(4) Allocation of tax within a base. 
(5) Modified gross income. 
(6) Allocation of tax credits. 
(7) Withholding taxes. 
(b) Dividends. 
(1) In general. 
(2) Section 78 dividend. 
(c) Includable amounts under section 

951(a). 
(d) Partnerships. 
(e) Illustrations. 

§ 1.907(d)–1 Disregard of posted prices for pur-
poses of chapter 1 of the Code (for taxable 
years beginning after December 31, 1982). 

(a) In general. 
(1) Scope. 
(2) Initial computation requirement. 
(3) Burden of proof. 
(4) Related parties. 
(b) Adjustments. 
(c) Definitions. 
(1) Foreign government. 
(2) Minerals. 
(3) Posted price. 
(4) Other pricing arrangement. 
(5) Fair market value. 

§ 1.907(f)–1 Carryback and carryover of credits 
disallowed by section 907(a) (for amounts car-
ried between taxable years that each begin 
after December 31, 1982). 

(a) In general. 
(b) Unused FOGEI. 
(1) In general. 
(2) Year of origin. 
(c) Tax deemed paid or accrued. 
(d) Excess extraction limitation. 
(e) Excess general section 904 limitation. 
(f) Section 907(f) priority. 
(g) Cross-reference. 
(h) Example. 

[T.D. 8338, 56 FR 11063, Mar. 15, 1991; 56 FR 
21926, May 13, 1991; T.D. 8655, 61 FR 516, Jan. 
8, 1996] 

§ 1.907(a)–0 Introduction (for taxable 
years beginning after December 31, 
1982). 

(a) Effective dates. The provisions of 
§§ 1.907(a)–0 through 1.907(f)–1 apply to 
taxable years beginning after Decem-
ber 31, 1982. For provisions that apply 
to taxable years beginning before Janu-
ary 1, 1983, see §§ 1.907(a)–0A through 
1.907(f)–1A. 

(b) Key terms. For purposes of the reg-
ulations under section 907— 

(1) FOGEI means foreign oil and gas 
extraction income. 

(2) FORI means foreign oil related in-
come. 

(3) FOGEI taxes mean foreign oil and 
gas extraction taxes as defined in sec-
tion 907(c)(5). 

(4) FORI taxes means foreign taxes on 
foreign oil related income. See 
§ 1.907(c)–3. 

(c) FOGEI tax limitation. Section 
907(a) limits the foreign tax credit for 
taxes paid or accrued on FOGEI. See 
§ 1.907(a)–1. 

(d) Reduction of creditable FORI taxes. 
Section 907(b) recharacterizes FORI 
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taxes as non-creditable deductible ex-
penses to the extent that the foreign 
law imposing the FORI taxes is struc-
tured, or in fact operates, so that the 
amount of tax imposed with respect to 
FORI will be materially greater, over a 
reasonable period of time, than the 
amount generally imposed on income 
that is neither FOGEI nor FORI. See 
§ 1.907(b)–1. 

(e) FOGEI and FORI. FOGEI includes 
the taxable income from the extraction 
of minerals from oil or gas wells by a 
taxpayer (or another person) and from 
the sale or exchange of assets used in 
the extraction business. FORI includes 
taxable income from the activities of 
processing oil and gas into their pri-
mary products, transporting or distrib-
uting oil and gas and their primary 
products, and from the disposition of 
assets used in these activities. For this 
purpose, a disposition includes only a 
sale or exchange. FOGEI and FORI 
may also include taxable income from 
the performance of related services or 
from the lease of related property and 
certain dividends, interest, or amounts 
described in section 951(a). See 
§§ 1.907(c)–1 through 1.907(c)–3. 

(f) Posted prices. Certain sales prices 
are disregarded when computing 
FOGEI for purposes of chapter 1 of the 
Code. See § 1.907(d)–1. 

(g) Transitional rules. Section 907(e) 
provides rules for the carryover of un-
used FOGEI taxes from taxable years 
beginning before January 1, 1983, and 
carryback of FOGEI taxes arising in 
taxable years beginning after Decem-
ber 31, 1982. See § 1.907(e)–1. 

(h) Section 907(f) carrybacks and 
carryovers. FOGEI taxes disallowed 
under section 907(a) may be carried 
back or forward to other taxable years. 
These FOGEI taxes may be absorbed in 
another taxable year to the extent of 
the lesser of the separate excess extrac-
tion limitation or the excess limitation 
in the general limitation category (sec-
tion 904(d)(1)(I)) for the carryback or 
carryover year. See § 1.907(f)–1. 

(i) Statutes covered. The regulations 
under section 907 are issued as a result 
of the enactment of section 601 of the 
Tax Reduction Act of 1975, of section 
1035 of the Tax Reform Act of 1976, of 
section 301(b)(14) of the Revenue Act of 
1978, of section 211 of the Tax Equity 

and Fiscal Responsibility Act of 1982 
and of section 1012(g)(6) (A)–(B) of the 
Technical and Miscellaneous Revenue 
Act of 1988. 

[T.D. 8338, 56 FR 11065, Mar. 15, 1991] 

§ 1.907(a)–1 Reduction in taxes paid on 
FOGEI (for taxable years beginning 
after December 31, 1982). 

(a) Amount of reduction. FOGEI taxes 
are reduced by the amount by which 
they exceed a limitation level (as de-
fined in paragraph (c) of this section). 

(b) Foreign taxes paid or accrued. For 
purposes of the regulations under sec-
tion 907— 

(1) Foreign taxes. The term ‘‘foreign 
taxes’’ means income, war profits, or 
excess profits taxes of foreign countries 
or possessions of the United States oth-
erwise creditable under section 901 (in-
cluding those creditable by reason of 
section 903). 

(2) Foreign taxes paid or accrued. The 
terms ‘‘foreign taxes paid or accrued,’’ 
‘‘FOGEI taxes paid or accrued,’’ and 
‘‘FORI taxes paid or accrued’’ include 
foreign taxes deemed paid under sec-
tions 902 and 960. Unless otherwise ex-
pressly provided, these terms do not in-
clude foreign taxes deemed paid by rea-
son of sections 904(c) and 907(f). 

(c) Limitation level—(1) In general. The 
limitation level is FOGEI for the tax-
able year multiplied by the limitation 
percentage for that year. 

(2) Limitation percentage for corpora-
tions. A corporation’s limitation per-
centage is the highest rate of tax speci-
fied in section 11(b) for the particular 
year. 

(3) Limitation percentage for individ-
uals. Section 907(a)(2)(B) provides that 
the limitation percentage for indi-
vidual taxpayers is the effective rate of 
tax for those taxpayers. The effective 
rate of tax is computed by dividing the 
entire tax, before the credit under sec-
tion 901(a) is taken, by the taxpayer’s 
entire taxable income. 

(4) Losses. (i) For purposes of deter-
mining whether income is FOGEI, a 
taxpayer’s FOGEI will be recharacter-
ized as foreign source non-FOGEI to 
the extent that FOGEI losses for pre-
ceding taxable years beginning after 
December 31, 1982, exceed the amount 
of FOGEI already recharacterized. See 
§ 1.907(c)–1(c). However, taxes that were 
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paid or accrued on the recharacterized 
FOGEI will remain FOGEI taxes. 

(ii) Taxes paid or accrued by a person 
to a foreign country may be FOGEI 
taxes even though that person has 
under U.S. law a net operating loss 
from sources within that country. 

(iii) For purposes of determining 
whether income is FOGEI, a taxpayer’s 
income will be treated as income from 
sources outside the United States even 
though all or a portion of that income 
may be resourced as income from 
sources within the United States under 
section 904(f) (1) and (4). 

(5) Priority. (i) Section 907(a) applies 
before section 908, relating to reduction 
of credit for participation in or co-
operation with an international boy-
cott. 

(ii) Section 901(f) (relating to certain 
payments with respect to oil and gas 
not considered as taxes) applies before 
section 907. 

(d) Illustrations. Paragraphs (a) 
through (c) of this section are illus-
trated by the following examples. 

Example 1. M, a U.S. corporation, uses the 
accrual method of accounting and the cal-
endar year as its taxable year. For 1984, M 
has $20,000 of FOGEI, derived from oper-
ations in foreign countries X and Y, and has 
accrued $11,500 of foreign taxes with respect 
to FOGEI. The highest tax rate specified in 
section 11(b) for M’s 1984 taxable year is 46 
percent. Pursuant to section 907(a), M’s 
FOGEI taxes limitation level for 1984 is $9,200 
(46%×$20,000). The foreign taxes in excess of 
this limitation level ($2,300) may be carried 
back or forward. See section 907(f) and 
§ 1.907(f)–1 and section 907(e) and § 1.907(e)–1. 

Example 2. The facts are the same as in Ex-
ample 1 except that M is a partnership owned 
equally by U.S. citizens A and B who each 
file as unmarried individuals and do not 
itemize deductions. Pursuant to section 
905(a), A and B have elected to credit foreign 
taxes in the year accrued. The total amount 
of foreign taxes accrued by A and B with re-
spect to their distributive shares of M’s 
FOGEI is $11,500 ($5,750 accrued by A and 
$5,750 accrued by B). A and B have no other 
FOGEI. A’s only taxable income for 1984 is 
his 50% distributive share ($10,000) of M’s 
FOGEI and A has a preliminary U.S. tax li-
ability of $1,079. B has $112,130 of taxable in-
come for 1984 (including his 50% distributive 
share ($10,000) of M’s FOGEI) and has a pre-
liminary U.S. tax liability of $44,000. Pursu-
ant to section 907(a), A’s FOGEI taxes limi-
tation level for 1984 is $1,079 (($1,079/ 
$10,000)×$10,000) and B’s FOGEI taxes limita-

tion level for 1984 is $3,924 (($44,000/ 
$112,130)×$10,000). 

(e) Effect on other provisions—(1) De-
duction denied. If a credit is claimed 
under section 901, no deduction under 
section 164(a)(3) is allowed for the 
amount of the FOGEI taxes that exceed 
a taxpayer’s limitation level for the 
taxable year. See section 275(a)(4)(A). 
Thus, FOGEI taxes disallowed under 
section 907(a) are not added to the cost 
or inventory amount of oil or gas. 

(2) Reduction inapplicable. The reduc-
tion under section 907(a) does not apply 
to a taxpayer that deducts foreign 
taxes and does not claim the benefits of 
section 901 for a taxable year. 

(3) Section 78 dividend. The reduction 
under section 907(a) has no effect on 
the amount of foreign taxes that are 
treated as dividends under section 78. 

(f) Section 904 limitation. FOGEI taxes 
as reduced under section 907(a) are 
creditable only to the extent permitted 
by the general limitation of section 
904(d)(1)(I). 

[T.D. 8338, 56 FR 11066, Mar. 15, 1991] 

§ 1.907(b)–1 Reduction of creditable 
FORI taxes (for taxable years begin-
ning after December 31, 1982). 

