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from sources wholly within Formosa
and Hong Kong and that portion of the
taxable income from sources partly
within and partly without Formosa
and Hong Kong which may be allocated
to sources within Formosa and Hong
Kong. The method of computing this
income is similar to that described in
part I (section 861 and following), sub-
chapter N, chapter 1 of the Code, and
the regulations thereunder.

§ 1.941–3 Illustration of principles.
The application of section 941 may be

illustrated by the following example:

Example. (1) The A Company, a China Trade
Act corporation, has taxable income (com-
puted without regard to the deduction under
section 941) for the calendar year 1954 of
$200,000 and receives no dividends from do-
mestic corporations. All of its stock on De-
cember 31, 1954, is owned on that date by per-
sons resident in Formosa, Hong Kong, the
United States, or possessions of the United
States, or individual citizens of the United
States. It distributes a special dividend
amounting to $100,000 on February 15, 1955,
which is certified by the Secretary of Com-
merce as provided in section 941(b). For the
purpose of the tax imposed by section 11, it
is necessary in this example to make two
computations, first, without allowing the
special deduction from taxable income on ac-
count of income derived from sources within
Formosa and Hong Kong, and, second, allow-
ing such deduction. The computations are as
follows:

(2) First computation; without allowing
the special deduction from taxable income.

Taxable income ...................................................... $200,000
Normal tax (section 11 (b)) .................................... 60,000
Surtax (section 11 (c)) ........................................... 38,500
Total income tax .................................................... 98,500

(3) Second computation; allowing the spe-
cial deduction from taxable income.

Taxable income .................................................. $200,000

Since the total taxable income is derived
from sources within Formosa and Hong Kong
and since the par value of the shares of stock
of the corporation owned on the last day of
the taxable year by (a) persons resident in
Formosa, Hong Kong, the United States, or
possessions of the United States, and (b) in-
dividual citizens of the United States wher-
ever resident, is 100 percent of the par value
of the total number of shares of stock of the
corporation outstanding on that day, 100 per-
cent of such taxable income is deductible.

Special deduction from taxable income ............. $200,000
Amount of income subject to tax under section

11 .................................................................... None

(4) Since the special dividend ($100,000) ex-
ceeds the diminution of the tax ($98,500) on
account of the allowance of the special de-
duction from taxable income, the entire
amount of the special deduction is allowable
and the corporation has no income tax liabil-
ity for 1954.

§ 1.943–1 Withholding by a China
Trade Act corporation.

Dividends paid by a China Trade Act
corporation to a nonresident alien indi-
vidual, foreign partnership, or foreign
corporation are subject to withholding
of tax at source under § 1.1441–1. How-
ever, see paragraph (c) of § 1.1441–4 for
exemption applicable to dividends paid
to residents of Formosa or Hong Kong.

[T.D. 6908, 31 FR 16769, Dec. 31, 1966]

CONTROLLED FOREIGN CORPORATIONS

§ 1.951–1 Amounts included in gross in-
come of United States shareholders.

(a) In general. If a foreign corporation
is a controlled foreign corporation
(within the meaning of section 957) for
an uninterrupted period of 30 days or
more (determined under paragraph (f)
of this section) during any taxable year
of such corporation beginning after De-
cember 31, 1962, every person—

(1) Who is a United States share-
holder (as defined in section 951(b) and
paragraph (g) of this section) of such
corporation at any time during such
taxable year, and

(2) Who owns (within the meaning of
section 958(a)) stock in such corpora-
tion on the last day, in such year, on
which such corporation is a controlled
foreign corporation shall include in his
gross income for his taxable year in
which or with which such taxable year
of the corporation ends, the sum of—

(i) Except as provided in section 963,
such shareholder’s pro rata share (de-
termined under paragraph (b) of this
section) of the corporation’s subpart F
income (as defined in section 952) for
such taxable year of the corporation,

(ii) Such shareholder’s pro rata share
(determined under paragraph (c)(1) of
this section) of the corporation’s pre-
viously excluded subpart F income
withdrawn from investment in less de-
veloped countries for such taxable year
of the corporation,

(iii) Such shareholder’s pro rata
share (determined under paragraph
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(c)(2) of this section) of the corpora-
tion’s previously excluded subpart F
income withdrawn from investment in
foreign base company shipping oper-
ations for such taxable year of the cor-
poration, and

(iv) Such shareholder’s pro rata share
(determined under paragraph (d) of this
section) of the corporation’s increase
in earnings invested in United States
property for such taxable year of the
corporation (but only to the extent
such pro rata share is not excluded
from such shareholder’s gross income
for his taxable year under section
959(a)(2)).

For purposes of determining whether a
United States shareholder which is a
domestic corporation is a personal
holding company under section 542 and
§ 1.542–1, the character of the amount
includible in gross income of such do-
mestic corporation under this para-
graph shall be determined as if such
amount were realized directly by such
corporation from the source from
which it is realized by the controlled
foreign corporation. See paragraph (a)
of § 1.957–2 for special limitation on the
amount of subpart F income in the
case of a controlled foreign corporation
described in section 957(b). See section
970(a) and § 1.970–1 which provides for
the reduction of subpart F income of
export trade corporations.

(b) Limitation on a United States share-
holder’s pro rata share of subpart F in-
come—(1) In general. For purposes of
paragraph (a)(2)(i) of this section, a
United States shareholder’s pro rata
share (determined in accordance with
the rules of paragraph (e) of this sec-
tion) of the foreign corporation’s sub-
part F income for the taxable year of
such corporation is—

(i) The amount which would have
been distributed with respect to the
stock which such shareholder owns
(within the meaning of section 958(a))
in such corporation if on the last day,
in such corporation’s taxable year, on
which such corporation is a controlled
foreign corporation it had distributed
pro rata to its shareholders an amount
which bears the same ratio to its sub-
part F income for such taxable year as
the part of such year during which such
corporation is a controlled foreign cor-

poration bears to the entire taxable
year, reduced by—

(ii) The amount of distributions re-
ceived by any other person during such
taxable year as a dividend with respect
to such stock, but only to the extent
that such distributions do not exceed
the dividend which would have been re-
ceived by such other person if the dis-
tributions by such corporation to all
its shareholders had been the amount
which bears the same ratio to the sub-
part F income of such corporation for
the taxable year as the part of such
year during which such shareholder did
not own (within the meaning of section
958(a)) such stock bears to the entire
taxable year.

(2) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. A, a United States shareholder,
owns 100 percent of the only class of stock of
M, a controlled foreign corporation through-
out 1963. Both A and M Corporation use the
calendar year as a taxable year. For 1963, M
Corporation derives $100 of subpart F in-
come, has $100 of earnings and profits, and
makes no distributions. A must include $100
in his gross income for 1963 under section
951(a)(1)(A)(i).

Example 2. The facts are the same as in ex-
ample 1, except that instead of holding 100
percent of the stock of M Corporation for the
entire year, A sells 60 percent of such stock
to B, a nonresident alien, on May 26, 1963.
Thus, M Corporation is a controlled foreign
corporation for the period January 1, 1963,
through May 26, 1963. A must include $40
($100×146/365) in his gross income for 1963
under section 951(a)(1)(A)(i).

Example 3. The facts are the same as in ex-
ample 1, except that instead of holding 100
percent of the stock of M Corporation for the
entire year, A holds 60 percent of such stock
on December 31, 1963, having acquired such
interest on May 26, 1963, from B, a non-
resident alien, who owned such interest from
January 1, 1963. Before A’s acquisition of
such stock, M Corporation had distributed a
dividend of $15 to B in 1963 with respect to
such stock. A must include $21 in his gross
income for 1963 under section 951(a)(1)(A)(i),
such amount being determined as follows:

Corporation M’s Subpart F income for 1963 ............... $100
Less: Reduction under section 951(a)(2)(A) for period

(1–1–63 through 5–26–63) during which M Cor-
poration is not a controlled foreign corporation
($100×146/365) ........................................................ 40

Subpart F income for 1963 as limited by section
951(a)(2)(A) .............................................................. 60

A’s pro rata share of subpart F income as determined
under section 951 (a)(2)(A) (60 percent of $60) ...... 36
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Less: Reduction under section 951(a)(2)(B) for divi-
dends received by B during 1963 with respect to
the stock acquired by A in M Corporation:

(i) Dividend received by B ....................... 15
(ii) B’s pro rata share of the amount

which bears the same ratio to M Cor-
poration’s subpart F income for 1963
($100) as the period during which A
did not own (within the meaning of
section 958(a)) his stock (146 days)
bears to the entire taxable year (365
days) (60 percent of ($100×146/365)) 24

(iii) Amount of reduction (lesser of (i) or
(ii)) ........................................................ 15

A’s pro rata share of Subpart F income as deter-
mined under section 951(a)(2) ................................. 21

Example 4. A, a United States shareholder,
owns 100 percent of the only class of stock of
P, a controlled foreign corporation through-
out 1963, and P owns 100 percent of the only
class of stock of R, a controlled foreign cor-
poration throughout 1963. A and Corpora-
tions P and R each use the calendar year as
a taxable year. For 1963, R Corporation de-
rives $100 of subpart F income, has $100 of
earnings and profits, and distributes a divi-
dend of $20 to P Corporation. Corporation P
has no income for 1963 other than the divi-
dend received from R Corporation. A must
include $100 in his gross income for 1963
under section 951(a)(1)(A)(i) as subpart F in-
come of R Corporation for such year. Such
subpart F income is not reduced under sec-
tion 951(a)(2)(B) for the dividend of $20 paid
to P Corporation because there was no part
of the year 1963 during which A did not own
(within the meaning of section 958(a)) the
stock of R Corporation. By reason of the ap-
plication of section 959(b), the $20 distribu-
tion from R Corporation to P Corporation is
not again includible in the gross income of A
under section 951(a).

Example 5. The facts are the same as in ex-
ample 4, except that instead of holding the
stock of R Corporation for the entire year, P
Corporation acquires 60 percent of the only
class of stock of R Corporation on March 14,
1963, from C, a nonresident alien, after R
Corporation distributes in 1963 a dividend of
$35 to C with respect to the stock so acquired
by P Corporation. The stock interest so ac-
quired by P Corporation was owned by C
from January 1, 1963, until acquired by P
Corporation. A must include $36 in his gross
income for 1963 under section 951(a)(1)(A)(i),
such amount being determined as follows:

Corporation R’s Subpart F income for 1963 ............. $100
Less: Reduction under section 951(a)(2)(A) for pe-

riod (1–1–63 through 3–14–63) during which R
Corporation is not a controlled foreign corporation
($100×73/365) ........................................................ 20

Subpart F income for 1963 as limited by section
951(a)(2)(A) ............................................................ 80

A’s pro rata share of subpart F income as deter-
mined under section 951 (a)(2)(A) (60 percent of
$80) ........................................................................ 48

Less: Reduction under section 951(a)(2)(B) for divi-
dends received by C during 1963 with respect to
the stock indirectly acquired by A in R Corpora-
tion:

(i) Dividend received by C .................. 35
(ii) C’s pro rata share of the amount

which bears the same ratio to R
Corporation’s Subpart F income for
1963 ($100) as the period during
which A did not indirectly own (with-
in the meaning of section 958(a)(2))
his stock (73 days) bears to the en-
tire taxable year (365 days) (60 per-
cent of ($100×73/365)) .................... 12

(iii) Amount of reduction (lesser of (i)
or (ii)) ............................................... 12

A’s pro rata share of Subpart F income as deter-
mined under section 951 (a)(2) .............................. 36

(c) Limitation on a United States share-
holder’s pro rata share of previously ex-
cluded subpart F income withdrawn from
investments—(1) Investments in less devel-
oped countries. For purposes of para-
graph (a)(2)(ii) of this section, a United
States shareholder’s pro rata share (de-
termined in accordance with the rules
of paragraph (e) of this section) of the
foreign corporation’s previously ex-
cluded subpart F income withdrawn
from investment in less developed
countries for the taxable year of such
corporation shall not exceed an
amount which bears the same ratio to
such shareholder’s pro rata share of
such income withdrawn (as determined
under section 955(a)(3), as in effect be-
fore the enactment of the Tax Reduc-
tion Act of 1975, and paragraph (c) of
§ 1.955–1) for such taxable year as the
part of such year during which such
corporation is a controlled foreign cor-
poration bears to the entire taxable
year. See paragraph (c)(2) of § 1.955–1 for
a special rule applicable to exclusions
and withdrawals occurring before the
date on which the United States share-
holder acquires his stock.

(2) Investments in foreign base company
shipping operations. For purposes of
paragraph (a)(2)(iii) of this section, a
United States shareholder’s pro rata
share (determined in accordance with
the rules of paragraph (e) of this sec-
tion) of the foreign corporation’s pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
the taxable year of such corporation
shall not exceed an amount which
bears the same ratio to such sharehold-
er’s pro rata share of such income
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withdrawn (as determined under sec-
tion 955(a)(3) and paragraph (c) of
§ 1.955A–1) for such taxable year as the
part of such year during which such
corporation is a controlled foreign cor-
poration bears to the entire taxable
year. See paragraph (c)(2) of § 1.955A–1
for a special rule applicable to exclu-
sions and withdrawals occurring before
the date on which the United States
shareholder acquires his stock.

(d) Limitation on a United States share-
holder’s pro rata share of increase in in-
vestment in United States property. For
purposes of paragraph (a)(2)(iv) of this
section, a United States shareholder’s
pro rata share (determined in accord-
ance with the rules of paragraph (e) of
this section) of the foreign corpora-
tion’s increase in earnings invested in
United States property for the taxable
year of such corporation shall not ex-
ceed an amount which bears the same
ratio to such shareholder’s pro rata
share of such increase (as determined
under section 956(a)(2) and paragraph
(c) of § 1.956–1) for such taxable year as
the part of such year during which such
corporation is a controlled foreign cor-
poration bears to the entire taxable
year. The amount determined under
the preceding sentence, however, shall
be taken into account under paragraph
(a)(2)(iv) of this section only to the ex-
tent such amount is not excluded from
such shareholder’s gross income for his
taxable year under section 959(a)(2) and
the regulations thereunder.

(e) ‘‘Pro rata share’’ defined—(1) In
general. For purposes of paragraphs (b),
(c), and (d) of this section, a United
States shareholder’s pro rata share of a
controlled foreign corporation’s sub-
part F income, previously excluded
subpart F income withdrawn from in-
vestment in less developed countries,
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations, or
increase in earnings invested in United
States property, respectively, for any
taxable year is his pro rata share deter-
mined under paragraph (a) of § 1.952–1,
paragraph (c) of § 1.955–1, paragraph (c)
of § 1.955A–1, or paragraph (c) of § 1.956–
1, respectively.

(2) More than one class of stock. If a
controlled foreign corporation for a
taxable year has more than one class of

stock outstanding, the amount of such
corporation’s subpart F income, with-
drawal, or increase in investment, for
the taxable year which shall be taken
into account with respect to any one
class of such stock for purposes of sub-
paragraph (1) of this paragraph shall be
that amount which bears the same
ratio to the total of such subpart F in-
come, withdrawal, or increase in in-
vestment for such year as the earnings
and profits which would be distributed
with respect to such class of stock if
all earnings and profits of such cor-
poration for such year were distributed
on the last day of such corporation’s
taxable year on which such corporation
is a controlled foreign corporation bear
to the total earnings and profits of
such corporation for such taxable year.
For purposes of the preceding sentence,
if an arrearage in dividends for prior
taxable years exists with respect to a
class of preferred stock of such cor-
poration, the earnings and profits for
the taxable year shall be attributed to
such arrearage only to the extent such
arrearage exceeds the earnings and
profits of such corporation remaining
from prior taxable years beginning
after December 31, 1962.

(3) Discretionary power to allocate
earnings to different classes of stock. If
the allocation of a foreign corpora-
tion’s earnings and profits for the tax-
able year between two or more classes
of stock depends upon the exercise of
discretion by that body of persons
which exercises with respect to such
corporation the powers ordinarily exer-
cised by the board of directors of a do-
mestic corporation, the allocation of
earnings and profits to such classes
shall be made for purposes of this para-
graph as if such classes constituted one
class of stock in which each share has
the same rights to dividends as any
other share, unless a different method
of allocation of earnings and profits is
established as proper by the United
States shareholder.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Throughout its taxable year
1964, controlled foreign corporation A has
outstanding 40 shares of common stock and
60 shares of 6-percent, nonparticipating, non-
voting, preferred stock with a par value of
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$100 per share. D, a United States citizen who
uses the calendar year as a taxable year,
owns 30 shares of the common, and 15 shares
of the preferred, stock during 1964: Corpora-
tion A for 1964 has earnings and profits of
$1,000, and income of $500 with respect to
which amounts are required to be included in
gross income of United States shareholders
under section 951(a). In such case, if the total
$1,000 of earnings and profits were distrib-
uted on December 31, 1964, $360 (0.06×$100×60)
would be distributed with respect to A Cor-
poration’s preferred stock and $640 ($1,000
minus $360) would be distributed with respect
to its common stock. Accordingly, of the
$500 with respect to which amounts are re-
quired to be included in gross income of
United States shareholders under section
951(a), $180 ($360/$1,000× $500) is allocated to
the outstanding preferred stock and $320
($640/$1,000×$500) is allocated to the outstand-
ing common stock. D’s pro rata share of such
amounts for 1964 is $285 [($180×15/60)+($320× 30/
40)].

Example 2. The facts are the same as in ex-
ample 1, except that the preferred stock is
cumulative and there is an arrearage in divi-
dends with respect to such stock of $900; on
December 31, 1963, Corporation A has accu-
mulated earnings and profits for 1963 of $700;
therefore, for purposes of this paragraph,
Corporation A’s earnings and profits for 1964
attributable to such arrearage may not ex-
ceed $200 ($900 minus $700). In such case, for
purposes of this paragraph, if the $1,000 earn-
ings and profits for 1964 were distributed on
December 31, 1964, $560 [(0.06×$100×60)+$200]
would be distributed with respect to A Cor-
poration’s preferred stock and $440 ($1,000
minus $560) would be distributed with respect
to its common stock. Accordingly, of the
$500 with respect to which amounts are re-
quired to be included in gross income of
United States shareholders under section 951
(a), $280 ($560/$1,000×$500) is allocated to the
outstanding preferred stock and $220 ($440/
$1,000×$500) is allocated to the outstanding
common stock. D’s pro rata share of such
amounts for 1964 is $235 [($280×15/ 60)+($220×30/
40)].

(f) Determination of holding period. For
purposes of sections 951 through 964,
the holding period of an asset (includ-
ing stock of a controlled foreign cor-
poration) shall be determined by ex-
cluding the day on which such asset is
acquired and including the day on
which such asset is disposed of. The ap-
plication of this paragraph may be il-
lustrated by the following example:

Example. On June 30, 1963, United States
person E acquires 70 of the 100 shares of the
only class of stock of foreign corporation A
from nonresident alien B, who until such

time owns all such 100 shares. E sells 10
shares of stock of such corporation on No-
vember 30, 1963, and 60 shares on December
31, 1963, to nonresident alien F. Corporation
A is a controlled foreign corporation for the
period beginning with July 1, 1963, and ex-
tending through December 31, 1963. As to the
10 shares of stock sold on November 30, 1963,
E is treated as not owning such shares at any
time after November 30, 1963, nor before July
1, 1963. As to the remaining 60 shares of
stock, E is treated as not owning them be-
fore July 1, 1963, or after December 31, 1963.

(g) United States shareholder defined—
(1) In general. For purposes of sections
951 through 964, the term ‘‘United
States shareholder’’ means, with re-
spect to a foreign corporation, a United
States person (as defined in section
957(d)) who owns within the meaning of
section 958(a), or is considered as own-
ing by applying the rules of ownership
of section 958(b), 10 percent or more of
the total combined voting power of all
classes of stock entitled to vote of such
foreign corporation.

(2) Percentage of total combined voting
power owned by United States person—(i)
Meaning of combined voting power. In de-
termining for purposes of subparagraph
(1) of this paragraph whether a United
States person owns the requisite per-
centage of voting power of all classes of
stock entitled to vote, consideration
will be given to all the facts and cir-
cumstances in each case. In any case
where—

(a) A foreign corporation has more
than one class of stock outstanding,
and

(b) One or more United States per-
sons own (within the meaning of sec-
tion 958) shares of any one class of
stock which possesses the power to
elect, appoint, or replace a person, or
persons, who with respect to such cor-
poration, exercise the powers ordi-
narily exercised by a member of the
board of directors of a domestic cor-
poration,
the percentage of the total combined
voting power with respect to such cor-
poration owned by any such United
States person shall be his propor-
tionate share of the percentage of the
persons exercising the powers ordi-
narily exercised by members of the
board of directors of a domestic cor-
poration (described in (b) of this sub-
division) which such class of stock (as
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a class) possesses the power to elect,
appoint, or replace. In all cases, how-
ever, a United States person will be
deemed to own 10 percent or more of
the total combined voting power with
respect to a foreign corporation if such
person owns (within the meaning of
section 958) 20 percent or more of the
total number of shares of a class of
stock of such corporation possessing
one or more powers enumerated in
paragraph (b)(1) of § 1.957–1. Whether a
foreign corporation is a controlled for-
eign corporation for purposes of sec-
tions 951 through 964 shall be deter-
mined by applying the rules of section
957 and §§ 1.957–1 through 1.957–4.

(ii) Illustration. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Foreign corporation S has two
classes of capital stock outstanding, consist-
ing of 60 shares of class A stock and 40 shares
of class B stock. Each class of the outstand-
ing stock is entitled to participate on a
share for share basis in any dividend dis-
tributions by S Corporation. The owners of a
majority of the class A stock are entitled to
elect 7 of the 10 corporate directors, and the
owners of a majority of the class B stock are
entitled to elect the other 3 of the 10 direc-
tors. Thus, the class A stock (as a class) pos-
sesses 70 percent of the total combined vot-
ing power of all classes of stock entitled to
vote of S Corporation, and the class B stock
(as a class) possesses 30 percent of such vot-
ing power. D, a United States person, owns 31
shares of the class A stock and thus owns
36,167 percent (31/60×70 percent) of the total
combined voting power of all classes of stock
entitled to vote of S Corporation. By reason
of the ownership of such voting power, D is
a United States shareholder of S Corporation
under section 951(b). For purposes of section
957, S Corporation is a controlled foreign cor-
poration by reason of D’s ownership of a ma-
jority of the class A stock, as illustrated in
example 2 of paragraph (c) of § 1.957–1. E, a
United States person, owns eight shares of
the class A stock and thus owns 9.333 percent
(8/60×70 percent) of the total combined voting
power of all classes of stock entitled to vote
of S Corporation. Since E owns only 9.333
percent of such voting power and less than 20
percent of the number of shares of the class
A stock, he is not a United States share-
holder of S Corporation under section 951(b).
F, a United States person, owns 14 shares of
the class B stock and thus owns 10.5 percent
(14/40×30 percent) of the total combined vot-
ing power of all classes of stock entitled to
vote of S Corporation. By reason of the own-
ership of such voting power, F is a United

States shareholder of S Corporation under
section 951(b).

Example 2. Foreign corporation R has three
classes of stock outstanding, consisting of 10
shares of class A stock, 20 shares of class B
stock, and 300 shares of class C stock. Each
class of the outstanding stock is entitled to
participate on a share for share basis in any
distribution by R Corporation. The owners of
a majority of the class A stock are entitled
to elect 6 of the 10 corporate directors, and
the owners of a majority of the class B stock
are entitled to elect the other 4 of the 10 di-
rectors. The class C stock is not entitled to
vote. D, E, and F, United States persons,
each own 2 shares of the class A stock and
100 shares of the class C stock. As owners of
a majority of the class A stock, D, E, and F
elect 6 members of the board of directors. D,
E, and F are United States shareholders of R
Corporation under section 951(b) since each
owns 20 percent of the total number of shares
of the class A stock which possesses the
power to elect a majority of the board of di-
rectors of R Corporation. For purposes of
section 957, R Corporation is a controlled for-
eign corporation by reason of the ownership
by D, E, and F of a majority of the class A
stock, as illustrated in example 2 of para-
graph (c) of § 1.957–1.

[T.D. 6795, 30 FR 935, Jan. 29, 1965, as amend-
ed by T.D. 7893, 48 FR 22507, May 19, 1983]

§ 1.951–2 Coordination of subpart F
with election of a foreign invest-
ment company to distribute income.

A United States shareholder who for
his taxable year is a qualified share-
holder (within the meaning of section
1247(c)) of a foreign investment com-
pany with respect to which an election
under section 1247(a) and the regula-
tions thereunder is in effect for the
taxable year of such company which
ends with or within such taxable year
of such shareholder shall not be re-
quired to include any amount in his
gross income for his taxable year under
paragraph (a) of § 1.951–1 with respect
to such company for that taxable year
of such company.

[T.D. 6795, 30 FR 937, Jan. 29, 1965]

§ 1.951–3 Coordination of subpart F
with foreign personal holding com-
pany provisions.

A United States shareholder (as de-
fined in section 951(b)) who is required
under section 551(b) to include in his
gross income for his taxable year his
share of the undistributed foreign per-
sonal holding company income for the
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taxable year of a foreign personal hold-
ing company (as defined in section 552)
which for that taxable year is a con-
trolled foreign corporation (as defined
in section 957) shall not be required to
include in his gross income for his tax-
able year under section 951(a) and para-
graph (a) of § 1.951–1 any amount attrib-
utable to the earnings and profits of
such corporation for that taxable year
of such corporation. If a foreign cor-
poration is both a foreign personal
holding company and a controlled for-
eign corporation for the same period
which is only a part of its taxable year,
then, for purposes of applying the im-
mediately preceding sentence, such
corporation shall be deemed to be, for
such part of such year, a foreign per-
sonal holding company and not a con-
trolled foreign corporation and the
earnings and profits of such corpora-
tion for the taxable year shall be
deemed to be that amount which bears
the same ratio to its earnings and prof-
its for the taxable year as such part of
the taxable year bears to the entire
taxable year. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. A, a United States shareholder,
owns 100 percent of the only class of stock of
controlled foreign corporation M which, in
turn, owns 100 percent of the only class of
stock of controlled foreign corporation N. A
and Corporations M and N use the calendar
year as a taxable year. During 1963, N Cor-
poration derives $40,000 of gross income all of
which is foreign personal holding company
income within the meaning of section 553;
thus, N Corporation is a foreign personal
holding company for such year within the
meaning of section 552(a). For 1963, N Cor-
poration has undistributed foreign personal
holding company income (as defined in sec-
tion 556(a)) of $30,000, derives $25,000 of sub-
part F income, and has earnings and profits
of $32,000. During 1963, M Corporation derives
$100,000 of gross income (including as a divi-
dend under section 555(c)(2) the $30,000 of N
Corporation’s undistributed foreign personal
holding company income), 65 percent of
which is foreign personal holding company
income within the meaning of section 553.
Therefore, M Corporation is a foreign per-
sonal holding company for such year. For
1963, M Corporation has undistributed for-
eign personal holding company income (as
defined in section 556(a)) of $90,000, deter-
mined by taking into account under section
552(c)(1) N Corporation’s $30,000 of undistrib-
uted foreign personal holding company in-

come for such year; in addition, M Corpora-
tion derives $50,000 of subpart F income and
has earnings and profits of $92,000. Neither M
Corporation nor N Corporation makes any
actual distributions during 1963. A is re-
quired under section 551(b) to include in his
gross income for 1963 as a dividend the $90,000
of M Corporation’s undistributed foreign per-
sonal holding company income for such year.
For 1963, A is not required to include in his
gross income under section 951(a) any of the
$50,000 subpart F income of M Corporation or
of the $25,000 subpart F income of N Corpora-
tion.

Example 2. The facts are the same as in ex-
ample 1, except that only 45 percent of M
Corporation’s gross income (determined by
including under section 555(c)(2) the $30,000 of
N Corporation’s undistributed foreign per-
sonal holding company income) is foreign
personal holding company income within the
meaning of section 553; accordingly, M Cor-
poration is not a foreign personal holding
company for 1963. Since for such year M Cor-
poration is not a foreign personal holding
company, the undistributed foreign personal
holding company income ($30,000) of N Cor-
poration is not required under section 555(b)
to be included in the gross income of M Cor-
poration for 1963; as a result, such income is
not required under section 551(b) to be in-
cluded in the gross income of A for such year
even though N Corporation is a foreign per-
sonal holding company for that year. For
1963, A is required to include $75,000 in his
gross income under section 951(a)(1)(A)(i) and
paragraph (a) of § 1.951–1, consisting of the
$50,000 subpart F income of M Corporation
and the $25,000 subpart F income of N Cor-
poration.

Example 3. The facts are the same as in ex-
ample 1, except that in 1963 N Corporation
actually distributes $30,000 to M Corporation
and M Corporation, in turn, actually distrib-
utes $90,000 to A. Under section 556 the undis-
tributed foreign personal holding company
income of both M corporation and N Cor-
poration is thus reduced to zero; accordingly,
no amount is included in the gross income of
A under section 551(b) by reason of his inter-
est in corporations M and N. A must include
$75,000 in his gross income for 1963 under sec-
tion 951(a)(1)(A)(i) and paragraph (a) of
§ 1.951–1, consisting of the $50,000 subpart F
income of M Corporation and the $25,000 sub-
part F income of N Corporation. Of the
$90,000 distribution received by A from M
Corporation, $75,000 is excludable from his
gross income under section 959(a)(1) as pre-
viously taxed earnings and profits; the re-
maining $15,000 is includible in his gross in-
come for 1963 as a dividend.

Example 4. (a) A, a United States share-
holder, owns 100 percent of the only class of
stock of controlled foreign corporation P, or-
ganized on January 1, 1963. Both A and P
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Corporation use the calendar year as a tax-
able year. During 1963, 1964, and 1965, P Cor-
poration is not a foreign personal holding
company as defined in section 552(a); in each
of such years, P Corporation derives dividend
income of $10,000 which constitutes foreign
personal holding company income (within
the meaning of § 1.954–2) but under 26 CFR
1.954–1(b)(1) (Revised as of April 1, 1975) ex-
cludes such amounts from foreign base com-
pany income as dividends received from, and
reinvested in, qualified investments in less
developed countries. Corporation P’s earn-
ings and profits accumulated for 1963, 1964,
and 1965 and determined under paragraph
(b)(2) of § 1.955–1 are $40,000. For 1966, P Cor-
poration is a foreign personal holding com-
pany, has predistribution earnings and prof-
its of $10,000, derives $10,000 of income which
is both foreign personal holding company in-
come within the meaning of section 553 and
subpart F income within the meaning of sec-
tion 952, distributes $8,000 to A, and has un-
distributed foreign personal holding com-
pany income of $2,000 within the meaning of
section 556. In addition, for 1966 P Corpora-
tion has a withdrawal (determined under sec-
tion 955(a) as in effect before the enactment
of the Tax Reduction Act of 1975 but without
regard to its earnings and profits for such
year) of $25,000 of previously excluded sub-
part F income from investment in less devel-
oped countries. A is required under section
551(b) to include in his gross income for 1966
as a dividend the $2,000 undistributed foreign
personal holding company income. The $8,000
distribution is includible in A’s gross income
for 1966 under sections 61(a)(7) and 301 as a
distribution to which section 316(a)(2) ap-
plies. Corporation P’s $25,000 withdrawal of
previously excluded subpart F income from
investment in less developed countries is in-
cludible in A’s gross income for 1966 under
section 951(a)(1)(A)(ii) and paragraph (a)(2) of
§ 1.951–1.

(b) If P Corporation’s earnings and profits
accumulated for 1963, 1964, and 1965 were
$15,000, instead of $40,000, the result would be
the same as in paragraph (a) of this example,
except that a withdrawal of only $15,000 of
previously excluded subpart F income from
investment in less developed countries would
be includible in A’s gross income for 1966
under section 951(a)(1)(A)(ii) and paragraph
(a)(2) of § 1.951–1.

(c) The principles of this example also
apply to withdrawals (determined under sec-
tion 955(a), as in effect before the enactment
of the Tax Reduction Act of 1975) of pre-
viously excluded subpart F income from in-
vestment in less developed countries effected
after the effective date of such Act, and to
withdrawals (determined under section
955(a), as amended by such Act) of previously
excluded subpart F income from investment
in foreign base company shipping operations.

Example 5. (a) The facts are the same as in
paragraph (a) of example 4, except that, in-
stead of having a $25,000 decrease in qualified
investments in less developed countries for
1966, P Corporation invests $20,000 in tangible
property (not described in section 956(b)(2))
located in the United States and such invest-
ment constitutes an increase (determined
under section 956(a) but without regard to
the earnings and profits of P Corporation for
1966) in earnings invested in United States
property. Corporation P’s earnings and prof-
its accumulated for 1963, 1964, and 1965 and
determined under paragraph (b)(1) of § 1.956–1
are $22,000. The result is the same as in para-
graph (a) of example 4, except that instead of
including the $25,000 withdrawal, A must in-
clude $20,000 in his gross income for 1966
under section 951(a)(1)(B) and paragraph
(a)(2)(iv) of § 1.951–1 as an investment of earn-
ings in United States property.

(b) If P Corporation’s earnings and profits
accumulated for 1963, 1964, and 1965 were
$9,000 instead of $22,000, the result would be
the same as in paragraph (a) of this example,
except that only $9,000 would be includible in
A’s gross income for 1966 under section
951(a)(1)(B) and paragraph (a)(2)(iv) of § 1.951–
1 as an investment of earnings in United
States property.

[T.D. 6795, 30 FR 937, Jan. 29, 1965, as amend-
ed by T.D. 7893, 48 FR 22508, May 19, 1983]

§ 1.952–1 Subpart F income defined.
(a) In general. For purposes of sec-

tions 951 through 964, a controlled for-
eign corporation’s subpart F income
for any taxable year shall, except as
provided in paragraph (b) of this sec-
tion and subject to the limitations of
paragraphs (c) and (d) of this section,
consist of the sum of—

(1) The income derived by such cor-
poration for such year from the insur-
ance of United States risks (deter-
mined in accordance with the provi-
sions of section 953 and §§ 1.953–1
through 1.953–6),

(2) The income derived by such cor-
poration for such year which con-
stitutes foreign base company income
(determined in accordance with the
provisions of section 954 and §§ 1.954–1
through 1.954–8),

(3)(i) An amount equal to the product
of—

(A) The income of such corporation
other than income which—

(1) Is attributable to earnings and
profits of the foreign corporation in-
cluded in the gross income of a United
States person under section 951 (other
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than by reason of this paragraph) (de-
termined in accordance with the provi-
sions of section 951 and § 1.951–1), or

(2) Is described in section 952(b),
multiplied by

(B) The international boycott factor
determined in accordance with the pro-
visions of section 999(c)(1), or

(ii) In lieu of the amount determined
under paragraph (a)(3)(i) of this sec-
tion, the amount described under sec-
tion 999(c)(2) of such international boy-
cott income, and

(4) The sum of the amount of any il-
legal bribes, kickbacks, or other pay-
ments paid after November 3, 1976, by
or on behalf of the corporation during
the taxable year of the corporation di-
rectly or indirectly to an official, em-
ployee, or agent in fact of a govern-
ment. An amount is paid by a con-
trolled foreign corporation where it is
paid by an officer, director, employee,
shareholder or agent of such corpora-
tion for the benefit of such corpora-
tion. For purposes of this section, the
principles of section 162(c) and the reg-
ulations thereunder shall apply. In the
case of payments made after Septem-
ber 3, 1982, a payment is illegal if the
payment would be unlawful under the
Foreign Corrupt Practices Act of 1977 if
the payor were a United States person.
The fair market value of an illegal pay-
ment made in the form of property or
services shall be considered the amount
of such illegal payment.
Pursuant to section 951(a)(1)(A)(i) and
§ 1.951–1, a United States shareholder of
such controlled foreign corporation
must include his pro rata share of such
subpart F income in his gross income
for his taxable year in which or with
which such taxable year of the foreign
corporation ends. See section 952(a).
However, see paragraph (a) of § 1.957–2
for special rule limiting the subpart F
income to the income derived from the
insurance of United States risks in the
case of certain controlled foreign cor-
porations described in section 957(b).

(b) Exclusion of U.S. income—(1) Tax-
able years beginning before January 1,
1967. For rules applicable to taxable
years beginning before January 1, 1967,
see 26 CFR 1.952–1(b)(1) (Revisedof April
1, 1975).

(2) Taxable years beginning after De-
cember 31, 1966. Notwithstanding para-

graph (a) of this section, a controlled
foreign corporation’s subpart F income
for any taxable year beginning after
December 31, 1966, shall not include
any item of income from sources with-
in the United States which is effec-
tively connected for that year with the
conduct by such corporation of a trade
or business in the United States unless,
pursuant to a treaty to which the
United States is a party, such item of
income either is exempt from the in-
come tax imposed by chapter 1 (relat-
ing to normal taxes and surtaxes) of
the Code or is subject to such tax at a
reduced rate.
Thus, for example, dividends received
from sources within the United States
by a foreign corporation engaged in
business in the United States during
the taxable year, which are not effec-
tively connected for that year with the
conduct of a trade or business in the
United States by that corporation,
shall not be excluded from subpart F
income under section 952(b) and this
subparagraph even though such divi-
dends are subject to the tax of 30 per-
cent imposed by section 881 (a). Also,
for example, if, by reason of an income
tax convention to which the United
States is a party, an amount of inter-
est from sources within the United
States which is effectively connected
for the taxable year with the conduct
of a business in the United States by a
foreign corporation is subject to tax
under chapter 1 at a flat rate of 15 per-
cent, as provided in § 1.871–12, such in-
terest is not excluded from subpart F
income under section 952(b) and this
subparagraph. The deductions attrib-
utable to items of income which are ex-
cluded from subpart F income under
this subparagraph shall not be taken
into account for purposes of section
952.

(3) Rule applicable under section 956
(b)(2). For purposes only of paragraph
(b)(1))(viii) of § 1.956–2, an item of in-
come derived by a controlled foreign
corporation from sources within the
United States with respect to which for
the taxable year a tax is imposed in ac-
cordance with section 882(a) shall be
considered described in section 952(b)
whether or not such item of income
would have constituted subpart F in-
come for such year.
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(c) Limitation on a controlled foreign
corporation’s subpart F income—(1) In
general. A United States shareholder’s
pro rata share (determined in accord-
ance with the rules of paragraph (e) of
§ 1.951–1) of a controlled foreign cor-
poration’s subpart F income for any
taxable year shall not exceed his pro
rata share of the earnings and profits
(as defined in section 964(a) and § 1.964–
1) of such corporation for such taxable
year, computed as of the close of such
taxable year without diminution by
reason of any distributions made dur-
ing such taxable year, minus the sum
of—

(i) The amount, if any, by which such
shareholder’s pro rata share of—

(a) The sum of such corporation’s
deficits in earnings and profits for
prior taxable years beginning after De-
cember 31, 1962, plus

(b) The sum of such corporation’s
deficits in earnings and profits for tax-
able years beginning after December 31,
1959, and before January 1, 1963 (re-
duced by the sum of the earnings and
profits (as so defined) of such corpora-
tion for any of such taxable years) ex-
ceeds

(c) The sum of such corporation’s
earnings and profits for prior taxable
years beginning after December 31,
1962, which, with respect to such share-
holder, are allocated to other earnings
and profits under section 959(c)(3) and
§ 1.959–3; and

(ii) Such shareholder’s pro rata share
of any deficits in earnings and profits
of other foreign corporations for a tax-
able year beginning after December 31,
1962, which are attributable to stock of
such other foreign corporations owned
by such shareholder within the mean-
ing of section 958(a) and which, in ac-
cordance with section 952(d) and para-
graph (d) of this section, are taken into
account as a reduction in the con-
trolled foreign corporation’s earnings
and profits for such taxable year.

For purposes of applying this subpara-
graph, the reduction (if any) provided
by subdivision (i) of this subparagraph
in a United States shareholder’s pro
rata share of the earnings and profits
of a controlled foreign corporation
shall be taken into account before the
reduction provided by subdivision (ii)

of this subparagraph. See section
952(c).

(2) Special rules. For purposes only of
determining the limitation under sub-
paragraph (1) of this paragraph on a
United States shareholder’s pro rata
share of a controlled foreign corpora-
tion’s subpart F income for any taxable
year—

(i) Status of foreign corporation. The
earnings and profits, or deficit in earn-
ings and profits, of a foreign corpora-
tion for any taxable year shall be
taken into account whether or not
such foreign corporation is a controlled
foreign corporation at the time such
earnings and profits are derived or such
deficit in earnings and profits is in-
curred.

(ii) Deficits in earnings and profits
taken into account only once. A con-
trolled foreign corporation’s deficit in
earnings and profits for any taxable
year preceding the taxable year shall
be taken into account for the taxable
year only to the extent such deficit has
not been taken into account under this
paragraph, paragraph (d) of this sec-
tion, or paragraph (d)(2)(ii) of § 1.963–2
(applied as if section 963 had not been
repealed by the Tax Reduction Act of
1975) in computing a minimum dis-
tribution, for any taxable year preced-
ing the taxable year, to reduce earn-
ings and profits of such preceding year
of such controlled foreign corporation
or of any other controlled foreign cor-
poration. To the extent a controlled
foreign corporation’s (the ‘‘first cor-
poration’’) excess foreign base company
shipping deductions for any taxable
year (determined under § 1.955A–
3(c)(2)(i)) reduce the foreign base com-
pany shipping income of another mem-
ber of a related group (as defined in
§ 1.955A–2(b)), such deductions shall not
be taken into account in determining
the earnings and profits or deficits in
earnings and profits of such first cor-
poration for such taxable year for pur-
poses of this paragraph (c) and para-
graph (d) of this section. The rule of
the preceding sentence shall not apply
to the extent the excess foreign base
company shipping deductions of the
first corporation reduce the foreign
base company shipping income of an-
other member of a related group below
zero.
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(iii) Determination of pro rata share. A
United States shareholder’s pro rata
share of a controlled foreign corpora-
tion’s earnings and profits, or deficit in
earnings and profits, for any taxable
year shall be determined in accordance
with the principles of paragraph (e) of
§ 1.951–1 and paragraph (d)(2)(ii) of
§ 1.963–2.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. (a) A is a United States share-
holder who owns 100 percent of the only class
of stock of M Corporation, a controlled for-
eign corporation organized on January 1,
1963. Both A and M Corporation use the
calandar year as a taxable year.

(b) During 1963, M Corporation derives
$20,000 of subpart F income and has earnings
and profits of $30,000. Corporation M makes
no distributions to A during such year. The
limitation under section 952(c) on M Cor-
poration’s subpart F income for 1963 is
$30,000; and $20,000 is includible in A’s gross
income for such year under section
951(a)(1)(A)(i).

(c) On January 1, 1964, M Corporation ac-
quires 100 percent of the only class of stock
of N Corporation, a controlled foreign cor-
poration which uses the calendar year as a
taxable year. During 1964, N Corporation de-
rives $6,000 of subpart F income, has $7,000 of
earnings and profits, and distributes $5,000 to
M Corporation. The limitation under section
952(c) on N Corporation’s subpart F income
for 1964 is $7,000; and $6,000 of subpart F in-
come is includible in A’s gross income for
such year under section 951(a)(1)(A)(i).

(d) During 1964, M Corporation derives
$8,000 of rents which constitute subpart F in-
come, makes a $10,000 distribution to A, and
has earnings and profits of $12,000 (including
the $5,000 dividend received from N Corpora-
tion). The limitation under section 952(c) on
M Corporation’s subpart F income for 1964 is
$7,000, determined as follows:

Corporation M’s earnings and profits for 1964
(determined under section 964(a) and
§ 1.964–1 as of the close of such year with-
out diminution for any distributions made dur-
ing such year) ................................................. $12,000

Less: Corporation M’s earnings and profits for
1964 described in section 959(b) ................... 5,000

Limitation on M Corporation’s Subpart F in-
come for 1964 ................................................ 7,000

Thus, for 1964 with respect to A’s interest in
M Corporation, $7,000 of subpart F income is
includible in his gross income under section
951(a)(1)(A)(i). The $10,000 dividend received
from M Corporation is excludible from A’s
gross income for 1964 under section 959(a)(1)
and paragraph (b) of § 1.959–1.

Example 2. A is a United States shareholder
who owns 100 percent of the only class of
stock of R Corporation which was organized
on January 1, 1961. R Corporation is a con-
trolled foreign corporation for the entire pe-
riod after December 31, 1962, here involved.
Both A and R Corporation use the calendar
year as a taxable year. During 1963, R Cor-
poration derives $25,000 of subpart F income
and has $50,000 of earnings and profits. Cor-
poration R has $15,000 of earnings and profits
for 1961, and a deficit in earnings and profits
of $45,000 for 1962. Thus, R Corporation has as
of December 31, 1963, a net deficit in earnings
and profits of $30,000 for the years 1961 and
1962. Corporation R makes no distributions
to A during 1963. The limitation under sec-
tion 952(c) on R Corporation’s subpart F in-
come for 1963 is $20,000 ($50,000 minus $30,000),
and $20,000 of subpart F income is includible
in A’s gross income for 1963 under section
951(a)(1)(A)(i). During 1964, R Corporation de-
rives $18,000 of subpart F income and has
$30,000 of earnings and profits. Corporation R
makes no distributions to A during 1964. The
entire $18,000 of subpart F income is includ-
ible in A’s gross income for 1964 under sec-
tion 951(a)(1)(A)(i).