If the foreign law imposing a FORI 
tax (as defined in § 1.907(c)–3) is either 
structured in a manner, or operates in 
a manner, so that the amount of tax 
imposed on FORI is generally materi-
ally greater than the tax imposed by 
the foreign law on income that is nei-
ther FORI nor FOGEI (‘‘described man-
ner’’), section 907(b) provides a special 
rule which limits the amount of FORI 
taxes paid or accrued by a person to a 
foreign country which will be consid-
ered income, war profits, or excess 
profits taxes. Section 907(b) will apply 
to a person regardless of whether that 
person is a dual capacity taxpayer as 
defined in § 1.901–2(a)(2)(ii)(A). (In gen-
eral, a dual capacity taxpayer is a per-
son who pays an amount to a foreign 
country part of which is attributable 
to an income tax and the remainder of 
which is a payment for a specific eco-
nomic benefit derived from that coun-
try.) Foreign law imposing a tax on 
FORI will be considered either to be 
structured in or to operate in the de-
scribed manner only if, under the facts 
and circumstances, there has been a 
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shifting of tax by the foreign country 
from a tax on FOGEI to a tax on FORI. 

[T.D. 8338, 56 FR 11066, Mar. 15, 1991] 

§ 1.907(c)–1 Definitions relating to 
FOGEI and FORI (for taxable years 
beginning after December 31, 1982). 

(a) Scope. This section explains the 
meaning to be given certain terms and 
items in section 907(c) (1), (2), and (4). 
See also §§ 1.907(a)–0(b) and 1.907(c)–2 for 
further definitions. 

(b) FOGEI—(1) General rule. Under 
section 907(c)(1), FOGEI means taxable 
income (or loss) derived from sources 
outside the United States and its pos-
sessions from the extraction (by the 
taxpayer or any other person) of min-
erals from oil or gas wells located out-
side the United States and its posses-
sions or from the sale or exchange of 
assets used by the taxpayer in the 
trade or business of extracting those 
minerals. Extraction of minerals from 
oil or gas wells will result in gross in-
come from extraction in every case in 
which that person has an economic in-
terest in the minerals in place. For 
other circumstances in which gross in-
come from extraction may arise, see 
paragraph (b)(3) of this section. For de-
termination of the amount of gross in-
come from extraction, see paragraph 
(b)(2) of this section. For definition of 
the phrase ‘‘assets used by the tax-
payer in the trade or business’’ and for 
rules relating to that type of FOGEI, 
see paragraph (e)(1) of this section. The 
term ‘‘minerals’’ is defined in para-
graph (f)(1) of this section. For deter-
mination of taxable income, see para-
graph (f)(2) of this section. FOGEI in-
cludes, in addition, items listed in sec-
tion 907(c)(3) (relating to dividends, in-
terest, partnership distributions, etc.) 
and explained in § 1.907(c)–2. For the re-
duction of what would otherwise be 
FOGEI by losses incurred in a prior 
year, see section 907(c)(4) and para-
graph (c) of this section. 

(2) Amount. The gross income from 
extraction is determined by reference 
to the fair market value of the min-
erals in the immediate vicinity of the 
well. Fair market value is determined 
under paragraph (b)(6) of this section. 

(3) Other circumstances. Gross income 
from extraction or the sale or exchange 
of assets described in section 

907(c)(1)(B) includes income from any 
arrangement, or a combination of ar-
rangements or transactions, to the ex-
tent the income is in substance attrib-
utable to the extraction of minerals or 
such a sale or exchange. For instance, 
a person may have gross income from 
such a sale or exchange if the person 
purchased minerals from a foreign gov-
ernment at a discount and the discount 
reflects an arm’s-length amount in 
consideration for the government’s na-
tionalization of assets that person 
owned and used in the extraction of 
minerals. 

(4) Income directly related to extraction. 
Gross income from extraction includes 
directly related income under para-
graph (g) of this section. 

(5) Income not included. FOGEI as oth-
erwise determined under this para-
graph (b), nevertheless, does not in-
clude income to the extent attributable 
to marketing, distributing, processing 
or transporting minerals or primary 
products. Income from the purchase 
and sale of minerals is not ordinarily 
FOGEI. If the foreign taxes paid or ac-
crued in connection with income from 
a purchase and sale are not creditable 
by reason of section 901(f), that income 
is not FOGEI. A taxpayer to whom sec-
tion 901(f) applies is not a producer. 

(6) Fair market value. For purposes of 
this paragraph (b), the fair market 
value of oil or gas in the immediate vi-
cinity of the well depends on all of the 
facts and circumstances as they exist 
relative to a party in any particular 
case. The facts and circumstances that 
may be taken into account include, but 
are not limited to, the following— 

(i) The facts and circumstances per-
taining to an independent market 
value (if any) in the immediate vicin-
ity of the well, 

(ii) The facts and circumstances per-
taining to the relationships between 
the taxpayer and the foreign govern-
ment. If an independent fair market 
value in the immediate vicinity of the 
well cannot be determined but fair 
market value at the port, or a similar 
point, in the foreign country can be de-
termined (port price), an analysis of 
the arrangement between the taxpayer 
and the foreign government that re-
tains a share of production could be 
evidence of the appropriate, arm’s- 
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length difference between the port 
price and the field price, and 

(iii) The other facts and cir-
cumstances pertaining to any dif-
ference in the producing country be-
tween the field and port prices. 

(7) Economic interest. For purposes of 
this paragraph (b), the term ‘‘economic 
interest’’ means an economic interest 
as defined in § 1.611–1(b)(1), whether or 
not a deduction for depletion is allow-
able under section 611. 

(c) Carryover of foreign oil extraction 
losses—(1) In general. Pursuant to sec-
tion 907(c)(4), the determination of 
FOGEI for a particular taxable year 
takes into account a foreign oil extrac-
tion loss incurred in prior taxable 
years beginning after December 31, 
1982. There is no time limitation on 
this carryover of foreign oil extraction 
losses. Section 907(c)(4) does not pro-
vide for any carryback of these losses. 
Section 907(c)(4) operates solely for 
purposes of determining FOGEI and 
thus operates independently of section 
904(f). 

(2) Reduction. That portion of the in-
come of the taxpayer for the taxable 
year which but for this paragraph (c) 
would be treated as FOGEI is reduced 
(but not below zero) by the excess of— 

(i) The aggregate amount of foreign 
oil extraction losses for preceding tax-
able years beginning after December 31, 
1982, over 

(ii) The aggregate amount of reduc-
tions under this paragraph (c) for pre-
ceding taxable years beginning after 
December 31, 1982. 

(3) Foreign oil extraction loss defined— 
(i) In general. For purposes of this para-
graph (c), the term ‘‘foreign oil extrac-
tion loss’’ means the amount by which 
the gross income for the taxable year 
that is taken into account in deter-
mining FOGEI for that year is exceed-
ed by the sum of the deductions prop-
erly allocated and apportioned to that 
gross income as determined under 
paragraph (f)(2) of this section). A per-
son can have a foreign oil extraction 
loss for a taxable year even if the per-
son has not chosen the benefits of sec-
tion 901 for that year. 

(ii) Items not taken into account. For 
purposes of paragraph (c)(3)(i) of this 
section, the following items are not 
taken into account— 

(A) The net operating loss deduction 
allowable for the taxable year under 
section 172(a), 

(B) Any foreign expropriation loss (as 
defined in section 172(h)) for the tax-
able year, and 

(C) Any loss for the taxable year 
which arises from fire, storm, ship-
wreck, or other casualty, or from theft. 
A loss mentioned in paragraph (c)(3)(ii) 
(B) or (C) of this section is taken into 
account, however, to the extent com-
pensation (for instance by insurance) 
for the loss is included in gross income. 

(4) Affiliated groups. The foreign oil 
extraction loss of an affiliated group of 
corporations (within the meaning of 
section 1504(a)) that files a consoli-
dated return is determined on a group 
basis. If the group does not have a for-
eign oil extraction loss, the foreign oil 
extraction loss of a member of that 
group will not reduce on a separate 
basis that member’s FOGEI for a later 
taxable year. For special rules affect-
ing the foreign oil extraction loss in 
the case of certain related domestic 
corporations that are not members of 
the same affiliated group, see section 
904(i). 

(5) FOGEI taxes. If FOGEI is reduced 
pursuant to this paragraph (c) (and 
thereby recharacterized as non-FOGEI 
income), any foreign taxes imposed on 
the FOGEI that is recharacterized as 
other income retain their character as 
FOGEI taxes. See section 907(c)(5). 

(6) Examples. The provisions of this 
paragraph (c) may be illustrated by the 
following examples. 

Example 1. (i) Facts. X, a U.S. corporation 
using the accrual method of accounting and 
the calendar year as its taxable year, is en-
gaged in extraction activities in three for-
eign countries. X has only the following 
combined foreign tax items for the three 
countries (prior to the application of this 
paragraph (c)) for 1983, 1984, and 1985: 

1983 1984 1985 

FOGEI ......................................... $(700 ) $100 $450 
FOGEI taxes ................................ 10 60 200 
Net operating loss deduction ...... (200 ) 0 0 
Foreign oil extraction loss allow-

able after adjustment for para-
graph (c)(3)(ii) amounts ........... (500 ) 0 0 

General limitation taxes other 
than FOGEI taxes .................... 30 90 230 

(ii) 1983. Because X’s FOGEI for 1983 is a 
loss of $(700), X’s section 907(a) limitation for 
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1983 is $0 (.46×$0). Thus, none of the FOGEI 
taxes paid or accrued in 1983 ($10) can be 
credited in 1983. They can, however, be car-
ried back to 1981 or 1982 pursuant to the pro-
visions of section 907(e)(2) and § 1.907(e)–1 and 
carried forward pursuant to the provisions of 
section 907(f) and § 1.907(f)–1. 

(iii) 1984. X’s FOGEI for 1984, prior to the 
application of this paragraph (c), is $100. X 
has a foreign oil extraction loss for 1983 of 
$(500). This loss must be applied against X’s 
preliminary FOGEI of $100 for 1984. Thus, X’s 
FOGEI for 1984 is $0 and X has $(400) 
($500¥$100) of foreign oil extraction loss from 
1983 to be carried to 1985. Since X’s FOGEI 
for 1984 is $0, its section 907(a) limitation is 
$0 (.46×$0). Therefore, none of the FOGEI 
taxes paid or accrued in 1984 ($60) can be 
credited in 1984. They can, however, be car-
ried back pursuant to the provisions of sec-
tion 907(e)(2) and § 1.907(e)–1 and carried for-
ward pursuant to the provisions of section 
907(f) and § 1.907(f)–1. 

(iv) 1985. X’s FOGEI for 1985, prior to the 
application of this paragraph (c), is $450. X’s 
remaining foreign oil extraction loss carry-
over from 1983 is $(400) and this must be ap-
plied against X’s preliminary FOGEI of $450 
for 1985. Thus, X’s FOGEI for 1984 is $50 
($450¥$400). X’s section 907 (a) limitation is 
$23 (.46×$50). Therefore, $23 of the FOGEI 
taxes paid or accrued in 1985, together with 
the other $230 of general limitation taxes, 
can be credited in 1985, subject to the general 
limitation of section 904(d)(1)(E) (as in effect 
prior to 1987). The excess of FOGEI taxes, 
$177 ($200¥$23), can be carried back pursuant 
to the provisions of section 907(e)(2) and 
§ 1.907(e)–1 and carried forward pursuant to 
the provisions of section 907(f) and § 1.907(f)– 
1. 

Example 2. (i) Facts. The facts are the same 
as in Example 1 except that X’s paragraph 
(c)(3)(ii) items for 1983 allocable to FOGEI 
are $(800) instead of $(200). FOGEI remains a 
loss of $(700). Thus, X does not have a foreign 
oil extraction loss for 1983 because it has $100 
of FOGEI when its paragraph (c)(3)(ii) items 
are not taken into account ($(700)+$800). 

(ii) 1983. The results are the same as in Ex-
ample 1. 

(iii) 1984. Although X had FOGEI loss of 
$(700) in 1983, there is not a loss that can be 
carried forward after adjustment for para-
graph (c)(3)(ii) items. Thus, X’s FOGEI for 
1984 is not reduced by the 1983 loss. X’s sec-
tion 907(a) limitation for 1984 is $46 (.46×$100). 
Therefore, $46 of the FOGEI taxes paid or ac-
crued in 1984, together with the other $90 of 
general limitation taxes, can be credited in 
1984, subject to the general limitation of sec-
tion 904(d)(1)(E) (as in effect prior to 1987). 
The excess of $14 ($60¥$46) can be carried 
back to 1982 pursuant to the provisions of 
section 907(e)(2) and § 1.907(e)–1 and carried 
forward pursuant to the provisions of section 
907(f) and § 1.907(f)–1. 

(iv) 1985. Since there is no foreign oil ex-
traction loss for either 1983 or 1984 to be ap-
plied in 1985, X’s FOGEI for 1985 is $450. Thus, 
its section 907(a) limitation for 1985 is $207 
(.46×$450) and all of its FOGEI taxes paid or 
accrued in 1985 ($200), together with the 
other $230 of general limitation taxes, can be 
credited in 1985, subject to the general limi-
tation of section 904(d)(1)(E) (as in effect 
prior to 1987). FOGEI taxes in the amount of 
$10 from 1983 and $14 from 1984 may be car-
ried forward to 1985 if they have not been 
used in carryback years. However, because 
the excess section 907(a) limitation for 1985 is 
only $7, that is the maximum potential 
FOGEI taxes from 1983 or 1984 that may be 
used in 1985. 

Example 3. (i) Facts. Y, a U.S. corporation 
using the accrual method of accounting and 
the calendar year as its taxable year, is en-
gaged in extraction activities in three for-
eign countries. Y’s only foreign taxable in-
come is income subject to the general limi-
tation of section 904(d)(1)(E) (as in effect 
prior to 1987). Y has no paragraph (c)(3)(ii) 
items. Y has the following foreign tax items 
for 1983 and 1984: 

1983 1984 

FOGEI ................................................... $(400 ) $300 
Other foreign taxable income ................ 250 200 
U.S. taxable income .............................. 1,000 1,100 
Worldwide taxable income .................... 850 1,600 
FOGEI taxes .......................................... 10 180 
Other general limitation taxes ............... 50 40 
Foreign oil extraction loss ..................... (400 ) 0 

(ii) 1983—(A) Section 907(a) limitation. Be-
cause Y’s FOGEI for 1983 is a loss of $(400), 
Y’s section 907(a) limitation for 1983 is $0. 
Thus, none of the FOGEI taxes paid or ac-
crued in 1983 ($10) can be credited in 1983. 
They can, however, be carried back to 1981 or 
1982 pursuant to the provisions of section 
907(e)(2) and § 1.907(e)–1 and carried forward 
pursuant to the provisions of section 907(f) 
and § 1.907(f)–1. 

(B) Section 904(d) fraction. Y has a foreign 
loss of $(150) ($(400 + $250) for 1983. Thus, its 
fraction for purposes of determining its gen-
eral limitation of section 904(d)(1)(E) is $0/ 
$850. 

(iii) 1984—(A) Section 907(a) limitation. Y’s 
foreign oil extraction loss for 1983 is $(400). 
Applying this loss to its preliminary FOGEI 
for 1984 ($300) eliminates all of Y’s FOGEI for 
1984. Because Y’s FOGEI for 1984 is $0, its sec-
tion 907(a) limitation is also $0. Thus, none 
of the FOGEI taxes paid or accrued in 1984 
($180) can be credited in 1984. They can, how-
ever, be carried back to 1982 pursuant to the 
provisions of section 907(e)(2) and § 1.907(e)–1 
and carried forward pursuant to the provi-
sions of section 907(f) and § 1.907(f)–1. Y has a 
remaining foreign oil extraction loss of $(100) 
from 1983 to be carried to 1985. 
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(B) Section 904(d) fraction. Y’s preliminary 
foreign taxable income for purposes of deter-
mining its general limitation of section 
904(d)(1)(E) is $500 ($300 + $200). However, Y 
has an overall foreign loss from 1983 of $(150) 
($(400) + $250) and thus, pursuant to section 
904(f), Y must recharacterize $150 (lesser of 
$150 or 50% of $500) of its 1984 foreign taxable 
income as U.S. taxable income. Thus, Y’s 
fraction for purposes of determining its gen-
eral limitation of section 904(d)(1)(E) for 1984 
is $350/$1,600. 

Example 4. (i) Facts. Assume the same facts 
as in Example 3 except that Y has the fol-
lowing foreign tax items: 

1983 1984 1985 

FOGEI ....................................... $(100 ) $225 
Other foreign source taxable in-

come subject to the general 
limitation of section 
904(d)(1)(E) ........................... $(50 ) 

U.S. source taxable income ...... 50 
Worldwide taxable income ........ (100 ) 225 
FOGEI taxes .............................. 10 125 
Foreign oil extraction loss ......... (100 ) 

(ii) 1983. For 1983, Y has a section 
904(d)(1)(E) overall foreign loss account of 
$50; see section 904(f) and § 1.904(f)–1(b). 

(iii) 1984. Because Y’s FOGEI for 1984 is a 
loss of $(100), Y’s section 907(a) limitation for 
1984 is $0. Thus, none of the FOGEI taxes 
paid or accrued in 1984 ($10) can be credited 
in 1984. They can, however, be carried back 
under the provisions of section 907(e)(2) and 
§ 1.907(e)–1 and carried forward under the pro-
visions of section 907(f) and § 1.907(f)–1. 

(iv) 1985. Y’s FOGEI loss of $(100) for 1984 is 
carried forward to 1985 and offsets FOGEI in-
come in that amount in 1985. The entire sec-
tion 904(d)(1)(E) overall foreign loss account 
of $50 is recaptured in 1985; therefore, Y has 
$75 of foreign source income and $50 of U.S. 
source income. However, Y has $125 of FOGEI 
since, for purposes of section 907(a), the $50 
resourced by section 904(f) will be treated as 
income from sources outside the United 
States; see § 1.907(a)–1(c)(4)(iii). Accordingly, 
Y’s section 907(a) limitation is $57.50 
(.46×$125). Y’s section 904(d)(1)(E) limitation 
is, however, only $34.50 (.46×$75). Thus, Y may 
claim a foreign tax credit of $34.50 in 1985. Y 
may carry back or carry forward $23 ($57.50– 
$34.50) and that amount is not subject to the 
section 907(a) limitation in the carry to year. 
In addition, $67.50 ($125¥$57.50) may be car-
ried back pursuant to the provisions of sec-
tion 907(e)(2) and § 1.907(e)–1 and carried for-
ward pursuant to the provisions of section 
907(f) and § 1.907(f)–1. This amount is subject 
to the section 907(a) limitation in the carry 
to year. 

(d) FORI—(1) In general. Section 
907(c)(2) defines FORI to include tax-
able income from the processing of oil 

and gas into their primary products, 
from the transportation or distribution 
and sale of oil and gas and their pri-
mary products, from the disposition of 
assets used in these activities and from 
the performance of any other related 
service. FORI may also include, under 
section 907(c)(3), certain dividends, in-
terest, or amounts described in section 
951(a). This paragraph (d) defines cer-
tain terms and items applicable to 
FORI. 

(2) Transportation. Gross income from 
transportation of minerals or primary 
products (‘‘gross transportation in-
come’’) is gross income arising from 
carrying minerals or primary products 
between two places (including time or 
voyage charter hires) by any means of 
transportation, such as a vessel, pipe-
line, truck, railroad, or aircraft. Ex-
cept for directly related income under 
paragraphs (d)(7) and (g) of this sec-
tion, gross transportation income does 
not include gross income received by a 
lessor from a bareboat charter hire of a 
means of transportation, certain other 
rental income, or income from the per-
formance of certain services. 

(3) Distribution or sale. The term ‘‘dis-
tribution or sale’’ means the sale or ex-
change of minerals or primary products 
to processors, users who purchase, 
store, or use in bulk quantities, other 
persons for further distribution, retail-
ers, or consumers. Gross income from 
distribution or sale includes interest 
income attributable to the distribution 
of minerals or primary products on 
credit. 

(4) Processing. The term ‘‘processing’’ 
means the destructive distillation, or a 
process similar in effect to destructive 
distillation, of crude oil and the proc-
essing of natural gas into their pri-
mary products including processes used 
to remove pollutants from crude oil or 
natural gas. 

(5) Primary product from oil. The term 
‘‘primary product’’ (in the case of oil) 
means all products derived from the 
processing of crude oil, including vola-
tile products, light oils (such as motor 
fuel and kerosene), distillates (such as 
naphtha), lubricating oils, greases and 
waxes, and residues (such as fuel oil). 

(6) Primary product from gas. The term 
‘‘primary product’’ (in the case of gas) 
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means all gas and associated hydro-
carbon components from gas wells or 
oil wells, whether recovered at the 
lease or upon further processing, in-
cluding natural gas, condensates, lique-
fiable petroleum gases (such as ethane, 
propane, and butane), and liquid prod-
ucts (such as natural gasoline). 

(7) Directly related income. FORI also 
includes directly related income under 
paragraph (g) of this section. 

(e) Assets used in a trade or business— 
(1) In general. The term ‘‘assets used by 
the taxpayer in the trade or business’’ 
in section 907(c) (1)(B) and (2)(D) means 
property primarily used in one or more 
of the trades or businesses that are sec-
tion 907(c) activities. For purposes of 
this paragraph (e), assets used in a 
trade or business are assets described 
in section 1231(b) (applied without re-
gard to any holding period or the char-
acter of the asset as being subject to 
the allowance for depreciation under 
section 167). 

(2) Section 907(c) activities. Section 
907(c) activities are those described in 
section 907(c)(1)(A) (for FOGEI) or (c)(2) 
(A) through (C) (for FORI). If an asset 
is used primarily in one or more sec-
tion 907(c) activities, then the entire 
gain (or loss) will be considered attrib-
utable to those activities. For example, 
if a person uses a service station pri-
marily to distribute primary products 
from oil, then all of the gain (or loss) 
on the sale of the station is FORI even 
though the person uses the station to 
distribute products that are not pri-
mary products (such as tires or bat-
teries). If an asset is not primarily used 
in one or more section 907(c) activities, 
then the entire gain or loss will not be 
FOGEI or FORI. 