(d) Treatment of deficits in earnings
and profits attributable to stock of other
foreign corporation indirectly owned by a
United States shareholder—(1) In general.
For purposes of paragraph (c)(1)(ii) of
this section, if—

(i) A United States shareholder owns
(within the meaning of section 958(a))
stock in two or more foreign corpora-
tions in a chain of foreign corporations
(as defined in subparagraph (2)(ii) of
this paragraph), and

(ii) Any of the corporations in such
chain has a deficit in earnings and
profits for a taxable year beginning
after December 31, 1962,
then, with respect to such shareholder
and only for purposes of determining
the limitation on subpart F income
under paragraph (c) of this section, the
earnings and profits for the taxable
year of each such foreign corporation
which is a controlled foreign corpora-
tion shall, in accordance with the rules
of subparagraph (2) of this paragraph,
be reduced to take into account any
deficit in earnings and profits referred
to in subdivision (ii) of this subpara-
graph. See section 952(d).

(2) Special rules. For purposes of this
paragraph—

(i) Applicable rules. The special rules
set forth in paragraph (c)(2) of this sec-
tion shall apply.
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(ii) ‘‘Chain’’ defined. A chain of for-
eign corporations shall, with respect to
a United States shareholder, include—

(a) Any foreign corporation in which
such shareholder owns (within the
meaning of section 958(a)(1)(A)) stock
but, only to the extent of the stock so
owned and

(b) All foreign corporations in which
such shareholder owns (within the
meaning of section 958(a)(2)) stock, but
only to the extent of the stock so
owned by reason of his ownership of
the stock referred to in (a) of this sub-
division.

(iii) Allocation of deficit. If one or
more foreign corporations (whether or
not a controlled foreign corporation)
includible in a chain of foreign cor-
porations has a deficit in earnings and
profits (determined under section 964(a)
and § 1.964–1) for the taxable year, the
amount of deficit taken into account
under section 952(d) with respect to a
United States shareholder in such
chain as a reduction in earnings and
profits for the taxable year of a con-
trolled foreign corporation includible
in such chain shall be an amount which
bears the same ratio to such sharehold-
er’s pro rata share of the total deficit
in earnings and profits for the taxable
year of all includible foreign corpora-
tions as his pro rata share of the earn-
ings and profits (determined under
paragraph (c) of this section but with-
out regard to the provisions of subpara-
graph (1)(ii) of such paragraph) for the
taxable year of such includible con-
trolled foreign corporation bears to his
pro rata share of the total earnings and
profits (as so determined under para-
graph (c) of this section) for the tax-
able year of all includible controlled
foreign corporations. The amount of
deficit taken into account under this
subdivision with respect to any con-
trolled foreign corporation includible
in a chain of foreign corporations shall
not exceed the United States share-
holder’s pro rata share of the con-
trolled foreign corporation’s earnings
and profits for the taxable year.

(iv) Taxable year. The taxable year
from which a deficit is allocated under
this paragraph, and the taxable year to
which such deficit is allocated to re-
duce earnings and profits, shall be the
taxable year of the foreign corporation

ending with or within the taxable year
of the United States shareholder de-
scribed in subparagraph (1)(i) of this
paragraph.

(3) Illustration. The application of this
paragraph may be illustrated by the
following examples:

Example 1. (a) Domestic corporation M
owns 100 percent, 20 percent, and 100 percent,
respectively, of the only class of stock of for-
eign corporations A, B, and F, respectively.
Corporation A owns 80 percent of the only
class of stock of each of foreign corporations
B and C, respectively. Corporation F owns 20
percent of such stock of C Corporation. Cor-
poration B owns 75 percent of the only class
of stock of foreign corporation D, and 50 per-
cent of the only class of stock of each of for-
eign corporations G and H, respectively. C
Corporation owns 75 percent of the only class
of stock of foreign corporation E. All the
corporations use the calendar year as a tax-
able year, and all of the foreign corporations,
except corporations G and H, are controlled
foreign corporations throughout the period
here involved.

(b) The subpart F income, and the earnings
and profits (determined under paragraph (c)
of this section but without regard to sub-
paragraph (1)(ii) of such paragraph) or deficit
in earnings and profits (determined under
section 964(a) and § 1.964–1), of each of the for-
eign corporations for 1963 are as follows, the
deficits being set forth in parentheses:

Subpart F
income

Earnings
and profits
(deficits)

A Corporation ................................. $6,000 $18,000
B Corporation ................................. .................. (7,500)
C Corporation ................................. .................. (2,500)
D Corporation ................................. 4,000 5,000
E Corporation ................................. 12,000 15,000
F Corporation ................................. 8,000 20,250
G Corporation ................................ .................. (10,000)
H Corporation ................................. .................. 7,000

(c) The chains of foreign corporations
(within the meaning of subparagraph (2)(ii)
of this paragraph) for 1963 are the ‘‘A’’ chain,
consisting of corporations, A, B, C, D, E, G,
and H, but only to the extent of M Corpora-
tion’s stock interest in such corporations
under section 958(a) by reason of its owner-
ship of stock in A Corporation; the ‘‘B’’
chain, consisting of corporations B, D, G,
and H, but only to the extent of M Corpora-
tion’s stock interest in such corporations
under section 958(a) by reason of its owner-
ship of stock in B Corporation; and the ‘‘F’’
chain, consisting of corporations F, C, and E,
but only to the extent of M Corporation’s
stock interest in such corporations under
section 958(a) by reason of its ownership of
stock in F Corporation.

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00203 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



208

26 CFR Ch. I (4–1–98 Edition)§ 1.952–1

(d) Corporation M’s stock interest under
section 958(a) in each of the chains of foreign
corporations is as follows for 1963:

[In percent]

A B C D E F G H

A chain:
Direct interest .................................................................. 100 .......... .......... .......... .......... .......... .......... ..........
(100%×80%) .................................................................... .......... 80 .......... .......... .......... .......... .......... ..........
(100%×80%) .................................................................... .......... .......... 80 .......... .......... .......... .......... ..........
(80%×75%) ...................................................................... .......... .......... .......... 60 .......... .......... .......... ..........
(80%×75%) ...................................................................... .......... .......... .......... .......... 60 .......... .......... ..........
(80%×50%) ...................................................................... .......... .......... .......... .......... .......... .......... 40 ..........
(80%×50%) ...................................................................... .......... .......... .......... .......... .......... .......... .......... 40

B chain:
Direct interest .................................................................. .......... 20 .......... .......... .......... .......... .......... ..........
(20%×75%) ...................................................................... .......... .......... .......... 15 .......... .......... .......... ..........
(20%×50%) ...................................................................... .......... .......... .......... .......... .......... .......... 10 ..........
(20%×50%) ...................................................................... .......... .......... .......... .......... .......... .......... .......... 10

F chain:
Direct interest .................................................................. .......... .......... .......... .......... .......... 100 .......... ..........
(100%×20%) .................................................................... .......... .......... 20 .......... .......... .......... .......... ..........
(20%×75%) ...................................................................... .......... .......... .......... .......... 15 .......... .......... ..........

Total interests .............................................................. 100 100 100 75 75 100 50 50

(e) Corporation M’s pro rata share of the
earnings and profits (determined under para-
graph (c) of this section but without regard
to subparagraph (1)(ii) of such paragraph), or
of the deficit, of each controlled foreign cor-
poration of each foreign corporation, respec-
tively, includible in the respective chains for
1963 is as follows:

Earnings
and profits Deficit

A chain:
A Corporation (100%) ......... $18,000 ....................
B Corporation (80%) ........... .................... ($6,000)
C Corporation (80%) ........... .................... (2,000)
D Corporation (60%) ........... 3,000 ....................
E Corporation (60%) ........... 9,000 ....................
G Corporation (40%) .......... .................... (4,000)
H Corporation (40%) ........... (1) ....................

Total ............................. 30,000 (12,000)

B chain:
B Corporation (20%) ........... .................... ($1,500)
D Corporation (15%) ........... $750 ....................
G Corporation (10%) .......... .................... (1,000)
H Corporation (10%) ........... (1) ....................

Total ............................. $750 ($2,500)

F chain:
F Corporation (100%) ......... 20,250 ....................
C Corporation (20%) ........... .................... (500)
E Corporation (15%) ........... 2,250 ....................

Total ................................ $22,500 (500)

1The earnings and profits of H Corporation are not included
in the total earnings and profits for the chain because H Cor-
poration is not a controlled foreign corporation.

(f) The amount by which M Corporation’s
pro rata share of the earnings and profits for
1963 of the controlled foreign corporations in
each respective chain shall be reduced under

section 952(d) by M Corporation’s pro rata
share of the deficits of corporations B, C, and
G for 1963 is determined as follows:

Amount of
reduction

A chain:
A Corporation ($12,000×$18,000/$30,000) $7,200
D Corporation ($12,000×$3,000/$30,000) .. 1,200
E Corporation ($12,000×$9,000/$30,000) .. 3,600

Total ..................................................... 12,000

B chain:
D Corporation

($2,500×$750/$750) ........ $2,500
Limitation: M Corporation’s

pro-rata share of D Cor-
poration’s earnings and
profits ............................... 750

Allocation of used deficit
($750) to M Corporation’s
pro rata share of the defi-
cits of corporations B and
G:

B Corporation ($750×
($1,500/$2,500)) ....... $450

G Corporation ($750×
($1,000/$2,500)) ....... 300

Total .......................... 750 $750

F chain:
F Corporation ($500×$20,250/$22,500) ..... 450
E Corporation ($500×$2,250/$22,500) ....... 50

Total ........................................................ 500

(g) Corporation M’s pro rata share of the
earnings and profits (determined after reduc-
tion for deficits under section 952(d)) for 1963
of each controlled foreign corporation in the
respective chains, determined on a chain-by-
chain basis, is determined as follows:
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Earnings
and prof-
its before
reduction

Reduc-
tion (sec.
952(d))

Reduced
earnings
and prof-

its

A chain:
A Corporation ............. $18,000 $7,200 $10,800
D Corporation ............. 3,000 1,200 1,800
E Corporation ............. 9,000 3,600 5,400

B chain: D Corporation .. 750 750 ................
F chain:

F Corporation .............. 20,250 450 19,800
E Corporation ............. 2,250 50 2,200

(h) Corporation M’s pro rata share of each
controlled foreign corporation’s subpart F
income, limited as provided by section 952(c)
and paragraph (c) of this section, for 1963
which is includible in its gross income for
such year under section 951(a)(1)(A)(i) and
§ 1.951–1 is determined as follows:

Subpart F
income
(before

limitation)

Earnings
and profit
(sec. 952

(c))

Amount
includible
in income

A Corporation (100%) .... $6,000 $10,800 $6,000
D Corporation (75%) 3,000 1,800 1,800
E Corporation (75%) 9,000 7,600 7,600
F Corporation (100%) 8,000 19,800 8,000

Total includible under
sec. 951(a)(1)(A)(i) .. ................ ................ 23,400

Example 2. The facts are the same as in ex-
ample 1 except that, in addition, for 1964, for-
eign corporations C, D, and E have no sub-
part F income and no earnings and profits
and foreign corporations G and H have no
earnings and profits. For 1964, B Corporation
has subpart F income of $1,000 and earnings
and profits (determined in accordance with
section 964(a) and § 1.964–1) of $1,500; A Cor-
poration has subpart F income of $800 and
earnings and profits of $1,000; and F Corpora-
tion has subpart F income of $500 and earn-
ings and profits of $1,000. Such earnings and
profits are determined without regard to dis-
tributions for 1964. Corporation B has an un-
used deficit in earnings and profits of $1,050
for 1963 ($1,500 minus $450) applicable to M
Corporation’s interest in such corporation
(paragraph (f) of example 1), and, under para-
graph (c)(1)(i)(a) of this section, with respect
to M Corporation, such deficit reduces B Cor-
poration’s earnings and profits for 1964 to
$450. Inasmuch as G Corporation is not a con-
trolled foreign corporation for 1964, such cor-
poration’s unused deficit in earnings and
profits of $700 for 1963 ($1,000 minus $300) ap-
plicable to M Corporation’s interest in such
corporation (paragraph (f) of example 1) may
be used under paragraph (c)(1)(i)(a) of this
section to reduce M Corporation’s interest in
G Corporation’s earnings and profits in a
later year or years for which G Corporation
is a controlled foreign corporation. Corpora-
tion M’s pro rata share of each controlled
foreign corporation’s subpart F income, lim-
ited as provided by section 952(c) and para-

graph (c) of this section, for 1964 which is in-
cludible in its gross income for such year
under section 951(a)(1)(A)(i) and § 1.951–1 is
determined as follows:

Subpart F
income
(before

limitation)

Earnings
and prof-
its (sec.
952(c))

Amount
includible
in income

A Corporation ................. $800 $1,000 $800
B Corporation ................. 1,000 450 450
F Corporation ................. 500 1,000 500

Example 3. The facts are the same as in ex-
ample 2, except that for 1964 B Corporation
has subpart F income of $550 and earnings
and profits (determined in accordance with
section 964(a) and § 1.964–1) of $550; such earn-
ings and profits are determined without re-
gard to distributions for 1964. Under para-
graph (c)(1)(i)(a) of this section, B Corpora-
tion’s unused deficit of $1,050 for 1963 reduces
its earnings and profits for 1964 with respect
to M Corporation to zero. The remaining $500
of the unused deficit for 1963 applicable to M
Corporation’s interest in B Corporation may
be used under paragraph (c)(1)(i)(a) of this
section in later years to reduce M Corpora-
tion’s interest in B Corporation’s earnings
and profits.

(e) Application of current earnings and
profits limitation—(1) In general. If the
subpart F income (as defined in section
952(a)) of a controlled foreign corpora-
tion exceeds the foreign corporation’s
earnings and profits for the taxable
year, the subpart F income includible
in the income of the corporation’s
United States shareholders is reduced
under section 952(c)(1)(A) in accordance
with the following rules. The excess of
subpart F income over current year
earnings and profits shall—

(i) First, proportionately reduce sub-
part F income in each separate cat-
egory of the controlled foreign corpora-
tion, as defined in § 1.904–5(a)(1), in
which current earnings and profits are
zero or less than zero;

(ii) Second, proportionately reduce
subpart F income in each separate cat-
egory in which subpart F income ex-
ceeds current earnings and profits; and

(iii) Third, proportionately reduce
subpart F income in other separate
categories.

(2) Allocation to a category of subpart F
income. An excess amount that is allo-
cated under paragraph (e)(1) of this sec-
tion to a separate category must be
further allocated to a category of sub-
part F income if the separate category
contains more than one category of
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subpart F income described in section
952(a) or, in the case of foreign base
company income, described in § 1.954–
1(c)(1)(iii)(A) (1) or (2). In such case, the
excess amount that is allocated to the
separate category must be allocated to
the various categories of subpart F in-
come within that separate category on
a proportionate basis.

(3) Recapture of subpart F income re-
duced by operation of earnings and prof-
its limitation. Any amount in a category
of subpart F income described in sec-
tion 952(a) or, in the case of foreign
base company income, described in
§ 1.954–1(c)(1)(iii)(A) (1) or (2) that is re-
duced by operation of the current year
earnings and profits limitation of sec-
tion 952(c)(1)(A) and this paragraph (e)
shall be subject to recapture in a subse-
quent year under the rules of section
952(c)(2) and paragraph (f) of this sec-
tion.

(4) Coordination with sections 953 and
954. The rules of this paragraph (e)
shall be applied after the application of
sections 953 and 954 and the regulations
under those sections, except as pro-
vided in § 1.954–1(d)(4)(ii).

(5) Earnings and deficits retain separate
limitation character. The income reduc-
tion rules of paragraph (e)(1) of this
section shall apply only for purposes of
determining the amount of an inclu-
sion under section 951(a)(1)(A) from
each separate category as defined in
§ 1.904–5(a)(1) and the separate cat-
egories in which recapture accounts
are established under section 952(c)(2)
and paragraph (f) of this section. For
rules applicable in computing post-1986
undistributed earnings, see generally
section 902 and the regulations under
that section. For rules relating to the
allocation of deficits for purposes of
computing foreign taxes deemed paid
under section 960 with respect to an in-
clusion under section 951(a)(1)(A), see
§ 1.960–1(i).

(f) Recapture of subpart F income in
subsequent taxable year—(1) In general.
If a controlled foreign corporation’s
subpart F income for a taxable year is
reduced under the current year earn-
ings and profits limitation of section
952(c)(1)(A) and paragraph (e) of this
section, recapture accounts will be es-
tablished and subject to recharacter-
ization in any subsequent taxable year

to the extent the recapture accounts
were not previously recharacterized or
distributed, as provided in paragraphs
(f)(2) and (3) of this section.

(2) Rules of recapture—(i) Recapture
account. If a category of subpart F in-
come described in section 952(a) or, in
the case of foreign base company in-
come, described in § 1.954–1(c)(1)(iii)(A)
(1) or (2) is reduced under the current
year earnings and profits limitation of
section 952(c)(1)(A) and paragraph (e) of
this section for a taxable year, the
amount of such reduction shall con-
stitute a recapture account.

(ii) Recapture. Each recapture ac-
count of the controlled foreign corpora-
tion will be recharacterized, on a pro-
portionate basis, as subpart F income
in the same separate category (as de-
fined in § 1.904–5(a)(1)) as the recapture
account to the extent that current
year earnings and profits exceed sub-
part F income in a taxable year. The
United States shareholder must in-
clude his pro rata share (determined
under the rules of § 1.951–1(e)) of each
recharacterized amount in income as
subpart F income in such separate cat-
egory for the taxable year.

(iii) Reduction of recapture account
and corresponding earnings. Each recap-
ture account, and post-1986 undistrib-
uted earnings in the separate category
containing the recapture account, will
be reduced in any taxable year by the
amount which is recharacterized under
paragraph (f)(2)(ii) of this section. In
addition, each recapture account, and
post-1986 undistributed earnings in the
separate category containing the re-
capture account, will be reduced in the
amount of any distribution out of that
account (as determined under the or-
dering rules of section 959(c) and para-
graph (f)(3)(ii) of this section).

(3) Distribution ordering rules—(i) Co-
ordination of recapture and distribution
rules. If a controlled foreign corpora-
tion distributes an amount out of earn-
ings and profits described in section
959(c)(3) in a year in which current year
earnings and profits exceed subpart F
income and there is an amount in a re-
capture account for such year, the re-
capture rules will apply first.

(ii) Distributions reduce recapture ac-
counts first. Any distribution made by a
controlled foreign corporation out of
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earnings and profits described in sec-
tion 959(c)(3) shall be treated as made
first on a proportionate basis out of the
recapture accounts in each separate
category to the extent thereof (even if
the amount in the recapture account
exceeds post-1986 undistributed earn-
ings in the separate category contain-
ing the recapture account). Any re-
maining distribution shall be treated
as made on a proportionate basis out of
the remaining earnings and profits of
the controlled foreign corporation in
each separate category. See section
904(d)(3)(D).

(4) Examples. The application of para-
graphs (e) and (f) of this section may be
illustrated by the following examples:

Example 1. (i) A, a U.S. person, is the sole
shareholder of CFC, a controlled foreign cor-
poration formed on January 1, 1998, whose
functional currency is the u. In 1998, CFC
earns 100u of foreign base company sales in-
come that is general limitation income de-
scribed in section 904(d)(1)(I) and incurs a
(200u) loss attributable to activities that
would have produced general limitation in-
come that is not subpart F income. In 1998
CFC also earns 100u of foreign personal hold-
ing company income that is passive income
described in section 904(d)(1)(A), and 100u of
foreign personal holding company income
that is dividend income subject to a separate
limitation described in section 904(d)(1)(E)
for dividends from a noncontrolled section
902 corporation. CFC’s subpart F income for
1998, 300u, exceeds CFC’s current earnings
and profits, 100u, by 200u. Under section
952(c)(1)(A) and paragraph (e) of this section,
subpart F income is limited to CFC’s current
earnings and profits of 100u, all of which is
included in A’s gross income under section
951(a)(1)(A). The 200u of CFC’s 1998 subpart F
income that is not included in A’s income in
1998 by reason of section 952(c)(1)(A) is sub-
ject to recapture under section 952(c)(2) and
paragraph (f) of this section.

(ii) For purposes of determining the
amount and type of income included in A’s
gross income and the amount and type of in-
come in CFC’s recapture account, the rules
of paragraphs (e)(1) and (2) of this section
apply. Under paragraph (e)(1)(i) of this sec-
tion, the amount by which CFC’s subpart F
income exceeds its earnings and profits for
1998, 200u, first reduces from 100u to 0 CFC’s
subpart F income in the general limitation
category, which has a current year deficit of
(100u) in earnings and profits. Next, under
paragraph (e)(1)(iii) of this section, the re-
maining 100u by which CFC’s 1998 subpart F
income exceeds earnings and profits is ap-
plied proportionately to reduce CFC’s sub-
part F income in the separate categories for

passive income (100u) and dividends from the
noncontrolled section 902 corporation (100u).
Thus, A includes 50u of passive limitation/
foreign personal holding company income
and 50u of dividends from the noncontrolled
section 902 corporation/foreign personal hold-
ing company income in gross income in 1998.
CFC has 100u in its general limitation/for-
eign base company sales income recapture
account attributable to the 100u of foreign
base company sales income that is not in-
cluded in A’s income by reason of the earn-
ings and profits limitation of section
952(c)(1)(A). CFC also has 50u in its passive
limitation recapture account, all of which is
attributable to foreign personal holding
company income, and 50u in its recapture ac-
count for dividends from the noncontrolled
section 902 corporation, all of which is at-
tributable to foreign personal holding com-
pany income.

(iii) For purposes of computing post-1986
undistributed earnings, the rules of sections
902 and 960, including the rules of § 1.960–1(i),
apply. Under § 1.960–1(i), the general limita-
tion deficit of (100u) is allocated proportion-
ately to reduce passive limitation earnings
of 100u and noncontrolled section 902 divi-
dend earnings of 100u. Thus, passive limita-
tion earnings are reduced by 50u to 50u (100u
passive limitation earnings/200u total earn-
ings in positive separate categories × (100u)
general limitation deficit=50u reduction),
and the noncontrolled section 902 corpora-
tion earnings are reduced by 50u to 50u (100u
noncontrolled section 902 corporation earn-
ings/200u total earnings in positive separate
categories × (100u) general limitation defi-
cit=50u reduction). All of CFC’s post-1986 for-
eign income taxes with respect to passive
limitation income and dividends from the
noncontrolled section 902 corporation are
deemed paid by A under section 960 with re-
spect to the subpart F inclusions (50u inclu-
sion/50u earnings in each separate category).
After the inclusion and deemed-paid taxes
are computed, at the close of 1998 CFC has a
(100u) deficit in general limitation earnings
(100u subpart F earnings + (200u) nonsubpart
F loss), 50u of passive limitation earnings
(100u of earnings attributable to foreign per-
sonal holding company income ¥50u inclu-
sion) with a corresponding passive limita-
tion/foreign personal holding company in-
come recapture account of 50u, and 50u of
earnings subject to a separate limitation for
dividends from the noncontrolled section 902
corporation (100u earnings ¥50u inclusion)
with a corresponding noncontrolled section
902 corporation/foreign personal holding
company income recapture account of 50u.

Example 2. (i) The facts are the same as in
Example 1 with the addition of the following
facts. In 1999, CFC earns 100u of foreign base
company sales income that is general limita-
tion income and 100u of foreign personal
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holding company income that is passive lim-
itation income. In addition, CFC incurs (10u)
of expenses that are allocable to its separate
limitation for dividends from the noncon-
trolled section 902 corporation. Thus, CFC’s
subpart F income for 1999, 200u, exceeds
CFC’s current earnings and profits, 190u, by
10u. Under section 952(c)(1)(A) and paragraph
(e) of this section, subpart F income is lim-
ited to CFC’s current earnings and profits of
190u, all of which is included in A’s gross in-
come under section 951(a)(1)(A).

(ii) For purposes of determining the
amount and type of income included in A’s
gross income and the amount and type of in-
come in CFC’s recapture accounts, the rules
of paragraphs (e)(1) and (2) of this section
apply. While CFC’s general limitation post-
1986 undistributed earnings for 1999 are 0
((100u) opening balance + 100u subpart F in-
come), CFC’s general limitation subpart F
income (100u) does not exceed its general
limitation current earnings and profits (100u)
for 1999. Accordingly, under paragraph
(e)(1)(iii) of this section, the amount by
which CFC’s subpart F income exceeds its
earnings and profits for 1999, 10u, is applied
proportionately to reduce CFC’s subpart F
income in the separate categories for general
limitation income, 100u, and passive income,
100u. Thus, A includes 95u of general limita-
tion foreign base company sales income and
95u of passive limitation foreign personal
holding company income in gross income in
1999. At the close of 1999 CFC has 105u in its
general limitation/foreign base company
sales income recapture account (100u from
1998 + 5u from 1999), 55u in its passive limita-
tion/foreign personal holding company in-
come recapture account (50u from 1998 + 5u
from 1999), and 50u in its dividends from the
noncontrolled section 902 corporation/foreign
personal holding company income recapture
account (all from 1998).

(iii) For purposes of computing post-1986
undistributed earnings in each separate cat-
egory, the rules of sections 902 and 960, in-
cluding the rules of § 1.960–1(i), apply. Thus,
post-1986 undistributed earnings (or an accu-
mulated deficit) in each separate category
are increased (or reduced) by current earn-
ings and profits or current deficits in each
separate category. The accumulated deficit
in CFC’s general limitation earnings and
profits (100u) is reduced to 0 by the addition
of 100u of 1999 earnings and profits. CFC’s
passive limitation earnings of 50u are in-
creased by 100u to 150u, and CFC’s noncon-
trolled section 902 corporation earnings of
50u are decreased by (10u) to 40u. After the
addition of current year earnings and profits
and deficits to the separate categories there
are no deficits remaining in any separate
category. Thus, the allocation rules of
§ 1.960–1(i)(4) do not apply in 1999. Accord-
ingly, in determining the post-1986 foreign
income taxes deemed paid by A, post-1986 un-

distributed earnings in each separate cat-
egory are unaffected by earnings in the other
categories. Foreign taxes deemed paid under
section 960 for 1999 would be determined as
follows for each separate category: with re-
spect to the inclusion of 95u of foreign base
company sales income out of general limita-
tion earnings, the section 960 fraction is 95u
inclusion/0 total earnings; with respect to
the inclusion of 95u of passive limitation in-
come the section 960 fraction is 95u inclu-
sion/150u passive earnings. Thus, no general
limitation taxes would be associated with
the inclusion of the general limitation earn-
ings because there are no accumulated earn-
ings in the general limitation category.
After the deemed-paid taxes are computed,
at the close of 1999 CFC has a (95u) deficit in
general limitation earnings and profits
((100u) opening balance + 100u current earn-
ings ¥95u inclusion), 55u of passive limita-
tion earnings and profits (50u opening bal-
ance + 100u current foreign personal holding
company income ¥95u inclusion), and 40u of
earnings and profits subject to the separate
limitation for dividends from the noncon-
trolled section 902 corporation (50u opening
balance + (10u) expense).

Example 3. (i) A, a U.S. person, is the sole
shareholder of CFC, a controlled foreign cor-
poration whose functional currency is the u.
At the beginning of 1998, CFC has post-1986
undistributed earnings of 275u, all of which
are general limitation earnings described in
section 904(d)(1)(I). CFC has no previously-
taxed earnings and profits described in sec-
tion 959(c)(1) or (c)(2). In 1998, CFC has a
(200u) loss in the shipping category described
in section 904(d)(1)(D), 100u of foreign per-
sonal holding company income that is pas-
sive income described in section 904(d)(1)(A),
and 125u of general limitation manufacturing
earnings that are not subpart F income.
CFC’s subpart F income for 1998, 100u, ex-
ceeds CFC’s current earnings and profits,
25u, by 75u. Under section 952(c)(1)(A) and
paragraph (e) of this section, subpart F in-
come is limited to CFC’s current earnings
and profits of 25u, all of which is included in
A’s gross income under section 951(a)(1)(A).
The 75u of CFC’s 1998 subpart F income that
is not included in A’s income in 1998 by rea-
son of section 952(c)(1)(A) is subject to recap-
ture under section 952(c)(2) and paragraph (f)
of this section.

(ii) For purposes of determining the
amount and type of income included in A’s
gross income and the amount and type of in-
come in CFC’s recapture account, the rules
of paragraphs (e)(1) and (2) of this section
apply. Under paragraph (e)(1) of this section,
the amount of CFC’s subpart F income in ex-
cess of earnings and profits for 1998, 75u, re-
duces the 100u of passive limitation foreign
personal holding company income. Thus, A
includes 25u of passive limitation foreign
personal holding company income in gross
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income, and CFC has 75u in its passive limi-
tation/foreign personal holding company in-
come recapture account.

(iii) For purposes of computing post-1986
undistributed earnings in each separate cat-
egory the rules of sections 902 and 960, in-
cluding the rules of § 1.960–1(i), apply. Under
§ 1.960–1(i), the shipping limitation deficit of
(200u) is allocated proportionately to reduce
general limitation earnings of 400u and pas-
sive limitation earnings of 100u. Thus, gen-
eral limitation earnings are reduced by 160u
to 240u (400u general limitation earnings/500u
total earnings in positive separate categories
× (200u) shipping deficit=160u reduction), and
passive limitation earnings are reduced by
40u to 60u (100u passive earnings/500u total
earnings in positive separate categories ×
(200u) shipping deficit=40u reduction). Five-
twelfths of CFC’s post-1986 foreign income
taxes with respect to passive limitation
earnings are deemed paid by A under section
960 with respect to the subpart F inclusion
(25u inclusion/60u passive earnings). After
the inclusion and deemed-paid taxes are
computed, at the close of 1998 CFC has 400u
of general limitation earnings (275u opening
balance + 125u current earnings), 75u of pas-
sive limitation earnings (100u of foreign per-
sonal holding company income ¥25u inclu-
sion), and a (200u) deficit in shipping limita-
tion earnings.

Example 4. (i) The facts are the same as in
Example 3 with the addition of the following
facts. In 1999, CFC earns 50u of general limi-
tation earnings that are not subpart F in-
come and 75u of passive limitation income
that is foreign personal holding company in-
come. Thus, CFC has 125u of current earn-
ings and profits. CFC distributes 200u to A.
Under paragraph (f)(3)(i) of this section, the
recapture rules are applied first. Thus, the
amount by which 1999 current earnings and
profits exceed subpart F income, 50u, is re-
characterized as passive limitation foreign
personal holding company income. CFC’s
total subpart F income for 1999 is 125u of pas-
sive limitation foreign personal holding com-
pany income (75u current earnings plus 50u
recapture account), and the passive limita-
tion/foreign personal holding company in-
come recapture account is reduced from 75u
to 25u.

(ii) CFC has 150u of previously-taxed earn-
ings and profits described in section 959(c)(2)
(25u attributable to 1998 and 125u attrib-
utable to 1999), all of which is passive limita-
tion earnings and profits. Under section
959(c), 150u of the 200u distribution is deemed
to be made from earnings and profits de-
scribed in section 959(c)(2). The remaining
50u is deemed to be made from earnings and
profits described in section 959(c)(3). Under
paragraph (f)(3)(ii) of this section, the divi-
dend distribution is deemed to be made first
out of the passive limitation recapture ac-
count to the extent thereof (25u). Under

paragraph (f)(2)(iii) of this section, the pas-
sive limitation recapture account is reduced
from 25u to 0. The remaining distribution of
25u is treated as made out of CFC’s general
limitation earnings and profits.

(iii) For purposes of computing post-1986
undistributed earnings, the rules of section
902 and 960, including the rules of § 1.960–1(i),
apply. Thus, the shipping limitation accumu-
lated deficit of (200u) reduces general limita-
tion earnings and profits of 450u and passive
limitation earnings and profits of 150u on a
proportionate basis. Thus, 100% of CFC’s
post-1986 foreign income taxes with respect
to passive limitation earnings are deemed
paid by A under section 960 with respect to
the 1999 subpart F inclusion of 125u (100u in-
clusion (numerator limited to denominator)/
100u passive earnings). No post-1986 foreign
income taxes remain to be deemed paid
under section 902 in connection with the 25u
distribution from the passive limitation/for-
eign personal holding company income re-
capture account. One-twelfth of CFC’s post-
1986 foreign income taxes with respect to
general limitation earnings are deemed paid
by A under section 902 with respect to the
distribution of 25u general limitation earn-
ings and profits described in section 959(c)(3)
(25u inclusion/300u general limitation earn-
ings). After the deemed-paid taxes are com-
puted, at the close of 1999 CFC has 425u of
general limitation earnings and profits (400u
opening balance + 50u current earnings—25u
distribution), 0 of passive limitation earn-
ings (75u recapture account + 75u current
foreign personal holding company income—
125u inclusion—25u distribution), and a (200u)
deficit in shipping limitation earnings.

(5) Effective date. Paragraph (e) of this
section and this paragraph (f) apply to
taxable years of a controlled foreign
corporation beginning after March 3,
1997.

[T.D. 6795, 30 FR 938, Jan. 29, 1965, as amend-
ed by T.D. 6892, 31 FR 11144, Aug. 23, 1966;
T.D. 7293, 38 FR 32802, Nov. 28, 1973; T.D. 7545,
43 FR 19652, May 8, 1978; T.D. 7862, 47 FR
56490, Dec. 17, 1982; T.D. 7893, 48 FR 22508,
May 19, 1983; T.D. 7894, 48 FR 22516, May 19,
1983; T.D. 8331, 56 FR 2846, Jan. 25, 1991; T.D.
8704, 62 FR 18, Jan. 2, 1997]

§ 1.952–2 Determination of gross in-
come and taxable income of a for-
eign corporation.

(a) Determination of gross income—(1)
In general. Except as provided in sub-
paragraph (2) of this paragraph, the
gross income of a foreign corporation
for any taxable year shall, subject to
the special rules of paragraph (c) of
this section, be determined by treating
such foreign corporation as a domestic
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corporation taxable under section 11
and by applying the principles of sec-
tion 61 and the regulations thereunder.

(2) Insurance gross income—(i) Life in-
surance gross income. The gross income
for any taxable year of a controlled for-
eign corporation which is engaged in
the business of reinsuring or issuing in-
surance or annuity contracts and
which, if it were a domestic corpora-
tion engaged only in such business,
would be taxable as a life insurance
company to which part I (sections 801
through 820) of subchapter L of chapter
1 of the Code applies, shall, subject to
the special rules of paragraph (c) of
this section, be the sum of—

(a) The gross investment income, as
defined under section 804(b), except
that interest which is excluded from
gross income under section 103 shall
not be taken into account;

(b) The sum of the items taken into
account under section 809(c), except
that advance premiums shall not be
taken into account; and

(c) The amount by which the net
long-term capital gain exceeds the net
short-term capital loss.

(ii) Mutual and other insurance gross
income. The gross income for any tax-
able year of a controlled foreign cor-
poration which is engaged in the busi-
ness of reinsuring or issuing insurance
or annuity contracts and which, if it
were a domestic corporation engaged
only in such business, would be taxable
as a mutual insurance company to
which part II (sections 821 through 826)
of subchapter L of chapter 1 of the
Code applies or as a mutual marine in-
surance or other insurance company to
which part III (sections 831 and 832) of
subchapter L of chapter 1 of the Code
applies, shall, subject to the special
rules of paragraph (c) of this section,
be—

(a) The sum of—
(1) The gross income, as defined in

section 832(b)(1);
(2) The amount of losses incurred, as

defined in section 832(b)(5); and
(3) The amount of expenses incurred,

as defined in section 832(b)(6); reduced
by

(b) The amount of interest which
under section 103 is excluded from
gross income.

(b) Determination of taxable income—
(1) In general. Except as provided in
subparagraph (2) of this paragraph, the
taxable income of a foreign corporation
for any taxable year shall, subject to
the special rules of paragraph (c) of
this section, be determined by treating
such foreign corporation as a domestic
corporation taxable under section 11
and by applying the principles of sec-
tion 63.

(2) Insurance taxable income. The tax-
able income for any taxable year of a
controlled foreign corporation which is
engaged in the business of reinsuring
or issuing insurance or annuity con-
tracts and which, if it were a domestic
corporation engaged only in such busi-
ness, would be taxable as an insurance
company to which subchapter L of
chapter 1 of the Code applies shall, sub-
ject to the special rules of paragraph
(c) of this section, be determined by
treating such corporation as a domes-
tic corporation taxable under sub-
chapter L of chapter 1 of the Code and
by applying the principles of §§ 1.953–4
and 1.953–5 for determining taxable in-
come.

(c) Special rules for purposes of this sec-
tion—(1) Nonapplication of certain provi-
sions. Except where otherwise dis-
tinctly expressed, the provisions of
subchapters F, G, H, L, M, N, S, and T
of chapter 1 of the Internal Revenue
Code shall not apply and, for taxable
years of a controlled foreign corpora-
tion beginning after March 3, 1997, the
provisions of section 103 of the Internal
Revenue Code shall not apply.

(2) Application of principles of § 1.964–1.
The determinations with respect to a
foreign corporation shall be made as
follows:

(i) Books of account. The books of ac-
count to be used shall be those regu-
larly maintained by the corporation for
the purpose of accounting to its share-
holders.

(ii) Accounting principles. Except as
provided in subparagraphs (3) and (4) of
this paragraph, the accounting prin-
ciples to be employed are those de-
scribed in paragraph (b) of § 1.964–1.
Thus, in applying accounting principles
generally accepted in the United States
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for purposes of reflecting in the finan-
cial statements of a domestic corpora-
tion the operations of foreign affili-
ates, no adjustment need be made un-
less such adjustment will have a mate-
rial effect, within the meaning of para-
graph (a) of § 1.964–1.

(iii) Translation into United States dol-
lars—(a) In general. Except as provided
in (b) of this subdivision, the amounts
determined in accordance with subdivi-
sion (ii) of this subparagraph shall be
translated into United States dollars in
accordance with the principles of para-
graph (d) of § 1.964–1.

(b) Special rule. In any case in which
the value of the foreign currency in re-
lation to the United States dollar fluc-
tuates more than 10 percent during any
translation period (within the meaning
of paragraph (d)(6) of § 1.964–1), the sub-
part F income and non-subpart F in-
come shall be separately translated as
if each constituted all the income of
the controlled foreign corporation for
the translation period.

(iv) Tax accounting methods. The tax
accounting methods to be employed are
those established or adopted by or on
behalf of the foreign corporation under
paragraph (c) of § 1.964–1. Thus, such ac-
counting methods must be consistent
with the manner of treating inven-
tories, depreciation, and elections re-
ferred to in subdivisions (ii), (iii), and
(iv) of paragraph (c)(1) of § 1.964–1 and
used for purposes of such paragraph;
however, if, in accordance with para-
graph (c)(6) of § 1.964–1, a foreign cor-
poration receives foreign base company
income before any elections are made
or before an accounting method is
adopted by or on behalf of such cor-
poration under paragraph (c)(3) of
§ 1.964–1, the determinations of whether
an exclusion set forth in section 954(b)
applies shall be made as if no elections
had been made and no accounting
method had been adopted.

(v) Exchange gain or loss—(a) Ex-
change gain or loss, determined in ac-
cordance with the principles of § 1.964–
1(e), shall be taken into account for
purposes of determining gross income
and taxable income.

(b) Exchange gain or loss shall be
treated as foreign base company ship-
ping income (or as a deduction alloca-
ble thereto) to the extent that it is at-

tributable to foreign base company
shipping operations. The extent to
which exchange gain or loss is attrib-
utable to foreign base company ship-
ping operations may be determined
under any reasonable method which is
consistently applied from year to year.
For example, the extent to which the
exchange gain or loss is attributable to
foreign base company shipping oper-
ations may be determined on the basis
of the ratio which the foreign based
company shipping income of the cor-
poration for the taxable year bears to
its total gross income for the taxable
year, such ratio to be determined with-
out regard to this subdivision (v).

(c) The remainder of the exchange
gain or loss shall be allocated between
subpart F income and non-subpart F
income under any reasonable method
which is consistently applied from year
to year. For example, such remainder
may be allocated to subpart F income
in the same ratio that the gross sub-
part F income (exclusive of foreign
base company shipping income) of the
corporation for the taxable year bears
to its total gross income (exclusive of
foreign base company shipping income)
for the taxable year, such ratio to be
determined without regard to this sub-
division (v).

(3) Necessity for recognition of gain or
loss. Gross income of a foreign corpora-
tion (including an insurance company)
includes gain or loss only if such gain
or loss would be recognized under the
provisions of the Internal Revenue
Code if the foreign corporation were a
domestic corporation taxable under
section 11 (subject to the modifications
of subparagraph (1) of this paragraph).
See section 1002. However, a foreign
corporation shall not be treated as a
domestic corporation for purposes of
determining whether section 367 ap-
plies.

(4) Gross income and gross receipts. The
term ‘‘gross income’’ may not have the
same meaning as the term ‘‘gross re-
ceipts’’. For example, in a manufactur-
ing, merchandising, or mining busi-
ness, gross income means the total
sales less the cost of goods sold, plus
any income from investments and from
incidental or outside operations or
sources.
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(5) Treatment of capital loss and net op-
erating loss. In determining taxable in-
come of a foreign corporation for any
taxable year—

(i) Capital loss carryback and carry-
over. The capital loss carryback and
carryover provided by section 1212(a)
shall not be allowed.

(ii) Net operating loss deduction. The
net operating loss deduction under sec-
tion 172(a) or the operations loss deduc-
tion under section 812 shall not be al-
lowed.

(6) Corporations which have insurance
income. For purposes of paragraphs
(a)(2) and (b)(2) of this section, in de-
termining whether a controlled foreign
corporation which is engaged in the
business of reinsuring or issuing insur-
ance or annuity contracts and which, if
it were a domestic corporation engaged
only in such business, would be taxable
as an insurance company to which sub-
chapter L of chapter 1 of the Code ap-
plies, it is immaterial that—

(i) The corporation would be exempt
from taxation as an organization de-
scribed in section 501(a),

(ii) The corporation would not be tax-
able as an insurance company to which
subchapter L of the Code applies, or

(iii) The corporation would be subject
to the alternative tax for small mutual
insurance companies provided by sec-
tion 821(c).

[T.D. 6795, 30 FR 941, Jan. 29, 1965, as amend-
ed by T.D. 7893, 48 FR 22508, May 19, 1983;
T.D. 7894, 48 FR 22516, May 19, 1983; T.D. 8704,
62 FR 20, Jan. 2, 1997]

§ 1.953–1 Income from insurance of
United States risks.

(a) In general. The subpart F income
of a controlled foreign corporation for
any taxable year includes its income
derived from the insurance of United
States risks for such taxable year. See
section 952(a)(1). A controlled foreign
corporation shall have income derived
from the insurance of United States
risks for such purpose of it has taxable
income, as determined under § 1.953–4 or
§ 1.953–5, which is attributable to the
reinsuring or the issuing of any insur-
ance or annuity contract in connection
with United States risks, as defined in
§ 1.953–2 or § 1.953–3, and if it satisfies
the 5-percent minimum premium re-
quirement prescribed in paragraph (b)

of this section. It is immaterial for
purposes of this section whether the
person insured or the beneficiary of
any insurance, annuity, or reinsurance
contract is, as to such corporation, a
related person or a United States
shareholder. For definition of the term
‘‘controlled foreign corporation’’ for
purposes of taking into account income
derived from the insurance of United
States risks under section 953, see sec-
tion 957 (a) and (b) and §§ 1.957–1 and
1.957–2.

(b) 5-percent minimum premium require-
ment. A controlled foreign corporation
shall not have income derived from the
insurance of United States risks for
purposes of this section unless the pre-
miums received by such corporation
during the taxable year which are at-
tributable to the reinsuring and the
issuing of insurance and annuity con-
tracts in connection with the United
States risks exceed 5 percent of the
total premiums which are received by
such corporation during such taxable
year and which are attributable to the
reinsuring and the issuing of insurance
and annuity contracts in connection
with all risks.

(c) General definitions. For purposes of
§§ 1.953–1 to 1.953–6, inclusive—

(1) Reinsurance, etc. The terms ‘‘rein-
surance’’, ‘‘insurance’’, and ‘‘annuity
contract’’ have the same meaning
which they have for purposes of apply-
ing section 809(c)(1) or section 832(b)(4),
as the case may be.

(2) Premiums. The term ‘‘premiums’’
means the items taken into account for
the taxable year under section 809(c)(1),
or the amount computed for the tax-
able year under section 832(b)(4) with-
out the application of subparagraph (B)
thereof, as the case may be; except
that, for purposes of determining the
amount of premiums received in apply-
ing paragraph (b) of this section or
paragraph (a) of § 1.953–3, advance pre-
miums and deposits shall not be taken
into account.