(3) Stock. Stock of any corporation 
(whether foreign or domestic) will not 
be treated as an asset used by a person 
in section 907(c) activities. 

(4) Losses on sale of stock. If, under 
§ 1.861–8(e)(7), a loss on the sale, ex-
change, or disposition of stock is con-
sidered a deduction which is definitely 
related and allocable to FOGEI or 
FORI, then notwithstanding § 1.861–8 
(e)(7) and paragraph (f)(2) of this sec-
tion, this loss shall be allocated and 
apportioned to the same class of in-
come that would have been produced if 

there were capital gain from the sale, 
exchange or disposition. 

(5) Character of gain or loss. Except in 
the case of stock, gain or loss from the 
sale, exchange or disposition of assets 
used in the trade or business may be 
FORI or FOGEI to the extent taken 
into account in computing taxable in-
come for the taxable year, whether or 
not the gain or loss is ordinary income 
or ordinary loss. 

(6) Allocation of amount realized. The 
amount realized from the sale, ex-
change or disposition of several assets 
in one transaction is allocated among 
them in proportion to their respective 
fair market values. This allocation is 
made under the principles set forth in 
§ 1.1245–1(a)(5) (relating to allocation 
between section 1245 property and non- 
section 1245 property). 

(7) Interest. Gross income from the 
sale, exchange or disposition of an 
asset used in a section 907(c) activity 
includes interest income from such a 
sale, exchange or disposition. 

(f) Terms and items common to FORI 
and FOGEI—(1) Minerals. The term 
‘‘minerals’’ means hydrocarbon min-
erals extracted from oil and gas wells, 
including crude oil or natural gas (as 
defined in section 613A(e)). The term 
includes incidental impurities from 
these wells, such as sulphur, nitrogen, 
or helium. The term does not include 
hydrocarbon minerals derived from 
shale oil or tar sands. 

(2) Taxable income. Deductions to be 
taken into account in computing tax-
able income or net operating loss at-
tributable to FOGEI or FORI are deter-
mined under the principles of § 1.861–8. 
For an exception with regard to losses, 
see paragraph (e)(4) of this section. 

(3) Interest on working capital. FORI 
and FOGEI may include interest on 
bank deposits or on any other tem-
porary investment which is not in ex-
cess of funds reasonably necessary to 
meet the working capital requirements 
and the specifically anticipated busi-
ness needs of the person that is en-
gaged in the conduct of the activities 
described in section 907(c) (1) or (2). 

(4) Exchange gain or loss. Exchange 
gain (and loss) may be FORI and 
FOGEI. For taxable years beginning 
after 1986, exchange gain or loss from a 
section 988 transaction may be FORI or 
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FOGEI only if directly related to the 
business needs (under the principles of 
section 954(c)(1)(D)) attributable to the 
conduct of the section 907(c) activity. 

(5) Allocation. Interest income and ex-
change gain (or loss) described, respec-
tively, in paragraph (f) (3) and (4) of 
this section are allocated among FORI, 
FOGEI, and any other class of income 
relevant for purposes of the foreign tax 
credit limitations under any reason-
able method which is consistently ap-
plied from year-to-year. 

(6) Facts and circumstances. Income 
not described elsewhere in this section 
may be FOGEI or FORI if, under the 
facts and circumstances in the par-
ticular case, the income is in substance 
directly attributable to the activities 
described in section 907(c) (1) or (2). For 
example, assume that a producer in the 
North Sea suffers a casualty caused by 
an explosion, fire, and resulting de-
struction of a drilling platform. Insur-
ance proceeds received for the plat-
form’s destruction in excess of the pro-
ducer’s basis is extraction income if 
the excess constitutes income from 
sources outside the United States. In 
addition, income from an insurance 
policy for business interruption may be 
extraction income to the extent the 
payments under the policy are geared 
directly to the loss of income from pro-
duction and are treated as income from 
sources outside the United States. 
Also, if an oil company’s oil concession 
or assets used in extraction activities 
described in section 907(c)(1)(A) and lo-
cated outside the United States are na-
tionalized or expropriated by a foreign 
government, or instrumentality there-
of, income derived from that national-
ization or expropriation (including in-
terest on the income paid pursuant to 
the nationalization or expropriation) is 
FOGEI. Likewise, if a company’s assets 
used in the activities described in sec-
tion 907(c)(2) (A) through (C) and lo-
cated outside the United States are na-
tionalized or expropriated by a foreign 
government, or instrumentality there-
of, income (including interest on the 
income paid pursuant to the national-
ization or expropriation) derived from 
the nationalization or expropriation 
will be FORI. Nationalization or expro-
priation is deemed to be a sale or ex-
change for purposes of section 

907(c)(1)(B) and a disposition for pur-
poses of section 907(c)(2)(D). In further 
example, assume that an oil company 
has an exclusive right to buy all the oil 
in country X from Y, an instrumen-
tality of the foreign sovereign which 
owns all of the oil in X. The oil com-
pany does not have an economic inter-
est in any oil in country X. Y has a 
temporary cash-flow problem and de-
mands that the oil company make ad-
vance deposits for the purchase of oil 
not yet delivered. In return, Y grants 
the oil company a discount on the price 
of the oil when delivered. Income rep-
resented by the discount on the later 
disposition of the oil is FORI described 
in section 907(c)(2)(C). The result would 
be the same if Y credited the oil com-
pany with interest on the advance de-
posits, which had to be used to pur-
chase oil (the interest income would be 
FORI). 

(g) Directly related income—(1) In gen-
eral. Section 907(c)(2)(E) and this para-
graph (g) include in FORI, and this 
paragraph (g) includes in FOGEI, in-
come from the performance of directly 
related services (as defined in para-
graph (g)(2) of this section). This para-
graph (g) also includes in FORI and 
FOGEI income from the lease or li-
cense of related property (as defined in 
paragraph (g)(3) of this section). Sec-
tion 907(c)(2)(E) with regard to FORI 
and this paragraph (g) with regard to 
both FORI and FOGEI do not apply to 
a person if— 

(i) Neither that person nor a related 
person (as defined in paragraph (g)(4) of 
this section) has FOGEI described in 
paragraph (b) of this section (other 
than paragraph (b)(4) of this section re-
lating to directly related income) or 
FORI described in paragraph (d) of this 
section (other than paragraph (d)(7) of 
this section relating to directly related 
income), or 

(ii) Less than 50 percent of that per-
son’s gross income from sources out-
side the United States which is related 
exclusively to the performance of serv-
ices and from the lease or license of 
property described in paragraph (g) (2) 
and (3) of this section, respectively, is 
attributable to services performed for 
(or on behalf of), leases to, or licenses 
with, related persons, but 
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(iii) Paragraph (g)(1)(ii) of this sec-
tion will not apply to a person if 50 per-
cent or more of that person’s total 
gross income from sources outside the 
United States is FOGEI and FORI (as 
both are described in paragraph (g)(1)(i) 
of this section). 
A person described in paragraph (g)(1) 
(i) or (ii) of this section will, however, 
have directly related services income 
which is FOGEI if the income is so 
classified by reason of the income 
based on output test set forth in para-
graph (g)(2)(i)(B) of this section. 

(2) Directly related services—(i) FOGEI. 
(A) Income from directly related serv-
ices will be FOGEI, as that term is de-
fined in paragraph (b) (1) and (3) of this 
section, if those services are directly 
related to the active conduct of extrac-
tion (including exploration) of min-
erals from oil and gas wells. Paragraph 
(b)(1) of this section provides that, in 
order to have extraction income, a per-
son must have an economic interest in 
the minerals in place. However, para-
graph (b)(3) of this section recognizes 
that income arising from ‘‘other cir-
cumstances’’ is extraction income if 
that income is in substance attrib-
utable to the extraction of minerals. 

(B) An example of ‘‘other cir-
cumstances’’ under paragraph (b)(3) of 
this section is the ‘‘income based on 
output test.’’ This income based on 
output test provides that, if the 
amount of compensation paid or cred-
ited to a person for services is depend-
ent on the amount of minerals discov-
ered or extracted, the income of the 
person from the performance of the 
services will be directly related serv-
ices income which is FOGEI. This test 
will apply whether or not the person 
performing the services has, or had, an 
economic interest in the minerals dis-
covered or extracted. 

(ii) FORI. With regard to the deter-
mination of directly related services 
income which is FORI, directly related 
services are those services directly re-
lated to the active conduct of the oper-
ations described in section 907(c)(2) (A) 
through (C). Those services include, for 
example, services performed in relation 
to the distribution of minerals or pri-
mary products or in connection with 
the operation of a refinery, or the 
types of services described in § 1.954– 

6(d) (other than § 1.954–6(d)(4) which re-
late to foreign base company shipping 
income. 

(iii) Recipient of the services. Directly 
related services described in paragraph 
(g)(2) (i) and (ii) of this section may be 
performed for any person without re-
gard to whether that person is a re-
lated person. 

(iv) Excluded services—(A) FOGEI. Di-
rectly related services which produce 
FOGEI do not include insurance, ac-
counting or managerial services. 

(B) FORI. Directly related services 
which produce FORI do not, generally, 
include insurance, accounting or mana-
gerial services. These services will, 
however, produce FORI if they are per-
formed by the person performing the 
operations described in section 907(c)(2) 
(A) through (C). For these purposes, in-
surance income which is FORI means 
taxable income as defined in section 
832(a). 

(3) Leases and licenses. A lease or li-
cense of related property is the lease or 
license of assets used (or held for use) 
by the lessor, licensor, or another per-
son (including the lessee or a sublessee) 
in the active conduct of the activities 
described in section 907 (c)(1)(A) or 
(c)(2) (A) through (C). The leases or li-
censes described in this paragraph 
(g)(3) include, for example, a lease of a 
means of transportation under a 
bareboat charter hire, of drilling equip-
ment used in extraction operations, or 
the license of a patent, know-how, or 
similar intangible property used in ex-
tracting, transporting, distributing or 
processing minerals or primary prod-
ucts. This paragraph (g)(3) applies 
without regard to whether the parties 
are related persons. 

(4) Related person. A person will be 
treated as a related person for purposes 
of this paragraph (g) if that person 
would be so treated within the meaning 
of section 954(d)(3) (as applied by sub-
stituting the word ‘‘corporation’’ for 
the word ‘‘controlled foreign corpora-
tion’’) or that person is a partnership 
or partner described in section 
707(b)(1). 

(5) Gross income. A foreign corpora-
tion shall be treated as a domestic cor-
poration for the purpose of applying 
the gross-income rules in paragraph 
(g)(1) (ii) and (iii) of this section. 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00876 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



867 

Internal Revenue Service, Treasury § 1.907(c)–2 

(h) Coordination with other provi-
sions—(1) Certain adjustments. The char-
acter of income as FOGEI or FORI is 
determined before making any adjust-
ment under section 482 or section 
907(d). For example, assume that X and 
Y are related parties, Y’s only income 
is from the sale of oil that Y purchased 
from X, and FOGEI from X is diverted 
to Y through an arrangement described 
in paragraph (b)(3) of this section. Ac-
cordingly, Y has FOGEI. If under sec-
tion 482 the Commissioner reallocates 
the FOGEI from Y to X, then Y’s re-
maining income represents only a prof-
it from distributing the oil, and thus is 
FORI. If the foreign taxes paid by Y on 
this income are otherwise creditable 
under section 901, the foreign taxes 
that are not refunded to Y retain their 
characterization as FOGEI taxes. 

(2) Section 901(f). Section 901(f) (relat-
ing to certain payments with respect 
to oil and gas not considered as taxes) 
applies before section 907. Taxes dis-
allowed by section 901(f) are added to 
the cost or inventory amount of oil or 
gas. 

[T.D. 8338, 56 FR 11067, Mar. 15, 1991] 

§ 1.907(c)–2 Section 907(c)(3) items (for 
taxable years beginning after De-
cember 31, 1982). 

(a) Scope. This section provides rules 
relating to certain items listed in sec-
tion 907(c)(3). The rules of this section 
are expressed in terms of FORI but 
apply for determining FOGEI by sub-
stituting ‘‘FOGEI’’ for ‘‘FORI’’ when-
ever appropriate. FOGEI does not in-
clude interest described in section 
907(c)(3)(A). Dividends paid prior to 
January 1, 1987, and described in sec-
tion 907(c)(3)(B), as in effect prior to 
amendment by the Technical and Mis-
cellaneous Revenue Act of 1988, are in-
cluded in FORI and not FOGEI. 

(b) Dividend—(1) Section 1248 dividend. 
A section 1248 dividend is a dividend de-
scribed in section 907(c)(3)(A). Except 
as otherwise provided in this paragraph 
(b)(1), gain (or loss) from the disposi-
tion of stock in any corporation is not 
FOGEI or FORI. See § 1.907(c)–1(e) (3) 
and (4). 

(2) Section 78 dividend. A section 78 
dividend is FORI to the extent it arises 
from a dividend described in section 

907(c)(3)(A), or an amount described in 
section 907(c)(3)(C). 

(c) Taxes deemed paid—(1) Voting stock 
test. Items described in section 907(c)(3) 
(A) or (C) are FORI only if a deemed- 
paid-tax test is met under the criteria 
of section 902 or 960. The purpose of 
this test is to require minimum direct 
or indirect ownership by a domestic 
corporation in the voting stock of a 
foreign corporation as a prerequisite 
for the item to qualify as FORI in the 
hands of the domestic corporation. The 
test is whether a domestic corporation 
would be deemed to pay any taxes of a 
foreign corporation when a dividend or 
an amount described in section 907(c)(3) 
(A) or (C), respectively, is included in 
the domestic corporation’s gross in-
come. In the case of interest described 
in section 907(c)(3)(A), the test is 
whether any taxes would be deemed 
paid if there were a hypothetical divi-
dend. 

(2) Dividends and interest. For pur-
poses of section 907(c)(3)(A), a domestic 
corporation is deemed under section 902 
to pay taxes in respect of dividends and 
interest received from a foreign cor-
poration whether or not the foreign 
corporation: 

(i) Actually pays or is deemed to pay 
taxes, or 

(ii) In the case of interest, actually 
pays dividends. 
This paragraph (c)(2) also applies to 
dividends received by a foreign cor-
poration from a second-tier or third- 
tier foreign corporation (as defined in 
§ 1.902–1(a) (3)(i) and (4), respectively). 
In the case of interest received by a 
foreign corporation from another for-
eign corporation, this paragraph (c)(2) 
applies if the taxes of both foreign cor-
porations would be deemed paid under 
section 902 (a) or (b) for purposes of ap-
plying section 902(a) to the same tax-
payer which is a domestic corporation. 
In the case of interest received by any 
corporation (whether foreign or domes-
tic), all members of an affiliated group 
filing a consolidated return will be 
treated as the same taxpayer under 
section 907(c)(3)(A) if the foreign taxes 
of the payor and (if the recipient is a 
foreign corporation) the foreign taxes 
of the recipient would be deemed paid 
under section 902 by at least one mem-
ber. The term ‘‘member’’ is defined in 
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§ 1.1502-1(b). Thus, for example, assume 
that P owns all of the stock of D1 and 
D2 and P. D1, and D2 are members of an 
affiliated group filing a consolidated 
return. Assume further that D1 owns 
all of the stock of F1 and D2 owns all 
of the stock of F2, where F1 and F2 are 
foreign corporations. Interest paid by 
F1 to P, D2, or F2 may be FORI. 

(3) Amounts included under section 
951(a). For purposes of section 
907(c)(3)(C), a domestic corporation is 
deemed under section 960 to pay taxes 
in respect of a foreign corporation, 
whether or not the foreign corporation 
actually pays taxes on the amounts in-
cluded in gross income under section 
951(a). 

(d) Amount attributable to certain 
items—(1) Certain dividends—(i) General 
rule. The portion of a dividend de-
scribed in section 907(c)(3)(A) that is 
FORI equals— 

Amount of dividend × a/b 

a = FORI accumulated profits in excess of 
FORI taxes paid or accrued, and 

b = Total accumulated profits in excess of 
total foreign taxes paid or accrued. 

This paragraph (d)(1)(i) applies even 
though the FORI accumulated profits 
arose in a taxable year of a foreign cor-
poration beginning before January 1, 
1983. Determination of the FORI 
amount of dividends under this para-
graph (d)(1)(i) must be made separately 
for FORI accumulated profits and total 
accumulated profits that arose in tax-
able years beginning before January 1, 
1987, and for FORI accumulated profits 
and total accumulated profits that 
arose in taxable years beginning after 
December 31, 1986. Dividends are 
deemed to be paid first out of FORI and 
total accumulated profits that arose in 
table years beginning after December 
31, 1986. With regard to FORI accumu-
lated profits and total accumulated 
profits that arose in taxable years be-
ginning after December 31, 1986, the 
portion of a dividend that is FORI 
equals— 

Amount of dividend × a/b 

a = Post-1986 undistributed FORI earnings 
determined under the principles of section 
902(c)(1), and 

b = Post-1986 undistributed earnings deter-
mined under the principles of section 
902(c)(1). 

(ii) Cross-references. See § 1.902–1(g) for 
the determination of a foreign corpora-
tion’s earnings and profits and of those 
out of which a dividend is paid. See 
§ 1.1248–2 or 1.1248–3 for the determina-
tion of the earnings and profits attrib-
utable to the sale or exchange of stock 
in certain foreign corporations. 

(2) Interest received from certain foreign 
corporations. Interest described in sec-
tion 907(c)(3)(A) is FORI to the extent 
the corresponding interest expense of 
the paying corporation is properly allo-
cable and apportionable to the gross in-
come of the paying corporation that 
would be FORI were that corporation a 
domestic corporation. This allocation 
and apportionment is made in a man-
ner consistent with the rules of section 
954(b)(5) and § 1.861–8(e)(2). 

(3) Dividends from domestic corporation. 
The amount of a dividend from a cor-
poration described in section 
907(c)(3)(B), as in effect prior to amend-
ment by the Technical and Miscella-
neous Revenue Act of 1988, paid in a 
taxable year of that corporation begin-
ning before December 31, 1986, that is 
FORI is determined under the prin-
ciples of paragraph (d)(1)(i) of this sec-
tion with respect to its current earn-
ings and profits under section 316(a)(2) 
or its accumulated earnings and profits 
under section 316(a)(1), as the case may 
be. 

(4) Amounts with respect to which taxes 
are deemed paid under section 906(a)—(i) 
Portion attributable to FORI. The por-
tion of an amount described in section 
907(c)(3)(C) that is FORI equals: 

A
B

C
×

A=Amount described in section 907(c)(3)(C) 
B=FORI earnings and profits 
C=Total earnings and profits 

For taxable years ending after January 
23, 1989, the facts and circumstances 
will be used to determined what part of 
the amount of the section 907(c)(3)(C) 
amount is directly attributable to 
FOGEI, FORI and other income. 

(ii) Earnings and profits. Total earn-
ings and profits are those of the foreign 
corporation for a taxable year under 
section 964 and the regulations under 
that section. 
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(5) Section 78 dividend. The portion of 
a section 78 dividend that will be con-
sidered FORI will equal the amount of 
taxes deemed paid under either section 
902(a) or section 960(a)(1) with respect 
to the dividend to the extent the taxes 
deemed paid are FORI taxes under 
§ 1.907(c)–3 (b) or (c). See § 1.907(c)– 
3(a)(1). 

(6) Special rule. (i) No item in the for-
mula described in paragraph (d)(1)(i) of 
this section includes amounts excluded 
from the gross income of a United 
States shareholder under section 
959(a)(1). 

(ii) With respect to a foreign corpora-
tion, earnings and profits in the for-
mula described in paragraph (d)(4)(i) of 
this section do not include amounts ex-
cluded under section 959(b) from its 
gross income. 

(7) Deficits—(i) Allocation of deficits 
within a separate category. In a taxable 
year in which a foreign corporation de-
scribed in section 907(c)(3)(A) pays a 
dividend or has income that is subject 
to inclusion under section 951, if the 
foreign corporation has positive post— 
1986 undistributed earnings in a sepa-
rate category but within that separate 
category there is a deficit in post-1986 
undistributed earnings attributable to 
earnings other than FOGEI and FORI, 
that deficit shall be allocated ratably 
between the FOGEI and FORI post-1986 
undistributed earnings within that sep-
arate category. Any deficit in post-1986 
undistributed earnings attributable to 
either FOGEI or FORI shall be allo-
cated first to FOGEI or FORI post-1986 
undistributed earnings (as the case 
may be) to the extent thereof. Post- 
1986 undistributed FORI earnings are 
the post-1986 undistributed earnings (as 
defined in section 902 and the regula-
tions under that section) attributable 
to FORI as defined in section 907(c) (2) 
and (3). Post-1986 undistributed FOGEI 
earnings are the post-1986 undistrib-
uted earnings (as defined in section 902 
and the regulations under that section) 
attributable to FOGEI as defined in 
section 907(c) (1) and (3). 

Example. Foreign corporation X for years 
1987 and 1988 had the following undistributed 
earnings (none of which is income that is 
subject to inclusion under section 951) and 
foreign taxes: 

Earnings Taxes 

FOGEI ....................................................... $800 $400 
FORI .......................................................... (750 ) ..........
Other .......................................................... 700 250 

Total ................................................... $750 $650 

On December 31, 1988, X paid a dividend of all 
of its post-1986 undistributed earnings to its 
sole shareholder Y. Under paragraph (d)(5) 
and (7)(i) of this section and § 1.907 (c)–2 
(d)(5), $450 of Y’s dividend is attributable to 
FOGEI ($50 from undistributed earnings plus 
a $400 section 78 dividend) and $950 is attrib-
utable to other earnings ($700 from undistrib-
uted earnings plus a $250 section 78 dividend). 

(ii) Deficits allocated among separate 
categories. If a deficit in a separate cat-
egory (‘‘first separate category’’) is al-
located to another separate category 
(‘‘second separate category’’) under 
sections 902 and 960 pursuant to notice 
88–71, 1988–2 CB 374 and the regulations 
under those sections, the following 
rules shall apply. Any deficit in post- 
1986 undistributed earnings attrib-
utable to either FOGEI (or FORI) from 
the first separate category shall be al-
located to post-1986 undistributed earn-
ings in the second separate category to 
the extent thereof in the following 
order: 

(A) FOGEI (or FORI), 
(B) FORI (or FOGEI), and 
(C) Other income. 