(3) Insurance company. The term ‘‘in-
surance company’’ has the same mean-
ing which it has for purposes of apply-
ing section 801(a), determined by apply-
ing the principles of paragraph (a) of
§ 1.801–3.

(4) Related person. The term ‘‘related
person’’, when used with respect to a
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controlled foreign corporation, shall
have the meaning assigned to it by
paragraph (e) of § 1.954–1.

(5) Policy period. With respect to any
insurance or annuity contract under
which a corporation is potentially lia-
ble at any time during its taxable year,
the term ‘‘policy period’’ means with
respect to such year each period of cov-
erage under the contract if such period
begins or ends with or within the tax-
able year, except that, if such period of
coverage is more than one year, such
term means such of the following peri-
ods as are applicable, each one of which
is a policy period with respect to the
taxable year:

(i) The one-year period which begins
with the effective date of the contract
and begins or ends with or within the
taxable year,

(ii) The one-year period which begins
with an anniversary of the contract
and begins or ends with or within the
taxable year, and

(iii) The period of less than one year
if such period begins with an anniver-
sary of the contract, ends with the date
on which coverage under the contract
terminates, and begins or ends with or
within the taxable year.
For such purposes, the effective date of
the contract is the date on which cov-
erage under the contract begins, and
the anniversary of the contract is the
annual return of the effective date. The
period of coverage under a contract is
the period beginning with the effective
date of the contract and ending with
the date on which the coverage under
the contract expires; except that, if the
risk under the contract has been trans-
ferred by assumption reinsurance, the
period of coverage shall end with the
effective date of such transfer or, if the
contract is canceled, with the effective
date of cancellation. For this purpose,
the term ‘‘assumption reinsurance’’
shall have the meaning provided by
paragraph (a)(7)(ii) of § 1.809–5. The ap-
plication of this subparagraph may be
illustrated by the following examples:

Example 1. Controlled foreign corporation
A issues to domestic corporation M an insur-
ance contract which provides coverage for
the 21⁄2 year period beginning on July 1, 1963.
Corporation A uses the calendar year as the
taxable year. For 1963, the policy period
under such contract as to A Corporation is

July 1, 1963, to June 30, 1964. For 1964, the
policy periods under such contract as to A
Corporation are July 1, 1963, to June 30, 1964,
and July 1, 1964, to June 30, 1965. For 1965,
the policy periods under such contract as to
A Corporation are July 1, 1964, to June 30,
1965, and July 1, 1965, to December 31, 1965.

Example 2. The facts are the same as in ex-
ample 1 except that M Corporation cancels
the contract on August 31, 1963. For 1963, the
policy period under such contract as to A
Corporation is July 1, 1963, to August 31, 1963.

Example 3. The facts are the same as in ex-
ample 1 except that on January 15, 1965, A
Corporation cedes insurance under the con-
tract to controlled foreign corporation B,
which also uses the calendar year as the tax-
able year. For 1964, the policy periods under
such contract as to A Corporation are July 1,
1963, to June 30, 1964, and July 1, 1964, to
June 30, 1965. For 1965, the policy periods
under such contract as to both A Corpora-
tion and B Corporation are July 1, 1964, to
June 30, 1965, and July 1, 1965, to December
31, 1965.

Example 4. Controlled foreign corporation
C, which uses the calendar year as the tax-
able year, issues to domestic corporation N
an insurance contract which covers the ma-
rine risks in connection with shipping a ma-
chine to Europe. The contract does not speci-
fy the dates during which the machine is
covered, but provides coverage from the time
the machine is delivered alongside a named
vessel in Hoboken, New Jersey, until the ma-
chine is delivered alongside such vessel in
Liverpool, England. Such deliveries in New
Jersey and England take place on February
1, and February 28, 1963, respectively. For
1963, the policy period under such contract as
to C Corporation is February 1, to February
28, 1963.

(6) Foreign country. The term ‘‘foreign
country’’ includes, where not otherwise
expressly provided, a possession of the
United States.

[T.D. 6781, 29 FR 18201, Dec. 23, 1964]

§ 1.953–2 Actual United States risks.

(a) In general. For purposes of para-
graph (a) of § 1.953–1, the term ‘‘United
States risks’’ means risks described in
section 953(a)(1)(A)—

(1) In connection with property in the
United States (as defined in paragraph
(b) of this section),

(2) In connection with liability aris-
ing out of activity in the United States
(as defined in paragraph (c) of this sec-
tion), or

(3) In connection with the lives or
health of residents of the United States
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(as defined in paragraph (d) of this sec-
tion).
For purposes of section 953(a), the term
‘‘United States’’ is used in a geographi-
cal sense and includes only the States
and the District of Columbia. There-
fore, the reinsuring or the issuing of in-
surance or annuity contracts by a con-
trolled foreign corporation in connec-
tion with property located in a foreign
country or a possession of the United
States, in connection with activity in a
foreign country or a possession, or in
connection with the lives or health of
citizens of the United States who are
not residents of the United States will
not give rise to income to which para-
graph (a) of § 1.953–1 applies, unless the
income derived by the controlled for-
eign corporation from such contracts
constitutes income derived in connec-
tion with risks which are deemed to be
United States risks, as defined in
§ 1.953–3.

(b) Property in the United States. The
term ‘‘property in the United States’’
means property, as defined in subpara-
graph (1) of this paragraph, which is in
the United States, within the meaning
of subparagraph (2) of this paragraph.

(1) Property defined. The term ‘‘prop-
erty’’ means any interest of an insured
in tangible (including real and per-
sonal) or intangible property. Such in-
terests include, but are not limited to,
those of an owner, landlord, tenant,
mortgagor, mortgagee, trustee, bene-
ficiary, or partner. Thus, for example,
if insurance is issued against loss from
fire and theft with respect to an in-
sured’s home and its contents, such
risks are risks in connection with prop-
erty, whether the insured is the owner
or lessee and whether the contents in-
clude furniture or cash and securities.
Furthermore, if insurance is issued
against all risks of damage or loss with
respect to the automobile of an in-
sured, such risks are risks in connec-
tion with property, whether the risks
insured against may be caused by the
insured, another person, or natural
forces.

(2) United States location—(i) In gen-
eral. Property will be considered prop-
erty in the United States when it is ex-
clusively located in the United States.
Conversely, property will be considered
property not in the United States when

it is exclusively located outside the
United States. In addition, property
which is ordinarily located in, but tem-
porarily located outside, the United
States will be considered property in
the United States both when it is ordi-
narily located in, and when it is tempo-
rarily located outside, the United
States if the premium which is attrib-
utable to the reinsuring or issuing of
any insurance contract in connection
with such property cannot be allocated
to, or apportioned between, risks in-
curred when such property is actually
located in the United States and risks
incurred when it is actually located
outside the United States. If such pre-
mium can be so allocated or appor-
tioned on a reasonable basis, however,
such property will be considered prop-
erty not in the United States when it is
actually located outside the United
States. However, property will not be
considered property in the United
States if it is neither property which is
exclusively located in the United
States nor property which is ordinarily
located in, but temporarily located
outside, the United States. The rules
prescribed in subdivision (ii) of this
subparagraph shall apply in determin-
ing whether a premium can be allo-
cated or apportioned on a reasonable
basis to or between risks incurred when
property is actually located in the
United States and risks incurred when
such property is actually located out-
side the United States. The rules pre-
scribed in subdivisions (iii) through (x)
of this subparagraph shall apply in de-
termining whether property is, or will
be considered, exclusively located in or
outside the United States and whether
property is, or will be considered, ordi-
narily located in the United States;
such rules also limit the rule of pre-
mium allocation and apportionment
prescribed in this subdivision and sub-
division (ii) of this subparagraph. The
determinations required by this sub-
paragraph shall be made with respect
to the location of property during the
policy period applicable to the taxable
year of the insuring or reinsuring cor-
poration, or, if more than one policy
period exists with respect to such tax-
able year, such determinations shall be
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made separately with respect to the lo-
cation of property during each such
policy period.

(ii) Premium allocation or apportion-
ment. Whether a premium can be allo-
cated or apportioned on a reasonable
basis to or between risks incurred when
property is actually located in the
United States and risks incurred when
such property is actually located out-
side the United States shall depend on
the intention of the parties to the in-
surance contract, as determined from
its provisions and the facts and cir-
cumstances preceding its execution.
Contract provisions on the basis of
which the premium reasonably may be
so allocated or apportioned include,
but are not limited to, provisions
which separately describe each risk
covered, the period of coverage of each
risk, the special warranties for each
risk, the premium for each risk (or the
basis for determining such premium),
and the conditions of paying the pre-
mium for each risk. For purposes of
this subdivision, it shall be unneces-
sary formally to make a separate pol-
icy with respect to each risk covered or
with respect to each clause attached to
the policy, provided that the intention
of the parties to the contract is reason-
ably clear. For example, if in the ordi-
nary course of carrying on an insur-
ance business an insurance policy is
issued which covers fire, theft, and
water damage risks incurred when
property is actually located in the
United States and marine risks in-
curred when such property is actually
located outside the United States and
which, pursuant to accepted insurance
principles, properly describes the pre-
mium rates as percentages of the
amount of coverage as ‘‘.825% plus .3%
fire, etc. risks plus .12% water risks =
1.245%’’, a reasonable basis exists to al-
locate a $124.50 premium paid for
$10,000 of such coverage to $82.50 for
foreign risks and $42.00 ($30.00+ $12.00)
to United States risks.

(iii) Property in general—(a) Ordinary
and temporary location. Except as other-
wise provided in subdivisions (iv)
through (x) of this subparagraph, the
determination of whether property is
ordinarily located in the United States
will depend on all the facts and cir-
cumstances in each case. Property is

ordinarily located in the United States
if its location in the United States is
regular, usual, or often occurring. How-
ever, in all cases property will be con-
sidered ordinarily located in the United
States if it is actually located in the
United States for an aggregate of more
than 50 percent of the days in the ap-
plicable policy period whereas property
will, under no circumstances, be con-
sidered ordinarily located in the United
States if it is actually located in the
United States for an aggregate of not
more than 30 percent of the days in the
applicable policy period. Property
which is ordinarily located in the
United States is temporarily located
outside the United States when it is ac-
tually located outside the United
States. For purposes of determining
the number and percent of the days in
an applicable policy period, the term
‘‘day’’ means, not any 24-consecutive-
hour period, but a continuous period of
twenty-four hours commencing from
midnight and ending with the following
midnight; in determining the location
of property for such purposes, an
amount of time which is at least one-
half of such a day, but less than the en-
tire day, shall be considered a day, and
an amount of time which is less than
one-half of such a day shall not be con-
sidered a day.

(b) Illustrations. The application of
this subdivision may be illustrated by
the following examples:

Example 1. Controlled foreign corporation
A issues to domestic corporation M a com-
prehensive blanket or floater insurance pol-
icy which, for one year, covers inventory
samples which M Corporation regularly ships
from the United States in order to encourage
sales. Such shipments are made on the condi-
tion that they be returned to the United
States within 5 days after they are received.
During the one-year policy period, such sam-
ples are sent from, and returned to, the
United States 50 times, and during such one-
year period are actually located in the
United States for an aggregate of 120 days.
Since the location of the samples in the
United States during such one-year period is
often recurring, they are property ordinarily
located in, but temporarily located outside,
the United States. Therefore, they will be
considered property in the United States
even though for such one-year period their
location in the United States is not regular
or usual and is not for an aggregate of more
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than 50 percent of the days in the policy pe-
riod. However, if, by considering such factors
as the terms and premium schedule of the in-
surance contract as well as the number,
value, and duration of the location in and
outside the United States, of such samples,
the premium which is attributable to the
issuing of such contract can be allocated to,
or apportioned between, risks occurring
when such samples are actually located in
the United States and risks occurring when
they are actually located outside the United
States, such samples will be considered prop-
erty not in the United States when they are
actually located outside the United States.

Example 2. A machine, located for several
years in a foreign branch of a United States
manufacturer, is permanently transferred to
the home office of such manufacturer, where
it arrives on January 1, 1963, and remains for
the remainder of 1963. Under a separate in-
surance contract issued by a controlled for-
eign corporation, which uses the calendar
year as the taxable year, such machine is in-
sured against damage for the three-year pe-
riod commencing on May 1, 1962. Because of
the change in location of the machine, the
premiums are increased as of January 1, 1963.
Since the machine is in the United States
from January 1, 1963, to April 30, 1963, its lo-
cation in the United States is regular and
usual during the policy period of May 1, 1962,
to April 30, 1963. Accordingly, the machine is
ordinarily located in the United States for
such policy period. However, since the pre-
mium which is attributable to the issuing of
such contract is allocable to risks occurring
when the machine is actually located in, and
when it is actually located outside, the
United States, such machine will be consid-
ered property not in the United States from
May 1, 1962, through December 31, 1962.

(iv) Commercial motor vehicles, ships,
aircraft, railroad rolling stock, and con-
tainers. Any motor vehicle, ship, air-
craft, railroad rolling stock, or any
container transported thereby, which
is used exclusively in the commercial
transportation of persons or property
to or from the United States (including
such transportation from one place to
another in the United States) and is or-
dinarily located in the United States
will be considered property in the
United States both when such property
is ordinarily located in, and when such
property is temporarily located out-
side, the United States. Whether such
property is used in the transportation
of persons or property to or from the
United States and is ordinarily located
in the United States are issues to be
determined from all the facts and cir-

cumstances in each case. However, in
all cases such transportation property
will be considered ordinarily located in
the United States if either more than
50 percent of the miles traversed during
the applicable policy period in the use
of such property are traversed within
the United States or such property is
located in the United States more than
50 percent of the time during such pe-
riod. Further, such transportation
property will not at any time be con-
sidered property in the United States if
either not more than 30 percent of the
miles traversed during the applicable
policy period in the use of such prop-
erty are traversed within the United
States or such property is located in
the United States for not more than 30
percent of the time during such period.
Nevertheless, if not more than 30 per-
cent of the miles traversed during the
applicable policy period in the use of
such transportation property are tra-
versed within the United States, such
property will be considered ordinarily
located in the United States if it is lo-
cated in the United States more than
50 percent of the time during such pe-
riod Moreover, if such transportation
property is located in the United
States for not more than 30 percent of
the time during the applicable policy
period, such property will be consid-
ered ordinarily located in the United
States if more than 50 percent of the
miles traversed during such period in
the use of such property are traversed
within the United States. If such trans-
portation property is considered prop-
erty in the United States because more
than 50 percent of the miles traversed
during the applicable policy period in
the use of such property are traversed
within the United States, the appor-
tionment of premium provided in sub-
division (i) of this subparagraph shall
be made on a mileage basis. If, how-
ever, such property is considered prop-
erty in the United States because such
property is located in the United
States more than 50 percent of the
time during the applicable policy pe-
riod, the apportionment of premium
provided in subdivision (i) of this sub-
paragraph shall be made on a time
basis.

(v) Noncommercial motor vehicles,
ships, aircraft, and railroad rolling stock.
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Except as provided in subdivision (iv)
of this subparagraph, any motor vehi-
cle, ship or boat, aircraft, or railroad
rolling stock which at any time is ac-
tually located in the United States and
which either (a) is registered with the
United States, a State (including any
political subdivision thereof), or any
agency thereof or (b), if not so reg-
istered, is owned by a citizen, resident,
or corporation of the United States
will be considered property which is or-
dinarily located in the United States.
Unless the premium which is attrib-
utable to the reinsuring or issuing of
any insurance contract in connection
with such property considered ordi-
narily located in the United States is
specifically allocated under the con-
tract to risks incurred when such prop-
erty is actually located in the United
States and to risks incurred when it is
actually located outside the United
States, such property will be consid-
ered property in the United States both
when it is ordinarily located in, and
when it is temporarily located outside,
the United States; under no cir-
cumstances will such property be con-
sidered outside the United States on
the basis of any apportionment of such
premium.

(vi) Property exported or imported by
railroad or motor vehicle. Any property
which is exported from, or imported to,
the United States by railroad or motor
vehicle will be considered property or-
dinarily located in the United States
which, when such property is not actu-
ally located in the United States, is
temporarily located outside the United
States. For example, if an insurance
contract reinsured or issued in connec-
tion with property exported from the
United States by motor vehicle covers
risks commencing when such property
is loaded on the motor vehicle at the
United States warehouse and terminat-
ing when such property is unloaded at
the foreign warehouse, and if the pre-
mium payable with respect to risks in-
curred when the property is in the
United States and risks incurred when
the property is in the foreign country
is not separately stated, such property
will be considered property in the
United States only until such property
is actually located outside the United
States, provided that the premium can

be properly apportioned (for example)
on the basis of time or mileage, be-
tween risks incurred when the property
is actually located in the United States
and risks incurred when it is actually
located outside the United States. If in
such case the premium is not so
apportionable, such property will be
considered property in the United
States both when such property is ordi-
narily located in, and when it is tempo-
rarily located outside, the United
States.

(vii) Property exported by ship or air-
craft. If an insurance contract which is
reinsured or issued in connection with
property which is exported from the
United States by ship or aircraft covers
risks all of which terminate when such
property is placed aboard a ship or air-
craft at the United States port of exit
for shipment from the United States,
such property will be considered prop-
erty in the United States. If such in-
surance contract covers risks all of
which commence when such property is
placed aboard a ship or aircraft at the
United States port of exit for shipment
from the United States, such property
will be considered property not in the
United States. If such insurance con-
tract covers risks commencing before,
and terminating after, such property is
placed aboard a ship or aircraft at the
United States port of exit for shipment
from the United States, such property
will be considered property ordinarily
located in the United States which,
after such property is placed aboard
such ship or aircraft at the United
States port of exit, is temporarily lo-
cated outside the United States. The
application of this subdivision may be
illustrated by the following example:

Example. A controlled foreign corporation
issues an insurance contract in connection
with property exported from the United
States by ship. The contract covers risks
commencing after such property is removed
from the United States warehouse and termi-
nating when such property is unloaded at the
foreign port of entry. Assuming that the pre-
mium payable with respect to the risks in-
curred before and the risks incurred after the
property is placed aboard the ship at the
United States port of exit for shipment from
the United States or with respect to the
steps in handling such property during such
coverage, such as transporting the property
to the United States port of exit, unloading
the property there, placing the property
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aboard the ship, holding the property aboard
the ship in port, the actual voyage, and un-
loading the property at the foreign port of
entry, is separately stated in, or is deter-
minable from, such contract, the property
will be considered property in the United
States only until such property is placed
aboard the ship at the United States port of
exit for shipment from the United States.
Assuming, however, that the premiums pay-
able with respect to such steps, or with re-
spect to the risks incurred before and the
risks incurred after the property is placed
aboard the ship at the United States port of
exit, are not allocable or apportionable
under the contract, such property will be
considered property in the United States
both before and after such property is placed
aboard the ship at the United States port of
exit.

(viii) Property imported by ship or air-
craft. If an insurance contract which is
reinsured or issued in connection with
property which is imported to the
United States by ship or aircraft covers
risks all of which terminate when such
property is unloaded at the United
States port of entry, such property will
be considered property not in the
United States. If such insurance con-
tract covers risks all of which com-
mence after such property is unloaded
at the United States port of entry, such
property will be considered property in
the United States. If such insurance
contract covers risks commencing be-
fore, and terminating after, such prop-
erty is unloaded at the United States
port of entry, such property will be
considered property ordinarily located
in the United States which, before such
property is unloaded at the United
States port of entry, is temporarily lo-
cated outside the United States. For an
illustration pertaining to the alloca-
tion or apportionment of the premium,
see the example in subdivision (vii) of
this subparagraph.

(ix) Shipments originating and termi-
nating in the United States. Any prop-
erty which is shipped from one place in
the United States to another place in
the United States, on or over a foreign
country, the high seas, or the coastal
waters of the United States will be con-
sidered property actually located at all
times in the United States. For exam-
ple, property which is shipped from
New York City to Los Angeles via the
Panama Canal or from San Francisco
to Hawaii or Alaska will be considered

property actually located at all times
in the United States.

(x) Shipments originating and terminat-
ing in a foreign country. Any property
which is shipped by any means, or a
combination of means, of transpor-
tation from one foreign country to an-
other foreign country, or from a con-
tiguous foreign country to the same
contiguous foreign country, on or over
the United States will be considered
property exclusively located outside
the United States. Notwithstanding
the foregoing, any property which is
shipped by any means, or a combina-
tion of means, of transportation from
one contiguous foreign country to an-
other contiguous foreign country on or
over the United States will be consid-
ered property ordinarily located in the
United States which, when such prop-
erty is not actually located in the
United States, is temporarily located
outside the United States.

(c) Liability from United States activity.
The term ‘‘liability arising out of ac-
tivity in the United States’’ means a
loss, as described in subparagraph (1) of
this paragraph, or a liability, as de-
scribed in subparagraph (2) of this
paragraph, which could arise from ac-
tivity performed in the United States,
as defined in subparagraph (3) of this
paragraph.

(1) Loss described. The term ‘‘loss’’ in-
cludes all loss of an insured which
could arise from the occurrence of the
event insured against except that such
term does not include any loss in con-
nection with property described in
paragraph (b) of this section. For ex-
ample, such term includes, in the case
of a promoter of outdoor sporting
events, the loss which could arise from
the cancellation of such an event be-
cause of inclement weather.

(2) Liability described. The term ‘‘li-
ability’’ includes all liability of an in-
sured in tort, contract, property, or
otherwise. It includes, for example, the
liability of a principal for the acts of
his agent, of a husband for the acts of
his spouse, and of a parent for the acts
of his child. The term not only includes
the direct liability which may be in-
curred, for example, by a tortfeasor to
the person harmed, but also the indi-
rect liability which may be incurred,
for example, by a manufacturer to the
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purchaser at retail for a breach of war-
ranty.

(3) Activity in the United States—(i) In
general. A loss or liability will be con-
sidered a loss or liability which could
arise from activity performed in the
United States if the loss or liability
would result, if at all, from an activity
exclusively carried on in the United
States. Conversely, a loss or liability
will be considered a loss or liability
which could not arise from activity
performed in the United States if the
loss or liability would result, if at all,
from an activity exclusively carried on
outside the United States. In addition,
a loss or liability will be considered a
loss or liability which could arise from
activity performed in the United
States if the loss or liability would re-
sult, if at all, from an activity ordi-
narily carried on in, but partly carried
on outside, the United States. If the
premium which is attributable to the
reinsuring or issuing of any insurance
contract in connection with an activity
ordinarily carried on in, but partly car-
ried on outside, the United States can,
on a reasonable basis, be allocated to,
or apportioned between, the risks in-
curred with respect to the activity car-
ried on in, and the risks incurred with
respect to the activity carried on out-
side, the United States, such loss or li-
ability will be considered a loss or li-
ability which could not arise from ac-
tivity performed in the United States
to the extent the loss or liability would
result, if at all, from that activity car-
ried on outside the United States. How-
ever, a loss or liability will not be con-
sidered a loss or liability which could
arise from an activity performed in the
United States if such loss or liability
would result, if at all, from an activity
which is neither exclusively carried on
in the United States nor ordinarily car-
ried on in, but partly carried on out-
side, the United States. The principles
of paragraph (b)(2)(ii) of this section
for allocating or apportioning a pre-
mium on a reasonable basis to or be-
tween risks incurred when property is
actually located in the United States
and risks incurred when such property
is actually located outside the United
States shall apply for allocating or ap-
portioning a premium on a reasonable
basis to or between the risks incurred

with respect to the activity carried on
in, and the risks incurred with respect
to the activity carried on outside, the
United States. The rules prescribed in
subdivisions (ii) through (vi) of this
subparagraph shall apply in determin-
ing whether an activity is, or will be
considered, exclusively carried on in or
outside the United States and whether
an activity is, or will be considered, or-
dinarily carried on in the United
States and in determining what is the
activity which is performed by the in-
sured from which a loss or liability re-
sults or could result; such rules also
limit the rule of premium allocation
and apportionment prescribed in this
subdivision. The determinations re-
quired by this subparagraph shall be
made with respect to the location of an
activity of the insured performed dur-
ing the policy period applicable to the
taxable year of the insuring or reinsur-
ing corporation, or, if more than one
policy period exists with respect to
such taxable year, such determinations
shall be made separately with respect
to the location of the activity during
each such policy period.

(ii) Substantial activity carried on in
the United States. The term ‘‘activity’’
is used in its broadest sense and in-
cludes the performance of an act un-
lawfully undertaken, the wrongful per-
formance of an act lawfully under-
taken, and the wrongful failure to per-
form an act lawfully required to be un-
dertaken. With respect to a loss de-
scribed in subparagraph (1) of this
paragraph, the term ‘‘activity’’ in-
cludes the occurrence of the event in-
sured against. The determination of
whether an activity ordinarily is car-
ried on in, but is partly carried on out-
side, the United States will depend on
all the facts and circumstances in each
case. An activity ordinarily is carried
on in the United States if a substantial
amount of such activity is carried on
in the United States. Factors which
will be taken into account in determin-
ing whether a substantial amount of
activity is carried on in the United
States are those which are connected
with the activity and include, but are
not limited to, the location of the in-
sured’s assets, the place where personal
services are performed, and the place

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00219 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



224

26 CFR Ch. I (4–1–98 Edition)§ 1.953–2

where sales occur, but only if such as-
sets, services, and sales are connected
with the activity. In all cases an activ-
ity will be considered substantially
carried on in the United States if more
than 50 percent of the insured’s total
assets, personal services, and sales, if
any, connected with such activity are
located, performed, or occur in the
United States. On the other hand, an
activity will, under no circumstances,
be considered substantially carried on
in the United States if not more than
30 percent of the insured’s total assets,
personal services, and sales, if any,
connected with such activity are lo-
cated, performed, or occur in the
United States. For this purpose, the
mean of the value of the total assets at
the beginning and end of the policy pe-
riod shall be used, determined by tak-
ing assets into account at their actual
value (not reduced by liabilities),
which, in the absence of affirmative
evidence to the contrary, shall be
deemed to be (a) face value in the case
of bills receivable, accounts receivable,
notes receivable, and open accounts
held by an insured using the cash re-
ceipts and disbursements method of ac-
counting and (b) adjusted basis in the
case of all other assets. Personal serv-
ices shall be measured by the amount
of compensation paid or accrued for
such services, and sales shall be meas-
ured by the volume of gross sales. An
activity is carried on partly outside
the United States if it is carried on,
whether substantially or in substan-
tially, outside the United States.

(iii) Manufacturing, producing, con-
structing, or assembling activity. If a per-
son who manufactures, produces, con-
structs, or assembles property is liable
with regard to the consumption or use
of such property, such liability will be
considered to result from the activity
performed of manufacturing, produc-
ing, constructing, or assembling such
property. If such person manufactures,
produces, constructs, or assembles
more than one type of product, the li-
ability with regard to the consumption
or use of one of such products will be
considered to result from the activity
performed of manufacturing, produc-
ing, constructing, or assembling that
particular product. For example, the li-
ability of a building contractor, which

constructs apartment buildings only in
the United States, for the improper
construction of, or the failure to con-
struct, an apartment building, will be
considered to result from an activity
exclusively carried on in the United
States and will be considered a liabil-
ity which could arise from activity per-
formed in the United States. In further
illustration, the liability (which is cov-
ered by a single policy of insurance) of
a domestic corporation, which assem-
bles refrigerators exclusively in the
United States and manufactures auto-
mobiles both in a foreign country and
in the United States through substan-
tial activity carried on in each of such
countries, for the negligent manufac-
turing of a part for one of the auto-
mobiles by the foreign branch, will be
considered to result from an activity
ordinarily carried on in, but partly car-
ried on outside, the United States and
will be considered a liability which
could arise from activity performed in
the United States.

(iv) Selling activity. If a person is lia-
ble with regard to selling activity per-
formed, such liability will be consid-
ered, except as provided in subdivisions
(iii), (v), and (vi) of this subparagraph,
to result from such selling activity. A
person will be considered to be engaged
in selling activity if such person en-
gages in an activity resulting in the
sale of property. Thus, it is immaterial
that, under the Code, such activity
would not constitute engaging in or
carrying on a trade or business in the
country in which such activity is car-
ried on, the property in the goods does
not pass in such country, or delivery of
the property is not made in such coun-
try. For example, if a foreign wholesale
distributor, which manages its entire
business operations in a foreign coun-
try and sells its inventory exclusively
in the United States—its only contact
in the United States being the pro-
motion of such sales to United States
retail outlets by advertising in trade
publications and distributing sales
catalogues—is liable for a breach of
warranty with regard to the sale of
property to a United States retail out-
let, such liability will be considered to
result from an activity exclusively car-
ried on in the United States and will be
considered a liability which could arise
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from activity performed in the United
States.

(v) Liability from service or driving ac-
tivity—(a) In general. If a person is lia-
ble with regard to any service activity
performed, or is liable with regard to
driving activity performed in connec-
tion with a motor vehicle, ship or boat,
aircraft, or railroad rolling stock,
whether or not exclusively used in the
commercial transportation of persons
or property, such liability will be con-
sidered to result from such service or
driving activity. For example, if an oil
company which drills for oil exclu-
sively in a foreign country is liable
with regard to the negligent handling
by its employees of explosives in the
course of such drilling there, such li-
ability will be considered to result
from an activity exclusively carried on
outside the United States and will be
considered a liability which could not
arise from activity performed in the
United States. In further illustration,
if a corporation which services machin-
ery exclusively in a foreign country
under servicing contracts is liable with
regard to the negligent repairing of a
machine under such a contract, such li-
ability will be considered to result
from an activity exclusively carried on
outside the United States and will be
considered a liability which could not
arise from activity performed in the
United States.

(b) Location of activities in connection
with transportation property. For pur-
poses of (a) of this subdivision, service
or driving activity performed in con-
nection with a motor vehicle, ship or
boat, aircraft, or railroad rolling stock,
whether or not exclusively used in the
commercial transportation of persons
or property, will be considered activity
performed in the United States if the
activity is carried on at a time when
such property is or will be considered,
in accordance with subdivision (iv) or
(v) of paragraph (b)(2) of this section,
actually in the United States or ordi-
narily located in the United States.
However, if the premium which is at-
tributable to the reinsuring or issuing
of any insurance contract in connec-
tion with such service or driving activ-
ity which is carried on at a time when
such property is, or will be considered,
ordinarily located in the United States

can be allocated to, or apportioned be-
tween, the risks incurred when such
property is actually located in the
United States and risks incurred when
it is actually located outside the
United States, such liability will be
considered a liability which could arise
from activity performed in the United
States only when such property is ac-
tually located in the United States.
Any allocation or apportionment of
premium under the preceding sentence
shall be made in accordance with the
rules of allocation and apportionment
provided in subdivision (iv) or (v) of
paragraph (b)(2) of this section. For ex-
ample, if a person is liable with regard
to the performance of services outside
the United States in the operation of a
motor vehicle which is used exclusively
in the commercial transportation of
persons to and from the United States
and which, because more than 50 per-
cent of the miles traversed during the
applicable policy period in the use of
such property are traversed within the
United States, is considered ordinarily
located in the United States, such li-
ability will be considered to be a liabil-
ity which could not arise from activity
performed in the United States only to
the extent that the premium which is
attributable to the reinsuring or
issuing of any insurance contract in
connection with such service activity
is apportioned on a mileage basis be-
tween the risks incurred when such
motor vehicle is actually located in the
United States and when such vehicle is
actually located outside the United
States. See paragraph (b)(2)(iv) of this
section. In further illustration, if a per-
son is liable with regard to his neg-
ligent driving of a motor vehicle which
is not used exclusively in the commer-
cial transportation of persons or prop-
erty, which is registered with any
State, and which is driven both in the
United States and a foreign country,
such liability will be considered a li-
ability which could arise from activity
performed in the United States, unless
the premium which is attributable to
the reinsuring or issuing of an insur-
ance contract in connection with such
driving performed in such motor vehi-
cle ordinarily located in the United
States is specifically allocated under
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the contract to risks incurred with re-
spect to driving performed in, and to
risks incurred with respect to driving
performed outside, the United States.
See paragraph (b)(2)(v) of this section.

(c) Illustration. The application of this
subdivision may be further illustrated
by the following example:

Example. Controlled foreign corporation A
is a wholly owned subsidiary of domestic cor-
poration M. Both corporations are insurance
companies and use the calendar year as the
taxable year. Corporation M is exclusively
engaged in issuing to owners of commercial
rental property which is located in the
United States insurance contracts which
cover any harm which may be caused in 1963
by the tortious conduct of the owners’ em-
ployees in managing and maintaining such
property. The owners insured under such
contracts include both residents and non-
residents of the United States. In 1963, M
Corporation cedes to A Corporation one-half
of the insurance contracts issued by M Cor-
poration in that year, including the con-
tracts issued to nonresidents. Income of A
Corporation derived in 1963 from reinsuring
the risks of M Corporation is income from
the insurance of United States risks since all
the insurance contracts reinsured by it are
in connection with a liability which could
arise from service activity performed in the
United States.

(vi) Liability from delivery of property.
If the person who is obligated to de-
liver property is liable with regard to
such delivery, such liability will be
considered to result from the activity
performed of delivering such property.
For example, if a corporation which ex-
ports all of its inventory from the
United States to foreign countries or
possessions of the United States is lia-
ble with regard to its failure to make
delivery outside the United States of
inventory it has sold, such liability
will be considered to result from an ac-
tivity exclusively carried on outside
the United States and will be consid-
ered a liability which could not arise
from activity performed in the United
States. In further illustration, if a cor-
poration which exports all of its inven-
tory from a foreign country to the
United States is liable with regard to
its improper delivery in the United
States of inventory it has sold, such li-
ability will be considered to result
from an activity exclusively carried on
in the United States and will be consid-
ered a liability which could arise from

activity performed in the United
States.

(d) Lives or health of United States resi-
dents. Risks in connection with the
lives or health of residents of the
United States include those risks
which are the subject of insurance con-
tracts referred to in section 801(a), re-
lating to the definition of a life insur-
ance company. If the insured is a resi-
dent of the United States at the time
the insurance contract is approved, the
risk is in connection with the life or
health of a resident of the United
States for the period of coverage under
the contract. However, if during such
period of coverage the insured notifies
the insurer, or circumstances known to
the insurer indicate, that the insured is
no longer a resident of the United
States, the risk shall cease to be a risk
in connection with the life or health of
a resident of the United States for the
policy period in which the insured
gives such notice or such cir-
cumstances are known to the insurer,
and for each subsequent policy period.
Conversely, if the insured is a resident
of a particular foreign country at the
time the insurance contract is ap-
proved, the risk is in connection with
the life or health of a resident of such
foreign country for the period of cov-
erage under the contract. However, if
during such period of coverage the in-
sured notifies the insurer, or cir-
cumstances known to the insurer indi-
cate, that the insured is no longer a
resident of such foreign country, the
risk shall cease to be a risk in connec-
tion with the life or health of a resi-
dent of such particular foreign country
for the policy period in which the in-
sured gives such notice or such cir-
cumstances are known to the insurer,
and for each subsequent policy period.
In determining the country of resi-
dence of an insured, the principles of
§§ 301.7701(b)–1 through 301.7701(b)–9 of
this chapter, relating to the determina-
tion of residence and nonresidence in
the United States and of foreign resi-
dence, shall apply. Citizens of the
United States are not residents of the
United States merely because of their
citizenship. The application of this
paragraph may be illustrated by the
following example:
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Example. Controlled foreign corporation A
is a wholly owned subsidiary of domestic cor-
poration M. Corporation A uses the calendar
year as the taxable year and is engaged in
the life insurance business in foreign country
X. In 1963, A Corporation issues ordinary life
insurance contracts on the lives of residents
of the United States, including one issued on
February 1, 1963, to R, a citizen of foreign
country Y and a resident of the United
States on such date. All activity in connec-
tion with the issuing of such contracts is
transacted by mail. On May 1, 1963, R aban-
dons his United States residence and estab-
lishes residence in foreign country Z. There
are no circumstances known to A Corpora-
tion that R has changed his residence until
R, on March 1, 1964, actually notifies A Cor-
poration of that change. Income of A Cor-
poration for the policy period of February 1,
1963, to January 31, 1964, from issuing such
insurance contracts is income derived from
the insurance of United States risks. How-
ever, income of A Corporation derived for the
policy period of February 1, 1964, to January
31, 1965, from R’s insurance contract is not
income derived from the insurance of United
States risks.

(Secs. 913(m) (92 Stat. 3106; 26 U.S.C. 913(m)),
and 7805 (68A Stat. 917; 26 U.S.C. 7805), Inter-
nal Revenue Code of 1954)

[T.D. 6781, 29 FR 18202, Dec. 23, 1964, as
amended by T.D. 7736, 45 FR 76143, Nov. 18,
1980; T.D. 8411, 57 FR 15241, Apr. 27, 1992]

§ 1.953–3 Risks deemed to be United
States risks.

(a) Artificial arrangements. For pur-
poses of paragraph (a) of § 1.953–1, the
term ‘‘United States risks’’ also in-
cludes under section 953(a)(1)(B) risks
which are deemed to be United States
risks. They are risks (other than
United States risks described in sec-
tion 953(a)(1)(A) and § 1.953–2) which a
controlled foreign corporation rein-
sures under an insurance or annuity
contract, or with respect to which a
controlled foreign corporation issues
any insurance or annuity contract, in
accordance with any arrangement
whereby another corporation which is
not a controlled foreign corporation re-
ceives an amount of premiums (for re-
insuring or issuing any insurance or
annuity contract in connection with
the United States risks described in
section 953(a)(1)(A) and § 1.953–2) which
is substantially equal to the amount of
premiums which the controlled foreign
corporation receives under its con-
tracts. Arrangements to which this

rule applies include those entered into
by the controlled foreign corporation,
by its United States shareholders, or
by a related person.

(b) Evidence of arrangements. The de-
termination of the existence of an ar-
rangement referred to in paragraph (a)
of this section shall depend on all the
facts and circumstances in each case.
In making this determination, it will
be recognized that arrangements of
this type generally are orally entered
into outside the United States and that
direct evidence of such an arrangement
is not ordinarily available. Therefore,
in determining the existence of such an
arrangement, consideration will be
given to whether or not there is sub-
stantial similarity between the type,
location, profit margin expected, and
loss experience of the risks which the
corporation which is not a controlled
foreign corporation insures or rein-
sures and the risks which the con-
trolled foreign corporation insures or
reinsures. Further, consideration will
be given to the existence of prior simi-
lar arrangements between, and the
identity of the directors or sharehold-
ers of, the corporation which is not a
controlled foreign corporation, its
shareholders, or related persons and
the controlled foreign corporation, its
shareholders, or related persons. How-
ever, the absence of such prior arrange-
ments or identity of directors or share-
holders will not of itself establish the
nonexistence of an arrangement re-
ferred to in paragraph (a) of this sec-
tion. In determining whether the
amounts received by the controlled for-
eign corporation and the corporation
which is not a controlled foreign cor-
poration are substantially equal, the
period in which the controlled foreign
corporation receives premiums need
not be the same as, or identical in
length with, that of the corporation
which is not a controlled foreign cor-
poration nor limited to a taxable year
of the controlled foreign corporation.

(c) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Controlled foreign corporation
A is a wholly owned subsidiary of domestic
corporation M. Foreign corporation B is a
wholly owned subsidiary of foreign corpora-
tion R. All corporations use the calendar

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00223 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



228

26 CFR Ch. I (4–1–98 Edition)§ 1.953–4

year as the taxable year. Corporations M and
R, which are not related persons, agree that
from July 1, 1963, through December 31, 1963,
B Corporation will reinsure all risks of M
Corporation which are United States risks
described in section 953(a)(1)(A), and that
from January 1, 1964, through June 30, 1964, A
Corporation will reinsure all risks of R Cor-
poration which are not United States risks
described in section 953(a)(1)(A). The amount
of premiums received by A Corporation and
B Corporation, respectively, as a result of
the agreement are substantially equal. The
income of A Corporation derived in 1964 from
reinsuring the risks of R Corporation is in-
come derived from the insurance of United
States risks described in section 953(a)(1)(B).

Example 2. Assume the same facts as in ex-
ample 1, except that M and R Corporations
also agree, as part of their arrangement,
that from July 1, 1964, through December 31,
1964, B Corporation will reinsure all risks of
M Corporation which are United States risks
described in section 953(a)(1)(A), and that
from January 1, 1965, through June 30, 1965, A
Corporation will reinsure all risks of R Cor-
poration which are not United States risks
described in section 953(a)(1)(A). The amount
of premiums derived by B Corporation from
July 1, 1963, through December 31, 1963, under
the agreement is not substantially equal to
the amount of premiums derived by A Cor-
poration from January 1, 1964, through June
30, 1964, and the amount of premiums derived
by B Corporation from July 1, 1964, through
December 31, 1964, is not substantially equal
to the amount of premiums derived by A
Corporation from January 1, 1965, through
June 30, 1965. However, the aggregate
amount of premiums received by B Corpora-
tion under the arrangement is substantially
equal to the aggregate amount of premiums
received by A Corporation. The income of A
Corporation derived in 1964 and 1965 from re-
insuring the risks of R Corporation is income
derived from the insurance of United States
risks described in section 953(a)(1)(B).

Example 3. Assume the same facts as in ex-
ample 1, except that foreign corporation C is
also a wholly owned subsidiary of R Corpora-
tion. Assume that C Corporation uses the
calendar year as its taxable year. Assume
further that M Corporation and R Corpora-
tion agree that from July 1, 1963, through
December 31, 1963, B Corporation and C Cor-
poration together will reinsure the United
States risks described in section 953(a)(1)(A)
of M Corporation. The amount of premiums
received by B Corporation in respect of such
United States risks is equal to one-third of
the amount received by A Corporation in re-
spect of the risks which are not United
States risks described in section 953(a)(1)(A),
and the amount of premiums received by C
Corporation in respect of such United States
risks is equal to two-thirds of the amount so
received by A Corporation. The income of A

Corporation derived in 1964 from reinsuring
the risks of R Corporation is income derived
from the insurance of United States risks de-
scribed in section 953(a)(1)(B).

Example 4. Assume the same facts as in ex-
ample 3, except that controlled foreign cor-
poration D is also a wholly owned subsidiary
of M Corporation and uses the calendar year
as its taxable year. Assume further that M
Corporation and R Corporation agree that in
1964 R Corporation will pay premiums of
$300,000 to A Corporation and $700,000 to D
Corporation to reinsure all risks of R Cor-
poration which are not United States risks
described in section 953(a)(1)(A), and that in
1963 M Corporation will pay premiums of
$400,000 to B Corporation and $600,000 to C
Corporation to reinsure all risks of M Cor-
poration which are United States risks de-
scribed in section 953(a)(1)(A). The income of
A Corporation and D Corporation derived in
1964 from reinsuring the risks of R Corpora-
tion is income derived from the insurance of
United States risks described in section
953(a)(1)(B).

Example 5. Controlled foreign corporation
A is a wholly owned subsidiary of domestic
insurance corporation M. Controlled foreign
corporation B is a wholly owned subsidiary
of domestic insurance corporation N. All cor-
porations use the calendar year as the tax-
able year. As a result of an arrangement be-
tween M Corporation and N Corporation, in
1963 A Corporation reinsures all the United
States risks described in section 953(a)(1)(A)
of N Corporation, and B Corporation rein-
sures all the United States risks described in
section 953(a)(1)(A) of M Corporation. The
premiums and other consideration received
by A Corporation and B Corporation in re-
spect of such reinsurance are not substan-
tially equal. The income of A Corporation
and B Corporation in 1962 from reinsuring
the risks of N Corporation and M Corpora-
tion, respectively, is income derived from
the insurance of United States risks de-
scribed in section 953(a)(1)(A) and is not in-
come derived from the insurance or United
States risks described in section 953(a)(1)(B).

Example 6. Assume the same facts as in ex-
ample 5, except that B Corporation is not a
controlled foreign corporation. The income
of A Corporation in 1963 from reinsuring the
risks of N Corporation is income derived
from the insurance of United States risks de-
scribed in section 953(a)(1)(A) and is not in-
come derived from the insurance of United
States risks described in section 953(a)(1)(B).

[T.D. 6781, 29 FR 18207, Dec. 23, 1964]

§ 1.953–4 Taxable income to which sec-
tion 953 applies.

(a) Taxable income defined—(1) Life in-
surance taxable income. For a controlled
foreign corporation which is engaged in
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the business of reinsuring or issuing in-
surance or annuity contracts and
which, if it were a domestic corpora-
tion engaged only in such business,
would be taxable as a life insurance
company to which part I (sections 801
through 820) of subchapter L of the
Code applies, the term ‘‘taxable in-
come’’ means for purposes of paragraph
(a) of § 1.953–1 the gain from operations,
as defined in section 809(b) and as
modified by this section, derived from,
and attributable to, the insurance of
United States risks. For purposes of de-
termining such taxable income, the
provisions of section 802(b) (relating to
the definition of life insurance com-
pany taxable income) shall not apply.
Determinations for purposes of this
subparagraph shall be made without re-
gard to section 501(a).