Any deficit in post-1986 undistributed 
earnings attributable to other income 
from the first separate category shall 
be allocated first to other post-1986 un-
distributed earnings and then ratably 
to FOGEI and FORI post—1986 undis-
tributed earnings in the second sepa-
rate category. 

(iii) Pre-1987 deficits. The amount of a 
dividend paid by a foreign corporation 
described in section 907(c)(3)(A) out of 
positive pre-1987 earnings that is at-
tributable to FOGEI and FORI shall be 
determined in a manner similar to that 
used in paragraph (d)(7) (i) and (ii) of 
this section except that the determina-
tions shall be made on an annual basis. 

(8) Illustrations. The application of 
this paragraph (d) is illustrated by the 
following examples. 

Example 1. X, a domestic corporation, owns 
all of the stock of Y, a foreign corporation 
organized in country S. Y owns all of the 
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stock of Z, a foreign corporation also orga-
nized in country S. Each corporation uses 
the calendar year as its taxable year. In 1983, 
Z has $150 of FOGEI earnings and profits and 
$250 of earnings and profits other than 
FOGEI or FORI. Assume that Z paid no taxes 
to S and X must include $100 in its gross in-
come under section 951(a) with respect to Z. 
Under paragraph (d)(4)(i) of this section, 
$37.50 of the amount described in section 
951(a) is FOGEI ($100×$150/$400). the remain-
ing $62.50 of the section 951(a) amount rep-
resents other income. 

Example 2. Assume the same facts as in Ex-
ample 1 except that the taxable year in ques-
tion is 1988. In addition, under the facts and 
circumstances, it is determined that of the 
$100 section 951(a) amount included in X’s 
gross income, $30 is directly attributable to 
Z’s FOGEI activity, $60 is directly attrib-
utable to Z’s FORI activity and $10 is di-
rectly attributable to Z’s other activity. Ac-
cordingly, under paragraph (d)(4)(i), $30 will 
be FOGEI and $60 will be FORI to X. 

Example 3. (i) Assume the same facts as in 
Example 1. Assume further that, in 1983, Z 
distributes its entire earnings and profits 
($400) to Y which consists of a dividend of 
$300 and a section 959(a)(1) distribution of 
$100. Y has no other earnings and profits dur-
ing 1983. Assume that the dividend and dis-
tribution are not foreign personal holding 
company income under section 954(c). Y pays 
no taxes to S. In 1983, Y distributes its entire 
earnings and profits to X. 

(ii) Under paragraphs (c)(2) and (d)(1)(i) of 
this section, Y has FOGEI of $112.50, i.e., the 
amount of the dividend received by Y ($300) 
multiplied by the fraction described in para-
graph (d)(1)(i). The numerator of the fraction 
is Z’s FOGEI accumulated profits in excess 
of the FOGEI taxes paid ($112.50) and the de-
nominator is Z’s total accumulated profits in 
excess of total foreign taxes paid ($400) 
minus the amount excluded from Y’s gross 
income under section 959(a)(1) ($100). The 
rule of paragraph (d)(6)(ii) of this section 
does not apply since X does not include any 
amount in its gross income under section 
951(a) with respect to Y. If Y paid taxes to S, 
this paragraph (d) would apply to charac-
terize those taxes as FOGEI taxes or other 
taxes. See § 1.907(c)–3(a)(8) and Example 2 (iii) 
under § 1.907(c)–3(e). 

(iii) The distribution from Y to X is a divi-
dend to the extent of $300, i.e., the amount of 
the distribution ($400) minus the amount ex-
cluded from X’s gross income under section 
959(a)(1) ($100). Under paragraphs (d) (1)(i) 
and (6)(i) of this section, $112.50 of the divi-
dend is FOGEI, i.e., the amount of the divi-
dend ($300) multiplied by a fraction. The nu-
merator of the fraction is $112.50, i.e., the 
FOGEI accumulated profits of Y in excess of 
FOGEI taxes paid ($150) minus the FOGEI ac-
cumulated profits of Y in excess of FOGEI 
taxes paid excluded from X’s gross income 

under section 959(a)(1) ($37.50). The denomi-
nator of the fraction is $300, i.e., the total ac-
cumulated profits of Y in excess of taxes paid 
($400) minus the amount excluded from X’s 
gross income under section 959(a)(1) ($100). 

Example 4. Assume the same facts as in Ex-
ample 1 with the following modifications: In 
1983, Z’s only earnings and profits are FORI 
earnings and profits which are included in 
X’s gross income under section 951(a). Z dis-
tributes its entire earnings and profits to Y. 
In 1983, Y has total earnings and profits of 
$100 without regard to the dividend from Z, 
$60 of which are FORI earnings and profits. Y 
also has $40 which is included in X’s gross in-
come under section 951(a). Under paragraph 
(d)(6)(ii) of this section, the dividend from Z 
is disregarded for purposes of applying para-
graph (d)(4)(i) of this section to the $40 in-
cluded in X’s gross income under section 
951(a) with respect to Y. Accordingly, $24 of 
the amount described in section 951(a) is 
FORI ($40×$60/$100). Had these circumstances 
existed in 1988, and if the $40 included in X’s 
gross income under section 951(a) was di-
rectly attributable to FORI activity, all of 
that income would be FORI to X. 

(e) Dividends, interest, and other 
amounts from sources within a possession. 
FORI includes the items listed in (A) 
and (C) to the extent attributable to 
FORI of a corporation that is created 
or organized in or under the laws of a 
possession of the United States. 

(f) Income from partnerships, trusts, etc. 
FORI and FOGEI include a person’s 
distributive share (determined under 
the principles of section 704) of the in-
come of any partnership and amounts 
included in income under subchapter J 
of chapter 1 of the Code (relating to the 
taxation of trusts, estates, and bene-
ficiaries) to the extent the income and 
amounts are attributable to FORI and 
FOGEI. For taxable years beginning 
after 1986, the principles of § 1.904–5 (h) 
and (i) shall be applied to determine 
whether (and to what extent) a per-
son’s distributive share is FORI and 
FOGEI. Thus, for example, a less-than- 
10 percent corporate partner’s share of 
income of the partnership would gen-
erally be treated as passive income to 
the partner, and not as FORI or 
FOGEI, unless an exception under 
§ 1.904–5 (h) and (i) applies. 

[T.D. 8338, 56 FR 11071, Mar. 15, 1991] 
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§ 1.907(c)–3 FOGEI and FORI taxes (for 
taxable years beginning after De-
cember 31, 1982). 

(a) Tax characterization, allocation and 
apportionment—(1) Scope. Paragraphs 
(a) (2) through (6) of this section pro-
vides rules for the characterization, al-
location, and apportionment of the in-
come taxes (other than withholding 
taxes) paid or accrued to a foreign 
country among FOGEI, FORI, and 
other income relevant for purposes of 
sections 907 and 904. Some of the rules 
in this section are expressed in terms 
of FOGEI taxes but they apply to FORI 
taxes by substituting ‘‘FORI taxes’’ for 
‘‘FOGEI taxes’’ whenever appropriate. 
For the treatment of withholding 
taxes, see paragraph (a)(8) of this sec-
tion. FOGEI taxes are determined 
without any reduction under section 
907(a). In addition, determination of 
FOGEI taxes will not be affected by re-
characterization of FOGEI by section 
907(c)(4). See § 1.907(c)–1(c)(5). Foreign 
taxes will not be characterized as cred-
itable FORI taxes if section 907(b) and 
§ 1.907(b)–1 apply. 

(2) Three classes of income. There are 
three classes of income: FOGEI, FORI, 
and other income. 

(3) More than one class in a foreign tax 
base. If more than one class of income 
is taxed under one tax base under the 
law of a foreign country, the amount of 
pre-credit foreign tax for each base 
must be determined. This amount is 
the foreign taxes paid or accrued to 
that country for the base as increased 
by the tax credits (if any) which re-
duced those taxes and were allowed in 
the country for that tax. More than 
one class of income is taxed under the 
same base, if, under a foreign country’s 
law, deductions from one class of in-
come may reduce the income of any 
other class and the classes are subject 
to foreign tax at the same rates. 

(4) Allocation of tax within a base. If 
more than one class of income is taxed 
under the same base under a foreign 
country’s law, the pre-credit foreign 
tax for the base is apportioned to each 
class of income in proportion to the in-
come of each class. Tax credits are 
than allocated (under paragraph (a)(6) 
of this section) to the apportioned pre- 
credit tax. Income of a class over the 
deductions allowed under foreign law 

for, and which are attributable to, that 
class. 

(5) Modified gross income. Modified 
gross income is not necessarily the 
same as gross income as defined for 
purposes of chapter 1 of the Internal 
Revenue Code. Modified gross income 
is determined with reference to the for-
eign tax base for gross income (or its 
equivalent). However, the characteriza-
tion of the base as a particular class of 
income is governed by general prin-
ciples of U.S. tax law. Thus, for exam-
ple— 

(i) Gross income from extraction is 
the fair market value of oil or gas in 
the immediate vicinity of the well (as 
determined under § 1.907(c)–1(b)(6) 
(without any deductions)). 

(ii) Whether cost of goods sold (or 
any other deduction) is a deduction 
from modified gross income and the 
amount of such a deduction is deter-
mined under foreign law. 

(iii) Modified gross income includes 
items that are part of the foreign tax 
base even though they are not gross in-
come under U.S. law so long as the for-
eign taxes paid on the base constitute 
creditable taxes under section 901 (in-
cluding taxes described in section 903). 
For example, if a foreign country im-
poses a tax (creditable under section 
901) on a tax base that includes in 
small part a percentage of the value of 
a company’s oil reserves in place, 
modified gross income from extraction 
includes such a percentage of value 
solely for purposes of making the tax 
allocation in paragraph (a)(4) of this 
section. 

(iv) Modified gross income from ex-
traction is increased for purposes of 
this paragraph (a)(5) by the entire ex-
cess of the posted price over fair mar-
ket value if the foreign country uses a 
posted price system or other pricing ar-
rangement described in section 907(d) 
in imposing its income tax. 

(v) Modified gross income from FORI 
is that income attributable to the ac-
tivities in sections 907(c)(2) (A) through 
(C) and (E). 

(vi) Modified gross income for any 
class may not include gross income 
that is not subject to taxation by the 
foreign country. 
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(6) Allocation of tax credits. The for-
eign taxes paid or accrued on a par-
ticular class of income equals the 
precredit tax on the class reduced (but 
not below zero) by the credits allowed 
under foreign law against the foreign 
tax on the particular class. Any tax 
credit attributable to a class that is 
not allocated to that class is allocated 
to the other class in the base or, if 
there are three classes in the base, is 
apportioned ratably among the taxes 
paid or accrued on the other two class-
es (as reduced in accordance with the 
preceding sentence). 