(2) Mutual and other insurance taxable
income. For a controlled foreign cor-
poration which is engaged in the busi-
ness of reinsuring or issuing insurance
or annuity contracts and which, if it
were a domestic corporation engaged
only in such business, would be taxable
as a mutual insurance company to
which part II (sections 821 through 826)
of subchapter L of the Code applies or
a mutual marine insurance or other in-
surance company to which part III
(sections 831 and 832) of subchapter L of
the Code applies, the term ‘‘taxable in-
come’’ means for purposes of paragraph
(a) of § 1.953–1 taxable income, as de-
fined in section 832(a) and as modified
by this section, derived from, and at-
tributable to, the insurance of United
States risks. Determinations for pur-
poses of this subparagraph shall be
made without regard to section 501(a).

(3) Corporations not qualifying as in-
surance companies. For special rules ap-
plicable under this section in the case
of a controlled foreign corporation
which, if it were a domestic corpora-
tion, would not qualify as an insurance
company, see § 1.953–5.

(b) Certain provisions inapplicable. In
determining taxable income under this
section, the following provisions of
subchapter L of the Code shall not
apply:

(1) Section 809(d)(4), relating to the
operations loss deduction;

(2) Section 809(d)(5), relating to cer-
tain nonparticipating contracts;

(3) Section 809(d)(6), relating to cer-
tain accident and health insurance and
group life insurance;

(4) Section 809(d)(10), relating to
small business deduction;

(5) Section 817(b), relating to gain on
property held on December 31, 1958, and
certain substituted property acquired
after 1958; and

(6) Section 832(c)(5), relating to cap-
ital losses.

(c) Computation of reserves required by
law—(1) Law applicable in determining
reserves. The reserves which will be
taken into account as reserves required
by law under section 801(b)(2), both in
determining for any taxable year
whether a controlled foreign corpora-
tion is a controlled foreign corporation
described in paragraph (a)(1) or (2) of
this section and in determining taxable
income of such corporation for the tax-
able year under paragraph (a) of this
section, shall be the following reserves:

(i) Reserves required by the law of a
State. The reserves which are required
by the law of the State or States to
which the insurance business of the
controlled foreign corporation is sub-
ject, but only with respect to its
United States business, if any, which is
taxable under section 819(a).

(ii) Reserves deemed to be required. To
the extent of such controlled foreign
corporation’s insurance business not
taxable under section 819(a)—

(a) Except as provided in (b) of this
subdivision (ii), the reserves which
would result if such reserves were de-
termined by applying the minimum
standards of the law of New York as if
such controlled foreign corporation
were an insurance company
transacting all of its insurance busi-
ness (other than its United States busi-
ness which is taxable under section
819(a)) for such taxable year in such
State, and

(b) With respect to all risks covered
by insurance ceded to such controlled
foreign corporation by an insurance
company to which apply the provisions
of subchapter L of the Code (deter-
mined without regard to section 501(a))
and in respect of which an election is
made by or on behalf of such controlled
foreign corporation to determine its re-
serves in accordance with this subdivi-
sion (b), the amount of reserves against
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such risks which would result if all of
such reserves were determined by ap-
plying the law of the State, to which
the risks in the hands of such insur-
ance company are subject, as if such
controlled foreign corporation were an
insurance company engaged in reinsur-
ing such risks in such State.

(2) Rules of application. For purposes
of subparagraph (1) of this paragraph,
the following rules shall apply:

(i) Life insurance reserves computed on
preliminary term basis. For purposes of
determining under paragraph (a) of this
section the taxable income of a con-
trolled foreign corporation, an election
may be made by or on behalf of such
corporation that the amount of re-
serves which are taken into account as
life insurance reserves with respect to
contracts for which reserves are com-
puted on a preliminary term basis shall
be determined as provided in section
818(c). This election shall apply, sub-
ject to section 818(c), to all life insur-
ance reserves of the controlled foreign
corporation, whether or not reserves
applicable to the United States busi-
ness taxable under section 819(a). How-
ever, reserves determined as provided
in section 818(c) shall not be taken into
account in determining whether a con-
trolled foreign corporation is a con-
trolled foreign corporation described in
paragraph (a)(1) or (2) of this section.

(ii) Actual reserves required. (a) A con-
trolled foreign corporation will be con-
sidered to have a reserve only to the
extent the reserve has been actually
held during the taxable year for which
such reserve is claimed.

(b) For determining when reserves
are required by the law of a State, see
paragraph (b) of § 1.801–5 of this chap-
ter.

(iii) Total reserves to be taken into ac-
count. The total reserves of a con-
trolled foreign corporation shall be
taken into account in determining
whether such corporation is a con-
trolled foreign corporation described in
paragraph (a)(1) or (2) of this section.
Therefore, in making such determina-
tion, the reserves which, under sub-
paragraph (1)(i) of this paragraph, are
required by the law of any State shall
be taken into account together with
the reserves which, under subparagraph
(1)(ii) of this paragraph, are deemed to

be required. Moreover, reserves appli-
cable to the reinsuring or the issuing of
insurance or annuity contracts of both
United States risks and foreign risks
shall be taken into account. Finally,
except as provided in subdivision (i) of
this subparagraph, the reserves which
are taken into account in determining
whether a controlled foreign corpora-
tion is a controlled foreign corporation
described in paragraph (a)(1) or (2) of
this section shall be the same reserves
which are taken into account in deter-
mining under paragraph (a) of this sec-
tion the taxable income of such cor-
poration.

(iv) Method of comparing reserves when
subject to more than one State. If the in-
surance business of a controlled foreign
corporation is subject to the law of
more than one State, the amount of re-
serves taken into account under sub-
paragraph (1)(i) of this paragraph shall
be the amount of the highest aggregate
reserve required by any State, deter-
mined as provided in paragraph (a) of
§ 1.801–5 of this chapter.

(d) Domestic corporation tax attributes.
In determining taxable income of a
controlled foreign corporation under
this section there shall be allowed, ex-
cept as provided in section 953(b), this
section, and § 1.953–5, the exclusions
and deductions from gross income
which would be allowed if such cor-
poration were a domestic insurance
company engaged in the business of
only reinsuring or issuing the insur-
ance or annuity contracts which have
been reinsured or issued by such cor-
poration. For this purpose, the provi-
sions of sections 819, 821(e), 822(e),
831(b), and 832(d), relating to foreign in-
surance companies, shall not apply;
however, for the exclusion from the
taxable income determined under sec-
tion 953 of amounts derived from
sources within the United States, see
section 952(b) and paragraph (b) of
§ 1.952–1. Furthermore, taxable income
shall be determined under this section
without regard to section 882 (b) and
(c), relating to gross income and deduc-
tions of a foreign corporation, and
without regard to whether the con-
trolled foreign corporation is carrying
on an insurance business in the United
States. For other rules relating to the
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determination of gross income and tax-
able income of a foreign corporation
for purposes of subpart F, see § 1.952–2.

(e) Limitation on certain amounts in re-
spect of United States risks. In determin-
ing taxable income under this section
the following amounts shall not, in ac-
cordance with section 953(b)(4), be
taken into account except to the ex-
tent they are attributable to the rein-
suring or issuing of any insurance or
annuity contract in connection with
United States risks described in § 1.953–
2 or § 1.953–3:

(1) The amount of premiums deter-
mined under section 809(c)(1);

(2) The net decrease in reserves deter-
mined under section 809(c)(2);

(3) The net increase in reserves deter-
mined under section 809(d)(2); and

(4) The premiums earned on insur-
ance contracts during the taxable year,
as determined under section 832(b)(4).
For the allocation and apportionment
of such amounts to income from the in-
surance of United States risks, see
paragraphs (f) and (g) of this section.

(f) Items allocated or apportioned—(1)
Rules of allocation or apportionment. In
determining taxable income under this
section, first determine all items of in-
come, expenses, losses, and other de-
ductions which directly relate to the
premiums received for the reinsuring
or the issuing of any insurance or an-
nuity contract in connection with
United States risks, as defined in
§§ 1.953–2 and 1.953–3, and allocate such
items to the insurance of United States
risks. For example, the deductions al-
lowed by section 809(d)(1), relating to
death benefits, section 809(d)(3), relat-
ing to dividends to policyholders, and
section 809(d)(7), relating to the as-
sumption by another person of liabil-
ities under insurance contracts, shall
be allocated to the insurance of United
States risks to the extent they relate
directly to the premiums received for
reinsuring or issuing insurance or an-
nuity contracts in connection with
United States risks. Next, determine
all items of income, expenses, losses,
and other deductions which directly re-
late to the premiums received for the
reinsuring or the issuing of any insur-
ance or annuity contract in connection
with foreign risks and allocate such
items to the reinsuring of foreign risks.

Finally, determine all items of income,
expenses, losses, and other deductions
which relate to the premiums received
for the reinsuring or the issuing of any
insurance or annuity contract in con-
nection with both United States risks
and foreign risks, and, except as pro-
vided in paragraph (g) of this section,
apportion such items between the in-
surance of United States risks and the
insurance of foreign risks in the man-
ner prescribed in subparagraph (2) or
(3) of this paragraph, as the case may
be. As used in this section, the term
‘‘foreign risks’’ means risks which are
not United States risks as defined in
§ 1.953–2 or § 1.953–3.

(2) Method of apportionment in deter-
mination of life insurance taxable in-
come—(i) Investment yield and net long-
term capital gain. Unless they can be al-
located to the insurance of United
States risks, as provided in subpara-
graph (1) of this paragraph, in deter-
mining a controlled foreign corpora-
tion’s taxable income for any taxable
year under paragraph (a)(1) of this sec-
tion—

(a) The investment yield under sec-
tion 804(c),

(b) The amount (if any) under section
809(b)(1)(B) by which the net long-term
capital gain exceeds the net short-term
capital loss, and

(c) Those deductions allowed under
section 809(d)(8), (9), and (12) which re-
late to gross investment income shall
be apportioned to the reinsuring and
issuing of insurance and annuity con-
tracts in connection with United
States risks in an amount which bears
the same ratio to each of such amounts
of investment yield, excess gain, and
deductions as the sum of the mean of
each of the items described in section
810(c) at the beginning and end of the
taxable year attributable to reinsuring
and issuing any insurance and annuity
contracts in connection with United
States risks bears to the sum of the
mean of each of the items described in
section 810(c) at the beginning and end
of the taxable year attributable to re-
insuring and issuing all insurance and
annuity contracts. Thus, for example,
if the ratio which the sum of the mean
of each of the items described in sec-
tion 810(c) at the beginning and end of
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the taxable year attributable to rein-
suring and issuing insurance and annu-
ity contracts in connection with
United States risks bears to the sum of
the mean of each of the items described
in section 810(c) at the beginning and
end of the taxable year attributable to
reinsuring and issuing all insurance
and annuity contracts in one to three,
then, unless an allocation to the insur-
ance of United States risks can be
made as provided in subparagraph (1) of
this paragraph, one-third of each of
such amounts of investment yield, ex-
cess gain, and deductions shall be ap-
portioned to the reinsuring and issuing
of insurance and annuity contracts in
connection with United States risks,
and two-thirds of each of such amounts
shall be apportioned to the reinsuring
and issuing of insurance and annuity
contracts in connection with foreign
risks.

(ii) Other income and deductions—(a)
Amount taken into account. In determin-
ing a controlled foreign corporation’s
taxable income for any taxable year
under paragraph (a)(1) of this section,
all items of income taken into account
under section 809(c)(3), relating to
other amounts of gross income, and the
other deductions allowed under section
809(d)(12) to the extent that such other
deductions do not relate to gross in-
vestment income shall be apportioned
to the reinsuring and issuing of insur-
ance and annuity contracts in connec-
tion with United States risks in an
amount which bears the same ratio to
each of such items of income or of such
other deductions as the numerator de-
termined under (b) of this subdivision
bears to the denominator determined
under (c) of this subdivision.

(b) Numerator. The numerator used
for purposes of the apportionment
under (a) of this subdivision shall be an
amount which equals the amount de-
termined under (c) of this subdivision,
but only to the extent that the amount
so determined is taken into account
under paragraph (e) of this section in
determining taxable income for the
taxable year.

(c) Denominator. The denominator
used for purposes of the apportionment
under (a) of this subdivision shall be an
amount which equals—

(1) The amount of premiums deter-
mined under section 809(c)(1) for the
taxable year, plus

(2) The net decrease in reserves deter-
mined under section 809(c)(2) for such
year, minus

(3) The net increase in reserves deter-
mined under section 809(d)(2) for such
year.

(iii) Reserves used in apportionment
formula. The rules for determining
which reserves are taken into account
in determining the taxable income of a
controlled foreign corporation under
paragraph (a) of this section shall also
apply under subdivision (ii) (b) and (c)
of this subparagraph in determining
the net decrease in reserves under sec-
tion 809(c)(2) or the net increase in re-
serves under section 809(d)(2). See para-
graph (c) of this section.

(3) Method of apportionment in deter-
mination of mutual and other insurance
income—(i) In general. In determining a
controlled foreign corporation’s tax-
able income for any taxable year under
paragraph (a)(2) of this section, any
item which is required to be appor-
tioned under subparagraph (1) of this
paragraph shall be apportioned to the
reinsuring and issuing of insurance and
annuity contracts in connection with
United States risks in an amount
which bears the same ratio to the total
amount of such item as the amount of
premiums earned on insurance con-
tracts during the taxable year which is
required to be taken into account by
such corporation under paragraph (e)(4)
of this section in determining such tax-
able income bears to the total amount
of all its premiums earned (as deter-
mined under section 832(b)(4)) on insur-
ance contracts during the taxable year.

(ii) Reserves used in apportionment for-
mula. The principles of subparagraph
(2)(iii) of this paragraph shall apply in
determining the reserves included in
premiums earned on insurance con-
tracts during the taxable year for pur-
poses of subdivision (i) of this subpara-
graph.

(g) Separate accounting. The methods
of apportionment prescribed in sub-
paragraphs (2) and (3) of paragraph (f)
of this section for determining taxable
income under this section shall not

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00228 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



233

Internal Revenue Service, Treasury § 1.953–4

apply if the district director deter-
mines that the controlled foreign cor-
poration, in good faith and unaffected
by considerations of tax liability, regu-
larly employs in its books of account a
detailed segregation of receipts, ex-
penditures, assets, liabilities, and net
worth which clearly reflects the in-
come derived from the reinsuring or
issuing of insurance or annuity con-
tracts in connection with United
States risks. The district director, in
making such determination, shall give
effect to any foreign law, satisfactory
evidence of which is presented by the
United States shareholder to the dis-
trict, director, which requires a reason-
able segregation of those items of in-
come, expense, losses, and other deduc-
tions which relate to determining such
taxable income.

(h) Illustration. The application of
paragraphs (e) and (f) of this section
may be illustrated by the following ex-
ample:

Example. Controlled foreign corporation A,
incorporated under, and engaged in an insur-
ance business subject to, the laws of foreign

country X, is a wholly owned subsidiary of
domestic corporation M. Both corporations
use the calendar year as the taxable year.
Corporation M is a life insurance company as
defined in section 801(a); A Corporation
would, if it were a domestic corporation, be
taxable under part I of subchapter L of the
Code. In 1963, A Corporation derives income
from the insurance of United States risks as
a result of reinsuring the life insurance poli-
cies issued by M Corporation on lives of resi-
dents of the United States. In 1963, A Cor-
poration also issues policies of life insurance
on individuals who are not residents of the
United States, but its premiums from the re-
insuring of United States risks exceed he 5-
percent minimum premium requirement pre-
scribed in paragraph (b) of § 1.953–1. Based
upon the facts set forth in paragraph (a) of
this example, A Corporation for 1963 has tax-
able income under this section of $40,200,
which is attributable to the reinsuring of life
insurance contracts in connection with
United States risks, determined in the man-
ner provided in paragraphs (b), (c), and (d) of
this example.

(a) A summary of the entire operations of
A Corporation for 1963, determined under
this section as though such corporation were
a domestic life insurance company but with-
out applying paragraph (f) of this section, is
as follows:

Item
Attributable
to all insur-

ance

Attributable
to reinsuring

U.S. risks

Attributable
to insuring

foreign risks

Investment Income:
(1) Investment yield under section 804(c) .......................................................... $90,000 Unallocable Unallocable
(2) Sum of the mean of each of the items described in section 810(c) at be-

ginning and end of 1963 ................................................................................. 2,500,000 $1,000,000 $1,500,000
(3) Required interest under section 809(a)(2) .................................................... 60,000 25,000 35,000
(4) Deductions allowed under section 809(d)(8), (9), and (12) which relate to

gross investment income ................................................................................ 10,000 Unallocable Unallocable
Underwriting Income:

(5) Premiums under section 809(c)(1) ............................................................... 600,000 200,000 400,000
(6) Net decrease in reserves under section 809(c)(2) ....................................... 10,000 None 10,000
(7) Net increase in reserves under section 809(d)(2) ........................................ 40,000 40,000 None
(8) Deductions allowed under section 809(d) (other than deduction allowed

under section 809(d)(2) and other than those deductions allowed under
section 809(d)(8), (9), and (12) which relate to gross investment income):

(i) Allocable .................................................................................................. 330,000 110,000 220,000
(ii) Unallocable ............................................................................................. 60,000 Unallocable Unallocable

(b) The unallocable investment yield
($90,000) under paragraph (a)(1) of this exam-
ple and the unallocable deductions ($10,000)
under paragraph (a)(4) relating to gross in-
vestment income are apportioned to the re-
insuring of United States risks under para-
graph (f)(1)(i) of this section in the amounts
of $36,000, and $4,000, respectively, deter-
mined as follows:

(1) Sum of the mean of each of the items de-
scribed in section 810(c) at beginning and end
of 1963, attributable to reinsuring U.S. risks
(paragraph (a)(2)) ............................................. $1,000,000

(2) Sum of the mean of each of the items de-
scribed in section 810(c) at beginning and end
of 1963, attributable to all insurance (para-
graph (a)(2)) ..................................................... $2,500,000

(3) Ratio of amount under subparagraph (1) to
amount under subparagraph (2) ($1,000,000/
$2,500,000) ...................................................... 40%

(4) Amount of investment yield attributable to re-
insuring of U.S. risks (40% of $90,000) ........... $36,000

(5) Amount of such deductions attributable to re-
insuring of U.S. risks (40% of $10,000) ........... $4,000

(c) The unallocable deductions ($60,000)
under paragraph (a)(8)(ii) of this example
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which do not relate to gross investment in-
come are apportioned to the reinsuring of
United States risks under paragraph (f)(2)(ii)
of this section in the amount of $16,800, de-
termined as follows:

(1) The numerator determined under para-
graph (f)(2)(ii)(b) of this section is $160,000,
determined as follows:

(i) Premiums under section
809(c)(1) attributable to rein-
suring U.S. risks (paragraph
(a)(5)) ...................................... $200,000

(ii) Plus: Net decrease in re-
serves under section 809(c)(2)
attributable to reinsuring U.S.
risks (paragraph (a)(6)) ........... $200,000

(iii) Less: Net increase in reserves under sec-
tion 809(d)(2) attributable to reinsuring U.S.
risks (paragraph (a)(7)) .................................. $40,000

$160,000

(2) The denominator determined under
paragraph (f)(2)(ii)(c) of this section is
$570,000, determined as follows:

(i) Premiums under section
809(c)(1) attributable to all in-
surance (paragraph (a)(5)) ..... $600,000

(ii) Plus: Net decrease in re-
serves under section 809(c)(2)
attributable to all insurance
(paragraph (a)(6)) ................... 10,000

$610,000
(iii) Less: Net increase in reserves under sec-

tion 809(d)(2) attributable to all insurance
(paragraph (a)(7)) ........................................... 40,000

$570,000

(3) Ratio which the numerator determined
under subparagraph (1) bears to the denomi-
nator determined under subparagraph (2)
($160,000/$570,000)—28%.

(4) Amount of deductions attributable to
reinsuring of U.S. risks (28% of $60,000)—
$16,800.

(d) The taxable income of A Corporation
for 1963 which constitutes its income derived
from the insurance of United States risks for
purposes of paragraph (a) of § 1.953–1 is
$40,200, determined as follows:

Attributable to all in-
surance

Attributable to reinsur-
ing U.S. risks

Attributable to insur-
ing foreign risks

Item:
(1) Investment yield under section 804(c) (para-

graph (a)(1), unallocable but as apportioned
under paragraph (b)(4) ........................................ $90,000 $36,000 $54,000

(2) Less: Required interest under section 809(a)(2)
(paragraph (a)(3)) ................................................ 60,000 25,000 35,000

(3) Life insurance company’s share of investment
yield under section 809(b)(1)(A) .......................... ................ $30,000 $11,000 $19,000

Plus sum of:
(4) Premiums under section 809(c)(1) (paragraph

(a)(5)) ................................................................... 600,000 200,000 400,000
(5) Net decrease in reserves under section

809(c)(2) (paragraph (a)(6)) ................................ 10,000 610,000 None 200,000 10,000 410,000

Sum determined under section 809(b)(1) .... ................ 640,000 211,000 429,000
Less sum of:

(6) Net increase in reserves under section
809(d)(2) (paragraph (a)(7)) ................................ 40,000 40,000 None

(7) Deductions allowed under section 809(d)(8),
(9), and (12) which relate to gross investment
income (paragraph (a)(4)), unallocable but as
apportioned under paragraph (b)(5) .................... 10,000 4,000 6,000

(8) Deductions allowed under section 809(d) (other
than deduction allowed under section 809(d)(2)
and other than those deductions allowed under
section 809(d)(8), (9), and (12) which relate to
gross investment income) (paragraph (a)(8)):.

(i) Allocable ...................................................... 330,000 110,000 220,000
(ii) Unallocable, but as apportioned under

paragraph (c)(4) ............................................ 60,000 440,000 16,800 170,800 43,200 269,200

Gain from operations ................................ ................ 200,000 40,200 159,800

[T.D. 6781, 29 FR 18207, Dec. 23, 1964] § 1.953–5 Corporations not qualifying
as insurance companies.

(a) In general. A controlled foreign
corporation is not excluded from the
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application of paragraph (a) of § 1.953–1
because such corporation, if it were a
domestic corporation, would not be
taxable as an insurance company to
which subchapter L of the Code applies.
Thus, if a controlled foreign corpora-
tion reinsures or issues insurance or
annuity contracts in connection with
United States risks, as defined in
§ 1.953–2 or § 1.953–3, and satisfies the 5-
percent minimum premium require-
ment prescribed in paragraph (b) of
§ 1.953–1, such corporation may derive
income from the insurance of United
States risks even though the primary
and predominant business activity of
such corporation during the taxable
year is not the issuing of insurance or
annuity contracts or the reinsuring of
risks underwritten by insurance com-
panies.

(b) Income from insurance of United
States risks by noninsurance company.
For purposes of paragraph (a) of § 1.953–
1, the taxable income derived from the
reinsuring or the issuing of any insur-
ance or annuity contract in connection
with United States risks by a con-
trolled foreign corporation which, if it
were a domestic corporation, would not
be taxable as an insurance company to
which subchapter L of the Code applies
shall be determined under § 1.953–4, sub-
ject to, and to the extent not inconsist-
ent with, the special rules prescribed in
paragraph (c) or (d) of this section,
whichever applies.

(c) Special rules in determining taxable
income—(1) In general. The rules pre-
scribed in this paragraph apply in order
to exclude from the determination
under § 1.953–4 of the taxable income de-
scribed in paragraph (b) of this section
those items of the controlled foreign
corporation’s gross income and deduc-
tions which are not attributable to the
reinsuring and issuing of insurance and
annuity contracts.

(2) Life insurance taxable income—(i)
Amount of investment yield taken into ac-
count. For purposes of determining the
taxable income of a controlled foreign
corporation which would not be taxable
as an insurance company to which sub-
chapter L of the Code applies if it were
a domestic corporation but would be
taxable as an insurance company to
which part I of such subchapter applies
if it were a domestic insurance com-

pany engaged in the business of only
reinsuring or issuing the insurance or
annuity contracts which have been re-
insured or issued by such corporation,
the investment yield under section
804(c), the amount (if any) by which the
net long-term capital gain exceeds the
net short-term capital loss, and all
items of income taken into account
under section 809(c)(3) shall be taken
into account, subject to the provisions
of paragraphs (e) and (f) of § 1.953–4, in
an amount which bears the same ratio
to each of such amounts of investment
yield, excess gain, and income items, as
the case may be, as the numerator de-
termined under subdivision (ii) of this
subparagraph bears to the denominator
determined under subdivision (iii) of
this subparagraph.

(ii) Numerator. The numerator used
for purposes of the apportionment
under subdivision (i) of this subpara-
graph shall be the sum of—

(a) The mean of each of the items de-
scribed in section 810(c) at the begin-
ning and end of the taxable year, deter-
mined in accordance with the rules pre-
scribed in paragraph (c) of § 1.953–4 for
purposes of determining taxable in-
come of a controlled foreign corpora-
tion under paragraph (a) of § 1.953–4,

(b) The mean of other liabilities at
the beginning and end of the taxable
year which are attributable to the rein-
suring and issuing of insurance and an-
nuity contracts, and

(c) The mean of the earnings and
profits accumulated by the controlled
foreign corporation at the beginning
and end of the taxable year (deter-
mined without diminution by reason of
any distributions made during the tax-
able year) which are attributable to
the reinsuring and issuing of insurance
and annuity contracts.

(iii) Denominator. The denominator
used for purposes of the apportionment
under subdivision (i) of this subpara-
graph shall be the mean of the value of
the total assets held by the controlled
foreign corporation at the beginning
and end of the taxable year, deter-
mined by taking assets into account at
their actual value (not reduced by li-
abilities), which, in the absence of af-
firmative evidence to the contrary,
shall be deemed to be (a) face value in
the case of bills receivable, accounts
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receivable, notes receivable, and open
accounts held by a controlled foreign
corporation using the cash receipts and
disbursements method of accounting
and (b) adjusted basis in the case of all
other assets.

(3) Mutual and other insurance taxable
income—(i) Amount of insurance income
taken into account. For purposes of de-
termining the taxable income of a con-
trolled foreign corporation which, if it
were a domestic corporation, would not
be taxable as an insurance company to
which subchapter L of the Code applies
but which if it were a domestic insur-
ance company engaged in the business
of only reinsuring or issuing the insur-
ance or annuity contracts which have
been reinsured or issued by such cor-
poration, would be taxable as a mutual
insurance company to which part II of
subchapter L of the Code applies, or
would be taxable as a mutual marine
insurance or other insurance company
to which part III of subchapter L of the
Code applies, the sum of the items of
gross income referred to in section
832(b)(1) (except the gross amount
earned during the taxable year from
underwriting income described in sec-
tion 832(b)(1)(A)) reduced by the deduc-
tions allowable under section 832(c)
which are related to such items of
gross income shall be taken into ac-
count, subject to the provisions of
paragraphs (e) and (f) of § 1.953–4, in an
amount which bears the same propor-
tion to the sum of such items of gross
income reduced by such deductions as
the numerator determined under sub-
division (ii) of this subparagraph bears
to the denominator determined under
subdivision (iii) of this subparagraph.

(ii) Numerator. The numerator used
for purposes of the apportionment
under subdivision (i) of this subpara-
graph shall be the sum of—

(a) The mean of the controlled for-
eign corporation’s unearned premiums
at the beginning and end of the taxable
year, determined under section
832(b)(4)(B) and in accordance with the
rules prescribed in paragraph (c) of
§ 1.953–4 for purposes of determining
taxable income of a controlled foreign
corporation under paragraph (a) of
§ 1.953–4,

(b) The mean of such corporation’s
unpaid losses at the beginning and end

of the taxable year, determined under
section 832(b)(5)(B),

(c) The mean of the items described
in section 810(c)(4) at the beginning and
end of the taxable year, to the extent
allowable to such corporation under
section 832(c)(11),

(d) The mean of other liabilities at
the beginning and end of the taxable
year which are attributable to the rein-
suring and issuing of insurance and an-
nuity contracts, and

(e) The mean of the earnings and
profits accumulated by such corpora-
tion at the beginning and end of the
taxable year (determined without dimi-
nution by reason of any distributions
made during the taxable year) which
are attributable to the reinsuring and
issuing of insurance and annuity con-
tracts.

(iii) Denominator. The denominator
used for purposes of the apportionment
under subdivision (i) of this subpara-
graph shall be the mean of the value of
the total assets held by the controlled
foreign corporation at the beginning
and end of the taxable year, deter-
mined in the manner prescribed in sub-
paragraph (2)(iii) of this paragraph.

(d) Separate accounting. The special
rules prescribed in paragraph (c) of this
section shall not apply if the district
director determines that the controlled
foreign corporation, in good faith and
unaffected by considerations of tax li-
ability, regularly employs in its books
of account a detailed segregation of re-
ceipts, expenditures, assets, liabilities,
and net worth which clearly reflects
the income derived from the reinsuring
or issuing of insurance or annuity con-
tracts. The district director, in making
such determination, shall give effect to
any foreign law, satisfactory evidence
of which is presented by the United
States shareholder to the district di-
rector, which requires a reasonable seg-
regation of the insurance assets of the
controlled foreign corporation.

[T.D. 6781, 29 FR 18211, Dec. 23, 1964]

§ 1.953–6 Relationship of sections 953
and 954.

(a) Priority of application. For pur-
poses of determining the subpart F in-
come of a controlled foreign corpora-
tion under section 952 for any taxable
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year, the provisions of section 954, re-
lating to foreign base company income,
shall be applied, after first applying
section 953, only with respect to in-
come which is not income derived from
the insurance of United States risks
under section 953. For example, the
provisions of section 954 may be applied
with respect to the income of a con-
trolled foreign corporation which is not
income derived from the insurance of
United States risks under section 953
because such corporation does not sat-
isfy the 5-percent minimum premium
requirement prescribed in paragraph
(b) of § 1.953–1, even though such cor-
poration has taxable income, as deter-
mined under § 1.953–4, which is attrib-
utable to the reinsuring or the issuing
of any insurance or annuity contracts
in connection with United States risks.
In addition, the provisions of section
954 may apply with respect to the in-
come of a controlled foreign corpora-
tion to the extent such income is not
allocated or apportioned under § 1.953–4
to the insurance of United States risks.

(b) Decrease in income not material. It
is not material that the income of a
controlled foreign corporation is de-
creased as a result of the application of
paragraph (a) of this section. Thus, in
applying § 1.953–4 to the income of a
controlled foreign corporation de-
scribed in paragraph (c)(2) of § 1.953–5
which would, but for paragraph (a) of
this section, be subject to the provi-
sions of section 954, there shall be al-
lowed, in determining the taxable in-
come derived from the insurance of
United States risks under § 1.953–4, a
deduction under section 809(a)(1) for
the share of each and every item of in-
vestment yield set aside for policy-
holders; it is not material that in de-
termining foreign base company in-
come such deduction would not be al-
lowed under section 954(b)(5). Further,
income of a controlled foreign corpora-
tion which is required to be taken into
account under section 953 in determin-
ing income derived from the insurance
of United States risks and would, but
for the provisions of paragraph (a) of
this section, constitute foreign base
company income under section 954
shall not be taken into account under
section 954(b)(3)(B) in determining
whether foreign base company income

exceeds 70 percent of gross income for
the taxable year.

(c) Increase in income not material. It
is not material that the income of a
controlled foreign corporation is in-
creased as a result of the application of
paragraph (a) of this section. Thus, in
applying § 1.953–4 to income of a con-
trolled foreign corporation which
would, but for paragraph (a) of this sec-
tion, be subject to the provisions of
section 954, it is not material that the
dividends, interest, and gains from the
sale or exchange of stock or securities
derived from certain investments
which would not be included in foreign
personal holding company income
under section 954(c)(3)(B) are included
under section 953 in income derived
from the insurance of United States
risks. Further, income of a controlled
foreign corporation which is required
to be taken into account under section
953 in determining income derived from
the insurance of United States risks
and would, but for paragraph (a) of this
section, constitute foreign base com-
pany income shall not be excluded
under section 954(b)(3)(A) for the tax-
able year.

[T.D. 6781, 29 FR 18212, Dec. 23, 1964]

§ 1.954–0 Introduction.
(a) Effective dates—(1) Final regula-

tions—(i) In general. Except as other-
wise specifically provided, the provi-
sions of §§ 1.954–1 and 1.954–2 apply to
taxable years of a controlled foreign
corporation beginning after November
6, 1995. If any of the rules described in
§§ 1.954–1 and 1.954–2 are inconsistent
with provisions of other regulations
under subpart F, these final regula-
tions are intended to apply instead of
such other regulations.

(ii) Election to apply final regulations
retroactively—(A) Scope of election. An
election may be made to apply the
final regulations retroactively with re-
spect to any taxable year of the con-
trolled foreign corporation beginning
on or after January 1, 1987. If such an
election is made, these final regula-
tions must be applied in their entirety
for such taxable year and all subse-
quent taxable years. All references to
section 11 in the final regulations shall
be deemed to include section 15, where
applicable.
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(B) Manner of making election. An
election under this paragraph (a)(1)(ii)
is binding on all United States share-
holders of the controlled foreign cor-
poration and must be made—

(1) By the controlling United States
shareholders, as defined in § 1.964–
1(c)(5), by attaching a statement to
such effect with their original or
amended income tax returns for the
taxable year of such United States
shareholders in which or with which
the taxable year of the CFC ends, and
including any additional information
required by applicable administrative
pronouncements, or

(2) In such other manner as may be
prescribed in applicable administrative
pronouncements.

(C) Time for making election. An elec-
tion may be made under this paragraph
(a)(1)(ii) with respect to a taxable year
of the controlled foreign corporation
beginning on or after January 1, 1987
only if the time for filing a return or
claim for refund has not expired for the
taxable year of any United States
shareholder of the controlled foreign
corporation in which or with which
such taxable year of the controlled for-
eign corporation ends.

(D) Revocation of election. An election
made under this paragraph (a)(1)(ii)
may not be revoked.

(2) Temporary regulations. The provi-
sions of §§ 4.954–1 and 4.954–2 of this
chapter apply to taxable years of a con-
trolled foreign corporation beginning
after December 31, 1986 and on or before
November 6, 1995. However, the provi-
sions of § 4.954–2(b)(6) of this chapter
continue to apply. For transactions en-
tered into on or before October 10, 1995,
taxpayers may rely on Notice 89–90,
1989–2 C.B. 407, in applying the tem-
porary regulations.

(3) §§ 1.954A–1 and 1.954A–2. The provi-
sions of §§ 1.954A–1 and 1.954A–2 (as con-
tained in 26 CFR part 1 edition revised
April 1, 1995) apply to taxable years of
a controlled foreign corporation begin-
ning before January 1, 1987. All ref-
erences therein to sections of the Code
are to the Internal Revenue Code of
1954 prior to the amendments made by
the Tax Reform Act of 1986.

(b) Outline of §§ 1.954–0, 1.954–1 and
1.954–2.

§ 1.954–0 Introduction.

(a) Effective dates.
(1) Final regulations.
(i) In general.
(ii) Election to apply final regulations

retroactively.
(A) Scope of election.
(B) Manner of making election.
(C) Time for making election.
(D) Revocation of election.
(2) Temporary regulations.
(3) §§ 1.954A–1 and 1.954A–2.
(b) Outline of §§ 1.954–0, 1.954–1, and 1.954–2.

§ 1.954–1 Foreign base company income.
(a) In general.
(1) Purpose and scope.
(2) Gross foreign base company income.
(3) Adjusted gross foreign base company in-

come.
(4) Net foreign base company income.
(5) Adjusted net foreign base company in-

come.
(6) Insurance income.
(7) Additional items of adjusted net foreign

base company income or adjusted net in-
surance income by reason of section
952(c).

(b) Computation of adjusted gross foreign
base company income and adjusted gross
insurance income.

(1) De minimis and full inclusion tests.
(i) De minimis test.
(A) In general.
(B) Currency translation.
(C) Coordination with sections 864(d) and

881(c).
(ii) Seventy percent full inclusion test.
(2) Character of gross income included in

adjusted gross foreign base company in-
come.

(3) Coordination with section 952(c).
(4) Anti-abuse rule.
(i) In general.
(ii) Presumption.
(iii) Related persons.
(iv) Example.
(c) Computation of net foreign base com-

pany income.
(1) General rule.
(i) Deductions against gross foreign base

company income.
(ii) Losses reduce subpart F income by op-

eration of earnings and profits limita-
tion.

(iii) Items of income.
(A) Income other than passive foreign per-

sonal holding company income.
(B) Passive foreign personal holding com-

pany income.
(2) Computation of net foreign base com-

pany income derived from same country
insurance income.

(d) Computation of adjusted net foreign
base company income or adjusted net in-
surance income.

(1) Application of high tax exception.
(2) Effective rate at which taxes are im-

posed.
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(3) Taxes paid or accrued with respect to
an item of income.

(i) Income other than passive foreign per-
sonal holding company income.

(ii) Passive foreign personal holding com-
pany income.

(4) Special rules.
(i) Consistency rule.
(ii) Coordination with earnings and profits

limitation.
(iii) Example.
(5) Procedure.
(6) Coordination of full inclusion and high

tax exception rules.
(7) Examples.
(e) Character of income.
(1) Substance of the transaction.
(2) Separable character.
(3) Predominant character.
(4) Coordination of categories of gross for-

eign base company income or gross in-
surance income.

(i) In general.
(ii) Income excluded from other categories

of gross foreign base company income.
(f) Definition of related person.
(1) Persons related to controlled foreign

corporation.
(i) Individuals.
(ii) Other persons.
(2) Control.
(i) Corporations.
(ii) Partnerships.
(iii) Trusts and estates.
(iv) Direct or indirect ownership.

§ 1.954–2 Foreign personal holding company in-
come.

(a) Computation of foreign personal hold-
ing company income.

(1) Categories of foreign personal holding
company income.

(2) Coordination of overlapping categories
under foreign personal holding company
provisions.

(i) In general.
(ii) Priority of categories.
(3) Changes in the use or purpose for which

property is held.
(i) In general.
(ii) Special rules.
(A) Anti-abuse rule.
(B) Hedging transactions.
(iii) Example.
(4) Definitions and special rules.
(i) Interest.
(ii) Bona fide hedging transaction.
(A) Definition.
(B) Identification.
(C) Effect of identification and non-identi-

fication.
(1) Transactions identified.
(2) Inadvertent identification.
(3) Transactions not identified.
(4) Inadvertent error.
(5) Anti-abuse rule.
(iii) Inventory and similar property.
(A) Definition.

(B) Hedging transactions.
(iv) Regular dealer.
(v) Dealer property.
(A) Definition.
(B) Securities dealers.
(C) Hedging transactions.
(vi) Examples.
(vii) Debt instrument.
(b) Dividends, interest, rents, royalties and

annuities.
(1) In general.
(2) Exclusion of certain export financing

interest.
(i) In general.
(ii) Exceptions.
(iii) Conduct of a banking business.
(iv) Examples.
(3) Treatment of tax-exempt interest. [Re-

served]
(4) Exclusion of dividends or interest from

related persons.
(i) In general.
(A) Corporate payor.
(B) Payment by a partnership.
(ii) Exceptions.
(A) Dividends.
(B) Interest paid out of adjusted foreign

base company income or insurance in-
come.

(1) In general.
(2) Rule for corporations that are both re-

cipients and payors of interest.
(C) Coordination with sections 864(d) and

881(c).
(iii) Trade or business requirement.
(iv) Substantial assets test.
(v) Valuation of assets.
(vi) Location of tangible property.
(A) In general.
(B) Exception.
(vii) Location of intangible property.
(A) In general.
(B) Exception for property located in part

in the payor’s country of incorporation.
(viii) Location of inventory and dealer

property.
(A) In general.
(B) Inventory and dealer property located

in part in the payor’s country of incorpo-
ration.

(ix) Location of debt instruments.
(x) Treatment of certain stock interests.
(xi) Treatment of banks and insurance

companies. [Reserved]
(5) Exclusion of rents and royalties derived

from related persons.
(i) In general.
(A) Corporate payor.
(B) Payment by a partnership.
(ii) Exceptions.
(A) Rents or royalties paid out of adjusted

foreign base company income or insur-
ance income.

(B) Property used in part in the controlled
foreign corporation’s country of incorpo-
ration.
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(6) Exclusion of rents and royalties derived
in the active conduct of a trade or busi-
ness.

(c) Excluded rents.
(1) Active conduct of a trade or business.
(2) Special rules.
(i) Adding substantial value.
(ii) Substantiality of foreign organization.
(iii) Active leasing expenses.
(iv) Adjusted leasing profit.
(3) Examples.
(d) Excluded royalties.
(1) Active conduct of a trade or business.
(2) Special rules.
(i) Adding substantial value.
(ii) Substantiality of foreign organization.
(iii) Active licensing expenses.
(iv) Adjusted licensing profit.
(3) Examples.
(e) Certain property transactions.
(1) In general.
(i) Inclusions.
(ii) Exceptions.
(iii) Treatment of losses.
(iv) Dual character property.
(2) Property that gives rise to certain in-

come.
(i) In general.
(ii) Gain or loss from the disposition of a

debt instrument.
(3) Property that does not give rise to in-

come.
(f) Commodities transactions.
(1) In general.
(i) Inclusion in foreign personal holding

company income.
(ii) Exception.
(iii) Treatment of losses.
(2) Definitions.
(i) Commodity.
(ii) Commodities transaction.
(iii) Qualified active sale.
(A) In general.
(B) Active conduct of a commodities busi-

ness.
(C) Substantially all.
(D) Activities of employees of a related en-

tity.
(E) Financial activities.
(iv) Qualified hedging transaction.
(A) In general.
(B) Exception.
(g) Foreign currency gain or loss.
(1) Scope and purpose.
(2) In general.
(i) Inclusion.
(ii) Exclusion for business needs.
(A) General rule.
(B) Business needs.
(C) Regular dealers.
(D) Example.
(iii) Special rule for foreign currency gain

or loss from an interest-bearing liability.
(3) Election to characterize foreign cur-

rency gain or loss that arises from a spe-
cific category of subpart F income as
gain or loss in that category.

(i) In general.
(ii) Time and manner of election.
(iii) Revocation of election.
(iv) Example.
(4) Election to treat all foreign currency

gains or losses as foreign personal hold-
ing company income.

(i) In general.
(ii) Time and manner of election.
(iii) Revocation of election.
(5) Gains and losses not subject to this

paragraph.
(i) Capital gains and losses.
(ii) Income not subject to section 988.
(iii) Qualified business units using the dol-

lar approximate separate transactions
method.

(iv) Gain or loss allocated under § 1.861–9.
[Reserved]

(h) Income equivalent to interest.
(1) In general.
(i) Inclusion in foreign personal holding

company income.
(ii) Exceptions.
(A) Liability hedging transactions.
(B) Interest.
(2) Definition of income equivalent to in-

terest.
(i) In general.
(ii) Income from the sale of property.
(3) Notional principal contracts.
(i) In general.
(ii) Regular dealers.
(4) Income equivalent to interest from fac-

toring.
(i) General rule.
(ii) Exceptions.
(iii) Factored receivable.
(iv) Examples.
(5) Receivables arising from performance of

services.
(6) Examples.

[T.D. 8618, 60 FR 46508, Sept. 7, 1995; T.D. 8618,
60 FR 62024, Dec. 4, 1995; T.D. 8767, 63 FR
14615, Mar. 26, 1998]

§ 1.954–1 Foreign base company in-
come.

(a) In general—(1) Purpose and scope.
Section 954 and §§ 1.954–1 and 1.954–2
provide rules for computing the foreign
base company income of a controlled
foreign corporation. Foreign base com-
pany income is included in the subpart
F income of a controlled foreign cor-
poration under the rules of section 952.
Subpart F income is included in the
gross income of a United States share-
holder of a controlled foreign corpora-
tion under the rules of section 951 and
thus is subject to current taxation
under section 1, 11 or 55 of the Internal
Revenue Code. The determination of
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whether a foreign corporation is a con-
trolled foreign corporation, the subpart
F income of which is included cur-
rently in the gross income of its United
States shareholders, is made under the
rules of section 957.

(2) Gross foreign base company income.
The gross foreign base company income
of a controlled foreign corporation con-
sists of the following categories of
gross income (determined after the ap-
plication of section 952(b))—

(i) Foreign personal holding company
income, as defined in section 954(c);

(ii) Foreign base company sales in-
come, as defined in section 954(d);

(iii) Foreign base company services
income, as defined in section 954(e);

(iv) Foreign base company shipping
income, as defined in section 954(f); and

(v) Foreign base company oil related
income, as defined in section 954(g).

(3) Adjusted gross foreign base company
income. The term adjusted gross foreign
base company income means the gross
foreign base company income of a con-
trolled foreign corporation as adjusted
by the de minimis and full inclusion
rules of paragraph (b) of this section.

(4) Net foreign base company income.
The term net foreign base company in-
come means the adjusted gross foreign
base company income of a controlled
foreign corporation reduced so as to
take account of deductions (including
taxes) properly allocable or
apportionable to such income under
the rules of section 954(b)(5) and para-
graph (c) of this section.