(7) Withholding taxes. Paragraph (a) 
(2) through (6) of this section does not 
apply to withholding taxes imposed by 
a foreign country. FOGEI taxes may 
include withholding taxes imposed 
with respect to a distribution from a 
corporation. The portion of the total 
withholding taxes on a distribution 
that constitutes FOGEI taxes is deter-
mined by the portion of the distribu-
tion that is FOGEI. In addition, FOGEI 
taxes may include taxes imposed on a 

distribution described in section 
959(a)(1) or on amounts described in 
section 959(b). The portion of the total 
withholding taxes imposed on a dis-
tribution described in section 959(a)(1) 
or on amounts described in section 
959(b) is determined by reference to the 
portion of the amount included in gross 
income under section 951(a) that was 
FOGEI. 

(b) Dividenss—In general.(i) FOGEI 
taxes deemed paid with respect to a 
dividend equal the total taxes deemed 
paid with respect to the dividend mul-
tiplied by the fraction: 

FOGEI taxes paid or accrued by the 
payor/Total foreign taxes paid or ac-
crued by the payor. 

(ii) With regard to dividends received 
in taxable years beginning after De-
cember 31, 1986, FOGEI taxes deemed 
paid with respect to a dividend equal 
the total taxes deemed paid with re-
spect to the portion of the dividend 
within a separate category multiplied 
by the fraction: 

Post FOGEI taxesas er ed under the principlesof
tion c that areallocable to that separatecategory

Post foreign income taxesas er ed under the principles
of tion c that areallocable to that separatecategory

-

-

1986
902 2

1986
902 2

det min
sec ( )( )

det min
sec ( )( ) .

(iii) This paragraph (b) applies to a 
dividend described in section 
907(c)(3)(A) (including a section 1248 
dividend) with reference to the par-
ticular taxable year or years of those 
accumulated profits out of which a div-
idend is paid. Determination of FOGEI 
taxes under this paragraph (b) must be 
made separately. 

(A) For FOGEI taxes paid on FOGEI 
accumulated profits and total taxes 
paid on accumulated profits that arose 
in taxable years beginning before Janu-
ary 1, 1987, to which paragraph (b)(1)(i) 
of this section applies, and 

(B) For FOGEI taxes paid on FOGEI 
accumulated profits and total taxes 
paid on accumulated profits that arose 
in taxable years beginning after De-
cember 31, 1986, to which paragraph 
(b)(1)(ii) of this section applies. 

For purposes of these determinations, 
dividends are deemed to be paid first 
out of FOGEI and total accumulated 
profits that arose in taxable years be-
ginning after December 31, 1986. See 
§ 1.907(c)–2(d)(1)(i). See section 960(a)(3) 
and § 1.960–2 relating to distributions 
that are treated as dividends for pur-
poses of section 902. 

(2) Section 78 dividend. There are no 
FOGEI taxes with respect to section 78 
dividends. 

(c) Includable amounts under section 
951(a). (1) FOGEI taxes deemed paid 
with respect to an amount includable 
in gross income under section 951(a) 
equal the total taxes deemed paid with 
respect to that amount multiplied by 
the fraction: 

VerDate Nov<24>2008 10:41 May 05, 2009 Jkt 217092 PO 00000 Frm 00882 Fmt 8010 Sfmt 8010 Y:\SGML\217092.XXX 217092 E
C

07
O

C
91

.0
46

<
/M

A
T

H
>

tja
m

es
 o

n 
P

R
O

D
P

C
75

 w
ith

 C
F

R



873 

Internal Revenue Service, Treasury § 1.907(c)–3 

FOGEI taxes paid or accrued by the foreign corporation

Total foreign taxes paid or accrued by the foreign corporation.

(2) With regard to an amount includ-
able in gross income under section 
951(a) in taxable years beginning after 
December 31, 1986, FOGEI taxes deemed 

paid with respect to that amount equal 
the total taxes deemed paid with re-
spect to that amount within a separate 
category multiplied by the fraction: 

Post FOGEI taxesas er ed under the principlesof
tion c that areallocable to that separatecategory

Post foreign income taxesas er ed under the principlesof
tion c that areallocable to that separatecategory

-

-

1986
902 2

1986
902 2

det min
sec ( )( )

det min
sec ( )( ) .

Taxes in the fraction in this paragraph 
(c)(2) include only those foreign taxes 
that may be deemed paid under section 
960(a) by reason of such inclusion. See 
§§ 1.960–1(c)(3) and 1.960–2(c). 

(d) Partnerships. A partner’s distribu-
tive share of the partnership’s FOGEI 
taxes is determined under the prin-
ciples of section 704. 

(e) Illustrations. The application of 
this section may be illustrated by the 
following examples. 

Example 1. X, a domestic corporation, owns 
all of the stock of Y, a foreign corporation 
organized in country S. Y owns all of the 
stock of Z, a foreign corporation organized in 
country T. Each corporation used the cal-
endar year as its taxable year. In 1983, X in-
cludes in its gross income an amount de-
scribed in section 951(a) with respect to Z. 
Assume that the taxes deemed paid under 
section 902(a) by X by reason of such an in-
clusion is $70. Assume further that Z paid 
total taxes of $120, $80 of which is FOGEI tax. 
Under paragraph (c) of this section, the 
FOGEI tax deemed paid is $46.67 (i.e., $70×$80/ 
$120). This $46.67 is also FOGEI under 
§ 1.907(c)–2(d)(5) because it must be included 
in X’s gross income under section 78. 

Example 2. (i) Assume the same facts as in 
Example 1. Assume further that in 1983, Z 
distributes its entire earnings and profits to 
Y. Y has no earnings and profits during 1983 
other than this dividend. Y paid a tax of $50 
to S. Assume that Y is deemed under section 
902(b)(1) to pay $50 of the tax paid by Z which 
was not deemed paid by X under section 
960(a)(1) in 1983. In 1983, Y distributes its en-
tire earnings and profits to X. Assume that X 
is deemed under section 902(a) to pay $100 of 
the taxes actually paid, and deemed paid, by 
Y. 

(ii) Paragraph (b)(1) of this section applies 
to characterize the $50 tax of Z that Y is 
deemed to pay under section 902(b)(1). Y is 
deemed to pay $33.33 of FOGEI tax, i.e., the 
amount of the tax deemed paid by Y ($50) 
multiplied by a fraction. The numerator of 
the fraction is the amount of Z’s FOGEI tax 
($80) and the denominator is the total taxes 
paid by Z ($120). 

(iii) Under paragraph (a)(8) of this section, 
a portion of the $50 tax actually paid by Y on 
the earnings and profits received from Z is 
FOGEI tax. The amount of tax actually paid 
by Y that is FOGEI tax depends on the 
amount of the distribution from Z that is 
FOGEI (see § 1.907(c)–2(d)(1) (i) and Example 2 
(ii) under § 1.907(c)–2(d)(8)). This result does 
not depend upon whether a portion of the 
distribution from Z is described in section 
959(b) and it follows even though a portion of 
Y’s earnings and profits will be excluded 
from X’s gross income under section 959(a)(1) 
when distributed by Y. Assume that $12.50 of 
the $50 tax actually paid by Y is FOGEI tax. 

(iv) Under paragraph (b)(1) of this section, 
X is deemed to pay $45.83 of FOGEI tax by 
reason of the distribution from Y. This 
amount is determined by multiplying the 
total taxes deemed paid by X by reason of 
such distribution ($100) by a fraction. The 
numerator of the fraction is the FOGEI tax 
paid, and deemed paid, by Y ($45.83, i.e., $33.33 
under paragraph (ii) of this example plus 
$12.50 under paragraph (iii) of this example). 
The denominator of the fraction is the total 
taxes paid, and deemed paid, by Y ($100). This 
$45.83 is FOGEI under § 1.907(c)–2(d)(5) be-
cause it is included in X’s gross income as a 
section 78 dividend. 

Example 3. (i) X, a domestic corporation, 
has a concession with foreign country Y that 
gives it the exclusive right to extract and ex-
port the crude oil and natural gas owned by 
Y. The concession agreement and location of 
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the oil and gas wells mandate that X con-
struct a system of pipelines to transport the 
minerals that are extracted to a port where 
they are loaded onto tankers for export. X 
owns the transportation facilities. Y has an 
income tax system under which income from 
mineral operations is subject to a 50 percent 
tax rate. The taxation by Y of the mineral 
operations is a separate tax base under para-
graph (a)(3) of this section. Under this sys-
tem, Y imposes the tax at the port prior to 
export and it establishes a posted price of $12 
per barrel. Y also collects royalties of $1.44 
per barrel (i.e., 12 percent of this posted 
price) which is deductible in computing the 
petroleum tax. Y also allows X deductible 
lifting costs of $.20 per barrel and deductible 
transporting costs of $.80 per barrel. Y does 
not allow any credits against the mineral 
tax. Assume that X does not have any in-
come in Y other than the mineral income. 
(In 1983, X extracts, transports, and exports 
10,000,000 barrels of crude oil, but for conven-
ience, all computations are in terms of one 
barrel). X pays foreign taxes of $4.78 per bar-
rel, computed as follows: 
Sales .......................................................... ............ $12.00 
Royalties .................................................... $1.44 ............
Lifting ......................................................... .20 ............
Transporting ............................................... .80 ............

2.44 (2.44) 

Income base .............................................. ............ 9.56 
Tax rate (percent) ...................................... ............ .50 
Tax ............................................................. ............ 4.78 

Assume that these taxes are creditable taxes 
under section 901, that the fair market value 
of the oil at the port is $10 per barrel, and 
that under § 1.907(c)–1(b)(6) fair market value 
in the immediate vicinity of the oil wells is 
$9 per barrel. Thus, at the port, the excess of 
posted price ($12) over fair market value ($10) 
is $2. 

(ii) The $4.78 foreign tax paid to Y is allo-
cated to FOGEI and FORI in accordance with 
the rules in paragraph (a) (2) through (5) of 
this section. 

(iii) Under paragraph (a)(3) of this section, 
FOGEI and FORI are subject to foreign tax-
ation under one tax base. This foreign tax is 
allocated between FOGEI tax and FORI tax 
in accordance with paragraph (a) (4) and (5) 
of this section. 

(iv) The modified gross income for FOGEI 
is $11, i.e., fair market value in the imme-
diate vicinity of the well ($9) plus the excess 
at the port of posted price over fair market 
value ($2). The modified gross income for 
FORI is $1, i.e., value added to the oil beyond 
the well-head which is part of Y’s tax base 
($10–$9). 

(v) The royalty deductions are all directly 
attributable to FOGEI. 

(vi) Under paragraph (a)(4) of this section, 
the income of each class is determined as fol-
lows: 

FOGEI FORI 

Modified gross income .......................... $11.00 $1.00 
Deductions: 

Royalties .................................. 1.44 0 
Lifting ....................................... .20 0 
Transporting ............................ 0 .80 
Total ........................................ 1.64 .80 

Net Income ............................................ 9.36 .20 

(vii) Under paragraph (a)(4) of this section, 
the total tax paid to Y is allocated to FOGEI 
and FORI in proportion to the income in 
each class. The calculation is as follows: 
FOGEI tax=$4.78×$9.36/$9.56=$4.68 
FORI tax=$4.78×$0.20/$9.56=$0.10 
Thus, for the 10,000,000 barrels, the FOGEI 
tax is $46,800,000 and the FORI tax is 
$1,000,000. 