(5) Adjusted net foreign base company
income. The term adjusted net foreign
base company income means the net for-
eign base company income of a con-
trolled foreign corporation reduced,
first, by any items of net foreign base
company income excluded from sub-
part F income pursuant to section
952(c) and, second, by any items ex-
cluded from subpart F income pursuant
to the high tax exception of section
954(b). See paragraph (d)(4)(ii) of this
section. The term foreign base company
income as used in the Internal Revenue
Code and elsewhere in the Income Tax
Regulations means adjusted net foreign
base company income, unless otherwise
provided.

(6) Insurance income. The term gross
insurance income includes all gross in-

come taken into account in determin-
ing insurance income under section 953.
The term adjusted gross insurance in-
come means gross insurance income as
adjusted by the de minimis and full in-
clusion rules of paragraph (b) of this
section. The term net insurance income
means adjusted gross insurance income
reduced under section 953 so as to take
into account deductions (including
taxes) properly allocable or
apportionable to such income. The
term adjusted net insurance income
means net insurance income reduced
by any items of net insurance income
that are excluded from subpart F in-
come pursuant to section 952(b) or pur-
suant to the high tax exception of sec-
tion 954(b). The term insurance income
as used in subpart F of the Internal
Revenue Code and in the regulations
under that subpart means adjusted net
insurance income, unless otherwise
provided.

(7) Additional items of adjusted net for-
eign base company income or adjusted net
insurance income by reason of section
952(c). Earnings and profits of the con-
trolled foreign corporation that are re-
characterized as foreign base company
income or insurance income under sec-
tion 952(c) are items of adjusted net
foreign base company income or ad-
justed net insurance income, respec-
tively. Amounts subject to re-
characterization under section 952(c)
are determined after adjusted net for-
eign base company income and ad-
justed net insurance income are other-
wise determined under subpart F and
are not again subject to any exceptions
or special rules that would affect the
amount of subpart F income. Thus, for
example, items of gross foreign base
company income or gross insurance in-
come that are excluded from adjusted
gross foreign base company income or
adjusted gross insurance income be-
cause the de minimis test is met are
subject to recharacterization under
section 952(c). Further, the de minimis
and full inclusion tests of paragraph (b)
of this section, and the high tax excep-
tion of paragraph (d) of this section, for
example, do not apply to such
amounts.

(b) Computation of adjusted gross for-
eign base company income and adjusted
gross insurance income—(1) De minimis
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and full inclusion tests—(i) De minimis
test—(A) In general. Except as provided
in paragraph (b)(1)(i)(C) of this section,
adjusted gross foreign base company
income and adjusted gross insurance
income are equal to zero if the sum of
the gross foreign base company income
and the gross insurance income of a
controlled foreign corporation is less
than the lesser of—

(1) 5 percent of gross income; or
(2) $1,000,000.
(B) Currency translation. Controlled

foreign corporations having a func-
tional currency other than the United
States dollar shall translate the
$1,000,000 threshold using the exchange
rate provided under section 989(b)(3) for
amounts included in income under sec-
tion 951(a).

(C) Coordination with sections 864(d)
and 881(c). Adjusted gross foreign base
company income or adjusted gross in-
surance income of a controlled foreign
corporation always includes income
from trade or service receivables de-
scribed in section 864(d)(1) or (6), and
portfolio interest described in section
881(c), even if the de minimis test of
this paragraph (b)(1)(i) is otherwise sat-
isfied.

(ii) Seventy percent full inclusion test.
Except as provided in section 953, ad-
justed gross foreign base company in-
come consists of all gross income of the
controlled foreign corporation other
than gross insurance income and
amounts described in section 952(b),
and adjusted gross insurance income
consists of all gross insurance income
other than amounts described in sec-
tion 952(b), if the sum of the gross for-
eign base company income and the
gross insurance income for the taxable
year exceeds 70 percent of gross in-
come. See paragraph (d)(6) of this sec-
tion, under which certain items of full
inclusion foreign base company income
may nevertheless be excluded from
subpart F income.

(2) Character of gross income included
in adjusted gross foreign base company
income. The gross income included in
the adjusted gross foreign base com-
pany income of a controlled foreign
corporation generally retains its char-
acter as foreign personal holding com-
pany income, foreign base company
sales income, foreign base company

services income, foreign base company
shipping income, or foreign base com-
pany oil related income. However,
gross income included in adjusted gross
foreign base company income because
the full inclusion test of paragraph
(b)(1)(ii) of this section is met is
termed full inclusion foreign base com-
pany income, and constitutes a separate
category of adjusted gross foreign base
company income for purposes of allo-
cating and apportioning deductions
under paragraph (c) of this section.

(3) Coordination with section 952(c). In-
come that is included in subpart F in-
come because the full inclusion test of
paragraph (b)(1)(ii) of this section is
met does not reduce amounts that,
under section 952(c), are subject to re-
characterization.

(4) Anti-abuse rule—(i) In general. For
purposes of applying the de minimis
test of paragraph (b)(1)(i) of this sec-
tion, the income of two or more con-
trolled foreign corporations shall be
aggregated and treated as the income
of a single corporation if a principal
purpose for separately organizing, ac-
quiring, or maintaining such multiple
corporations is to prevent income from
being treated as foreign base company
income or insurance income under the
de minimis test. A purpose may be a
principal purpose even though it is out-
weighed by other purposes (taken to-
gether or separately).

(ii) Presumption. Two or more con-
trolled foreign corporations are pre-
sumed to have been organized, acquired
or maintained to prevent income from
being treated as foreign base company
income or insurance income under the
de minimis test of paragraph (b)(1)(i) of
this section if the corporations are re-
lated persons, as defined in paragraph
(b)(4)(iii) of this section, and the cor-
porations are described in paragraph
(b)(4)(ii)(A), (B), or (C) of this section.
This presumption may be rebutted by
proof to the contrary.

(A) The activities carried on by the
controlled foreign corporations, or the
assets used in those activities, are sub-
stantially the same activities that
were previously carried on, or assets
that were previously held, by a single
controlled foreign corporation. Fur-
ther, the United States shareholders of
the controlled foreign corporations or
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related persons (as determined under
paragraph (b)(4)(iii) of this section) are
substantially the same as the United
States shareholders of the one con-
trolled foreign corporation in a prior
taxable year. A presumption made in
connection with the requirements of
this paragraph (b)(4)(ii)(A) may be re-
butted by proof that the activities car-
ried on by each controlled foreign cor-
poration would constitute a separate
branch under the principles of
§ 1.367(a)–6T(g)(2) if carried on directly
by a United States person.

(B) The controlled foreign corpora-
tions carry on a business, financial op-
eration, or venture as partners directly
or indirectly in a partnership (as de-
fined in section 7701(a)(2) and § 301.7701–
3 of this chapter) that is a related per-
son (as defined in paragraph (b)(4)(iii)
of this section) with respect to each
such controlled foreign corporation.

(C) The activities carried on by the
controlled foreign corporations would
constitute a single branch operation
under § 1.367(a)–6T(g)(2) if carried on di-
rectly by a United States person.

(iii) Related persons. For purposes of
this paragraph (b), two or more persons
are related persons if they are in a re-
lationship described in section 267(b).
In determining for purposes of this
paragraph (b) whether two or more cor-
porations are members of the same
controlled group under section
267(b)(3), a person is considered to own

stock owned directly by such person,
stock owned with the application of
section 1563(e)(1), and stock owned with
the application of section 267(c). In de-
termining for purposes of this para-
graph (b) whether a corporation is re-
lated to a partnership under section
267(b)(10), a person is considered to own
the partnership interest owned directly
by such person and the partnership in-
terest owned with the application of
section 267(e)(3).

(iv) Example. The following example
illustrates the application of this para-
graph (b)(4).

Example. (i)(1) USP is the sole United
States shareholder of three controlled for-
eign corporations: CFC1, CFC2 and CFC3. The
three controlled foreign corporations all
have the same taxable year. The three con-
trolled foreign corporations are partners in
FP, a foreign entity classified as a partner-
ship under section 7701(a)(2) and § 301.7701–3
of the regulations. For their current taxable
years, each of the controlled foreign corpora-
tions derives all of its income other than for-
eign base company income from activities
conducted through FP, and its foreign base
company income from activities conducted
both jointly through FP and separately with-
out FP. Based on the facts in the table
below, the foreign base company income de-
rived by each controlled foreign corporation
for its current taxable year, including in-
come derived from FP, is less than five per-
cent of the gross income of each controlled
foreign corporation and is less than
$1,000,000:

CFC1 CFC2 CFC3

Gross income ..................................................................................................... $4,000,000 $8,000,000 $12,000,000
Five percent of gross income ............................................................................ 200,000 400,000 600,000
Foreign base company income ......................................................................... 199,000 398,000 597,000

(2) Thus, without the application of the
anti-abuse rule of this paragraph (b)(4), each
controlled foreign corporation would be
treated as having no foreign base company
income after the application of the de mini-
mis test of section 954(b)(3)(A) and paragraph
(b)(1)(i) of this section.

(ii) However, under these facts, the re-
quirements of paragraph (b)(4)(i) of this sec-
tion are met unless the presumption of para-
graph (b)(4)(ii) of this section is successfully
rebutted. The sum of the foreign base com-
pany income of the controlled foreign cor-
porations is $1,194,000. Thus, the amount of
gross foreign base company income of each
controlled foreign corporation will not be re-

duced by reason of the de minimis rule of
section 954(b)(3)(A) and this paragraph (b).

(c) Computation of net foreign base
company income—(1) General rule. The
net foreign base company income of a
controlled foreign corporation (as de-
fined in paragraph (a)(4) of this sec-
tion) is computed under the rules of
this paragraph (c)(1). The principles of
§ 1.904–5(k) shall apply where payments
are made between controlled foreign
corporations that are related persons
(within the meaning of section
954(d)(3)). Consistent with these prin-
ciples, only payments described in
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§ 1.954–2(b)(4)(ii)(B)(2) may be offset as
provided in § 1.904–5(k)(2).

(i) Deductions against gross foreign
base company income. The net foreign
base company income of a controlled
foreign corporation is computed first
by taking into account deductions in
the following manner:

(A) First, the gross amount of each
item of income described in paragraph
(c)(1)(iii) of this section is determined.

(B) Second, any expenses definitely
related to less than all gross income as
a class shall be allocated and appor-
tioned under the principles of sections
861, 864 and 904(d) to the gross income
described in paragraph (c)(1)(i)(A) of
this section.

(C) Third, foreign personal holding
company income that is passive within
the meaning of section 904 (determined
before the application of the high-
taxed income rule of § 1.904–4(c)) is re-
duced by related person interest ex-
pense allocable to passive income
under § 1.904–5(c)(2); such interest must
be further allocated and apportioned to
items described in paragraph
(c)(1)(iii)(B) of this section.

(D) Fourth, the amount of each item
of income described in paragraph
(c)(1)(iii) of this section is reduced by
other expenses allocable and
apportionable to such income under
the principles of sections 861, 864 and
904(d).

(ii) Losses reduce subpart F income by
operation of earnings and profits limita-
tion. Except as otherwise provided in
§ 1.954–2(g)(4), if after applying the rules
of paragraph (c)(1)(i) of this section,
the amount remaining in any category
of foreign base company income or for-
eign personal holding company income
is less than zero, the loss in that cat-
egory may not reduce any other cat-
egory of foreign base company income
or foreign personal holding company
income except by operation of the
earnings and profits limitation of sec-
tion 952(c)(1).

(iii) Items of income—(A) Income other
than passive foreign personal holding
company income. A single item of in-
come (other than foreign personal hold-
ing company income that is passive) is
the aggregate amount from all trans-
actions that falls within a single sepa-

rate category (as defined in § 1.904–
5(a)(1)), and either—

(1) Falls within a single category of
foreign personal holding company in-
come as—

(i) Dividends, interest, rents, royal-
ties and annuities;

(ii) Gain from certain property trans-
actions;

(iii) Gain from commodities trans-
actions;

(iv) Foreign currency gain; or
(v) Income equivalent to interest; or
(2) Falls within a single category of

foreign base company income, other
than foreign personal holding company
income, as—

(i) Foreign base company sales in-
come;

(ii) Foreign base company services in-
come;

(iii) Foreign base company shipping
income;

(iv) Foreign base company oil related
income; or

(v) Full inclusion foreign base com-
pany income.

(B) Passive foreign personal holding
company income. A single item of for-
eign personal holding company income
that is passive is an amount of income
that falls within a single group of pas-
sive income under the grouping rules of
§ 1.904–4(c)(3), (4) and (5) and a single
category of foreign personal holding
company income described in para-
graphs (c)(1)(iii)(A)(1) (i) through (v).

(iv) Effective date. Paragraph (c)(1)(i)
of this section does not apply to all
amounts paid or accrued on or after
March 23, 1998 except for amounts paid
or accrued pursuant to arrangements
entered into before March 23, 1998 and
not substantially modified (including,
for example, by expansion of the ar-
rangement (whether by exercise of an
option or otherwise) such as by an in-
crease in the amount of or term of any
borrowing, leasing or licensing con-
stituting the arrangement, changes in
direct or indirect control of any entity
that is a party to the arrangement, or
any similar measure which materially
increases the tax benefit of the ar-
rangement) on or after March 23, 1998.
For rules applicable on or after March
23, 1998, see § 1.954–1T(c)(1)(i).
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(2) Computation of net foreign base
company income derived from same coun-
try insurance income. Deductions relat-
ing to foreign base company income at-
tributable to the issuing (or reinsuring)
of any insurance or annuity contract in
connection with risks located in the
country under the laws of which the
controlled foreign corporation is cre-
ated or organized shall be allocated and
apportioned in accordance with the
rules set forth in section 953.

(d) Computation of adjusted net foreign
base company income or adjusted net in-
surance income—(1) Application of high
tax exception. Adjusted net foreign base
company income (or adjusted net in-
surance income) equals the net foreign
base company income (or net insurance
income) of a controlled foreign cor-
poration, reduced by any net item of
such income that qualifies for the high
tax exception provided by section
954(b)(4) and this paragraph (d). Any
item of income that is foreign base
company oil related income, as defined
in section 954(g), or portfolio interest,
as described in section 881(c), does not
qualify for the high tax exception. See
paragraph (c)(1)(iii) of this section for
the definition of the term item of in-
come. For rules concerning the treat-
ment for foreign tax credit purposes of
amounts excluded from subpart F
under section 954(b)(4), see § 1.904–4(c).
A net item of income qualifies for the
high tax exception only if—

(i) An election is made under section
954(b)(4) and paragraph (d)(5) of this
section to exclude the income from the
computation of subpart F income; and

(ii) It is established that the net item
of income was subject to foreign in-
come taxes imposed by a foreign coun-
try or countries at an effective rate
that is greater than 90 percent of the
maximum rate of tax specified in sec-
tion 11 for the taxable year of the con-
trolled foreign corporation.

(2) Effective rate at which taxes are im-
posed. The effective rate with respect
to a net item of income shall be deter-
mined separately for each controlled
foreign corporation in a chain of cor-
porations through which a distribution
is made. The effective rate at which
taxes are imposed on a net item of in-
come is—

(i) The United States dollar amount
of foreign income taxes paid or accrued
(or deemed paid or accrued) with re-
spect to the net item of income, deter-
mined under paragraph (d)(3) of this
section; divided by

(ii) The United States dollar amount
of the net item of foreign base com-
pany income or insurance income, de-
scribed in paragraph (c)(1)(iii) of this
section, increased by the amount of
foreign income taxes referred to in
paragraph (d)(2)(i) of this section.

(3) Taxes paid or accrued with respect
to an item of income—(i) Income other
than passive foreign personal holding
company income. The amount of foreign
income taxes paid or accrued with re-
spect to a net item of income (other
than an item of foreign personal hold-
ing company income that is passive)
for purposes of section 954(b)(4) and
this paragraph (d) is the United States
dollar amount of foreign income taxes
that would be deemed paid under sec-
tion 960 with respect to that item if
that item were included in the gross in-
come of a United States shareholder
under section 951(a)(1)(A) (determined,
in the case of a United States share-
holder that is an individual, as if an
election under section 962 has been
made, whether or not such election is
actually made). For this purpose, in ac-
cordance with the regulations under
section 960, the amounts that would be
deemed paid under section 960 shall be
determined separately with respect to
each controlled foreign corporation
and without regard to the limitation
applicable under section 904(a). The
amount of foreign income taxes paid or
accrued with respect to a net item of
income, determined in the manner pro-
vided in this paragraph (d), will not be
affected by a subsequent reduction in
foreign income taxes attributable to a
distribution to shareholders of all or
part of such income.

(ii) Passive foreign personal holding
company income. The amount of income
taxes paid or accrued with respect to a
net item of foreign personal holding
company income that is passive for
purposes of section 954(b)(4) and this
paragraph (d) is the United States dol-
lar amount of foreign income taxes
that would be deemed paid under sec-
tion 960 and that would be taken into
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account for purposes applying the pro-
visions of § 1.904–4(c) with respect to
that net item of income.

(4) Special rules—(i) Consistency rule.
An election to exclude income from the
computation of subpart F income for a
taxable year must be made consist-
ently with respect to all items of pas-
sive foreign personal holding company
income eligible to be excluded for the
taxable year. Thus, high-taxed passive
foreign personal holding company in-
come of a controlled foreign corpora-
tion must either be excluded in its en-
tirety, or remain subject to subpart F
in its entirety.

(ii) Coordination with earnings and
profits limitation. If the amount of in-
come included in subpart F income for
the taxable year is reduced by the
earnings and profits limitation of sec-
tion 952(c)(1), the amount of income
that is a net item of income, within the
meaning of paragraph (c)(1)(iii) of this
section, is determined after the appli-
cation of the rules of section 952(c)(1).

(iii) Example. The following example
illustrates the provisions of paragraph
(d)(4)(ii) of this section. All of the taxes
referred to in the following example
are foreign income taxes. For simplic-
ity, this example assumes that the
amount of taxes that are taken into ac-
count as a deduction under section
954(b)(5) and the amount of the gross-
up required under sections 960 and 78
are equal. Therefore, this example does
not separately illustrate the deduction
for taxes and gross-up.

Example. During its 1995 taxable year, CFC,
a controlled foreign corporation, earns roy-
alty income, net of taxes, of $100 that is for-
eign personal holding company income. CFC
has no expenses associated with this royalty
income. CFC pays $50 of foreign income taxes
with respect to the royalty income. For 1995,
CFC has current earnings and profits of $50.
CFC’s subpart F income, as determined prior
to the application of this paragraph (d), ex-
ceeds its current earnings and profits. Thus,
under paragraph (d)(4)(ii) of this section, the
amount of CFC’s only net item of income,
the royalty income, will be limited to $50.
The remaining $50 will be subject to re-
characterization in a subsequent taxable
year under section 952(c)(2). Because the
amount of foreign income taxes paid with re-
spect to this net item of income is $50, the
effective rate of tax on the item, for purposes
of this paragraph (d), is 50 percent ($50 of
taxes/$50 net item + $50 of taxes). Accord-

ingly, an election under paragraph (d)(5) of
this section may be made to exclude the
item of income from the computation of sub-
part F income.

(5) Procedure. An election made under
the procedure provided by this para-
graph (d)(5) is binding on all United
States shareholders of the controlled
foreign corporation and must be
made—

(i) By the controlling United States
shareholders, as defined in § 1.964–
1(c)(5), by attaching a statement to
such effect with their original or
amended income tax returns, and in-
cluding any additional information re-
quired by applicable administrative
pronouncements; or

(ii) In such other manner as may be
prescribed in applicable administrative
pronouncements.

(6) Coordination of full inclusion and
high tax exception rules. Notwithstand-
ing paragraph (b)(1)(ii) of this section,
full inclusion foreign base company in-
come will be excluded from subpart F
income if more than 90 percent of the
adjusted gross foreign base company
income and adjusted gross insurance
company income of a controlled for-
eign corporation (determined without
regard to the full inclusion test of
paragraph (b)(1) of this section) is at-
tributable to net amounts excluded
from subpart F income pursuant to an
election to have the high tax exception
described in section 954(b)(4) and this
paragraph (d) apply.

(7) Examples. (i) The following exam-
ples illustrate the rules of this para-
graph (d). All of the taxes referred to in
the following examples are foreign in-
come taxes. For simplicity, these ex-
amples assume that the amount of
taxes that are taken into account as a
deduction under section 954(b)(5) and
the amount of the gross-up required
under sections 960 and 78 are equal.
Therefore, these examples do not sepa-
rately illustrate the deduction for
taxes and gross-up. Except as otherwise
stated, these examples assume there
are no earnings, deficits, or foreign in-
come taxes in the post-1986 pools of
earnings and profits or foreign income
taxes.

Example 1. (i) Items of income. During its
1995 taxable year, controlled foreign corpora-
tion CFC earns from outside its country of
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operation portfolio dividend income of $100
and interest income, net of taxes, of $100
(consisting of a gross payment of $150 re-
duced by a third-country withholding tax of
$50). For purposes of illustration, assume
that CFC incurs no expenses. None of the in-
come is taxed in CFC’s country of operation.
The dividend income was not subject to
third-country withholding taxes. Pursuant
to the operation of section 904, the interest
income is high withholding tax interest and
the dividend income is passive income. Ac-
cordingly, pursuant to paragraph (c)(1)(iii) of
this section, CFC has two net items of in-
come—

(1) $100 of foreign personal holding com-
pany (FPHC)/passive income (the dividends);
and

(2) $100 of FPHC/high withholding tax in-
come (the interest).

(ii) Effective rates of tax. No foreign tax
would be deemed paid under section 960 with
respect to the net item of income described
in paragraph (i)(1) of this Example 1. There-
fore, the effective rate of foreign tax is 0, and
the item may not be excluded from subpart
F income under the rules of this paragraph
(d). Foreign tax of $50 would be deemed paid
under section 960 with respect to the net
item of income described in paragraph (i)(2)
of this Example 1. Therefore, the effective
rate of foreign tax is 33 percent ($50 of cred-
itable taxes paid, divided by $150, consisting
of the net item of foreign base company in-
come ($100) plus creditable taxes paid there-
on ($50)). The highest rate of tax specified in
section 11 for the 1995 taxable year is 35 per-
cent. Accordingly, the net item of income
described in paragraph (i)(2) of this Example
1 may be excluded from subpart F income if
an election under paragraph (d)(5) of this sec-
tion is made, since it is subject to foreign
tax at an effective rate that is greater than
31.5 percent (90 percent of 35 percent). How-
ever, for purposes of section 904(d), it re-
mains high withholding tax interest.

Example 2. (i) The facts are the same as in
Example 1, except that CFC’s country of oper-
ation imposes a tax of $50 with respect to
CFC’s dividend income (and thus CFC earns
portfolio dividend income, net of taxes, of
only $50). The interest income is still high
withholding tax interest. The dividend in-
come is still passive income (without regard
to the possible applicability of the high tax
exception of section 904(d)(2)). Accordingly,
CFC has two items of income for purposes of
this paragraph (d)—

(1) $50 of FPHC/passive income (net of the
$50 foreign tax); and

(2) $100 of FPHC/high withholding tax in-
terest income.

(ii) Each item is taxed at an effective rate
greater than 31.5 percent. The net item of in-
come described in paragraph (i)(1) of this Ex-
ample 2: foreign tax ($50) divided by sum
($100) of net item of income ($50) plus cred-

itable tax thereon ($50) equals 50 percent.
The net item of income described in para-
graph (i)(2) of this Example 2: foreign tax ($50)
divided by sum ($150) of income item ($100)
plus creditable tax thereon ($50) equals 33
percent. Accordingly, an election may be
made under paragraph (d)(5) of this section
to exclude either or both of the net items of
income described in paragraphs (i)(1) and (2)
of this Example 2 from subpart F income. If
no election is made the items would be in-
cluded in the subpart F income of CFC.

Example 3. (i) The facts are the same as in
Example 1, except that the $100 of portfolio
dividend income is subject to a third-country
withholding tax of $50, and the $150 of inter-
est income is from sources within CFC’s
country of operation, is subject to a $10 in-
come tax therein, and is not subject to a
withholding tax. Although the interest in-
come and the dividend income are both pas-
sive income, under paragraph (c)(1)(iii)(B) of
this section they constitute separate items
of income pursuant to the application of the
grouping rules of § 1.904–4(c). Accordingly,
CFC has two net items of income for pur-
poses of this paragraph (d)—

(1) $50 (net of $50 tax) of FPHC/non-country
of operation/greater than 15 percent with-
holding tax income; and

(2) $140 (net of $10 tax) of FPHC/country of
operation income.

(ii) The item described in paragraph (i)(1)
of this Example 3 is taxed at an effective rate
greater than 31.5 percent, but Item 2 is not.
The net item of income described in para-
graph (i)(1) of this Example 3: foreign tax ($50)
divided by sum ($100) of net item of income
($50) plus creditable tax thereon ($50) equals
50 percent. The net item of income described
in paragraph (i)(2) of this Example 3: foreign
tax ($10) divided by sum ($150) of net item of
income ($140) plus creditable tax thereon
($10) equals 6.67 percent. Therefore, an elec-
tion may be made under paragraph (d)(5) of
this section to exclude the net item of in-
come described in paragraph (i)(1) of this Ex-
ample 3 but not the net item of income de-
scribed in paragraph (i)(2) of this Example 3
from subpart F income.

Example 4. The facts are the same as in Ex-
ample 3, except that the $150 of interest in-
come is subject to an income tax of $50 in
CFC’s country of operation. Accordingly,
CFC’s items of income are the same as in Ex-
ample 3, but both items are taxed at an effec-
tive rate greater than 31.5 percent. The net
item of income described in paragraph (i)(1)
of Example 3: foreign tax ($50) divided by sum
($100) of net item of income ($50) plus cred-
itable tax thereon ($50) equals 50 percent.
The net item of income described in para-
graph (i)(2) of Example 3: foreign tax ($50) di-
vided by sum ($150) of net item of income
($100) plus creditable tax thereon ($50) equals
33 percent. Pursuant to the consistency rule
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of paragraph (d)(4)(i) of this section, an elec-
tion made by CFC’s controlling United
States shareholders must exclude from sub-
part F income both items of FPHC income
under the high tax exception of section
954(b)(4) and this paragraph (d). The election
may not be made only with respect to one
item.

Example 5. The facts are the same as in Ex-
ample 1, except that CFC earns $5 of portfolio
dividend income and $150 of interest income.
In addition, CFC earns $45 for performing
consulting services within its country of op-
eration for unrelated persons. CFC’s gross
foreign base company income for 1995 of $155
($150 of gross interest income and $5 of port-
folio dividend income) is greater than 70 per-
cent of its gross income of $200. Therefore,
under the full inclusion test of paragraph
(b)(1)(ii) of this section, CFC’s adjusted gross
foreign base company income is $200, and
under paragraph (b)(2) of this section, the $45
of consulting income is full inclusion foreign
base company income. If CFC elects, under
paragraph (d)(5) of this section, to exclude
the interest income from subpart F income
pursuant to the high tax exception, the $45 of
full inclusion foreign base company income
will be excluded from subpart F income
under paragraph (d)(6) of this section because
the $150 of gross interest income excluded
under the high tax exception is more than 90
percent of CFC’s adjusted gross foreign base
company income of $155.

(ii) The following examples generally
illustrate the application of paragraph
(c) of this section and this paragraph
(d). Example 1 illustrates the order of
computations. Example 2 illustrates the
computations required by sections 952
and 954 and this § 1.954–1 if the full in-
clusion test of paragraph (b)(1)(ii) of
this section is met and the income is
not excluded from subpart F income
under section 952(b). Computations in
these examples involving the operation
of section 952(c) are included for pur-
poses of illustration only and do not
provide substantive rules concerning
the operation of that section. For sim-
plicity, these examples assume that
the amount of taxes that are taken
into account as a deduction under sec-
tion 954(b)(5) and the amount of the
gross-up required under sections 960
and 78 are equal. Therefore, these ex-
amples do not separately illustrate the
deduction for taxes and gross-up.

Example 1. (i) Gross income. CFC, a con-
trolled foreign corporation, has gross income
of $1000 for the current taxable year. Of that
$1000 of income, $100 is interest income that
is included in the definition of foreign per-

sonal holding company income under section
954(c)(1)(A) and § 1.954–2(b)(1)(ii), is not in-
come from a trade or service receivable de-
scribed in section 864(d)(1) or (6), or portfolio
interest described in section 881(c), and is
not excluded from foreign personal holding
company income under any provision of sec-
tion 952(b) or section 954(c). Another $50 is
foreign base company sales income under
section 954(d). The remaining $850 of gross in-
come is not included in the definition of for-
eign base company income or insurance in-
come under sections 954 (c), (d), (e), (f) or (g)
or 953, and is foreign source general limita-
tion income described in section 904(d)(1)(I).

(ii) Expenses. For the current taxable year,
CFC has expenses of $500. This amount in-
cludes $8 of interest paid to a related person
that is allocable to foreign personal holding
company income under section 904, and $2 of
other expense that is directly related to for-
eign personal holding company income. An-
other $20 of expense is directly related to for-
eign base company sales. The remaining $470
of expenses is allocable to general limitation
income that is not foreign base company in-
come or insurance income.

(iii) Earnings and losses. CFC has earnings
and profits for the current taxable year of
$500. In the prior taxable year, CFC had
losses with respect to income other than
gross foreign base company income or gross
insurance income. By reason of the limita-
tion provided under section 952(c)(1)(A),
those losses reduced the subpart F income
(consisting entirely of foreign source general
limitation income) of CFC by $600 for the
prior taxable year.

(iv) Taxes. Foreign income tax of $30 is con-
sidered imposed on the interest income
under the rules of section 954(b)(4), this para-
graph (d), and § 1.904–6. Foreign income tax of
$14 is considered imposed on the foreign base
company sales income under the rules of sec-
tion 954(b)(4), paragraph (d) of this section,
and § 1.904–6. Foreign income tax of $177 is
considered imposed on the remaining foreign
source general limitation income under the
rules of section 954(b)(4), this paragraph (d),
and § 1.904–6. For the taxable year of CFC, the
maximum United States rate of taxation
under section 11 is 35 percent.

(v) Conclusion. Based on these facts, if CFC
elects to exclude all items of income subject
to a high foreign tax under section 954(b)(4)
and this paragraph (d), it will have $500 of
subpart F income as defined in section 952(a)
(consisting entirely of foreign source general
limitation income) determined as follows:

Step 1—Determine gross income:
(1) Gross income ............................. $1000

Step 2—Determine gross foreign base
company income and gross insurance
income:
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(2) Interest income included in
gross foreign personal holding
company income under section
954(c) ............................................ 100

(3) Gross foreign base company
sales income under section 954(d) 50

(4) Total gross foreign base com-
pany income and gross insurance
income as defined in sections 954
(c), (d), (e), (f) and (g) and 953
(line (2) plus line (3)) .................... 150

Step 3—Compute adjusted gross foreign
base company income and adjusted
gross insurance income:
(5) Five percent of gross income (.05

× line (1)) ...................................... 50
(6) Seventy percent of gross income

(.70 × line (1)) ............................... 700
(7) Adjusted gross foreign base

company income and adjusted
gross insurance income after the
application of the de minimis
test of paragraph (b) (line (4), or
zero if line (4) is less than the
lesser of line (5) or $1,000,000) (if
the amount on this line 7 is zero,
proceed to Step 8) ........................ 150

(8) Adjusted gross foreign base
company income and adjusted
gross insurance income after the
application of the full inclusion
test of paragraph (b) (line (4), or
line (1) if line (4) is greater than
line (6)) ........................................ 150

Step 4—Compute net foreign base com-
pany income:
(9) Expenses directly related to ad-

justed gross foreign base com-
pany sales income ....................... 20

(10) Expenses (other than related
person interest expense) directly
related to adjusted gross foreign
personal holding company in-
come ............................................ 2

(11) Related person interest expense
allocable to adjusted gross for-
eign personal holding company
income under section 904 ............. 8

(12) Net foreign personal holding
company income after allocating
deductions under section 954(b)(5)
and paragraph (c) of this section
(line (2) reduced by lines (10) and
(11)) .............................................. 90

(13) Net foreign base company sales
income after allocating deduc-
tions under section 954(b)(5) and
paragraph (c) of this section (line
(3) reduced by line (9)) ................. 30

(14) Total net foreign base company
income after allocating deduc-
tions under section 954(b)(5) and
paragraph (c) of this section (line
(12) plus line (13)) ......................... 120

Step 5—Compute net insurance income:

(15) Net insurance income under
section 953 ................................... 0

Step 6—Compute adjusted net foreign
base company income:
(16) Foreign income tax imposed on

net foreign personal holding com-
pany income (as determined
under section 954(b)(4) and this
paragraph (d)) .............................. 30

(17) Foreign income tax imposed on
net foreign base company sales
income (as determined under sec-
tion 954(b)(4) and this paragraph
(d)) ............................................... 14

(18) Ninety percent of the maxi-
mum United States corporate tax
rate .............................................. 31.5%

(19) Effective rate of foreign in-
come tax imposed on net foreign
personal holding company in-
come ($90 of interest) under sec-
tion 954(b)(4) and this paragraph
(d) (line (16) divided by line (12)) .. 33%

(20) Effective rate of foreign in-
come tax imposed on $30 of net
foreign base company sales in-
come under section 954(b)(4) and
this paragraph (d) (line (17) di-
vided by line (13)) ........................ 47%

(21) Net foreign personal holding
company income subject to a
high foreign tax under section
954(b)(4) and this paragraph (d)
(zero, or line (12) if line (19) is
greater than line (18)) .................. 90

(22) Net foreign base company sales
income subject to a high foreign
tax under section 954(b)(4) and
this paragraph (d) (zero, or line
(13) if line (20) is greater than line
(18)) .............................................. 30

(23) Adjusted net foreign base com-
pany income after applying sec-
tion 954(b)(4) and this paragraph
(d) (line (14), reduced by the sum
of line (21) and line (22)) ............... 0

Step 7—Compute adjusted net insurance
income:
(24) Adjusted net insurance income 0

Step 8—Additions to or reduction of ad-
justed net foreign base company in-
come by reason of section 952(c):
(25) Earnings and profits for the

current year ................................ 500
(26) Amount subject to being re-

characterized as subpart F in-
come under section 952(c)(2) (ex-
cess of line (25) over the sum of
lines (23) and (24)); if there is a
deficit, then the limitation of
section 952(c)(1) may apply for
the current year .......................... 500

(27) Amount of reduction in subpart
F income for prior taxable years
by reason of the limitation of
section 952(c)(1) ............................ 600
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(28) Subpart F income as defined in
section 952(a), assuming section
952(a)(3), (4), and (5) do not apply
(the sum of line (23), line (24), and
the lesser of line (26) or line (27)) 500

(29) Amount of prior year’s deficit
to be recharacterized as subpart
F income in later years under
section 952(c) (excess of line (27)
over line (26)) ............................... 100

Example 2. (i) Gross income. CFC, a con-
trolled foreign corporation, has gross income
of $1000 for the current taxable year. Of that
$1000 of income, $720 is interest income that
is included in the definition of foreign per-
sonal holding company income under section
954(c)(1)(A) and § 1.954–2(b)(1)(ii), is not in-
come from trade or service receivables de-
scribed in section 864(d)(1) or (6), or portfolio
interest described in section 881(c), and is
not excluded from foreign personal holding
company income under any provision of sec-
tion 954(c) and § 1.954–2 or section 952(b). The
remaining $280 is services income that is not
included in the definition of foreign base
company income or insurance income under
sections 954 (c), (d), (e), (f), or (g) or 953, and
is foreign source general limitation income
for purposes of section 904(d)(1)(I).

(ii) Expenses. For the current taxable year,
CFC has expenses of $650. This amount in-
cludes $350 of interest paid to related persons
that is allocable to foreign personal holding
company income under section 904, and $50 of
other expense that is directly related to for-
eign personal holding company income. The
remaining $250 of expenses is allocable to
services income other than foreign base com-
pany income or insurance income.

(iii) Earnings and losses. CFC has earnings
and profits for the current taxable year of
$350. In the prior taxable year, CFC had
losses with respect to income other than for-
eign base company income or insurance in-
come. By reason of the limitation provided
under section 952(c)(1)(A), those losses re-
duced the subpart F income of CFC (consist-
ing entirely of foreign source general limita-
tion income) by $600 for the prior taxable
year.

(iv) Taxes. Foreign income tax of $120 is
considered imposed on the $720 of interest in-
come under the rules of section 954(b)(4),
paragraph (d) of this section, and § 1.904–6.
Foreign income tax of $2 is considered im-
posed on the services income under the rules
of section 954(b)(4), paragraph (d) of this sec-
tion, and § 1.904–6. For the taxable year of
CFC, the maximum United States rate of
taxation under section 11 is 35 percent.

(v) Conclusion. Based on these facts, if CFC
elects to exclude all items of income subject
to a high foreign tax under section 954(b)(4)
and this paragraph (d), it will have $350 of
subpart F income as defined in section 952(a),
determined as follows.

Step 1—Determine gross income:
(1) Gross income ............................. $1000

Step 2—Determine gross foreign base
company income and gross insurance
income:
(2) Gross foreign base company in-

come and gross insurance income
as defined in sections 954 (c), (d),
(e), (f) and (g) and 953 (interest in-
come) ........................................... 720

Step 3—Compute adjusted gross foreign
base company income and adjusted
gross insurance income:
(3) Seventy percent of gross income

(.70 × line (1)) ............................... 700
(4) Adjusted gross foreign base

company income and adjusted
gross insurance income after the
application of the full inclusion
rule of this paragraph (b)(1) (line
(2), or line (1) if line (2) is greater
than line (3)) ................................ 1000

(5) Full inclusion foreign base com-
pany income under paragraph
(b)(1)(ii) (line (4) minus line (2)) ... 280

Step 4—Compute net foreign base com-
pany income:
(6) Expenses (other than related

person interest expense) directly
related to adjusted gross foreign
personal holding company in-
come ............................................ 50

(7) Related person interest expense
allocable to adjusted gross for-
eign personal holding company
income under section 904 ............. 350

(8) Deductions allocable to full in-
clusion foreign base company in-
come under section 954(b)(5) and
paragraph (c) of this section ........ 250

(9) Net foreign personal holding
company income after allocating
deductions under section 954(b)(5)
and paragraph (c) of this section
(line (2) reduced by line (6) and
line (7)) ........................................ 320

(10) Full inclusion foreign base
company income after allocating
deductions under section 954(b)(5)
and paragraph (c) of this section
(line (5) reduced by line (8)) ......... 30

(11) Total net foreign base company
income after allocating deduc-
tions under section 954(b)(5) and
paragraph (c) of this section (line
(9) plus line (10)) .......................... 350

Step 5—Compute net insurance income:
(12) Net insurance income under

section 953 ................................... 0
Step 6—Compute adjusted net foreign

base company income:
(13) Foreign income tax imposed on

net foreign personal holding com-
pany income (interest) ................ 120

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00246 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



251

Internal Revenue Service, Treasury § 1.954–1

(14) Foreign income tax imposed on
net full inclusion foreign base
company income .......................... 2

(15) Ninety percent of the maxi-
mum United States corporate tax
rate .............................................. 31.5%

(16) Effective rate of foreign in-
come tax imposed on $320 of net
foreign personal holding company
income under section 954(b)(4)
and this paragraph (d) (line (13)
divided by line (9)) ....................... 38%

(17) Effective rate of foreign in-
come tax imposed on $30 of net
full inclusion foreign base com-
pany income under section
954(b)(4) and this paragraph (d)
(line (14) divided by line (10)) ....... 7%

(18) Net foreign personal holding
company income subject to a
high foreign tax under section
954(b)(4) and this paragraph (d)
(zero, or line (9) if line (16) is
greater than line (15)) .................. 320

(19) Net full inclusion foreign base
company income subject to a
high foreign tax under section
954(b)(4) and this paragraph (d)
(zero, or line (10) if line (17) is
greater than line (15)) .................. 0

(20) Adjusted net foreign base com-
pany income after applying sec-
tion 954(b)(4) and this paragraph
(d) (line (11) reduced by the sum
of line (18) and line (19)) ............... 30

Step 7—Compute adjusted net insurance
income:
(21) Adjusted net insurance income 0

Step 8—Reduction of adjusted net for-
eign base company income or adjusted
net insurance income by reason of
paragraph (d)(6) of this section:
(22) Adjusted gross foreign base

company income and adjusted
gross insurance income (deter-
mined without regard to the full
inclusion test of paragraph (b)(1)
of this section) (line (4) reduced
by line (5)) ................................... 720

(23) Ninety percent of adjusted
gross foreign base company in-
come and adjusted gross insur-
ance income (determined without
regard to the full inclusion test
of paragraph (b)(1)(ii) of this sec-
tion) (90% of the amount on line
(22)) .............................................. 648

(24) Net foreign base company in-
come and net insurance income
excluded from subpart F income
under section 954(b)(4), increased
by the amount of expenses that
reduced this income under sec-
tion 954(b)(5) and paragraph (c) of
this section (line (18) increased
by the sum of line (6) and line (7)) 720

(25) Adjusted net full inclusion for-
eign base company income ex-
cluded from subpart F income
under paragraph (d)(6) of this sec-
tion (zero, or line (10) reduced by
line (19) if line (24) is greater than
line (23)) ....................................... 30

(26) Adjusted net foreign base com-
pany income after application of
paragraph (d)(6) of this section
(line (20) reduced by line (25)) ...... 0

Step 9—Additions to or reduction of
subpart F income by reason of section
952(c):
(27) Earnings and profits for the

current year ................................ 350
(28) Amount subject to being re-

characterized as subpart F in-
come under section 952(c)(2) (ex-
cess of line (27) over the sum of
line (21) and line (26)); if there is
a deficit, then the limitation of
952(c)(1) may apply for the cur-
rent year ...................................... 350

(29) Amount of reduction in subpart
F income for prior taxable years
by reason of the limitation of
section 952(c)(1) ............................ 600

(30) Subpart F income as defined in
section 952(a), assuming section
952(a)(3), (4), and (5) do not apply
(the sum of line (21) and line (26)
plus the lesser of line (28) or line
(29)) .............................................. 350

(31) Amount of prior years’ deficit
remaining to be recharacterized
as subpart F income in later
years under section 952(c) (excess
of line (29) over line (28)) ............. 250

(e) Character of income—(1) Substance
of the transaction. For purposes of sec-
tion 954, income shall be characterized
in accordance with the substance of the
transaction, and not in accordance
with the designation applied by the
parties to the transaction. For exam-
ple, an amount that is designated as
rent by the taxpayer but actually con-
stitutes income from the sale of prop-
erty, royalties, or income from services
shall not be characterized as rent but
shall be characterized as income from
the sale of property, royalties or in-
come from services, as the case may be.
Local law shall not be controlling in
characterizing income.

(2) Separable character. To the extent
the definitional provisions of section
953 or 954 describe the income or gain
derived from a transaction, or any por-
tion or portions thereof, that income
or gain, or portion or portions thereof,
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is so characterized for purposes of sub-
part F. Thus, a single transaction may
give rise to income in more than one
category of foreign base company in-
come described in paragraph (a)(2) of
this section. For example, if a con-
trolled foreign corporation, in its busi-
ness of purchasing personal property
and selling it to related persons outside
its country of incorporation, also per-
forms services outside its country of
incorporation with respect to the prop-
erty it sells, the sales income will be
treated as foreign base company sales
income and the services income will be
treated as foreign base company serv-
ices income for purposes of these rules.

(3) Predominant character. The portion
of income or gain derived from a trans-
action that is included in the computa-
tion of foreign personal holding com-
pany income is always separately de-
terminable and thus must always be
segregated from other income and sep-
arately classified under paragraph
(e)(2) of this section. However, the por-
tion of income or gain derived from a
transaction that would meet a particu-
lar definitional provision under section
954 or 953 (other than the definition of
foreign personal holding company in-
come) in unusual circumstances may
not be separately determinable. If such
portion is not separately determinable,
it must be classified in accordance
with the predominant character of the
transaction. For example, if a con-
trolled foreign corporation engineers,
fabricates, and installs a fixed offshore
drilling platform as part of an inte-
grated transaction, and the portion of
income that relates to services is not
accounted for separately from the por-
tion that relates to sales, and is other-
wise not separately determinable, then
the classification of income from the
transaction shall be made in accord-
ance with the predominant character
of the arrangement.

(4) Coordination of categories of gross
foreign base company income or gross in-
surance income—(i) In general. The com-
putations of gross foreign base com-
pany income and gross insurance in-
come are limited by the following
rules:

(A) If income is foreign base company
shipping income, pursuant to section
954(f), it shall not be considered insur-

ance income or income in any other
category of foreign base company in-
come.

(B) If income is foreign base company
oil related income, pursuant to section
954(g), it shall not be considered insur-
ance income or income in any other
category of foreign base company in-
come, except as provided in paragraph
(e)(4)(i)(A) of this section.

(C) If income is insurance income,
pursuant to section 953, it shall not be
considered income in any category of
foreign base company income except as
provided in paragraph (e)(4)(i)(A) or (B)
of this section.

(D) If income is foreign personal
holding company income, pursuant to
section 954(c), it shall not be considered
income in any other category of for-
eign base company income, other than
as provided in paragraph (e)(4)(i)(A),
(B) or (C) of this section.

(ii) Income excluded from other cat-
egories of gross foreign base company in-
come. Income shall not be excluded
from a category of gross foreign base
company income or gross insurance in-
come under this paragraph (e)(4) by
reason of being included in another
category of gross foreign base company
income or gross insurance income, if
the income is excluded from that other
category by a more specific provision
of section 953 or 954. For example, in-
come derived from a commodity trans-
action that is excluded from foreign
personal holding company income
under § 1.954–2(f) as income from a
qualified active sale may be included in
gross foreign base company income if it
also meets the definition of foreign
base company sales income. See § 1.954–
2(a)(2) for the coordination of overlap-
ping categories within the definition of
foreign personal holding company in-
come.

(f) Definition of related person—(1) Per-
sons related to controlled foreign corpora-
tion. Unless otherwise provided, for
purposes of section 954 and §§ 1.954–1
through 1.954–8 inclusive, the following
persons are considered under section
954(d)(3) to be related persons with re-
spect to a controlled foreign corpora-
tion:

(i) Individuals. An individual, whether
or not a citizen or resident of the
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United States, who controls the con-
trolled foreign corporation.

(ii) Other persons. A foreign or domes-
tic corporation, partnership, trust or
estate that controls or is controlled by
the controlled foreign corporation, or
is controlled by the same person or per-
sons that control the controlled foreign
corporation.

(2) Control—(i) Corporations. With re-
spect to a corporation, control means
the ownership, directly or indirectly, of
stock possessing more than 50 percent
of the total voting power of all classes
of stock entitled to vote or of the total
value of the stock of the corporation.

(ii) Partnerships. With respect to a
partnership, control means the owner-
ship, directly or indirectly, of more
than 50 percent (by value) of the cap-
ital or profits interest in the partner-
ship.

(iii) Trusts and estates. With respect
to a trust or estate, control means the
ownership, directly or indirectly, of
more than 50 percent (by value) of the
beneficial interest in the trust or es-
tate.

(iv) Direct or indirect ownership. For
purposes of this paragraph (f), to deter-
mine direct or indirect ownership, the
principles of section 958 shall be ap-
plied without regard to whether a cor-
poration, partnership, trust or estate is
foreign or domestic or whether or not
an individual is a citizen or resident of
the United States.

[T.D. 8618, 60 FR 46509, Sept. 7, 1995; 60 FR
62024, 62025, Dec. 4, 1995, as amended by T.D.
8704, 62 FR 20, Jan. 2, 1997; T.D. 8767, 63 FR
14615, Mar. 26, 1998]

§ 1.954–1T Foreign base company in-
come (temporary).

(a) through (c)(1)(i) [Reserved]. For
further guidance, see § 1.954–1(a)
through (c)(1).

(c)(1)(i) Deductions against gross for-
eign base company income—(A) In gen-
eral. [Reserved]. For further guidance,
see § 1.954–1(c)(1)(i).

(B) Special rule for deductible payments
to certain non-fiscally transparent enti-
ties. Notwithstanding any other provi-
sion of this section, except as provided
in paragraph (c)(1)(i)(C) of this section,
an expense (including a distributive
share of any expense) that would other-
wise be allocable under section 954(b)(5)

against the subpart F income of a con-
trolled foreign corporation shall not be
allocated against subpart F income of
the controlled foreign corporation re-
sulting from the payment giving rise to
the expense if—

(1) Such expense arises from a pay-
ment between the controlled foreign
corporation and a partnership in which
the controlled foreign corporation is a
partner and the partnership is not re-
garded as fiscally transparent, as de-
fined in § 1.954–9T(a)(7), by any country
in which the controlled foreign cor-
poration does business or has substan-
tial assets; and

(2) The payment from which the ex-
pense arises would have met the for-
eign tax reduction test of § 1.954–
9T(a)(3) and the tax disparity test of
§ 1.954–9T(a)(5)(iv) if those provisions
had been applicable to the payment.

(C) Limitations. Paragraph (c)(1)(i)(B)
shall not apply to the extent that the
controlled foreign corporation partner
has no income against which to allo-
cate the expense, other than its dis-
tributive share of a payment described
in paragraph (c)(1)(i)(B) of this section.
Similarly, to the extent an expense de-
scribed in paragraph (c)(1)(i)(B) of this
section exceeds the controlled foreign
corporation partner’s distributive
share of the payment from which the
expense arises, such excess amount of
the expense may reduce subpart F in-
come (other than such payment) to
which it is properly allocable or
apportionable under section 954(b)(5).

(D) Example. The following example
illustrates the application of paragraph
(c)(1)(i)(B) and (C) of this section:

Example. CFC, a controlled foreign corpora-
tion in Country A, is a 70 percent partner in
partnership P, located in Country B. Country
A’s tax laws do not classify P as a fiscally
transparent entity. The rate of tax in coun-
try B is 15 percent of the tax rate in country
A. P loans $100 to CFC at a market rate of in-
terest. In year 1, CFC pays P $10 of interest
on the loan. The interest payment would
have caused the recharacterization rules of
§ 1.954–9T to apply if the payment were made
between the entities described in § 1.954–
9T(a)(2). CFC’s distributive share of P’s in-
terest income is $7, which is foreign personal
holding company income to CFC under sec-
tion 954(c). Under paragraph (c)(1)(i)(B) of
this section, $7 of the $10 interest expense
may not be allocated against any of CFC’s
subpart F income. However, to the extent
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the remaining $3 of interest expense is prop-
erly allocable to subpart F income of CFC
other than its distributive share of P’s inter-
est income, this expense may offset such
other subpart F income.

(E) Effective date. Paragraph
(c)(1)(i)(B), (C) and (D) of this section
shall apply to all amounts paid or ac-
crued on or after March 23, 1998, except
for amounts paid or accrued pursuant
to arrangements entered into before
March 23, 1998 and not substantially
modified (including, for example, by
expansion of the arrangement (whether
by exercise of an option or otherwise)
such as by an increase in the amount of
or term of any borrowing, leasing or li-
censing constituting the arrangement,
changes in direct or indirect control of
any entity that is a party to the ar-
rangement, or any similar measure
which materially increases the tax ben-
efit of the arrangement) on or after
March 23, 1998. For rules applicable to
amounts paid or accrued pursuant to
arrangements entered into before
March 23, 1998, see § 1.954–1.

(c)(1)(ii) through (f) [Reserved]. For
further guidance, see § 1.954–1(c)(1)(ii)
through (f).

[T.D. 8767, 63 FR 14616, Mar. 26, 1998]

§ 1.954–2 Foreign personal holding
company income.

(a) Computation of foreign personal
holding company income—(1) Categories
of foreign personal holding company in-
come. For purposes of subpart F and the
regulations under that subpart, foreign
personal holding company income con-
sists of the following categories of in-
come—

(i) Dividends, interest, rents, royal-
ties, and annuities as described in para-
graph (b) of this section;

(ii) Gain from certain property trans-
actions as described in paragraph (e) of
this section;

(iii) Gain from commodities trans-
actions as described in paragraph (f) of
this section;

(iv) Foreign currency gain as de-
scribed in paragraph (g) of this section;
and

(v) Income equivalent to interest as
described in paragraph (h) of this sec-
tion.

(2) Coordination of overlapping cat-
egories under foreign personal holding

company provisions—(i) In general. If
any portion of income, gain or loss
from a transaction is described in more
than one category of foreign personal
holding company income (as described
in paragraph (a)(2)(ii) of this section),
that portion of income, gain or loss is
treated solely as income, gain or loss
from the category of foreign personal
holding company income with the
highest priority.

(ii) Priority of categories. The cat-
egories of foreign personal holding
company income, listed from highest
priority (paragraph (a)(2)(ii)(A) of this
section) to lowest priority (paragraph
(a)(2)(ii)(E) of this section), are—

(A) Dividends, interest, rents, royal-
ties, and annuities, as described in
paragraph (b) of this section;

(B) Income equivalent to interest, as
described in paragraph (h) of this sec-
tion without regard to the exceptions
in paragraph (h)(1)(ii)(A) of this sec-
tion;

(C) Foreign currency gain or loss, as
described in paragraph (g) of this sec-
tion without regard to the exclusion in
paragraph (g)(2)(ii) of this section;

(D) Gain or loss from commodities
transactions, as described in paragraph
(f) of this section without regard to the
exclusion in paragraph (f)(1)(ii) of this
section; and

(E) Gain or loss from certain prop-
erty transactions, as described in para-
graph (e) of this section without regard
to the exceptions in paragraph (e)(1)(ii)
of this section.

(3) Changes in the use or purpose for
which property is held—(i) In general.
Under paragraphs (e), (f), (g) and (h) of
this section, transactions in certain
property give rise to gain or loss in-
cluded in the computation of foreign
personal holding company income if
the controlled foreign corporation
holds that property for a particular use
or purpose. The use or purpose for
which property is held is that use or
purpose for which it was held for more
than one- half of the period during
which the controlled foreign corpora-
tion held the property prior to the dis-
position.

(ii) Special rules—(A) Anti-abuse rule.
If a principal purpose of a change in
use or purpose of property was to avoid
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including gain or loss in the computa-
tion of foreign personal holding com-
pany income, all the gain or loss from
the disposition of the property is treat-
ed as foreign personal holding company
income. A purpose may be a principal
purpose even though it is outweighed
by other purposes (taken together or
separately).

(B) Hedging transactions. The provi-
sions of paragraph (a)(3)(i) of this sec-
tion shall not apply to bona fide hedg-
ing transactions, as defined in para-
graph (a)(4)(ii) of this section. A trans-
action will be treated as a bona fide
hedging transaction only so long as it
satisfies the requirements of paragraph
(a)(4)(ii) of this section.

(iii) Example. The following example
illustrates the application of this para-
graph (a)(3).

Example. At the beginning of taxable year
1, CFC, a controlled foreign corporation, pur-
chases a building for investment. During tax-
able years 1 and 2, CFC derives rents from
the building that are included in the com-
putation of foreign personal holding com-
pany income under paragraph (b)(1)(iii) of
this section. At the beginning of taxable
year 3, CFC changes the use of the building
by terminating all leases and using it in an
active trade or business. At the beginning of
taxable year 4, CFC sells the building at a
gain. The building was not used in an active
trade or business of CFC for more than one-
half of the period during which it was held
by CFC. Therefore, the building is considered
to be property that gives rise to rents, as de-
scribed in paragraph (e)(2) of this section,
and gain from the sale is included in the
computation of CFC’s foreign personal hold-
ing company income under paragraph (e) of
this section.

(4) Definitions and special rules. The
following definitions and special rules
apply for purposes of computing for-
eign personal holding company income
under this section.

(i) Interest. The term interest includes
all amounts that are treated as inter-
est income (including interest on a tax-
exempt obligation) by reason of the In-
ternal Revenue Code or Income Tax
Regulations or any other provision of
law. For example, interest includes
stated interest, acquisition discount,
original issue discount, de minimis
original issue discount, market dis-
count, de minimis market discount,
and unstated interest, as adjusted by

any amortizable bond premium or ac-
quisition premium.

(ii) Bona fide hedging transaction—(A)
Definition. The term bona fide hedging
transaction means a transaction that
meets the requirements of § 1.1221–2 (a)
through (c) and that is identified in ac-
cordance with the requirements of
paragraph (a)(4)(ii)(B) of this section,
except that in applying § 1.1221–2(b)(1),
the risk being hedged may be with re-
spect to ordinary property, section 1231
property, or a section 988 transaction.
A transaction that hedges the liabil-
ities, inventory or other assets of a re-
lated person (as defined in section
954(d)(3)), that is entered into to as-
sume or reduce risks of a related per-
son, or that is entered into by a person
other than a person acting in its capac-
ity as a regular dealer (as defined in
paragraph (a)(4)(iv) of this section) to
reduce risks assumed from a related
person, will not be treated as a bona
fide hedging transaction. For an illus-
tration of how this rule applies with re-
spect to foreign currency transactions,
see paragraph (g)(2)(ii)(D) of this sec-
tion.

(B) Identification. The identification
requirements of this section shall be
satisfied if the taxpayer meets the
identification and recordkeeping re-
quirements of § 1.1221–2(e). However, for
bona fide hedging transactions entered
into prior to March 7, 1996 the identi-
fication and recordkeeping require-
ments of § 1.1221–2 shall not apply.
Rather, for bona fide hedging trans-
actions entered into on or after July
22, 1988 and prior to March 7, 1996 the
identification and recordkeeping re-
quirements shall be satisfied if such
transactions are identified by the close
of the fifth day after the day on which
they are entered into. For bona fide
hedging transactions entered into prior
to July 22, 1988, the identification and
recordkeeping requirements shall be
satisfied if such transactions are iden-
tified reasonably contemporaneously
with the date they are entered into,
but no later than within the normal pe-
riod prescribed under the method of ac-
counting of the controlled foreign cor-
poration used for financial reporting
purposes.
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(C) Effect of identification and non-
identification—(1) Transactions identi-
fied. If a taxpayer identifies a trans-
action as a bona fide hedging trans-
action for purposes of this section, the
identification is binding with respect
to any loss arising from such trans-
action whether or not all of the re-
quirements of paragraph (a)(4)(ii)(A) of
this section are satisfied. Accordingly,
such loss will be allocated against in-
come that is not subpart F income (or,
in the case of an election under para-
graph (g)(3) of this section, against the
category of subpart F income to which
it relates) and apportioned among the
categories of income described in sec-
tion 904(d)(1). If the transaction is not
in fact a bona fide hedging transaction
described in paragraph (a)(4)(ii)(A) of
this section, however, then any gain re-
alized with respect to such transaction
shall not be considered as gain from a
bona fide hedging transaction. Accord-
ingly, such gain shall be treated as
gain from the appropriate category of
foreign personal holding company in-
come. Thus, the taxpayer’s identifica-
tion of the transaction as a hedging
transaction does not itself operate to
exclude gain from the appropriate cat-
egory of foreign personal holding com-
pany income.

(2) Inadvertent identification. Notwith-
standing paragraph (a)(4)(ii)(C)(1) of
this section, if the taxpayer identifies a
transaction as a bona fide hedging
transaction for purposes of this sec-
tion, the characterization of the loss is
determined as if the transaction had
not been identified as a bona fide hedg-
ing transaction if—

(i) The transaction is not a bona fide
hedging transaction (as defined in
paragraph (a)(4)(ii)(A) of this section);

(ii) The identification of the trans-
action as a bona fide hedging trans-
action was due to inadvertent error;
and

(iii) All of the taxpayer’s transactions
in all open years are being treated on
either original or, if necessary, amend-
ed returns in a manner consistent with
the principles of this section.

(3) Transactions not identified. Except
as provided in paragraphs (a)(4)(ii)(C)(4)
and (5) of this section, the absence of
an identification that satisfies the re-
quirements of paragraph (a)(4)(ii)(B) of

this section is binding and establishes
that a transaction is not a bona fide
hedging transaction. Thus, subject to
the exceptions, the characterization of
gain or loss is determined without ref-
erence to whether the transaction is a
bona fide hedging transaction.

(4) Inadvertent error. If a taxpayer
does not make an identification that
satisfies the requirements of paragraph
(a)(4)(ii)(B) of this section, the tax-
payer may treat gain or loss from the
transaction as gain or loss from a bona
fide hedging transaction if—

(i) The transaction is a bona fide
hedging transaction (as defined in
paragraph (a)(4)(ii)(A) of this section);

(ii) The failure to identify the trans-
action was due to inadvertent error;
and

(iii) All of the taxpayer’s bona fide
hedging transactions in all open years
are being treated on either original or,
if necessary, amended returns as bona
fide hedging transactions in accord-
ance with the rules of this section.

(5) Anti-abuse rule. If a taxpayer does
not make an identification that satis-
fies all the requirements of paragraph
(a)(4)(ii)(B) of this section but the tax-
payer has no reasonable grounds for
treating the transaction as other than
a bona fide hedging transaction, then
loss from the transaction shall be
treated as realized with respect to a
bona fide hedging transaction. Thus, a
taxpayer may not elect to exclude loss
from its proper characterization as a
bona fide hedging transaction. The rea-
sonableness of the taxpayer’s failure to
identify a transaction is determined by
taking into consideration not only the
requirements of paragraph (a)(4)(ii)(A)
of this section but also the taxpayer’s
treatment of the transaction for finan-
cial accounting or other purposes and
the taxpayer’s identification of similar
transactions as hedging transactions.

(iii) Inventory and similar property—
(A) Definition. The term inventory and
similar property (or inventory or similar
property) means property that is stock
in trade of the controlled foreign cor-
poration or other property of a kind
that would properly be included in the
inventory of the controlled foreign cor-
poration if on hand at the close of the
taxable year (if the controlled foreign
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corporation were a domestic corpora-
tion), or property held by the con-
trolled foreign corporation primarily
for sale to customers in the ordinary
course of its trade or business.

(B) Hedging transactions. A bona fide
hedging transaction with respect to in-
ventory or similar property (other than
a transaction described in section
988(c)(1) without regard to section
988(c)(1)(D)(i)) shall be treated as a
transaction in inventory or similar
property.

(iv) Regular dealer. The term regular
dealer means a controlled foreign cor-
poration that—

(A) Regularly and actively offers to,
and in fact does, purchase property
from and sell property to customers
who are not related persons (as defined
in section 954(d)(3)) with respect to the
controlled foreign corporation in the
ordinary course of a trade or business;
or

(B) Regularly and actively offers to,
and in fact does, enter into, assume,
offset, assign or otherwise terminate
positions in property with customers
who are not related persons (as defined
in section 954(d)(3)) with respect to the
controlled foreign corporation in the
ordinary course of a trade or business.

(v) Dealer property—(A) Definition.
Property held by a controlled foreign
corporation is dealer property if—

(1) The controlled foreign corporation
is a regular dealer in property of such
kind (determined under paragraph
(a)(4)(iv) of this section); and

(2) The property is held by the con-
trolled foreign corporation in its ca-
pacity as a dealer in property of such
kind without regard to whether the
property arises from a transaction with
a related person (as defined in section
954(d)(3)) with respect to the controlled
foreign corporation. The property is
not held by the controlled foreign cor-
poration in its capacity as a dealer if
the property is held for investment or
speculation on its own behalf or on be-
half of a related person (as defined in
section 954(d)(3)).

(B) Securities dealers. If a controlled
foreign corporation is a licensed securi-
ties dealer, only the securities that it
has identified as held for investment in
accordance with the provisions of sec-
tion 475(b) or section 1236 will be con-

sidered to be property held for invest-
ment or speculation under this section.
A licensed securities dealer is a con-
trolled foreign corporation that is both
a securities dealer, as defined in sec-
tion 475, and a regular dealer, as de-
fined in paragraph (a)(4)(iv) of this sec-
tion, and that is either—

(1) Registered as a securities dealer
under section 15(a) of the Securities
Exchange Act of 1934 or as a Govern-
ment securities dealer under section
15C(a) of such Act; or

(2) Licensed or authorized in the
country in which it is chartered, incor-
porated, or organized to purchase and
sell securities from or to customers
who are residents of that country. The
conduct of such securities activities
must be subject to bona fide regula-
tion, including appropriate reporting,
monitoring, and prudential (including
capital adequacy) requirements, by a
securities regulatory authority in that
country that regularly enforces com-
pliance with such requirements and
prudential standards.

(C) Hedging transactions. A bona fide
hedging transaction with respect to
dealer property shall be treated as a
transaction in dealer property.

(vi) Examples. The following examples
illustrate the application of paragraphs
(a)(4)(ii), (iv) and (v) of this section.

Example 1. (i) CFC1 and CFC2 are related
controlled foreign corporations (within the
meaning of section 954(d)(3)) located in Coun-
tries F and G, respectively. CFC1 and CFC2
regularly purchase securities from and sell
securities to customers who are not related
persons with respect to CFC1 or CFC2 (within
the meaning of section 954(d)(3)) in the ordi-
nary course of their businesses and regularly
and actively hold themselves out as being
willing to, and in fact do, enter into either
side of options, forward contracts, or other
financial instruments. CFC1 uses securities
that are traded in securities markets in
Country G to hedge positions that it enters
into with customers located in Country F.
CFC1 is not a member of a securities ex-
change in Country G, so it purchases such se-
curities from CFC2 and unrelated persons
that are registered as securities dealers in
Country G and that are members of Country
G securities exchanges. Such hedging trans-
actions qualify as bona fide hedging trans-
actions under paragraph (a)(4)(ii) of this sec-
tion.
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(ii) Transactions that CFC1 and CFC2 enter
into with each other do not affect the deter-
mination of whether they are regular deal-
ers. Because CFC1 and CFC2 regularly pur-
chase securities from and sell securities to
customers who are not related persons with-
in the meaning of section 954(d)(3) in the or-
dinary course of their businesses and regu-
larly and actively hold themselves out as
being willing to, and in fact do, enter into ei-
ther side of options, forward contracts, or
other financial instruments, however, they
qualify as regular dealers in such property
within the meaning of paragraph (a)(4)(iv) of
this section. Moreover, because CFC1 pur-
chases securities from CFC2 as bona fide
hedging transactions with respect to dealer
property, the securities are dealer property
under paragraph (a)(4)(v)(C) of this section.
Similarly, because CFC2 sells securities to
CFC1 in the ordinary course of its business
as a dealer, the securities are dealer property
under paragraph (a)(4)(v)(A) of this section.

Example 2. (i) CFC is a controlled foreign
corporation located in Country B. CFC serves
as the currency coordination center for the
controlled group, aggregating currency risks
incurred by the group and entering into
hedging transactions that transfer those
risks outside of the group. CFC regularly and
actively holds itself out as being willing to,
and in fact does, enter into either side of op-
tions, forward contracts, or other financial
instruments with other members of the same
controlled group. CFC hedges risks arising
from such transactions by entering into
transactions with persons who are not relat-
ed persons (within the meaning of section
954(d)(3)) with respect to CFC. However, CFC
does not regularly and actively hold itself
out as being willing to, and does not, enter
into either side of transactions with unre-
lated persons.

(ii) CFC is not a regular dealer in property
under paragraph (a)(4)(iv) of this section and
its options, forwards, and other financial in-
struments are not dealer property within the
meaning of paragraph (a)(4)(v) of this sec-
tion.

(vii) Debt instrument. The term debt
instrument includes bonds, debentures,
notes, certificates, accounts receivable,
and other evidences of indebtedness.

(b) Dividends, interest, rents, royalties,
and annuities—(1) In general. Foreign
personal holding company income in-
cludes—

(i) Dividends, except certain divi-
dends from related persons as described
in paragraph (b)(4) of this section and
distributions of previously taxed in-
come under section 959(b);

(ii) Interest, except export financing
interest as defined in paragraph (b)(2)

of this section and certain interest re-
ceived from related persons as de-
scribed in paragraph (b)(4) of this sec-
tion;

(iii) Rents and royalties, except cer-
tain rents and royalties received from
related persons as described in para-
graph (b)(5) of this section and rents
and royalties derived in the active con-
duct of a trade or business as defined in
paragraph (b)(6) of this section; and

(iv) Annuities.
(2) Exclusion of certain export financing

interest—(i) In general. Foreign personal
holding company income does not in-
clude interest that is export financing
interest. The term export financing in-
terest means interest that is derived in
the conduct of a banking business and
is export financing interest as defined
in section 904(d)(2)(G). Solely for pur-
poses of determining whether interest
is export financing interest, property is
treated as manufactured, produced,
grown, or extracted in the United
States if it is so treated under
§ 1.927(a)–1T(c).

(ii) Exceptions. Export financing in-
terest does not include income from re-
lated party factoring that is treated as
interest under section 864(d)(1) or (6)
after the application of section
864(d)(7).

(iii) Conduct of a banking business. For
purposes of this section, export financ-
ing interest is considered derived in the
conduct of a banking business if, in
connection with the financing from
which the interest is derived, the cor-
poration, through its own officers or
staff of employees, engages in all the
activities in which banks customarily
engage in issuing and servicing a loan.

(iv) Examples. The following examples
illustrate the application of this para-
graph (b)(2).

Example 1. (i) DS, a domestic corporation,
manufactures property in the United States.
In addition to selling inventory (property de-
scribed in section 1221(1)), DS occasionally
sells depreciable equipment it manufactures
for use in its trade or business, which is
property described in section 1221(2). Less
than 50 percent of the fair market value, de-
termined in accordance with section
904(d)(2)(G), of each item of inventory or
equipment sold by DS is attributable to prod-
ucts imported into the United States. CFC, a
controlled foreign corporation with respect
to which DS is a related person (within the
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meaning of section 954(d)(3)), provides loans
described in section 864(d)(6) to unrelated
persons for the purchase of property from
DS. This property is purchased exclusively
for use or consumption outside the United
States and outside CFC’s country of incorpo-
ration.

(ii) If, in issuing and servicing loans made
with respect to purchases from DS of depre-
ciable equipment used in its trade or busi-
ness, which is property described in section
1221(2) in the hands of DS, CFC engages in all
the activities in which banks customarily
engage in issuing and servicing loans, the in-
terest accrued from these loans would be ex-
port financing interest meeting the require-
ments of this paragraph (b)(2) and, thus, not
included in foreign personal holding com-
pany income. However, interest from the
loans made with respect to purchases from
DS of property that is inventory in the hands
of DS cannot be export financing interest be-
cause it is treated as income from a trade or
service receivable under section 864(d)(6) and
the exception under section 864(d)(7) does not
apply. Thus the interest from loans made
with respect to this inventory is included in
foreign personal holding company income
under paragraph (b)(1)(ii) of this section.

Example 2. (i) DS, a domestic corporation
manufactures property in the United States.
DS wholly owns two controlled foreign cor-
porations organized in Country A, CFC1 and
CFC2. CFC1 has a substantial part of its as-
sets used in its trade or business in Country
A. CFC1 purchases the property that DS
manufactures and sells it without further
manufacture for use or consumption within
Country A. This property is inventory prop-
erty, as described in section 1221(1), in the
hands of CFC1. Less than 50 percent of the
fair market value, determined in accordance
with section 904(d)(2)(G), of each item of in-
ventory sold by CFC1 is attributable to prod-
ucts imported into the United States. CFC2
provides loans described in section 864(d)(6)
to unrelated persons in Country A for the
purchase of the property from CFC1.

(ii) If, in issuing and servicing loans made
with respect to purchases from CFC1 of the
inventory property, CFC2 engages in all the
activities in which banks customarily en-
gage in issuing and servicing loans, the in-
terest accrued from these loans would be ex-
port financing interest meeting the require-
ments of paragraph (b)(2) of this section. It is
not treated as income from a trade or service
receivable under section 864(d)(6) because the
exception under section 864(d)(7) applies.
Thus the interest is excluded from foreign
personal holding company income.

Example 3. The facts are the same as in Ex-
ample 2 except that the property sold by
CFC1 is manufactured by CFC1 in Country A
from component parts that were manufac-
tured by DS in the United States. The inter-
est accrued from the loans by CFC2 is not ex-

port financing interest as defined in section
904(d)(2)(G) because the property is not man-
ufactured in the United States under
§ 1.927(a)–1T(c). No portion of the interest is
export financing interest as defined in this
paragraph (b)(2). The full amount of the in-
terest is, therefore, included in foreign per-
sonal holding company income under para-
graph (b)(1)(ii) of this section.

(3) Treatment of tax exempt interest.
For taxable years of a controlled for-
eign corporation beginning after March
3, 1997, foreign personal holding com-
pany income includes all interest in-
come, including interest that is de-
scribed in section 103 (see § 1.952–
2(c)(1)).

(4) Exclusion of dividends or interest
from related persons—(i) In general—(A)
Corporate payor. Foreign personal hold-
ing company income received by a con-
trolled foreign corporation does not in-
clude dividends or interest if the
payor—

(1) Is a corporation that is a related
person with respect to the controlled
foreign corporation, as defined in sec-
tion 954(d)(3);

(2) Is created or organized under the
laws of the same foreign country (the
country of incorporation) as is the con-
trolled foreign corporation; and

(3) Uses a substantial part of its as-
sets in a trade or business in its coun-
try of incorporation, as determined
under this paragraph (b)(4).

(B) Payment by a partnership. For pur-
poses of this paragraph (b)(4), if a part-
nership with one or more corporate
partners makes a payment of interest,
a corporate partner will be treated as
the payor of the interest—

(1) If the interest payment gives rise
to a partnership item of deduction
under the Internal Revenue Code or In-
come Tax Regulations, to the extent
that the item of deduction is allocable
to the corporate partner under section
704(b); or

(2) If the interest payment does not
give rise to a partnership item of de-
duction under the Internal Revenue
Code or Income Tax Regulations, to
the extent that a partnership item rea-
sonably related to the payment would
be allocated to that partner under an
existing allocation under the partner-
ship agreement (made pursuant to sec-
tion 704(b)).
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(ii) Exceptions—(A) Dividends. Divi-
dends are excluded from foreign per-
sonal holding company income under
this paragraph (b)(4) only to the extent
that they are paid out of earnings and
profits that are earned or accumulated
during a period in which—

(1) The stock on which dividends are
paid with respect to which the exclu-
sion is claimed was owned by the recip-
ient controlled foreign corporation di-
rectly, or indirectly through a chain of
one or more subsidiaries each of which
meets the requirements of paragraph
(b)(4)(i)(A) of this section; and

(2) Each of the requirements of para-
graph (b)(4)(i)(A) of this section is sat-
isfied or, to the extent earned or accu-
mulated during a taxable year of the
related foreign corporation ending on
or before December 31, 1962, during a
period in which the payor was a related
corporation as to the controlled foreign
corporation and the other require-
ments of paragraph (b)(4)(i)(A) of this
section were substantially satisfied.

(3) This paragraph (b)(4)(ii)(A) is il-
lustrated by the following example:

Example. A, a domestic corporation, owns
all of the stock of B, a corporation created
and organized under the laws of Country Y,
and C, a corporation created and organized
under the laws of Country X. The taxable
year of each of the corporations is the cal-
endar year. In Year 1, B earns $100 of income
from the sale of products in Country Y that
it manufactured in Country Y. C had no
earnings and profits in Year 1. On January 1
of Year 2, A contributes all of the stock of B
and C to Newco, a Country Y corporation, in
exchange for all of the stock of Newco. Nei-
ther B nor C earns any income in Year 2, but
at the end of Year 2 B distributes the $100 ac-
cumulated earnings and profits to Newco.
Newco’s income from the distribution, $100,
is foreign personal holding company income
because the earnings and profits distributed
by B were not earned or accumulated during
a period in which the stock of B was owned
by Newco and in which each of the require-
ments of paragraph (b)(4)(i)(A) of this section
was satisfied.

(B) Interest paid out of adjusted foreign
base company income or insurance in-
come—(1) In general. Interest may not
be excluded from the foreign personal
holding company income of the recipi-
ent under this paragraph (b)(4) to the
extent that the deduction for the inter-
est is allocated under § 1.954–1(a)(4) and
(c) to the payor’s adjusted gross foreign

base company income (as defined in
§ 1.954–1(a)(3)), adjusted gross insurance
income (as defined in § 1.954–1(a)(6)), or
any other category of income included
in the computation of subpart F in-
come under section 952(a).

(2) Rule for corporations that are both
recipients and payors of interest. If a con-
trolled foreign corporation is both a re-
cipient and payor of interest, the inter-
est that is received will be character-
ized before the interest that is paid. In
addition, the amount of interest paid
or accrued, directly or indirectly, by
the controlled foreign corporation to a
related person (as defined in section
954(d)(3)) shall be offset against and
eliminate any interest received or ac-
crued, directly or indirectly, by the
controlled foreign corporation from
that related person. In a case in which
the controlled foreign corporation pays
or accrues interest to a related person,
as defined in section 954(d)(3), and also
receives or accrues interest indirectly
from the related person, the smallest
interest payment is eliminated and the
amounts of all other interest payments
are reduced by the amount of the
smallest interest payment.

(C) Coordination with sections 864(d)
and 881(c). Income of a controlled for-
eign corporation that is treated as in-
terest under section 864(d)(1) or (6), or
that is portfolio interest, as defined by
section 881(c), is not excluded from for-
eign personal holding company income
under section 954(c)(3)(A)(i) and this
paragraph (b)(4).

(iii) Trade or business requirement. Ex-
cept as otherwise provided under this
paragraph (b)(4), the principles of sec-
tion 367(a) apply for purposes of deter-
mining whether the payor has a trade
or business in its country of incorpora-
tion and whether its assets are used in
that trade or business. Property pur-
chased or produced for use in a trade or
business is not considered used in a
trade or business before it is placed in
service or after it is retired from serv-
ice as determined in accordance with
the principles of sections 167 and 168.

(iv) Substantial assets test. A substan-
tial part of the assets of the payor will
be considered to be used in a trade or
business located in the payor’s country
of incorporation for a taxable year only
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if the average value of the payor’s as-
sets for such year that are used in the
trade or business and are located in
such country equals more than 50 per-
cent of the average value of all the as-
sets of the payor (including assets not
used in a trade or business). The aver-
age value of assets for the taxable year
is determined by averaging the values
of assets at the close of each quarter of
the taxable year. The value of assets is
determined under paragraph (b)(4)(v) of
this section, and the location of assets
used in a trade or business of the payor
is determined under paragraphs
(b)(4)(vi) through (xi) of this section.

(v) Valuation of assets. For purposes of
determining whether a substantial part
of the assets of the payor are used in a
trade or business in its country of in-
corporation, the value of assets shall
be their fair market value (not reduced
by liabilities), which, in the absence of
affirmative evidence to the contrary,
shall be deemed to be their adjusted
basis.

(vi) Location of tangible property—(A)
In general. Tangible property (other
than inventory and similar property as
defined in paragraph (a)(4)(iii) of this
section, and dealer property as defined
in paragraph (a)(4)(v) of this section)
used in a trade or business is consid-
ered located in the country in which it
is physically located.

(B) Exception. An item of tangible
personal property that is used in the
trade or business of a payor in the
payor’s country of incorporation is
considered located within the payor’s
country of incorporation while it is
temporarily located elsewhere for in-
spection or repair if the property is not
placed in service in a country other
than the payor’s country of incorpora-
tion and is not to be so placed in serv-
ice following the inspection or repair.

(vii) Location of intangible property—
(A) In general. Intangible property
(other than inventory and similar prop-
erty as defined in paragraph (a)(4)(iii)
of this section, dealer property as de-
fined in paragraph (a)(4)(v) of this sec-
tion, and debt instruments) is consid-
ered located entirely in the payor’s
country of incorporation for a quarter
of the taxable year only if the payor
conducts all of its activities in connec-

tion with the use or exploitation of the
property in that country during that
entire quarter. For this purpose, the
country in which the activities con-
nected to the use or exploitation of the
property are conducted is the country
in which the expenses associated with
these activities are incurred. Expenses
incurred in connection with the use or
exploitation of an item of intangible
property are included in the computa-
tion provided by this paragraph (b)(4) if
they would be deductible under section
162 or includible in inventory costs or
the cost of goods sold if the payor were
a domestic corporation. If the payor
conducts such activities through an
agent or independent contractor, then
the expenses incurred by the payor
with respect to the agent or independ-
ent contractor shall be deemed to be
incurred by the payor in the country in
which the expenses of the agent or
independent contractor were incurred
by the agent or independent contrac-
tor.

(B) Exception for property located in
part in the payor’s country of incorpora-
tion. If the payor conducts its activities
in connection with the use or exploi-
tation of an item of intangible prop-
erty, including goodwill (other than in-
ventory and similar property, dealer
property and debt instruments) during
a quarter of the taxable year both in
its country of incorporation and else-
where, then the value of the intangible
considered located in the payor’s coun-
try of incorporation during that quar-
ter is a percentage of the value of the
item as of the close of the quarter.
That percentage equals the ratio that
the expenses incurred by the payor (de-
scribed in paragraph (b)(4)(vii)(A) of
this section) during the entire quarter
by reason of activities that are con-
nected with the use or exploitation of
the item of intangible property and are
conducted in the payor’s country of in-
corporation bear to all expenses in-
curred by the payor during the entire
quarter by reason of all such activities
worldwide.

(viii) Location of inventory and dealer
property—(A) In general. Inventory and
similar property, as defined in para-
graph (a)(4)(iii) of this section, and
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dealer property, as defined in para-
graph (a)(4)(v) of this section, are con-
sidered located entirely in the payor’s
country of incorporation for a quarter
of the taxable year only if the payor
conducts all of its activities in connec-
tion with the production and sale, or
purchase and resale, of such property
in its country of incorporation during
that entire quarter. If the payor con-
ducts such activities through an agent
or independent contractor, then the lo-
cation of such activities is the place in
which they are conducted by the agent
or independent contractor.

(B) Inventory and dealer property lo-
cated in part in the payor’s country of in-
corporation. If the payor conducts its
activities in connection with the pro-
duction and sale, or purchase and re-
sale, of inventory or similar property
or dealer property during a quarter of
the taxable year both in its country of
incorporation and elsewhere, then the
value of the inventory or similar prop-
erty or dealer property considered lo-
cated in the payor’s country of incor-
poration during each quarter is a per-
centage of the value of the inventory
or similar property or dealer property
as of the close of the quarter. That per-
centage equals the ratio that the costs
and expenses incurred by the payor
during the entire quarter by reason of
activities connected with the produc-
tion and sale, or purchase and resale, of
inventory or similar property or dealer
property that are conducted in the
payor’s country of incorporation bear
to all costs or expenses incurred by the
payor during the entire quarter by rea-
son of all such activities worldwide. A
cost incurred in connection with the
production and sale or purchase and re-
sale of inventory or similar property or
dealer property is included in this com-
putation if it—

(1) Would be included in inventory
costs or otherwise capitalized with re-
spect to inventory or similar property
or dealer property under section 61,
263A, 471, or 472 if the payor were a do-
mestic corporation; or

(2) Would be deductible under section
162 if the payor were a domestic cor-
poration and is definitely related to
gross income derived from such prop-

erty (but not to all classes of gross in-
come derived by the payor) under the
principles of § 1.861–8.

(ix) Location of debt instruments. For
purposes of this paragraph (b)(4), debt
instruments, other than debt instru-
ments that are inventory or similar
property (as defined in paragraph
(a)(4)(iii) of this section) or dealer
property (as defined in paragraph
(a)(4)(v) of this section) are considered
to be used in a trade or business only if
they arise from the sale of inventory or
similar property or dealer property by
the payor or from the rendition of serv-
ices by the payor in the ordinary
course of a trade or business of the
payor, and only until such time as in-
terest is required to be charged under
section 482. Debt instruments that
arise from the sale of inventory or
similar property or dealer property
during a quarter are treated as having
the same location, proportionately, as
the inventory or similar property or
dealer property held during that quar-
ter. Debt instruments arising from the
rendition of services in the ordinary
course of a trade or business are con-
sidered located on a proportionate
basis in the countries in which the
services to which they relate are per-
formed.

(x) Treatment of certain stock interests.
Stock in a controlled foreign corpora-
tion (lower-tier corporation) that is in-
corporated in the same country as the
payor and that is more than 50-percent
owned, directly or indirectly, by the
payor within the meaning of section
958(a) shall be considered located in the
payor’s country of incorporation and,
solely for purposes of section 954(c)(3),
used in a trade or business of the payor
in proportion to the value of the assets
of the lower-tier corporation that are
used in a trade or business in the coun-
try of incorporation. The location of
assets used in a trade or business of the
lower-tier corporation shall be deter-
mined under the rules of this para-
graph (b)(4).

(xi) Treatment of banks and insurance
companies. [Reserved]
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(5) Exclusion of rents and royalties de-
rived from related persons—(i) In gen-
eral—(A) Corporate payor. Foreign per-
sonal holding company income re-
ceived by a controlled foreign corpora-
tion does not include rents or royalties
if—

(1) The payor is a corporation that is
a related person with respect to the
controlled foreign corporation, as de-
fined in section 954(d)(3); and

(2) The rents or royalties are for the
use of, or the privilege of using, prop-
erty within the country under the laws
of which the controlled foreign cor-
poration receiving the payments is cre-
ated or organized (the country of incor-
poration).

(B) Payment by a partnership. For pur-
poses of this paragraph (b)(5), if a part-
nership with one or more corporate
partners makes a payment of rents or
royalties, a corporate partner will be
treated as the payor of the rents or
royalties—

(1) If the rent or royalty payment
gives rise to a partnership item of de-
duction under the Internal Revenue
Code or Income Tax Regulations, to
the extent the item of deduction is al-
locable to the corporate partner under
section 704(b); or

(2) If the rent or royalty payment
does not give rise to a partnership item
of deduction under the Internal Reve-
nue Code or Income Tax Regulations,
to the extent that a partnership item
reasonably related to the payment
would be allocated to that partner
under an existing allocation under the
partnership agreement (made pursuant
to section 704(b)).

(ii) Exceptions—(A) Rents or royalties
paid out of adjusted foreign base company
income or insurance income. Rents or
royalties may not be excluded from the
foreign personal holding company in-
come of the recipient under this para-
graph (b)(5) to the extent that deduc-
tions for the payments are allocated
under section 954(b)(5) and § 1.954–1(a)(4)
and (c) to the payor’s adjusted gross
foreign base company income (as de-
fined in § 1.954–1(a)(3)), adjusted gross
insurance income (as defined in § 1.954–
1(a)(6)), or any other category of in-
come included in the computation of
subpart F income under section 952(a).

(B) Property used in part in the con-
trolled foreign corporation’s country of
incorporation. If the payor uses the
property both in the controlled foreign
corporation’s country of incorporation
and elsewhere, the part of the rent or
royalty attributable (determined under
the principles of section 482) to the use
of, or the privilege of using, the prop-
erty outside such country of incorpora-
tion is included in the computation of
foreign personal holding company in-
come under this paragraph (b).

(6) Exclusion of rents and royalties de-
rived in the active conduct of a trade or
business. Foreign personal holding com-
pany income shall not include rents or
royalties that are derived in the active
conduct of a trade or business and re-
ceived from a person that is not a re-
lated person (as defined in section
954(d)(3)) with respect to the controlled
foreign corporation. For purposes of
this section, rents or royalties are de-
rived in the active conduct of a trade
or business only if the provisions of
paragraph (c) or (d) of this section are
satisfied.

(c) Excluded rents—(1) Active conduct
of a trade or business. Rents will be con-
sidered for purposes of paragraph (b)(6)
of this section to be derived in the ac-
tive conduct of a trade or business if
such rents are derived by the con-
trolled foreign corporation (the lessor)
from leasing any of the following—

(i) Property that the lessor has man-
ufactured or produced, or has acquired
and added substantial value to, but
only if the lessor is regularly engaged
in the manufacture or production of, or
in the acquisition and addition of sub-
stantial value to, property of such
kind;

(ii) Real property with respect to
which the lessor, through its own offi-
cers or staff of employees, regularly
performs active and substantial man-
agement and operational functions
while the property is leased;

(iii) Personal property ordinarily
used by the lessor in the active conduct
of a trade or business, leased tempo-
rarily during a period when the prop-
erty would, but for such leasing, be
idle; or

(iv) Property that is leased as a re-
sult of the performance of marketing
functions by such lessor if the lessor,
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through its own officers or staff of em-
ployees located in a foreign country,
maintains and operates an organiza-
tion in such country that is regularly
engaged in the business of marketing,
or of marketing and servicing, the
leased property and that is substantial
in relation to the amount of rents de-
rived from the leasing of such property.

(2) Special rules—(i) Adding substantial
value. For purposes of paragraph
(c)(1)(i) of this section, the perform-
ance of marketing functions will not be
considered to add substantial value to
property.

(ii) Substantiality of foreign organiza-
tion. For purposes of paragraph
(c)(1)(iv) of this section, whether an or-
ganization in a foreign country is sub-
stantial in relation to the amount of
rents is determined based on all of the
facts and circumstances. However, such
an organization will be considered sub-
stantial in relation to the amount of
rents if active leasing expenses, as de-
fined in paragraph (c)(2)(iii) of this sec-
tion, equal or exceed 25 percent of the
adjusted leasing profit, as defined in
paragraph (c)(2)(iv) of this section.

(iii) Active leasing expenses. The term
active leasing expenses means the deduc-
tions incurred by an organization of
the lessor in a foreign country that are
properly allocable to rental income and
that would be allowable under section
162 to the lessor if it were a domestic
corporation, other than—

(A) Deductions for compensation for
personal services rendered by share-
holders of, or related persons (as de-
fined in section 954(d)(3)) with respect
to, the lessor;

(B) Deductions for rents paid or ac-
crued;

(C) Deductions that, although gen-
erally allowable under section 162,
would be specifically allowable to the
lessor (if the lessor were a domestic
corporation) under any section of the
Internal Revenue Code other than sec-
tion 162; and

(D) Deductions for payments made to
agents or independent contractors with
respect to the leased property other
than payments for insurance, utilities
and other expenses for like services, or
for capitalized repairs.