(viii) The allocation under paragraph (a)(4) 
of this section, rather than the direct appli-
cation of stated foreign tax rates to foreign- 
law taxable income in each class of income 
(which would produce the same results in the 
facts of this example), is necessary when a 
foreign country taxes more than one class of 
income under a progressive rate structure. 
See Example 4 in this paragraph (e). 

Example 4. Assume the same facts as in Ex-
ample 3 except that Y’s tax is imposed at 40 
percent for the first $20,000,000 of income and 
at 60 percent for all other income. The for-
eign taxes are allocated under paragraph 
(a)(4) of this section between FOGEI and 
FORI in the same manner as in paragraphs 
(vi) and (vii) of Example 3, as follows: 
(1) Taxable income .......................................... $95,600,000 
(2) Tax: 

(a) 40% of $20,000,000 .................... 8,000,000 
(b) 60% of $75,600,000 .................... 45,360,000 
(c) Total tax ....................................... 53,360,000 

(3) FOGEI tax (line 2(c)×$9.36/$9.56) ............. 52,243,680 
(4) FORI tax (line 2(c)×$0.20/$9.56) ............... 1,116,320 

Example 5. Assume the same facts as in Ex-
ample 3. Assume further that X refines the 
crude oil into primary products prior to ex-
port and Y imposes its tax on the basis of 
crude oil equivalences of $12 per barrel, rath-
er than the value of the primary products, to 
establish port prices. Assume that this ar-
rangement is a pricing arrangement de-
scribed in section 907(d). Thus, Y does not 
tax the refinery income. The results are the 
same as in Example 3 even if $12 per barrel is 
equal to, more than, or less than, the value 
of the primary products at the port. See 
paragraph (a)(5)(vi) of this section. 

[T.D. 8338, 56 FR 11073, Mar. 15, 1991] 

§ 1.907(d)–1 Disregard of posted prices 
for purposes of chapter 1 of the 
Code (for taxable years beginning 
after December 31, 1982). 

(a) In general—(1) Scope. Section 
907(d) applies if a person has FOGEI 
from the— 
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(i) Acquisition (other than from a 
foreign government) or 

(ii) Disposition of minerals at a post-
ed price that differs from the fair mar-
ket value at the time of the trans-
action. Also, if a seller (other than a 
foreign government) derives FOGEI 
upon a disposition described in the pre-
ceding sentence, section 907(d) applies 
to the acquisition by the purchaser 
whether or not the purchaser has 
FOGEI. Thus, section 907(d) may apply 
in determining a person’s FORI. 

(2) Initial computation requirement. If 
section 907(d) applies to any person, in-
come on the transaction as initially re-
flected on the person’s return shall be 
computed as if the transaction were ef-
fected at fair market value. This re-
quirement applies the first time a per-
son has taxable income derived from 
either the transaction or an item (such 
as a dividend described in section 
907(c)(3)(A)) determined with reference 
to that income. 

(3) Burden of proof. The taxpayer 
must be able to demonstrate the trans-
action as it actually occurred and the 
basis for reporting the transaction 
under the principles of paragraph (a)(2) 
of this section. 

(4) Related parties. Section 907(d) (as a 
rule of characterization) applies wheth-
er or not the parties to the transaction 
are related. Thus, the excess of the 
posted price over the fair market value 
may never be taken into account in de-
termining a person’s FOGEI under sec-
tion 907(a) but may be taken into ac-
count in determining a person’s FORI. 

(b) Adjustments. If a taxpayer does 
not comply with the initial require-
ment of paragraph (a)(2) of this section, 
adjustments under section 907(d) may 
be made only by the Commissioner in 
the same manner that section 482 is ad-
ministered. Correlative and similar ad-
justments consistent with the sub-
stantive and procedural principles of 
section 482 and § 1.482–1(d) apply. How-
ever, section 907(d) is not a limitation 
on section 482. If a taxpayer disposing 
of minerals at a posted price does com-
ply with the initial computation re-
quirement of this section, adjustments 
and correlative and similar adjust-
ments consistent with the substantive 
and procedural aspects of section 482 
and § 1.482–1(d) shall apply, whether 

made on the return by the taxpayer or 
on a later audit. This paragraph (b) 
does not apply to an actual sale or ex-
change of minerals made between per-
sons with respect to whom adjustments 
under section 482 would never apply 
(but see paragraph (a)(4) of this sec-
tion). 

(c) Definitions. For purposes of this 
section— 

(1) Foreign government. The term for-
eign government means only the inte-
gral parts or controlled entities of a 
foreign sovereign and political subdivi-
sions of a foreign country. 

(2) Minerals. The term minerals has 
the same meaning as in § 1.907(c)–1(f)(1). 

(3) Posted price. The term posted price 
means the price set by, or at the direc-
tion of, a foreign government to cal-
culate income for purposes of its tax or 
at which minerals must be sold. 

(4) Other pricing arrangement. The 
term other pricing arrangement in sec-
tion 907(d) means a pricing arrange-
ment having the effect of a posted 
price. 

(5) Fair market value. The term fair 
market value, whether or not at the port 
prior to export, is determined in the 
same way that the wellhead price is de-
termined under § 1.907(c)–1(b)(6). 

[T.D. 8338, 56 FR 11075, Mar. 15, 1991] 

§ 1.907(e)–1 [Reserved] 

§ 1.907(f)–1 Carryback and carryover 
of credits disallowed by section 
907(a) (for amounts carried be-
tween taxable years that each begin 
after December 31, 1982). 

(a) In general. If a taxpayer chooses 
the benefits of section 901, any unused 
FOGEI tax paid or accrued in a taxable 
year beginning after December 31, 1982, 
may be carried to the taxable years 
specified in section 907(f) under the 
carryback and carryover principles of 
this section § 1.904–2(b). See section 
907(e) and § 1.907(e)–1 for transitional 
rules that apply to unused FOGEI taxes 
carried back or forward between a tax-
able year beginning before January 1, 
1983, and a taxable year beginning after 
December 31, 1982. 

(b) Unused FOGEI tax—(1) In general. 
The ‘‘unused FOGEI tax’’ for purposes 
of this section is the excess of the 
FOGEI taxes for a taxable year (year of 
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origin) over that year’s limitation 
level (as defined in § 1.907(a)–1(b)). 

(2) Year of origin. The term ‘‘year of 
origin’’ in the regulations under sec-
tion 904 corresponds to the term ‘‘un-
used credit year’’ under section 907(f). 

(c) Tax deemed paid or accrued. The 
unused FOGEI tax from a year of ori-
gin that may be deemed paid or ac-
crued under section 907(f) in any pre-
ceding or succeeding taxable year 
(‘‘excess limitation year’’) may not ex-
ceed the lesser of— 

(1) The excess extraction limitation 
for the excess limitation year, or 

(2) The excess general section 904 lim-
itation for the excess limitation year. 

(d) Excess extraction limitation. Under 
section 907(f)(2)(A), the ‘‘excess extrac-
tion limitation’’ for an excess limita-
tion year is the amount by which that 
year’s section 907(a) extraction limita-
tion exceeds the sum of— 

(1) The FOGEI taxes paid or accrued, 
and 

(2) The FOGEI taxes deemed paid or 
accrued in that year by reason of a sec-
tion 907(f) carryback or carryover from 
preceding years of origin. 

(e) Excess general section 904 limitation. 
Under section 907(f)(2)(B), the ‘‘excess 
general section 904 limitation’’ for an 
excess limitation year is the amount 
by which that year’s section 904 gen-
eral limitation exceeds the sum of— 

(1) The general limitation taxes paid 
or accrued (or deemed to have been 
paid under section 902 or 960) to all for-
eign countries and possessions of the 
United States during the taxable year, 

(2) The general limitation taxes 
deemed paid or accrued in such taxable 
year under section 904(c) and which are 
attributable to taxable years preceding 
the unused credit year, plus 

(3) The FOGEI taxes deemed paid or 
accrued in that year by reason of a sec-
tion 907(f) carryover (or carryback) 
from preceding years of origin. 

(f) Section 907(f) priority. If a taxable 
year is a year of origin under both sec-
tion 907(f) and section 904(c), section 
907(f) applies first. See section 
907(f)(3)(A). 

(g) Cross-reference. In computing the 
carryback and carryover of disallowed 
credits under section 907(f), the prin-
ciples of § 1.904–2 (d), (e), and (f) apply. 

(h) Example. The following example 
illustrates the application of section 
907(f). 

Example. X, a U.S. corporation organized 
on January 1, 1983, uses the accrual method 
of accounting and the calendar year as its 
taxable year. X’s only income is income 
which is not subject to a separate tax limita-
tion under section 904(d). X’s preliminary 
U.S. tax liability indicates an effective rate 
of 46% for taxable years 1983–1985. X has the 
following foreign tax items for 1983–1985: 

1983 1984 1985 

1. FOGEI ................................................................................................................................... $15,000 $20,000 $10,000 
2. FOGEI taxes ......................................................................................................................... 7,500 9,200 4,200 
3. Other foreign taxable income ................................................................................................ 8,000 5,000 10,000 
4. Other foreign taxes ............................................................................................................... 3,200 2,000 3,000 
5. (a) Section 907(a) limitation (.46 × Line 1) ........................................................................... 6,900 9,200 4,600 

(b) General section 904 limitation (.46 × (line 1 plus line 3)) ............................................ 10,580 11,500 9,200 
6. (a) Unused FOGEI taxes (excess of line 2 over line 5(a)) ................................................... 600 0 0 

(b) Unused general limitation taxes (excess of line 4 plus lesser of line 2 or line 5(a) 
over line 5(b)) ................................................................................................................. 0 0 0 

7. (a) FOGEI taxes from years preceding 1983 deemed accrued under section 907(f) ......... 0 0 0 
(b) Section 904 general limitation taxes from years preceding 1983 deemed accrued 

under section 904(c) ....................................................................................................... 0 0 0 
8. (a) Excess section 907(a) limitation (excess of line 5(a) over sum of line 2 and line 7(a)) 0 0 400 

(b) Excess section 904 general limitation (excess of line 5(b) over sum of line 4, lesser 
of line 2 and line 5(a) and line 7(b)) .............................................................................. 480 300 2,000 

9. Limit on FOGEI taxes that will be deemed accrued under section 907(f) (lesser of line 
8(a) and line 8(b) ................................................................................................................... 0 0 400 

X has unused 1983 FOGEI taxes of $600. Since 
the excess section 907(a) limitation for 1984 is 
zero, the unused FOGEI taxes are carried to 
1985. Of the $600 carryover, $400 is deemed ac-
crued in 1985 and the balance of $200 is car-
ried to following years (but not to a year 
after 1988). After the carryover from 1983 to 

1985, the excess section 904 general limita-
tion for 1985 (line 8(b)) is reduced by $400 to 
$1,600 to reflect the amount of 1983 FOGEI 
taxes deemed accrued in 1985 under section 
907(f). 

[T.D. 8338, 56 FR 11079, Mar. 15, 1991] 
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