(iv) Adjusted leasing profit. The term
adjusted leasing profit means the gross

income of the lessor from rents, re-
duced by the sum of—

(A) The rents paid or incurred by the
lessor with respect to such rental in-
come;

(B) The amounts that would be allow-
able to such lessor (if the lessor were a
domestic corporation) as deductions
under sections 167 or 168 with respect
to such rental income; and

(C) The amounts paid by the lessor to
agents or independent contractors with
respect to such rental income other
than payments for insurance, utilities
and other expenses for like services, or
for capitalized repairs.

(3) Examples. The application of this
paragraph (c) is illustrated by the fol-
lowing examples.

Example 1. Controlled foreign corporation A
is regularly engaged in the production of of-
fice machines which it sells or leases to oth-
ers and services. Under paragraph (c)(1)(i) of
this section, the rental income of Corpora-
tion A from these leases is derived in the ac-
tive conduct of a trade or business for pur-
poses of section 954(c)(2)(A).

Example 2. Controlled foreign corporation
D purchases motor vehicles which it leases
to others. In the conduct of its short-term
leasing of such vehicles in foreign country X,
Corporation D owns a large number of motor
vehicles in country X which it services and
repairs, leases motor vehicles to customers
on an hourly, daily, or weekly basis, main-
tains offices and service facilities in country
X from which to lease and service such vehi-
cles, and maintains therein a sizable staff of
its own administrative, sales, and service
personnel. Corporation D also leases in coun-
try X on a long-term basis, generally for a
term of one year, motor vehicles that it
owns. Under the terms of the long-term
leases, Corporation D is required to repair
and service, during the term of the lease, the
leased motor vehicles without cost to the
lessee. By the maintenance in country X of
office, sales, and service facilities and its
complete staff of administrative, sales, and
service personnel, Corporation D maintains
and operates an organization therein that is
regularly engaged in the business of market-
ing and servicing the motor vehicles that are
leased. The deductions incurred by such or-
ganization satisfy the 25-percent test of
paragraph (c)(2)(ii) of this section; thus, such
organization is substantial in relation to the
rents Corporation D receives from leasing
the motor vehicles. Therefore, under para-
graph (c)(1)(iv) of this section, such rents are
derived in the active conduct of a trade or
business for purposes of section 954(c)(2)(A).

Example 3. Controlled foreign corporation E
owns a complex of apartment buildings that
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it has acquired by purchase. Corporation E
engages a real estate management firm to
lease the apartments, manage the buildings
and pay over the net rents to Corporation E.
The rental income of Corporation E from
such leases is not derived in the active con-
duct of a trade or business for purposes of
section 954(c)(2)(A).

Example 4. Controlled foreign corporation F
acquired by purchase a twenty-story office
building in a foreign country, three floors of
which it occupies and the rest of which it
leases. Corporation F acts as rental agent for
the leasing of offices in the building and em-
ploys a substantial staff to perform other
management and maintenance functions.
Under paragraph (c)(1)(ii) of this section, the
rents received by Corporation F from such
leasing operations are derived in the active
conduct of a trade or business for purposes of
section 954(c)(2)(A).

Example 5. Controlled foreign corporation G
owns equipment that it ordinarily uses to
perform contracts in foreign countries to
drill oil wells. For occasional brief and irreg-
ular periods it is unable to obtain contracts
requiring immediate performance sufficient
to employ all such equipment. During such a
period it sometimes leases such idle equip-
ment temporarily. After the expiration of
such temporary leasing of the property, Cor-
poration G continues the use of such equip-
ment in the performance of its own drilling
contracts. Under paragraph (c)(1)(iii) of this
section, rents Corporation G receives from
such leasing of idle equipment are derived in
the active conduct of a trade or business for
purposes of section 954(c)(2)(A).

(d) Excluded royalties—(1) Active con-
duct of a trade or business. Royalties
will be considered for purposes of para-
graph (b)(6) of this section to be de-
rived in the active conduct of a trade
or business if such royalties are derived
by the controlled foreign corporation
(the licensor) from licensing—

(i) Property that the licensor has de-
veloped, created, or produced, or has
acquired and added substantial value
to, but only so long as the licensor is
regularly engaged in the development,
creation or production of, or in the ac-
quisition of and addition of substantial
value to, property of such kind; or

(ii) Property that is licensed as a re-
sult of the performance of marketing
functions by such licensor if the licen-
sor, through its own officers or staff of
employees located in a foreign country,
maintains and operates an organiza-
tion in such country that is regularly
engaged in the business of marketing,
or of marketing and servicing, the li-

censed property and that is substantial
in relation to the amount of royalties
derived from the licensing of such
property.

(2) Special rules—(i) Adding substantial
value. For purposes of paragraph
(d)(1)(i) of this section, the perform-
ance of marketing functions will not be
considered to add substantial value to
property.

(ii) Substantiality of foreign organiza-
tion. For purposes of paragraph
(d)(1)(ii) of this section, whether an or-
ganization in a foreign country is sub-
stantial in relation to the amount of
royalties is determined based on all of
the facts and circumstances. However,
such an organization will be considered
substantial in relation to the amount
of royalties if active licensing ex-
penses, as defined in paragraph
(d)(2)(iii) of this section, equal or ex-
ceed 25 percent of the adjusted licens-
ing profit, as defined in paragraph
(d)(2)(iv) of this section.

(iii) Active licensing expenses. The
term active licensing expenses means the
deductions incurred by an organization
of the licensor in a foreign country
that are properly allocable to royalty
income and that would be allowable
under section 162 to the licensor if it
were a domestic corporation, other
than—

(A) Deductions for compensation for
personal services rendered by share-
holders of, or related persons (as de-
fined in section 954(d)(3)) with respect
to, the licensor;

(B) Deductions for royalties paid or
incurred;

(C) Deductions that, although gen-
erally allowable under section 162,
would be specifically allowable to the
licensor (if the controlled foreign cor-
poration were a domestic corporation)
under any section of the Internal Reve-
nue Code other than section 162; and

(D) Deductions for payments made to
agents or independent contractors with
respect to the licensed property.

(iv) Adjusted licensing profit. The term
adjusted licensing profit means the gross
income of the licensor from royalties,
reduced by the sum of—

(A) The royalties paid or incurred by
the licensor with respect to such roy-
alty income;
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(B) The amounts that would be allow-
able to such licensor as deductions
under section 167 or 197 (if the licensor
were a domestic corporation) with re-
spect to such royalty income; and

(C) The amounts paid by the licensor
to agents or independent contractors
with respect to such royalty income.

(3) Examples. The application of this
paragraph (d) is illustrated by the fol-
lowing examples.

Example 1. Controlled foreign corporation
A, through its own staff of employees, owns
and operates a research facility in foreign
country X. At the research facility, employ-
ees of Corporation A who are scientists, engi-
neers, and technicians regularly perform ex-
periments, tests, and other technical activi-
ties, that ultimately result in the issuance of
patents that it sells or licenses. Under para-
graph (d)(1)(i) of this section, royalties re-
ceived by Corporation A for the privilege of
using patented rights that it develops as a
result of such research activity are derived
in the active conduct of a trade or business
for purposes of section 954(c)(2)(A), but only
so long as the licensor is regularly engaged
in the development, creation or production
of, or in the acquisition of and addition of
substantial value to, property of such kind.

Example 2. Assume that Corporation A in
Example 1, in addition to receiving royalties
for the use of patents that it develops, re-
ceives royalties for the use of patents that it
acquires by purchase and licenses to others
without adding any value thereto. Corpora-
tion A generally consummates royalty agree-
ments on such purchased patents as the re-
sult of inquiries received by it from prospec-
tive licensees when the fact becomes known
in the business community, as a result of the
filing of a patent, advertisements in trade
journals, announcements, and contacts by
employees of Corporation A, that Corpora-
tion A has acquired rights under a patent
and is interested in licensing its rights. Cor-
poration A does not, however, maintain and
operate an organization in a foreign country
that is regularly engaged in the business of
marketing the purchased patents. The royal-
ties received by Corporation A for the use of
the purchased patents are not derived in the
active conduct of a trade or business for pur-
poses of section 954(c)(2)(A).

Example 3. Controlled foreign corporation B
receives royalties for the use of patents that
it acquires by purchase. The primary busi-
ness of Corporation B, operated on a regular
basis, consists of licensing patents that it
has purchased raw from inventors and,
through the efforts of a substantial staff of
employees consisting of scientists, engi-
neers, and technicians, made susceptible to
commercial application. For example, Cor-
poration B, after purchasing patent rights

covering a chemical process, designs special-
ized production equipment required for the
commercial adaptation of the process and,
by so doing, substantially increases the
value of the patent. Under paragraph (d)(1)(i)
of this section, royalties received by Cor-
poration B from the use of such patent are
derived in the active conduct of a trade or
business for purposes of section 954(c)(2)(A).

Example 4. Controlled foreign corporation C
receives royalties for the use of a patent that
it developed through its own staff of employ-
ees at its facility in country X. Corporation
C has developed no other patents. It does not
regularly employ a staff of scientists, engi-
neers or technicians to create new products
to be patented. Further, it does not purchase
and license patents developed by others to
which it has added substantial value. The
royalties received by Corporation C are not
derived from the active conduct of a trade or
business for purposes of section 954(c)(2)(A).

Example 5. Controlled foreign corporation
D finances independent persons in the devel-
opment of patented items in return for an
ownership interest in such items from which
it derives a percentage of royalty income, if
any, subsequently derived from the use by
others of the protected right. Corporation D
also attempts to increase its royalty income
from such patents by contacting prospective
licensees and rendering to licensees advice
that is intended to promote the use of the
patented property. Corporation D does not,
however, maintain and operate an organiza-
tion in a foreign country that is regularly
engaged in the business of marketing the
patents. Royalties received by Corporation D
for the use of such patents are not derived in
the active conduct of a trade or business for
purposes of section 954(c)(2)(A).

(e) Certain property transactions—(1)
In general—(i) Inclusions. Gain from
certain property transactions described
in section 954(c)(1)(B) includes the ex-
cess of gains over losses from the sale
or exchange of—

(A) Property that gives rise to divi-
dends, interest, rents, royalties or an-
nuities, as described in paragraph (e)(2)
of this section;

(B) Property that is an interest in a
partnership, trust or REMIC; and

(C) Property that does not give rise
to income, as described in paragraph
(e)(3) of this section.

(ii) Exceptions. Gain or loss from cer-
tain property transactions described in
section 954(c)(1)(B) and paragraph
(e)(1)(i) of this section does not include
gain or loss from the sale or exchange
of—
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(A) Inventory or similar property, as
defined in paragraph (a)(4)(iii) of this
section;

(B) Dealer property, as defined in
paragraph (a)(4)(v) of this section; or

(C) Property that gives rise to rents
or royalties described in paragraph
(b)(6) of this section that are derived in
the active conduct of a trade or busi-
ness from persons that are not related
persons (as defined in section 954(d)(3))
with respect to the controlled foreign
corporation.

(iii) Treatment of losses. Section 1.954–
1(c)(1)(ii) provides for the treatment of
losses in excess of gains from the sale
or exchange of property described in
paragraph (e)(1)(i) of this section.

(iv) Dual character property. Property
may, in part, constitute property that
gives rise to certain income as de-
scribed in paragraph (e)(2) of this sec-
tion or, in part, constitute property
that does not give rise to any income
as described in paragraph (e)(3) of this
section. However, property that is de-
scribed in paragraph (e)(1)(i)(B) of this
section cannot be dual character prop-
erty. Dual character property must be
treated as two separate properties for
purposes of paragraph (e)(2) or (3) of
this section. Accordingly, the sale or
exchange of such dual character prop-
erty will give rise to gain or loss that
in part must be included in the com-
putation of foreign personal holding
company income under paragraph (e)(2)
or (3) of this section, and in part is ex-
cluded from such computation. Gain or
loss from the disposition of dual char-
acter property must be bifurcated
under this paragraph (e)(1)(iv) pursuant
to the method that most reasonably re-
flects the relative uses of the property.
Reasonable methods may include com-
parisons in terms of gross income gen-
erated or the physical division of the
property. In the case of real property,
the physical division of the property
will in most cases be the most reason-
able method available. For example, if
a controlled foreign corporation owns
an office building, uses 60 percent of
the building in its trade or business,
and rents out the other 40 percent, then
40 percent of the gain recognized on the
disposition of the property would rea-
sonably be treated as gain that is in-
cluded in the computation of foreign

personal holding company income
under this paragraph (e)(1). This para-
graph (e)(1)(iv) addresses the contem-
poraneous use of property for dual pur-
poses. For rules concerning changes in
the use of property affecting its classi-
fication for purposes of this paragraph
(e), see paragraph (a)(3) of this section.

(2) Property that gives rise to certain in-
come—(i) In general. Property the sale
or exchange of which gives rise to for-
eign personal holding company income
under this paragraph (e)(2) includes
property that gives rise to dividends,
interest, rents, royalties or annuities
described in paragraph (b) of this sec-
tion, including—

(A) Property that gives rise to export
financing interest described in para-
graph (b)(2) of this section; and

(B) Property that gives rise to in-
come from related persons described in
paragraph (b)(4) or (5) of this section.

(ii) Gain or loss from the disposition of
a debt instrument. Gain or loss from the
sale, exchange or retirement of a debt
instrument is included in the computa-
tion of foreign personal holding com-
pany income under this paragraph (e)
unless—

(A) In the case of gain—
(1) It is interest (as defined in para-

graph (a)(4)(i) of this section); or
(2) It is income equivalent to interest

(as described in paragraph (h) of this
section); and

(B) In the case of loss—
(1) It is directly allocated to, or

treated as an adjustment to, interest
income (as described in paragraph
(a)(4)(i) of this section) or income
equivalent to interest (as defined in
paragraph (h) of this section) under
any provision of the Internal Revenue
Code or Income Tax Regulations; or

(2) It is required to be apportioned in
the same manner as interest expense
under section 864(e) or any other provi-
sion of the Internal Revenue Code or
Income Tax Regulations.

(3) Property that does not give rise to
income. Except as otherwise provided in
this paragraph (e)(3), for purposes of
this section, the term property that does
not give rise to income includes all rights
and interests in property (whether or
not a capital asset) including, for ex-
ample, forwards, futures and options.
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Property that does not give rise to in-
come shall not include—

(i) Property that gives rise to divi-
dends, interest, rents, royalties or an-
nuities described in paragraph (e)(2) of
this section;

(ii) Tangible property (other than
real property) used or held for use in
the controlled foreign corporation’s
trade or business that is of a character
that would be subject to the allowance
for depreciation under section 167 or
168 and the regulations under those
sections (including tangible property
described in § 1.167(a)–2);

(iii) Real property that does not give
rise to rental or similar income, to the
extent used or held for use in the con-
trolled foreign corporation’s trade or
business;

(iv) Intangible property (as defined in
section 936(h)(3)(B)), goodwill or going
concern value, to the extent used or
held for use in the controlled foreign
corporation’s trade or business;

(v) Notional principal contracts (but
see paragraphs (f)(2), (g)(2) and (h)(3) of
this section for rules that include in-
come from certain notional principal
contracts in gains from commodities
transactions, foreign currency gains
and income equivalent to interest, re-
spectively); or

(vi) Other property that is excepted
from the general rule of this paragraph
(e)(3) by the Commissioner in published
guidance. See § 601.601(d)(2) of this
chapter.

(f) Commodities transactions—(1) In
general—(i) Inclusion in foreign personal
holding company income. Foreign per-
sonal holding company income in-
cludes the excess of gains over losses
from commodities transactions.

(ii) Exception. Gains and losses from
qualified active sales and qualified
hedging transactions are excluded from
the computation of foreign personal
holding company income under this
paragraph (f).

(iii) Treatment of losses. Section 1.954–
1(c)(1)(ii) provides for the treatment of
losses in excess of gains from commod-
ities transactions.

(2) Definitions—(i) Commodity. For
purposes of this section, the term com-
modity includes tangible personal prop-
erty of a kind that is actively traded or

with respect to which contractual in-
terests are actively traded.

(ii) Commodities transaction. The term
commodities transaction means the pur-
chase or sale of a commodity for imme-
diate (spot) delivery or deferred (for-
ward) delivery, or the right to pur-
chase, sell, receive, or transfer a com-
modity, or any other right or obliga-
tion with respect to a commodity ac-
complished through a cash or off-ex-
change market, an interbank market,
an organized exchange or board of
trade, or an over-the-counter market,
or in a transaction effected between
private parties outside of any market.
Commodities transactions include, but
are not limited to—

(A) A futures or forward contract in a
commodity;

(B) A leverage contract in a commod-
ity purchased from a leverage trans-
action merchant;

(C) An exchange of futures for phys-
ical transaction;

(D) A transaction, including a no-
tional principal contract, in which the
income or loss to the parties is meas-
ured by reference to the price of a com-
modity, a pool of commodities, or an
index of commodities;

(E) The purchase or sale of an option
or other right to acquire or transfer a
commodity, a futures contract in a
commodity, or an index of commod-
ities; and

(F) The delivery of one commodity in
exchange for the delivery of another
commodity, the same commodity at
another time, cash, or nonfunctional
currency.

(iii) Qualified active sale—(A) In gen-
eral. The term qualified active sale
means the sale of commodities in the
active conduct of a commodities busi-
ness as a producer, processor, merchant
or handler of commodities if substan-
tially all of the controlled foreign cor-
poration’s business is as an active pro-
ducer, processor, merchant or handler
of commodities. The sale of commod-
ities held by a controlled foreign cor-
poration other than in its capacity as
an active producer, processor, mer-
chant or handler of commodities is not
a qualified active sale. For example,
the sale by a controlled foreign cor-
poration of commodities that were held
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for investment or speculation would
not be a qualified active sale.

(B) Active conduct of a commodities
business. For purposes of this para-
graph, a controlled foreign corporation
is engaged in the active conduct of a
commodities business as a producer,
processor, merchant or handler of com-
modities only with respect to commod-
ities for which each of the following
conditions is satisfied—

(1) It holds the commodities directly,
and not through an agent or independ-
ent contractor, as inventory or similar
property (as defined in paragraph
(a)(4)(iii) of this section) or as dealer
property (as defined in paragraph
(a)(4)(v) of this section); and

(2) With respect to such commodities,
it incurs substantial expenses in the
ordinary course of a commodities busi-
ness from engaging in one or more of
the following activities directly, and
not through an independent contrac-
tor—

(i) Substantial activities in the pro-
duction of the commodities, including
planting, tending or harvesting crops,
raising or slaughtering livestock, or
extracting minerals;

(ii) Substantial processing activities
prior to the sale of the commodities,
including the blending and drying of
agricultural commodities, or the con-
centrating, refining, mixing, crushing,
aerating or milling of commodities; or

(iii) Significant activities as de-
scribed in paragraph (f)(2)(iii)(B)(3) of
this section.

(3) For purposes of paragraph
(f)(2)(iii)(B)(2)(iii) of this section, the
significant activities must relate to—

(i) The physical movement, handling
and storage of the commodities, in-
cluding preparation of contracts and
invoices, arranging freight, insurance
and credit, arranging for receipt, trans-
fer or negotiation of shipping docu-
ments, arranging storage or
warehousing, and dealing with quality
claims;

(ii) Owning and operating facilities
for storage or warehousing; or

(iii) Owning or chartering vessels or
vehicles for the transportation of the
commodities.

(C) Substantially all. Substantially all
of the controlled foreign corporation’s
business is as an active producer, proc-

essor, merchant or handler of commod-
ities if the sum of its gross receipts
from all of its qualified active sales (as
defined in this paragraph (f)(2)(iii)
without regard to the substantially all
requirement) of commodities and its
gross receipts from all of its qualified
hedging transactions (as defined in
paragraph (f)(2)(iv) of this section, ap-
plied without regard to the substan-
tially all requirement of this paragraph
(f)(2)(iii)(C)) equals or exceeds 85 per-
cent of its total gross receipts for the
taxable year (computed as though the
corporation were a domestic corpora-
tion). In computing gross receipts, the
District Director may disregard any
sale or hedging transaction that has as
a principal purpose manipulation of the
85 percent gross receipts test. A pur-
pose may be a principal purpose even
though it is outweighed by other pur-
poses (taken together or separately).

(D) Activities of employees of a related
entity. For purposes of this paragraph
(f), activities of employees of an entity
related to the controlled foreign cor-
poration, who are made available to
and supervised on a day-to-day basis
by, and whose salaries are paid by (or
reimbursed to the related entity by),
the controlled foreign corporation, are
treated as activities engaged in di-
rectly by the controlled foreign cor-
poration.

(E) Financial activities. For purposes
of this paragraph (f), a corporation is
not engaged in a commodities business
as a producer, processor, merchant or
handler of commodities if its business
is primarily financial. For example,
the business of a controlled foreign cor-
poration is primarily financial if its
principal business is making a market
in notional principal contracts based
on a commodities index.

(iv) Qualified hedging transaction—(A)
In general. The term qualified hedging
transaction means a bona fide hedging
transaction, as defined in paragraph
(a)(4)(ii) of this section, with respect to
qualified active sales (other than trans-
actions described in section 988(c)(1)
without regard to section
988(c)(1)(D)(i)).

(B) Exception. The term qualified
hedging transaction does not include
transactions that are not reasonably
necessary to the conduct of business of
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the controlled foreign corporation as a
producer, processor, merchant or han-
dler of a commodity in the manner in
which such business is customarily and
usually conducted by others.

(g) Foreign currency gain or loss—(1)
Scope and purpose. This paragraph (g)
provides rules for the treatment of for-
eign currency gains and losses. Para-
graph (g)(2) of this section provides the
general rule. Paragraph (g)(3) of this
section provides an election to include
foreign currency gains or losses that
would otherwise be treated as foreign
personal holding company income
under this paragraph (g) in the com-
putation of another category of sub-
part F income. Paragraph (g)(4) of this
section provides an alternative elec-
tion to treat any net foreign currency
gain or loss as foreign personal holding
company income. Paragraph (g)(5) of
this section provides rules for certain
gains and losses not subject to this
paragraph (g).

(2) In general—(i) Inclusion. Except as
otherwise provided in this paragraph
(g), foreign personal holding company
income includes the excess of foreign
currency gains over foreign currency
losses attributable to any section 988
transactions (foreign currency gain or
loss). Section 1.954–1(c)(1)(ii) provides
rules for the treatment of foreign cur-
rency losses in excess of foreign cur-
rency gains. However, if an election is
made under paragraph (g)(4) of this sec-
tion, the excess of foreign currency
losses over foreign currency gains to
which the election would apply may be
apportioned to, and offset, other cat-
egories of foreign personal holding
company income.

(ii) Exclusion for business needs—(A)
General rule. Foreign currency gain or
loss directly related to the business
needs of the controlled foreign corpora-
tion is excluded from foreign personal
holding company income.

(B) Business needs. Foreign currency
gain or loss is directly related to the
business needs of a controlled foreign
corporation if—

(1) The foreign currency gain or
loss—

(i) Arises from a transaction (other
than a hedging transaction) entered
into, or property used or held for use,
in the normal course of the controlled

foreign corporation’s trade or business,
other than the trade or business of
trading foreign currency;

(ii) Arises from a transaction or prop-
erty that does not itself (and could not
reasonably be expected to) give rise to
subpart F income other than foreign
currency gain or loss;

(iii) Does not arise from a transaction
described in section 988(c)(1)(B)(iii);
and

(iv) Is clearly determinable from the
records of the controlled foreign cor-
poration as being derived from such
transaction or property; or

(2) The foreign currency gain or loss
arises from a bona fide hedging trans-
action, as defined in paragraph (a)(4)(ii)
of this section, with respect to a trans-
action or property that satisfies the re-
quirements of paragraphs (g)(2)(ii)(B)(1)
(i) through (iii) of this section, provided
that any gain or loss arising from such
transaction or property that is attrib-
utable to changes in exchange rates is
clearly determinable from the records
of the CFC as being derived from such
transaction or property. For purposes
of this paragraph (g)(2)(ii)(B)(2), a
hedging transaction will satisfy the ag-
gregate hedging rules of § 1.1221–2(c)(7)
only if all (or all but a de minimis
amount) of the aggregate risk being
hedged arises in connection with trans-
actions or property that satisfy the re-
quirements of paragraphs (g)(2)(ii)(B)(1)
(i) through (iii) of this section, provided
that any gain or loss arising from such
transactions or property that is attrib-
utable to changes in exchange rates is
clearly determinable from the records
of the CFC as being derived from such
transactions or property.

(C) Regular dealers. Transactions in
dealer property (as defined in para-
graph (a)(4)(v) of this section) described
in section 988(c)(1)(B) or (C) that are
entered into by a controlled foreign
corporation that is a regular dealer (as
defined in paragraph (a)(4)(iv) of this
section) in such property in its capac-
ity as a dealer will be treated as di-
rectly related to the business needs of
the controlled foreign corporation
under paragraph (g)(2)(ii)(A) of this
section.

(D) Example. The following example
illustrates the provisions of this para-
graph (g)(2).
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Example. (i) CFC1 and CFC2 are controlled
foreign corporations located in Country B,
and are members of the same controlled
group. CFC1 is engaged in the active conduct
of a trade or business that does not produce
any subpart F income. CFC2 serves as the
currency coordination center for the con-
trolled group, aggregating currency risks in-
curred by the group and entering into hedg-
ing transactions that transfer those risks
outside of the group. Pursuant to this ar-
rangement, and to hedge the currency risk
on a non-interest bearing receivable incurred
by CFC1 in the normal course of its business,
on Day 1 CFC1 enters into a forward contract
to sell Japanese Yen to CFC2 in 30 days. Also
on Day 1, CFC2 enters into a forward con-
tract to sell Yen to unrelated Bank X on Day
30. CFC2 is not a regular dealer in Yen spot
and forward contracts, and the Yen is not
the functional currency for either CFC1 or
CFC2.

(ii) Because the forward contract entered
into by CFC1 to sell Yen hedges a trans-
action entered into in the normal course of
CFC1’s business that does not give rise to
subpart F income, it qualifies as a bona fide
hedging transaction as defined in paragraph
(a)(4)(ii) of this section. Therefore, CFC1’s
foreign exchange gain or loss from that for-
ward contract will not be treated as foreign
personal holding company income or loss
under this paragraph (g).

(iii) Because the forward contract to pur-
chase Yen was entered into by CFC2 in order
to assume currency risks incurred by CFC1 it
does not qualify as a bona fide hedging trans-
action, as defined in paragraph (a)(4)(ii) of
this section. Thus, foreign exchange gain or
loss recognized by CFC2 from that forward
contract will be foreign personal holding
company income. Because CFC2 entered into
the forward contract to sell Yen in order to
hedge currency risks of CFC1, that forward
contract also does not qualify as a bona fide
hedging transaction. Thus, CFC2’s foreign
currency gain or loss arising from that for-
ward contract will be foreign personal hold-
ing company income.

(iii) Special rule for foreign currency
gain or loss from an interest-bearing li-
ability. Except as provided in paragraph
(g)(5)(iv) of this section, foreign cur-
rency gain or loss arising from an in-
terest-bearing liability is characterized
as subpart F income and non-subpart F
income in the same manner that inter-
est expense associated with the liabil-
ity would be allocated and apportioned
between subpart F income and non-sub-
part F income under §§ 1.861–9T and
1.861–12T.

(3) Election to characterize foreign cur-
rency gain or loss that arises from a spe-

cific category of subpart F income as gain
or loss in that category—(i) In general.
For taxable years of a controlled for-
eign corporation beginning on or after
November 6, 1995, the controlling
United States shareholders of the con-
trolled foreign corporation may elect,
under this paragraph (g)(3), to exclude
foreign currency gain or loss otherwise
includible in the computation of for-
eign personal holding company income
under this paragraph (g) from the com-
putation of foreign personal holding
company income under this paragraph
(g) and include such foreign currency
gain or loss in the category (or cat-
egories) of subpart F income (described
in section 952(a), or, in the case of for-
eign base company income, described
in § 1.954–1(c)(1)(iii)(A) (1) or (2)) to
which such gain or loss relates. If an
election is made under this paragraph
(g)(3) with respect to a category (or
categories) of subpart F income de-
scribed in section 952(a), or, in the case
of foreign base company income, de-
scribed in § 1.954–1(c)(1)(iii)(A) (1) or (2),
the election shall apply to all foreign
currency gain or loss that arises from—

(A) A transaction (other than a hedg-
ing transaction) entered into, or prop-
erty used or held for use, in the normal
course of the controlled foreign cor-
poration’s trade or business that gives
rise to income in that category (or cat-
egories) and that is clearly determina-
ble from the records of the controlled
foreign corporation as being derived
from such transaction or property; and

(B) A bona fide hedging transaction,
as defined in paragraph (a)(4)(ii) of this
section, with respect to a transaction
or property described in paragraph
(g)(3)(i)(A) of this section. For purposes
of this paragraph (g)(3)(i)(B), a hedging
transaction will satisfy the aggregate
hedging rules of § 1.1221–2(c)(7) only if
all (or all but a de minimus amount) of
the aggregate risk being hedged arises
in connection with transactions or
property that generate the same cat-
egory of subpart F income described in
section 952(a), or, in the case of foreign
base company income, described in
§ 1.954–1(c)(1)(iii)(A) (1) or (2).

(ii) Time and manner of election. The
controlling United States shareholders,
as defined in § 1.964–1(c)(5), make the
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election on behalf of the controlled for-
eign corporation by filing a statement
with their original income tax returns
for the taxable year of such United
States shareholders ending with or
within the taxable year of the con-
trolled foreign corporation for which
the election is made, clearly indicating
that such election has been made. If
the controlling United States share-
holders elect to apply these regulations
retroactively, under § 1.954–0(a)(1)(ii),
the election under this paragraph (g)(3)
may be made by the amended return
filed pursuant to the election under
§ 1.954–0(a)(1)(ii). The controlling
United States shareholders filing the
election statement described in this
paragraph (g)(3)(ii) must provide copies
of the election statement to all other
United States shareholders of the
electing controlled foreign corporation.
Failure to provide copies of such state-
ment will not cause an election under
this paragraph (g)(3) to be voidable by
the controlled foreign corporation or
the controlling United States share-
holders. However, the District Director
has discretion to void the election if it
is determined that three was no rea-
sonable cause for the failure to provide
copies of such statement. The state-
ment shall include the following infor-
mation—

(A) The name, address, taxpayer
identification number, and taxable
year of such United States shareholder;

(B) The name, address, and taxable
year of the controlled foreign corpora-
tion for which the election is effective;
and

(C) Any additional information re-
quired by the Commission by adminis-
trative pronouncement.

(iii) Revocation of election. This elec-
tion is effective for the taxable year of
the controlled foreign corporation for
which it is made and all subsequent
taxable years of such corporation un-
less revoked by or with the consent of
the Commissioner.

(iv) Example. The following example
illustrates the provisions of this para-
graph (g)(3).

Example. (i) CFC, a controlled foreign cor-
poration, is a sales company that earns for-
eign base company sales income under sec-
tion 954(d). CFC makes an election under this
paragraph (g)(3) to treat foreign currency

gains or losses that arise from a specific cat-
egory (or categories) of subpart F income (as
described in section 952(a), or, in the case of
foreign base company income, as described
in § 1.954–1(c)(1)(iii)(A) (1) or (2)) as that type
of income. CFC aggregates the currency risk
on all of its transactions that generate for-
eign base company sales income and hedges
this net currency exposure.

(ii) Assuming no more than a de minimus
amount of risk in the pool of risks being
hedged arises from transactions or property
that generate income other than foreign base
company sales income, pursuant to its elec-
tion under (g)(3), CFC’s net foreign currency
gain from the pool and the hedging trans-
actions will be treated as foreign base com-
pany sales income under section 954(d), rath-
er than as foreign personal holding company
income under section 954(c)(1)(D). If the pool
of risks and the hedging transactions gen-
erate a net foreign base company sales loss,
however, CFC must apply the rules of § 1.954–
1(c)(1)(ii).

(4) Election to treat all foreign currency
gains or losses as foreign personal holding
company income—(i) In general. If the
controlling United States shareholders
make an election under this paragraph
(g)(4), the controlled foreign corpora-
tion shall include in its computation of
foreign personal holding company in-
come the excess of foreign currency
gains over losses or the excess of for-
eign currency losses over gains attrib-
utable to any section 988 transaction
(except those described in paragraph
(g)(5) of this section) and any section
1256 contract that would be a section
988 transaction but for section
988(c)(1)(D). Separate elections for sec-
tion 1256 contracts and section 988
transactions are not permitted. An
election under this paragraph (g)(4) su-
persedes an election under paragraph
(g)(3) of this section.

(ii) Time and manner of election. The
controlling United States shareholders,
as defined in § 1.964–1(c)(5), make the
election on behalf of the controlled for-
eign corporation in the same time and
manner as provided in paragraph
(g)(3)(ii) of this section.

(iii) Revocation of election. This elec-
tion is effective for the taxable year of
the controlled foreign corporation for
which it is made and all subsequent
taxable years of such corporation un-
less revoked by or with the consent of
the Commissioner.
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(5) Gains and losses not subject to this
paragraph—(i) Capital gains and losses.
Gain or loss that is treated as capital
gain or loss under section 988(a)(1)(B) is
not foreign currency gain or loss for
purposes of this paragraph (g). Such
gain or loss is treated as gain or loss
from the sale or exchange of property
that is included in the computation of
foreign personal holding company in-
come under paragraph (e)(1) of this sec-
tion. Paragraph (a)(2) of this section
provides other rules concerning income
described in more than one category of
foreign personal holding company in-
come.

(ii) Income not subject to section 988.
Gain or loss that is not treated as for-
eign currency gain or loss by reason of
section 988 (a)(2) or (d) is not foreign
currency gain or loss for purposes of
this paragraph (g). However, such gain
or loss may be included in the com-
putation of other categories of foreign
personal holding company income in
accordance with its characterization
under section 988 (a)(2) or (d) (for exam-
ple, foreign currency gain that is treat-
ed as interest income under section
988(a)(2) will be included in the com-
putation of foreign personal holding
company income under paragraph
(b)(ii) of this section).

(iii) Qualified business units using the
dollar approximate separate transactions
method. This paragraph (g) does not
apply to any DASTM gain or loss com-
puted under § 1.985–3(d). Such gain or
loss is allocated under the rules of
§ 1.985–3 (e)(2)(iv) or (e)(3). However, the
provisions of this paragraph (g) do
apply to section 988 transactions de-
nominated in a currency other than
the United States dollar or the cur-
rency that would be the qualified busi-
ness unit’s functional currency were it
not hyperinflationary.

(iv) Gain or loss allocated under § 1.861–
9. [Reserved]

(h) Income equivalent to interest—(1) In
general—(i) Inclusion in foreign personal
holding company income. Except as pro-
vided in this paragraph (h), foreign per-
sonal holding company income in-
cludes income equivalent to interest as
defined in paragraph (h)(2) of this sec-
tion.

(ii) Exceptions—(A) Liability hedging
transactions. Income, gain, deduction or

loss that is allocated and apportioned
in the same manner as interest expense
under the provisions of § 1.861–9T is not
income equivalent to interest for pur-
poses of this paragraph (h).

(B) Interest. Amounts treated as in-
terest under section 954(c)(1)(A) and
paragraph (b) of this section are not in-
come equivalent to interest for pur-
poses of this paragraph (h).

(2) Definition of income equivalent to
interest—(i) In general. The term in-
come equivalent to interest includes in-
come that is derived from—

(A) A transaction or series of related
transactions in which the payments,
net payments, cash flows or return pre-
dominantly reflect the time value of
money;

(B) Transactions in which the pay-
ments (or a predominant portion there-
of) are, in substance, for the use or for-
bearance of money;

(C) Notional principal contracts, to
the extent provided in paragraph (h)(3)
of this section;

(D) Factoring, to the extent provided
in paragraph (h)(4) of this section;

(E) Conversion transactions, but only
to the extent that gain realized with
respect to such a transaction is treated
as ordinary income under section 1258;

(F) The performance of services, to
the extent provided in paragraph (h)(5)
of this section;

(G) The commitment by a lender to
provide financing, if any portion of
such financing is actually provided;

(H) Transfers of debt securities sub-
ject to section 1058; and

(I) Other transactions, as provided by
the Commissioner in published guid-
ance. See § 601.601(d)(2) of this chapter.

(ii) Income from the sale of property.
Income from the sale of property will
not be treated as income equivalent to
interest by reason of paragraph
(h)(2)(i)(A) or (B) of this section. In-
come derived by a controlled foreign
corporation will be treated as arising
from the sale of property only if the
corporation in substance carries out
sales activities. Accordingly, an ar-
rangement that is designed to lend the
form of a sales transaction to a trans-
action that in substance constitutes an
advance of funds will be disregarded.
For example, if a controlled foreign
corporation acquires property on 30-
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day payment terms from one person
and sells that property to another per-
son on 90-day payment terms and at
prearranged prices and terms such that
the foreign corporation bears no sub-
stantial economic risk with respect to
the purchase and sale other than the
risk of non-payment, the foreign cor-
poration has not in substance derived
income from the sale of property.

(3) Notional principal contracts—(i) In
general. Income equivalent to interest
includes income from notional prin-
cipal contracts denominated in the
functional currency of the taxpayer (or
a qualified business unit of the tax-
payer, as defined in section 989(a)), the
value of which is determined solely by
reference to interest rates or interest
rate indices, to the extent that the in-
come from such transactions accrues
on or after August 14, 1989.

(ii) Regular dealers. Income equiva-
lent to interest does not include in-
come earned by a regular dealer (as de-
fined in paragraph (a)(4)(iv) of this sec-
tion) from notional principal contracts
that are dealer property (as defined in
paragraph (a)(4)(v) of this section).

(4) Income equivalent to interest from
factoring—(i) General rule. Income
equivalent to interest includes factor-
ing income. Except as provided in para-
graph (h)(4)(ii) of this section, the term
factoring income includes any income
(including any discount income or serv-
ice fee, but excluding any stated inter-
est) derived from the acquisition and
collection or disposition of a factored
receivable. The amount of income
equivalent to interest realized with re-
spect to a factored receivable is the dif-
ference (if a positive number) between
the amount paid for the receivable by
the foreign corporation and the
amount that it collects on the receiv-
able (or realizes upon its sale of the re-
ceivable). The rules of this paragraph
(h)(4) apply only with respect to the
tax treatment of factoring income de-
rived from the acquisition and collec-
tion or disposition of a factored receiv-
able and shall not affect the character-
ization of an expense or loss of either
the person whose goods or services
gave rise to a factored receivable or
the obligor under a receivable.

(ii) Exceptions. Factoring income
shall not include—

(A) Income treated as interest under
section 864(d)(1) or (6) (relating to in-
come derived from trade or service re-
ceivables of related persons), even if
such income is treated as not described
in section 864(d)(1) by reason of the
same-country exception of section
864(d)(7);

(B) Income derived from a factored
receivable if payment for the acquisi-
tion of the receivable is made on or
after the date on which stated interest
begins to accrue, but only if the rate of
stated interest equals or exceeds 120
percent of the Federal short-term rate
(as defined under section 1274) (or the
analogous rate for a currency other
than the dollar) as of the date on which
the receivable is acquired by the for-
eign corporation; or

(C) Income derived from a factored
receivable if payment for the acquisi-
tion of the receivable by the foreign
corporation is made only on or after
the anticipated date of payment of all
principal by the obligor (or the antici-
pated weighted average date of pay-
ment of a pool of purchased receiv-
ables).

(iii) Factored receivable. For purposes
of this paragraph (h)(4), the term
factored receivable includes any account
receivable or other evidence of indebt-
edness, whether or not issued at a dis-
count and whether or not bearing stat-
ed interest, arising out of the disposi-
tion of property or the performance of
services by any person, if such account
receivable or evidence of indebtedness
is acquired by a person other than the
person who disposed of the property or
provided the services that gave rise to
the account receivable or evidence of
indebtedness. For purposes of this
paragraph (h)(4), it is immaterial
whether the person providing the prop-
erty or services agrees to transfer the
receivable at the time of sale (as by ac-
cepting a third-party charge or credit
card) or at a later time.

(iv) Examples. The following examples
illustrate the application of this para-
graph (h)(4).

Example 1. DP, a domestic corporation,
owns all of the outstanding stock of FS, a
controlled foreign corporation. FS acquires
accounts receivable arising from the sale of
property by unrelated corporation X. The re-
ceivables have a face amount of $100, and
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after 30 days bear stated interest equal to at
least 120 percent of the applicable Federal
short-term rate (determined as of the date
the receivables are acquired by FS). FS pur-
chases the receivables from X for $95 on Day
1 and collects $100 plus stated interest from
the obligor under the receivables on Day 40.
Income (other than stated interest) derived
by FS from the factored receivables is factor-
ing income within the meaning of paragraph
(h)(4)(i) of this section and, therefore, is in-
come equivalent to interest.

Example 2. The facts are the same as in Ex-
ample 1, except that, rather than collecting
$100 plus stated interest from the obligor
under the factored receivables on Day 40, FS
sells the receivables to controlled foreign
corporation Y on Day 15 for $97. Both the in-
come derived by FS on the factored receiv-
ables and the income derived by Y (other
than stated interest) on the receivables are
factoring income within the meaning of
paragraph (h)(4)(i) of this section, and there-
fore, constitute income equivalent to inter-
est.

Example 3. The facts are the same as in Ex-
ample 1, except that FS purchases the receiv-
ables from X for $98 on Day 30. Income de-
rived by FS from the factored receivables is
excluded from factoring income under para-
graph (h)(4)(ii)(B) of this section and, there-
fore, does not give rise to income equivalent
to interest.

Example 4. The facts are the same as in Ex-
ample 3, except that it is anticipated that all
principal will be paid by the obligor of the
receivables by Day 30. Income derived by FS
from this maturity factoring of the receiv-
ables is excluded from factoring income
under paragraph (h)(4)(ii)(C) of this section
and, therefore, does not give rise to income
equivalent to interest.

Example 5. The facts are the same as in Ex-
ample 4, except that FS sells the factored re-
ceivables to Y for $99 on Day 45, at which
time stated interest is accruing on the un-
paid balance of $100. Because interest was ac-
cruing at the time Y acquired the receivables
at a rate equal to at least 120 percent of the
applicable Federal short-term rate, income
derived by Y from the factored receivables is
excluded from factoring income under para-
graph (h)(4)(ii)(B) of this section and, there-
fore, does not give rise to income equivalent
to interest.

Example 6. DP, a domestic corporation en-
gaged in an integrated credit card business,
owns all of the outstanding stock of FS, a
controlled foreign corporation. On Day 1, in-
dividual A uses a credit card issued by DP to
purchase shoes priced at $100 from X, a for-
eign corporation unrelated to DP, FS, or A.
On Day 7, X transfers the receivable (which
does not bear stated interest) arising from
A’s purchase to FS in exchange for $95. FS
collects $100 from A on Day 45. Income de-
rived by FS on the factored receivable is fac-

toring income within the meaning of para-
graph (h)(4)(i) of this section and, therefore,
is income equivalent to interest.

(5) Receivables arising from performance
of services. If payment for services per-
formed by a controlled foreign corpora-
tion is not made until more than 120
days after the date on which such serv-
ices are performed, then the income de-
rived by the controlled foreign corpora-
tion constitutes income equivalent to
interest to the extent that interest in-
come would be imputed under the prin-
ciples of section 483 or the original
issue discount provisions (sections 1271
through 1275), if—

(i) Such provisions applied to con-
tracts for the performance of services;

(ii) The time period referred to in
sections 483(c)(1) and 1274(c)(1)(B) were
120 days rather than six months; and

(iii) The time period referred to in
section 483(c)(1)(A) were 120 days rather
than one year.

(6) Examples. The following examples
illustrate the application of this para-
graph (h).

Example 1. CFC, a controlled foreign cor-
poration, promises that Corporation A may
borrow up to $500 in principal for one year
beginning at any time during the next three
months at an interest rate of 10 percent. In
exchange, Corporation A pays CFC a commit-
ment fee of $2. Pursuant to this agreement,
CFC lends $80 to Corporation A. As a result,
the entire $2 fee is included in the computa-
tion of CFC’ s foreign personal holding com-
pany income under paragraph (h)(2)(i)(G) of
this section.

Example 2. (i) At the beginning of its cur-
rent taxable year, CFC, a controlled foreign
corporation, purchases at face value a one-
year debt instrument issued by Corporation
A having a $100 principal amount and bearing
a floating rate of interest set at the London
Interbank Offered Rate (LIBOR) plus one
percentage point. Contemporaneously, CFC
borrows $100 from Corporation B for one year
at a fixed interest rate of 10 percent, using
the debt instrument as security.

(ii) During its current taxable year, CFC
accrues $11 of interest from Corporation A on
the bond. Because interest is excluded from
the definition of income equivalent to inter-
est under paragraph (h)(1)(ii)(B) of this sec-
tion, the $11 is not income equivalent to in-
terest.

(iii) During its current taxable year, CFC
incurs $10 of interest expense with respect to
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the borrowing from Corporation B. That ex-
pense is allocated and apportioned to, and re-
duces, subpart F income to the extent pro-
vided in section 954(b)(5) and §§ 1.861–9T
through 1.861–12T and 1.954–1(c).

Example 3. (i) On January 1, 1994, CFC, a
controlled foreign corporation with the
United States dollar as its functional cur-
rency, purchases at face value a 10-year debt
instrument issued by Corporation A having a
$100 principal amount and bearing a floating
rate of interest set at LIBOR plus one per-
centage point payable on December 31st of
each year. CFC subsequently determines that
it would prefer receiving a fixed rate of re-
turn. Accordingly, on January 1, 1995, CFC
enters into a 9-year interest rate swap agree-
ment with Corporation B whereby Corpora-
tion B promises to pay CFC on December 31st
of each year an amount equal to 10 percent
on a notional principal amount of $100. In ex-
change, CFC promises to pay Corporation B
an amount equal to LIBOR plus one percent-
age point on the notional principal amount.

(ii) On December 31, 1995, CFC receives $9 of
interest income from Corporation A with re-
spect to the debt instrument. On the same
day, CFC receives a total of $10 from Cor-
poration B and pays $9 to Corporation B with
respect to the interest rate swap.

(iii) The $9 of interest income is foreign
personal holding income under section
954(c)(1). Pursuant to § 1.446–3(d), CFC recog-
nizes $1 of swap income for its 1995 taxable
year that is also foreign personal holding
company income because it is income equiv-
alent to interest under paragraph (h)(2)(i)(C)
of this section.

Example 4. (i) CFC, a controlled foreign cor-
poration, purchases commodity X on the
spot market for $100 and, contempora-
neously, enter into a 3–month forward con-
tract to sell commodity X for $104, a price
set by the forward market.

(ii) Assuming that substantially all of
CFC’s expected return is attributable to the
time value of the net investment, as de-
scribed in section 1258(c)(1), the transaction
is a conversion transaction under section
1258(c). Accordingly, any gain treated as or-
dinary income under section 1258(a) will be
foreign personal holding company income be-
cause it is income equivalent to interest
under paragraph (h)(2)(i)(E) of this section.

[T.D. 8618, 60 FR 46517, Sept. 7, 1995; 60 FR
58731, Nov. 28, 1995; 60 FR 62025, 62026, Dec. 4,
1995, as amended by T.D. 8704, 62 FR 21, Jan.
2, 1997]

§ 1.954–2T Foreign personal holding
company income (temporary).

(a)(1) through (4) [Reserved]. For fur-
ther guidance, see § 1.954–2(a) through
(4).

(5) Special rules applicable to distribu-
tive share of partnership income—(i) Ap-
plication of related person exceptions
where payment reduces foreign tax of
payor. If a partnership receives an item
of income that reduced the foreign in-
come tax of the payor (determined
under the principles of § 1.954–9T(a)(3)),
to determine the extent to which a
controlled foreign corporation’s dis-
tributive share of such item of income
is foreign personal holding company in-
come, the exceptions contained in sec-
tion 954(c)(3) shall apply only if—

(A)(1) Any such exception would have
applied to exclude the income from for-
eign personal holding company income
if the controlled foreign corporation
had earned the income directly (deter-
mined by testing, with reference to
such controlled foreign corporation,
whether an entity is a related person,
within the meaning of section 954(d)(3),
or is organized under the laws of, or
uses property in, the foreign country in
which the controlled foreign corpora-
tion is created or organized); and

(2) The distributive share of such in-
come is not in respect of a payment
made by the controlled foreign cor-
poration to the partnership; and

(B)(1) The partnership is created or
organized, and uses a substantial part
of its assets in a trade or business in
the country under the laws of which
the controlled foreign corporation is
created or organized (determined under
the principles of § 1.954–2(b)(4));

(2) The partnership is regarded as fis-
cally transparent, as defined in § 1.954–
9T(a)(7), by all countries under the
laws of which the controlled foreign
corporation is created or organized or
has substantial assets; or

(3) The income is taxed in the year
when earned at an effective rate of tax
(determined under the principles of
§ 1.954–1(d)(2)) that is not less than 90
percent of, and not more than five per-
centage points less than, the effective
rate of tax that would have applied to
such income under the laws of the
country in which the controlled foreign
corporation is created or organized if
such income were earned directly by
the controlled foreign corporation
partner from local sources.
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(ii) Certain other exceptions applicable
to foreign personal holding company in-
come. [Reserved].

(iii) Effective date. Paragraph (a)(5)(i)
of this section shall apply to all
amounts paid or accrued on or after
March 23, 1998, except for amounts paid
or accrued pursuant to arrangements
entered into before March 23, 1998 and
not substantially modified (including,
for example, by expansion of the ar-
rangement (whether by exercise of an
option or otherwise) such as by an in-
crease in the amount of or term of any
borrowing, leasing or licensing con-
stituting the arrangement, changes in
direct or indirect control of any entity
that is a party to the arrangement, or
any similar measure which materially
increases the tax benefit of the ar-
rangement) on or after March 23, 1998.

(6) Special rules applicable to exceptions
from foreign personal holding company
income treatment in circumstances involv-
ing hybrid branches—(i) In general. In
the case of a payment between a con-
trolled foreign corporation (or its hy-
brid branch, as defined in § 1.954–
9T(a)(6)) and the hybrid branch of a re-
lated controlled foreign corporation,
the exceptions contained in section
954(c)(3) shall apply only if the pay-
ment would have qualified for the ex-
ception if the payor were a separate
controlled foreign corporation created
or organized in the jurisdiction where
foreign tax is reduced and the payee
were a separate controlled foreign cor-
poration created or organized under
the laws of the jurisdiction in which
the payment is subject to tax (other
than a withholding tax).

(ii) Exception where no tax reduction or
tax disparity. Paragraph (a)(6)(i) of this
section shall not apply unless the pay-
ment would have met the foreign tax
reduction test of § 1.954–9T(a)(3) and the
tax disparity test of § 1.954–9T(a)(5)(iv)
if those provisions had been applicable
to the payment.

(iii) Effective date. The rules of this
section shall apply to all amounts paid
or accrued on or after January 16, 1998,
except for amounts paid or accrued
pursuant to arrangements entered into
before January 16, 1998, and not sub-
stantially modified (including, for ex-
ample, by expansion of the arrange-
ment (whether by exercise of an option

or otherwise) such as by an increase in
the amount of or term of any borrow-
ing, leasing or licensing constituting
the arrangement, changes in direct or
indirect control of any entity that is a
party to the arrangement, or any simi-
lar measure which materially increases
the tax benefit of the arrangement) on
or after January 16, 1998.

(b) through (h) [Reserved]. For fur-
ther guidance, see § 1.954–2(b) through
(h).

[T.D. 8767, 63 FR 14616, Mar. 26, 1998]

§ 1.954–3 Foreign base company sales
income.

(a) Income included—(1) In general—(i)
General rules. Foreign base company
sales income of a controlled foreign
corporation shall, except as provided in
subparagraphs (2), (3), and (4) of this
paragraph, consist of gross income
(whether in the form of profits, com-
missions, fees, or otherwise) derived in
connection with (a) the purchase of
personal property from a related per-
son and its sale to any person, (b) the
sale of personal property to any person
on behalf of a related person, (c) the
purchase of personal property from any
person and its sale to a related person,
or (d) the purchase of personal property
from any person on behalf of a related
person. See section 954(d)(1). This sec-
tion shall apply to the purchase and/or
sale of personal property, whether or
not such property was purchased and/or
sold in the ordinary course of trade or
business, except that income derived in
connection with the sale of tangible
personal property will not be consid-
ered to be foreign base company sales
income if such property is sold to an
unrelated person, as defined in para-
graph (e)(2) of § 1.954–1, after substan-
tial use has been made of the property
by the controlled foreign corporation
in its trade or business. This section
shall not apply to the excess of gains
over losses from sales or exchanges of
securities or from futures transactions,
to the extent such excess gains are in-
cludible in foreign personal holding
company income of the controlled for-
eign corporation under § 1.954–2 or for-
eign base company shipping income
under § 1.954–6; nor shall it apply to the
sale of the controlled foreign corpora-
tion’s property (other than its stock in
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trade or other property of a kind which
would properly be included in its inven-
tory if on hand at the close of the tax-
able year, or property held primarily
for sale to customers in the ordinary
course of its trade or business) if sub-
stantially all the property of such cor-
poration is sold pursuant to the dis-
continuation of the trade or business
previously carried on by such corpora-
tion. The term ‘‘any person’’ as used in
this subparagraph includes a related
person, as defined in paragraph (e)(1) of
§ 1.954–1.

(ii) Special rule—(a) In general. The
term ‘‘personal property’’ as used in
section 954(d) and this section shall not
include agricultural commodities
which are not grown in the United
States (within the meaning of section
7701(a)(9)) in commercially marketable
quantities. All of the agricultural com-
modities listed in table I shall be con-
sidered grown in the United States in
commercially marketable quantities.
Bananas, black pepper, cocoa, coconut,
coffee, crude rubber, and tea shall not
be considered grown in the United
States in commercially marketable
quantities. All other agricultural com-
modities shall not be considered grown
in the United States in commercially
marketable quantities when, in consid-
eration of all of the facts and cir-
cumstances of the individual case, such
commodities are shown to be produced
in the United States in insufficient
quantity and quality to be marketed
commercially. The term ‘‘agricultural
commodities’’ includes, but is not lim-
ited to, livestock, poultry, fish pro-
duced in fish farms, fruit, furbearing
animals as well as the products of
truck farms, ranches, nurseries,
ranges, and orchards. A fish farm is an
area where fish are grown or raised (ar-
tificially protected and cared for), as
opposed to merely caught or harvested.
However, the term ‘‘agricultural com-
modities’’ shall not include timber (ei-
ther standing or felled), or any com-
modity at least 50 percent of the fair
market value of which is attributable
to manufacturing or processing, deter-
mined in a manner consistent with the
regulations under section 993(c) (relat-
ing to the definition of export prop-
erty). For purposes of applying such
regulations, the term ‘‘processing’’

shall be deemed not to include han-
dling, packing, packaging, grading,
storing, transporting, slaughtering,
and harvesting. Subdivision (ii) shall
apply in the computation of foreign
base company sales income for taxable
years of controlled foreign corpora-
tions beginning after December 31, 1975,
and to taxable years of U.S. sharehold-
ers (within the meaning of section
951(b)) within which or with which such
taxable years of such foreign corpora-
tions end.

(b) Table.

TABLE I—AGRICULTURAL COMMODITIES GROWN
IN THE UNITED STATES IN COMMERCIALLY
MARKETABLE QUANTITIES

Livestock and Products

Beeswax Horses
Cattle and calves Milk
Chickens Mink
Chicken eggs Mohair
Ducks Rabbits
Geese Sheep and lambs
Goats Turkeys
Hogs Wool
Honey

Crops

Alfalfa Lettuce
Almonds Lime
Apples Macadamia nuts
Apricots Maple syrup and
Artichokes sugar
Asparagus Mint
Avocadoes Mushrooms
Barley Nectarines
Beans Oats
Beets Olives
Blackberries Onions
Blueberries Oranges
Brussel sprouts Papayas
Broccoli Pecans
Bulbs Peaches
Cabbage Peanuts
Cantaloupes Pears
Carrots Peas
Cauliflower Peppers
Celery Plums and prunes
Cherries Potatoes
Corn Potted plants
Cotton Raspberries
Cranberries Rice
Cucumbers Rhubarb
Cut flowers Rye
Dates Sorghum grain
Eggplant Soybeans
Escarole Spinach
Figs Strawberries
Filberts Sugar beets
Flaxseed Sugarcane
Garlic Sweet potatoes
Grapes Tangelos
Grapefruit Tangerines
Grass seed Tobacco
Hay Tomatoes
Honeydew melons Walnuts
Hops Watermelons
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TABLE I—AGRICULTURAL COMMODITIES GROWN
IN THE UNITED STATES IN COMMERCIALLY
MARKETABLE QUANTITIES—Continued

Lemons Wheat

(iii) The application of this subpara-
graph may be illustrated by the follow-
ing examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation M. Corporation A pur-
chases from M Corporation, a related person,
articles manufactured in the United States
and sells the articles in the form in which
purchased to P, not a related person, for de-
livery and use in foreign country Y. Gross in-
come of A Corporation derived from the pur-
chase and sale of the personal property is
foreign base company sales income.

Example 2. Corporation A in example 1 also
purchases from P, not a related person, arti-
cles manufactured in country Y and sells the
articles in the form in which purchased to
foreign corporation B, a related person, for
use in foreign country Z. Gross income of A
Corporation derived from the purchase and
sale of the personal property is foreign base
company sales income.

Example 3. Controlled foreign corporation
C, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation N. By contract, N Cor-
poration agrees to pay C Corporation, a re-
lated person, a commission equal to 6 per-
cent of the gross selling price of all personal
property shipped by N Corporation as the re-
sult of orders solicited by C Corporation in
foreign countries Y and Z. In fulfillment of
such orders, N Corporation ships products
manufactured by it in the United States.
Corporation C does not assume title to the
property sold. Gross commissions received
by C Corporation from N Corporation in con-
nection with the sale of such property for
use in countries Y and Z constitute foreign
base company sales income.

Example 4. Controlled foreign corporation
D, incorporated under the laws of foreign
country Y, is a wholly owned subsidiary of
domestic corporation R. In 1964, D Corpora-
tion acquires a United States manufactured
lathe from R Corporation. In 1972, after hav-
ing made substantial use of the lathe in its
manufacturing business, D Corporation sells
the lathe to an unrelated person for use in
foreign country Z. Gross income from the
sale of the lathe is not foreign base company
sales income since it is sold to an unrelated
person after substantial use has been made
of it by D Corporation in its business.

Example 5. Controlled foreign corporation
E, incorporated under the laws of foreign
country Y, is a wholly owned subsidiary of
domestic corporation P. Corporation E pur-
chases from P Corporation articles manufac-

tured by P Corporation outside of country Y
and sells the articles to F Corporation, an
unrelated person, for use in foreign country
Z. Corporation E finances the purchase of
the articles by F Corporation by agreeing to
accept payment over an extended period of
time and receives not only the purchase
price but also interest and service fees. All
gross income of E Corporation derived in
connection with the purchase and sale of the
personal property, including interest and
service fees derived from financing the sale
to F Corporation, constitutes foreign base
company sales income.

(2) Property manufactured, produced,
constructed, grown, or extracted within
the country in which the controlled for-
eign corporation is created or organized.
Foreign base company sales income
does not include income derived in con-
nection with the purchase and sale of
personal property (or purchase or sale
of personal property on behalf of a re-
lated person) in a transaction described
in subparagraph (1) of this paragraph if
the property is manufactured, pro-
duced, constructed, grown, or extracted
in the country under the laws of which
the controlled foreign corporation
which purchases and sells the property
(or acts on behalf of a related person) is
created or organized. See section
954(d)(1)(A). The principles set forth in
subparagraph (4) of this paragraph with
respect to the manufacture, produc-
tion, or construction of personal prop-
erty shall apply under this subpara-
graph in determining what constitutes
manufacture, production, or construc-
tion of property. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation M. Corporation A pur-
chases coffee beans grown in country X from
foreign corporation P, a related person, and
sells the beans to M Corporation, a related
person, for use in the United States. Income
from the purchase and sale of the coffee
beans by A Corporation is not foreign base
company sales income since the beans were
grown in country X.

Example 2. Controlled foreign corporation
B, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
controlled foreign corporation C, also incor-
porated under the laws of country X. Cor-
poration B purchases and imports into coun-
try X rough diamonds mined in foreign coun-
try Y; in country X it cuts, polishes, and
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shapes the diamonds in a process which con-
stitutes manufacturing within the meaning
of subparagraph (4) of this paragraph. Cor-
poration B sells the finished diamonds to C
Corporation, a related person, which in turn
sells them for use in foreign country Z. Since
for purposes of this subparagraph the fin-
ished diamonds are manufactured in country
X, gross income derived by C Corporation
from their sale is not foreign base company
sales income.

(3) Property sold for use, consumption,
or disposition within the country in which
the controlled foreign corporation is cre-
ated or organized—(i) In general. Foreign
base company sales income does not in-
clude income derived in connection
with the purchase and sale of personal
property (or purchase or sale of per-
sonal property on behalf of a related
person) in a transaction described in
subparagraph (1) of this paragraph, (a)
if the property is sold for use, con-
sumption, or disposition in the country
under the laws of which the controlled
foreign corporation which purchases
and sells the property (or sells on be-
half of a related person) is created or
organized or (b), where the property is
purchased by the controlled foreign
corporation on behalf of a related per-
son, if such property is purchased for
use, consumption, or disposition in the
country under the laws of which such
controlled foreign corporation is cre-
ated or organized. See section
954(d)(1)(B).

(ii) Rules for determining country of
use, consumption, or disposition. As a
general rule, personal property which
is sold to an unrelated person will be
presumed for purposes of this subpara-
graph to have been sold for use, con-
sumption, or disposition in the country
of destination of the property sold; for
such purpose, the occurrence in a coun-
try of a temporary interruption in
shipment of goods shall not constitute
such country the country of destina-
tion. However, if at the time of a sale
of personal property to an unrelated
person the controlled foreign corpora-
tion knew, or should have known from
the facts and circumstances surround-
ing the transaction, that the property
probably would not be used, consumed,
or disposed of in the country of des-
tination, the controlled foreign cor-
poration must determine the country
of ultimate use, consumption, or dis-

position of the property or the prop-
erty will be presumed to have been
used, consumed, or disposed of outside
the country under the laws of which
the controlled foreign corporation is
created or organized. A controlled for-
eign corporation which sells personal
property to a related person is pre-
sumed to sell such property for use,
consumption, or disposition outside the
country under the laws of which the
controlled foreign corporation is cre-
ated or organized unless such corpora-
tion establishes the use made of the
property by the related person; once it
has established that the related person
has disposed of the property, the rules
in the two preceding sentences relating
to sales by a controlled foreign cor-
poration to an unrelated person will
apply at the first stage in the chain of
distribution at which a sale is made by
a related person to an unrelated per-
son. Notwithstanding the preceding
provisions of this subdivision, a con-
trolled foreign corporation which sells
personal property to any person all of
whose business except for an insubstan-
tial part consists of selling from inven-
tory to retail customers at retail out-
lets all within one country may assume
at the time of such sale to such person
that such property will be used, con-
sumed, or disposed of within such coun-
try.

(iii) Fungible goods. For purposes of
this subparagraph, a controlled foreign
corporation which sells to a purchaser
personal property which because of its
fungible nature cannot reasonable be
specifically traced to other purchasers
and to the countries of ultimate use,
consumption, or disposition shall, un-
less such corporation establishes a dif-
ferent disposition as being proper,
treat such property as being sold, for
ultimate use, consumption, or disposi-
tion in those countries, and to those
other purchasers, in the same propor-
tions in which property from the fun-
gible mass of the first purchaser is sold
in the regular course of business by
such first purchaser. No apportionment
need be made, however, on the basis of
sporadic sales by the first purchaser.
This subdivision shall apply only in a
case where the controlled foreign cor-
poration knew, or should have known
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from the facts and circumstances sur-
rounding the transaction, the manner
in which the first purchaser disposes of
goods from the fungible mass.

(iv) Illustrations. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, and controlled foreign corpora-
tion B, incorporated under the laws of for-
eign country Y, are related persons. Corpora-
tion A purchases from B Corporation electric
transformers produced by B Corporation in
country Y and sells the transformers to D
Corporation, an unrelated person, for instal-
lation in a factory building being con-
structed in country X. Since the personal
property purchased and sold by A Corpora-
tion is to be used within the country in
which A Corporation is incorporated, income
of A Corporation derived from the purchase
and sale of the electric transformers is not
foreign base company sales income.

Example 2. Controlled foreign corporation
C, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation N. Corporation C pur-
chases from N Corporation sewing machines
manufactured in the United States by N Cor-
poration and sells the sewing machines to re-
tail department stores, unrelated persons, lo-
cated in foreign country X. The entire activi-
ties of the department stores to which C Cor-
poration sells the machines consist of selling
goods from inventory to retail customers at
retail outlets in country X. Under these cir-
cumstances, at the time of sale C Corpora-
tion may assume the sewing machines will
be used, consumed, or disposed of in country
X, and no attempt need be made by C Cor-
poration to determine where the sewing ma-
chines will ultimately be used by the cus-
tomers of the retail department stores. Gross
income of C Corporation derived from the
sales to the department stores located in
country X is not foreign base company sales
income.

Example 3. Controlled foreign corporation
D, incorporated under the laws of foreign
country Y, and controlled foreign corpora-
tion E, incorporated under the laws of for-
eign country X, are related persons. Corpora-
tion D purchases from E Corporation sulphur
extracted by E Corporation from deposits lo-
cated in country X. Corporation D sells the
sulphur to F Corporation, an unrelated per-
son, for delivery to F Corporation’s storage
facilities located in country Y. At the time
of the sale of the sulphur from D Corporation
to F Corporation, D Corporation knows that
F Corporation is actively engaged in the
business of selling a large amount of sulphur
in country Y but also that F Corporation
sells, in the normal course of its business, 25

percent of its sulphur for ultimate consump-
tion in foreign country Z. However, D Cor-
poration has no knowledge at the time of
sale whether any portion of the particular
shipment it sells to F Corporation will be re-
sold by F Corporation for ultimate use, con-
sumption, or disposition outside country Y.
Moreover, delivery of the sulphur to F Cor-
poration’s storage facilities constitutes more
than a temporary interruption in the ship-
ment of the sulphur. Under such cir-
cumstances, D Corporation may, but is not
required to, trace the ultimate disposition
by F Corporation of the personal property
sold to F Corporation; however, if D Corpora-
tion does not trace the ultimate disposition
and if it does not establish a different dis-
position as being proper, 25 percent of the
sulphur sold by D Corporation to F Corpora-
tion will be treated as being sold for con-
sumption in country Z and 25 percent of the
gross income from the sale of sulphur by D
Corporation to F Corporation will be treated
as foreign base company sales income.

Example 4. Controlled foreign corporation
G, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation P. Corporation G pur-
chases from P Corporation toys manufac-
tured in the United States by P Corporation
and sells the toys to R, an unrelated person,
for delivery to a duty-free port in country X.
Instructions for the assembly and operation
of the toys are printed in a language which
is not commonly used in country X. From
the facts and circumstances surrounding the
sales to R, G Corporation knows, or should
know, that the toys will probably not be
used, consumed, or disposed of within coun-
try X. Therefore, unless G Corporation deter-
mines the use to be made of the toys by R,
such property will be presumed to have been
sold by R for use, consumption, or disposi-
tion outside of country X, and the entire
gross income of G Corporation derived from
the sales will be considered foreign base
company sales income.

(4) Property manufactured or produced
by the controlled foreign corporation—(i)
In general. Foreign base company sales
income does not include income of a
controlled foreign corporation derived
in connection with the sale of personal
property manufactured, produced, or
constructed by such corporation in
whole or in part from personal prop-
erty which it has purchased. A foreign
corporation will be considered, for pur-
poses of this subparagraph, to have
manufactured, produced, or con-
structed personal property which it
sells if the property sold is in effect not
the property which it purchased. In the
case of the manufacture, production, or
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construction of personal property, the
property sold will be considered, for
purposes of this subparagraph, as not
being the property which is purchased
if the provisions of subdivision (ii) or
(iii) of this subparagraph are satisfied.
For rules of apportionment in deter-
mining foreign base company sales in-
come derived from the sale of personal
property purchased and used as a com-
ponent part of property which is not
manufactured, produced, or con-
structed, see subparagraph (5) of this
paragraph.

(ii) Substantial transformation of prop-
erty. If purchased personal property is
substantially transformed prior to sale,
the property sold will be treated as
having been manufactured, produced,
or constructed by the selling corpora-
tion. The application of this subdivi-
sion may be illustrated by the follow-
ing examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, operates a paper factory in for-
eign country Y. Corporation A purchases
from a related person wood pulp grown in
country Y. Corporation A, by a series of
processes, converts the wood pulp to paper
which it sells for use in foreign country Z.
The transformation of wood pulp to paper
constitutes the manufacture or production of
property for purposes of this subparagraph.

Example 2. Controlled foreign corporation
B, incorporated under the laws of foreign
country X, purchases steel rods from a relat-
ed person which produces the steel in foreign
country Y. Corporation B operates a machin-
ing plant in country X in which it utilizes
the purchased steel rods to make screws and
bolts. The transformation of steel rods to
screws and bolts constitutes the manufac-
ture or production of property for purposes
of this subparagraph.

Example 3. Controlled foreign corporation
C, incorporated under the laws of foreign
country X, purchases tuna fish from unre-
lated persons who own fishing boats which
catch such fish on the high seas. Corporation
C receives such fish in country X in the con-
dition in which taken from the fishing boats
and in such country processes, cans, and
sells the fish to related person D, incor-
porated under the laws of foreign country Y,
for consumption in foreign country Z. The
transformation of such fish into canned fish
constitutes the manufacture or production of
property for purposes of this subparagraph.

(iii) Manufacture of a product when
purchased components constitute part of
the property sold. If purchased property

is used as a component part of personal
property which is sold, the sale of the
property will be treated as the sale of
a manufactured product, rather than
the sale of component parts, if the op-
erations conducted by the selling cor-
poration in connection with the prop-
erty purchased and sold are substantial
in nature and are generally considered
to constitute the manufacture, produc-
tion, or construction of property. With-
out limiting this substantive test,
which is dependent on the facts and
circumstances of each case, the oper-
ations of the selling corporation in
connection with the use of the pur-
chased property as a component part of
the personal property which is sold will
be considered to constitute the manu-
facture of a product if in connection
with such property conversion costs
(direct labor and factory burden) of
such corporation account for 20 percent
or more of the total cost of goods sold.
In no event, however, will packaging,
repackaging, labeling, or minor assem-
bly operations constitute the manufac-
ture, production, or construction of
property for purposes of section
954(d)(1). The application of this sub-
division may be illustrated by the fol-
lowing examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, sells industrial engines for use,
consumption, and disposition outside coun-
try X. Corporation A, in connection with the
assembly of such engines, performs machin-
ing and assembly operations. In addition, A
Corporation purchases, from related and un-
related persons, components manufactured
in foreign country Y. On a per unit basis, A
Corporation’s selling price and costs of such
engines are as follows:

Selling price ...................................... .......... .......... $400
Cost of goods sold:

Material—
Acquired from related per-

sons ................................ $100
Acquired from others .......... 40

Total material .................. .......... $140
Conversion costs (direct labor and factory

burden) ........................................................ 70

Total cost of goods sold ................... .......... 210

Gross profit ....................................... .......... 190
Administrative and selling expenses .......... 50

Taxable income ................................ .......... 140

The conversion costs incurred by A Corpora-
tion are more than 20 percent of total costs
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of goods sold ($70/$210 or 33 percent). Al-
though the product sold, an engine, is not
sufficiently distinguishable from the compo-
nents to constitute a substantial trans-
formation of the purchased parts within the
meaning of subdivision (ii) of this subpara-
graph, A Corporation will be considered
under this subdivision to have manufactured
the product it sells.

Example 2. Controlled foreign corporation
B, incorporated under the laws of foreign
country X, operates an automobile assembly
plant. In connection with such activity, B
Corporation purchases from related persons
assembled engines, transmissions, and cer-
tain other components, all of which are man-
ufactured outside of country X; purchases
additional components from unrelated per-
sons; conducts stamping, machining, and
subassembly operations; and has a substan-
tial investment in tools, jigs, welding equip-
ment, and other machinery and equipment
used in the assembly of an automobile. On a
per unit basis, B Corporation’s selling price
and costs of such automobiles are as follows:

Selling price .................... ................ ................ $2,500
Cost of goods sold:

Material—
Acquired from relat-

ed persons ........... $1,200
Acquired from others 275

Total material ....... $1,475
Conversion costs (direct labor and

factory burden) ................................ 25

Total cost of goods sold .......... ................ 1,800

Gross profit ......................................... ................ 700
Administrative and selling expenses .. ................ 300

Taxable income ....................... ................ 400

The product sold, an automobile, is not suffi-
ciently distinguishable from the components
purchased (the engine, transmission, etc.) to
constitute a substantial transformation of
purchased parts within the meaning of sub-
division (ii) of this subparagraph. Although
conversion costs of B Corporation are less
than 20 percent of total cost of goods sold
($325/$1800 or 18 percent), the operations con-
ducted by B Corporation in connection with
the property purchased and sold are substan-
tial in nature and are generally considered
to constitute the manufacture of a product.
Corporation B will be considered under this
subdivision to have manufactured the prod-
uct it sells.

Example 3. Controlled foreign corporation
C, incorporated under the laws of foreign
country X, purchases from related persons
radio parts manufactured in foreign country
Y. Corporation C designs radio kits, pack-
ages component parts required for assembly
of such kits, and sells the parts in a
knocked-down condition to unrelated per-
sons for use outside country X. These pack-

aging operations of C Corporation do not
constitute the manufacture, production, or
construction of personal property for pur-
poses of section 954(d)(1).

(5) Rules for apportionment of income
derived from the sale of purchased compo-
nents used in property not manufactured,
produced, or constructed. The foreign
base company sales income derived by
a controlled foreign corporation for the
taxable year from sales of personal
property purchased and used as a com-
ponent part of property which is not
manufactured, produced, or con-
structed by such corporation within
the meaning of subparagraph (4) of this
paragraph shall, unless the records of
the controlled foreign corporation
show that a different apportionment of
income is proper or unless all the in-
come from such sales is treated as for-
eign base company sales income, be de-
termined by first making for such year
the following separate classifications
and subclassifications with respect to
the property which is sold and then by
apportioning the income for such year
from such sales in accordance with the
rules of this subparagraph:

(i) A classification of the cost of com-
ponents used in the property which is
sold into two classes consisting of the
cost of components manufactured, pro-
duced, constructed, grown, or ex-
tracted—

(a) Within the country under the
laws of which the controlled foreign
corporation is created or organized,
and

(b) Outside such country;
(ii) A subclassification of the class

described in subdivision (i) (b) of this
subparagraph into—

(a) The cost of such components pur-
chased from unrelated persons, and

(b) The cost of such components pur-
chased from related persons;

(iii) A classification of the income
derived from such sales into two class-
es consisting of income derived from
sales for use, consumption, or disposi-
tion—

(a) Within the country under the
laws of which the controlled foreign
corporation is created or organized,
and

(b) Outside such country; and
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(iv) A subclassification of the class
described in subdivision (iii) (b) of this
subparagraph into income from—

(a) Sales to unrelated persons, and
(b) Sales to related persons.

The foreign base company sales income
for the taxable year from purchases of
the property from related persons and
sales to unrelated persons shall be the
amount which bears to the amount de-
scribed in subdivision (iv) (a) of this
subparagraph the same ratio that the
amount described in subdivision (ii) (b)
of this subparagraph bears to the total
cost of components used in the product
which is sold. The foreign base com-
pany sales income for the taxable year
from purchases of the property from re-
lated persons and sales to related per-
sons is the amount which bears to the
amount described in subdivision (iv) (b)
of this subparagraph the same ratio
that the amount described in subdivi-
sion (ii) (b) of this subparagraph bears
to the total cost of components used in
the product which is sold.
The foreign base company sales income
for the taxable year from purchases of
the property from unrelated persons
and sales to related persons is the
amount which bears to the amount de-
scribed in subdivision (iv) (b) of this
subparagraph the same ratio that the
amount described in subdivision (ii) (a)
of this subparagraph bears to the total
cost of components used in the product
which is sold. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. Controlled foreign corporation
C, which is incorporated under the laws of
foreign country X, uses the calendar year as
the taxable year. For 1964, C Corporation
purchases radio parts of which some are
manufactured in foreign country Y; and oth-
ers, in country X. Some of the parts manu-
factured in country Y are purchased from re-
lated persons. Corporation C uses the pur-
chased parts in radio kits which it designs
and sells for assembly by its customers, un-
related persons, some of whom use the kits
outside country X. Unless the records of C
Corporation show that a different apportion-
ment of income is proper, the foreign base
company sales income for 1964 is determined
in the following manner upon the basis of
the following factual classifications for such
year:

Cost of components purchased from all persons:
Manufactured within country X ............................... $20

Manufactured outside country X ............................. 40

Total cost ............................................................. 60

Cost of components manufactured outside country X:
Purchased from unrelated persons ........................ 10
Purchased from related persons ............................ 30

Total cost ............................................................. 40

Gross income from sales:
Gross receipts from sales ....................................... 120
Cost of goods sold:

Components ......................................... $60
Direct labor and factory burden ........... 10 70

Gross income ............................................... 50

Gross income from sales:
For use within country X ......................................... 26
For use outside country X ...................................... 24

Gross income ...................................................... 50

Foreign base company sales income from purchases
from related persons and sales to unrelated persons
($24×$30/$60) ............................................................ 12

Example 2. The facts are the same as in ex-
ample 1 except that none of the purchases
are from related persons and some of the
sales for use outside country X are to related
persons. Unless the records of C Corporation
show that a different apportionment of in-
come is proper, the foreign base company
sales income for 1964 is determined in the fol-
lowing manner upon the basis of the follow-
ing additional factual classification for such
year:

Gross income from sales for use outside country
X—

To unrelated persons ........................................ $8
To related persons ............................................ 16

Total gross income ........................................ 24

Foreign base company sales income from pur-
chases from unrelated persons and sales to re-
lated persons ($16×$40/$60) ............................... 10.67

Example 3. The facts are the same as in ex-
ample 1 except that some of the sales for use
outside country X are to related persons as
in example 2. Unless the records of C Cor-
poration show that a different apportion-
ment of income is proper, the foreign base
company sales income for 1964 is determined
in the following manner:

Foreign base company sales income from pur-
chases from related persons and sales to unre-
lated persons ($8×$30/$60) ................................. $4.00

Foreign base company sales income from pur-
chases from related persons and sales to related
persons ($16×$30/$60) ........................................ 8.00

Foreign base company sales income from pur-
chases from unrelated persons and sales to re-
lated persons ($16×$10/$60) ............................... 2.67

Total foreign base company sales income ....... 14.67
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(b) Branches of controlled foreign cor-
poration treated as separate corpora-
tions—(1) General rules for determining
when to apply separate treatment—(i)
Sales or purchase branch—(a) In general.
If a controlled foreign corporation car-
ries on purchasing or selling activities
by or through a branch or similar es-
tablishment located outside the coun-
try under the laws of which such cor-
poration is created or organized and
the use of the branch or similar estab-
lishment for such activities has sub-
stantially the same tax effect as if the
branch or similar establishment were a
wholly owned subsidiary corporation of
such controlled foreign corporation,
the branch or similar establishment
and the remainder of the controlled
foreign corporation will be treated as
separate corporations for purposes of
determining foreign base company
sales income of such corporation. See
section 954(d)(2).

(b) Allocation of income and comparison
of effective rates of tax. The determina-
tion as to whether such use of the
branch or similar establishment has
the same tax effect as if it were a whol-
ly owned subsidiary corporation of the
controlled foreign corporation shall be
made by allocating to such branch or
similar establishment only that in-
come derived by the branch or estab-
lishment which, when the special rules
of subparagraph (2)(i) of this paragraph
are applied, is described in paragraph
(a) of this section (but determined
without applying subparagraphs (2), (3),
and (4) of such paragraph). The use of
the branch or similar establishment for
such activities will be considered to
have substantially the same tax effect
as if it were a wholly owned subsidiary
corporation of the controlled foreign
corporation if the income allocated to
the branch or similar establishment
under the immediately preceding sen-
tence is, by statute, treaty obligation,
or otherwise, taxed in the year when
earned at an effective rate of tax that
is less than 90 percent of, and at least
5 percentage points less than, the effec-
tive rate of tax which would apply to
such income under the laws of the
country in which the controlled foreign
corporation is created or organized, if,
under the laws of such country, the en-
tire income of the controlled foreign

corporation were considered derived by
the corporation from sources within
such country from doing business
through a permanent establishment
therein, received in such country, and
allocable to such permanent establish-
ment, and the corporation were man-
aged and controlled in such country.

(c) Use of more than one branch. If a
controlled foreign corporation carries
on purchasing or selling activities by
or through more than one branch or
similar establishment located outside
the country under the laws of which
such corporation is created or orga-
nized, or by or through one or more
such branches or similar establish-
ments in a case where subdivision (ii)
of this subparagraph also applies, then
(b) of this subdivision shall be applied
separately to the income derived by
each such branch or similar establish-
ment (by treating such purchasing or
selling branch or similar establishment
as if it were the only branch or similar
establishment of the controlled foreign
corporation and as if any such other
branches or similar establishments
were separate corporations) in deter-
mining whether the use of such branch
or similar establishment has substan-
tially the same tax effect as if such
branch or similar establishment were a
wholly owned subsidiary corporation of
the controlled foreign corporation.

(ii) Manufacturing branch—(a) In gen-
eral. If a controlled foreign corporation
carries on manufacturing, producing,
constructing, growing, or extracting
activities by or through a branch or
similar establishment located outside
the country under the laws of which
such corporation is created or orga-
nized and the use of the branch or simi-
lar establishment for such activities
with respect to personal property pur-
chased or sold by or through the re-
mainder of the controlled foreign cor-
poration has substantially the same
tax effect as if the branch or similar es-
tablishment were a wholly owned sub-
sidiary corporation of such controlled
foreign corporation, the branch or
similar establishment and the remain-
der of the controlled foreign corpora-
tion will be treated as separate cor-
porations for purposes of determining
foreign base company sales income of
such corporation. See section 954(d)(2).
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(b) Allocation of income and comparison
of effective rates of tax. The determina-
tion as to whether such use of the
branch or similar establishment has
substantially the same tax effect as if
the branch or similar establishment
were a wholly owned subsidiary cor-
poration of the controlled foreign cor-
poration shall be made by allocating to
the remainder of such controlled for-
eign corporation only that income de-
rived by the remainder of such corpora-
tion, which, when the special rules of
subparagraph (2)(i) of this paragraph
are applied, is described in paragraph
(a) of this section (but determined
without applying subparagraphs (2), (3),
and (4) of such paragraph). The use of
the branch or similar establishment for
such activities will be considered to
have substantially the same tax effect
as if it were a wholly owned subsidiary
corporation of the controlled foreign
corporation if income allocated to the
remainder of the controlled foreign
corporation under the immediately
preceding sentence is, by statute, trea-
ty obligation, or otherwise, taxed in
the year when earned at an effective
rate of tax that is less than 90 percent
of, and at least 5 percentage points less
than, the effective rate of tax which
would apply to such income under the
laws of the country in which the
branch or similar establishment is lo-
cated, if, under the laws of such coun-
try, the entire income of the controlled
foreign corporation were considered de-
rived by such corporation from sources
within such country from doing busi-
ness through a permanent establish-
ment therein, received in such country,
and allocable to such permanent estab-
lishment, and the corporation were cre-
ated or organized under the laws of,
and managed and controlled in, such
country.

(c) Use of one or more sales or purchase
branches in addition to a manufacturing
branch. If, with respect to personal
property manufactured, produced, con-
structed, grown, or extracted by or
through a branch or similar establish-
ment located outside the country
under the laws of which the controlled
foreign corporation is created or orga-
nized, purchasing or selling activities
are carried on by or through more than
one branch or similar establishment, or

by or through one or more branches or
similar establishments located outside
such country, of such corporation, then
(b) of this subdivision shall be applied
separately to the income derived by
each such purchasing or selling branch
or similar establishment (by treating
such purchasing or selling branch or
similar establishment as though it
alone were the remainder of the con-
trolled foreign corporation) for pur-
poses of determining whether the use
of such manufacturing, producing, con-
structing, growing, or extracting
branch or similar establishment has
substantially the same tax effect as if
such branch or similar establishment
were a wholly owned subsidiary cor-
poration of the controlled foreign cor-
poration.

(2) Special rules—(i) Determination of
treatment as a wholly owned subsidiary
corporation. For purposes of determin-
ing under this paragraph whether the
use of a branch or similar establish-
ment which is treated as a separate
corporation has substantially the same
tax effect as if the branch or similar es-
tablishment were a wholly owned sub-
sidiary corporation of a controlled for-
eign corporation—

(a) Treatment as separate corporations.
The branch or similar establishment
will be treated as a wholly owned sub-
sidiary corporation of the controlled
foreign corporation, and such branch or
similar establishment will be deemed
to be incorporated in the country in
which it is located.

(b) Activities treated as performed on
behalf of remainder of corporation. With
respect to purchasing or selling activi-
ties performed by or through the
branch or similar establishment, such
purchasing or selling activities shall—

(1) With respect to personal property
manufactured, produced, constructed,
grown, or extracted by the controlled
foreign corporation, or

(2) With respect to personal property
(other than property described in (1) of
this subdivision (b)) purchased or sold,
or purchased and sold, by the con-
trolled foreign corporation,
be treated as performed on behalf of
the controlled foreign corporation.

(c) Activities treated as performed on be-
half of branch. With respect to manu-
facturing, producing, constructing,
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growing, or extracting activities per-
formed by or through the branch or
similar establishment, purchasing or
selling activities performed by or
through the remainder of the con-
trolled foreign corporation with re-
spect to the personal property manu-
factured, produced, constructed, grown,
or extracted by or through the branch
or similar establishment shall be treat-
ed as performed on behalf of the branch
or similar establishment.

(d) Determination of hypothetical tax.
To the extent applicable, the principles
of paragraph (b)(4)(ii) of § 1.954–1 shall
be used in determining, under subdivi-
sion (i) of subparagraph (1) of this para-
graph, the effective rate of tax which
would apply to the income of the
branch or similar establishment under
the laws of the country in which the
controlled foreign corporation is cre-
ated or organized, or in determining,
under subdivision (ii) of such subpara-
graph, the effective rate of tax which
would apply to the income of the
branch or similar establishment under
the laws of the country in which the
manufacturing, producing, construct-
ing, growing, or extracting branch or
similar establishment is located.

(e) Tax laws to be taken into account.
Tax determinations shall be made by
taking into account only the income,
war profits, excess profits, or similar
tax laws (or the absence of such laws)
of the countries involved.

(ii) Determination of foreign base com-
pany sales income. Once it has been de-
termined under subparagraph (1) of this
paragraph that a branch or similar es-
tablishment and the remainder of the
controlled foreign corporation are to be
treated as separate corporations, the
determination of whether such branch
or similar establishment, or the re-
mainder of the controlled foreign cor-
poration, as the case may be, has for-
eign base company sales income shall
be made by applying the following
rules:

(a) Treatment as separate corporations.
The branch or similar establishment
will be treated as a wholly owned sub-
sidiary corporation of the controlled
foreign corporation, and such branch or
similar establishment will be deemed
to be incorporated in the country in
which it is located.

(b) Activities treated as performed on
behalf of remainder of corporation. With
respect to purchasing or selling activi-
ties performed by or through the
branch or similar establishment, such
purchasing or selling activities shall—

(1) With respect to personal property
manufactured, produced, constructed,
grown, or extracted by the controlled
foreign corporation, or

(2) With respect to personal property
(other than property described in (1) of
this subdivision (b)) purchased or sold,
or purchased and sold, by the con-
trolled foreign corporation,
be treated as performed on behalf of
the controlled foreign corporation.

(c) Activities treated as performed on be-
half of branch. With respect to manu-
facturing, producing, constructing,
growing, or extracting activities per-
formed by or through the branch or
similar establishment, purchasing or
selling activities performed by or
through the remainder of the con-
trolled foreign corporation with re-
spect to the personal property manu-
factured, produced, constructed, grown,
or extracted by or through the branch
or similar establishment shall be treat-
ed as performed on behalf of the branch
or similar establishment.

(d) Items not to be twice included in in-
come. Income which is classified as for-
eign base company sales income as a
result of the application of subdivision
(i) of subparagraph (1) of this para-
graph shall not be again classified as
foreign base company sales income as a
result of the application of subdivision
(ii) of such subparagraph.

(e) Comparison with ordinary treat-
ment. Income derived by the branch or
similar establishment, or by the re-
mainder of the controlled foreign cor-
poration, shall not be considered for-
eign base company sales income if the
income would not be so considered if it
were derived by a separate controlled
foreign corporation under like cir-
cumstances.

(f) Priority of application. If income
derived by the branch or similar estab-
lishment, or by the remainder of the
controlled foreign corporation, from a
transaction would be classified as for-
eign base company sales income of
such controlled foreign corporation
under section 954(d)(1) and paragraph
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(a) of this section, the income shall,
notwithstanding this paragraph, be
treated as foreign base company sales
income under paragraph (a) of this sec-
tion and the branch or similar estab-
lishment shall not be treated as a sepa-
rate corporation with respect to such
income.

(3) Inclusion of amounts in gross income
of United States shareholders. A branch
or similar establishment of a con-
trolled foreign corporation and the re-
mainder of such corporation shall be
treated as separate corporations under
this paragraph solely for purposes of
determining the foreign base company
sales income of each such corporation
and for purposes of including an
amount in subpart F income of the
controlled foreign corporation under
section 953(a). See section 954(b)(3) and
paragraph (d)(4) of § 1.954–1 for rules re-
lating to the treatment of a branch or
similar establishment of a controlled
foreign corporation and the remainder
of such corporation as separate cor-
porations for purposes of independently
determining if the foreign base com-
pany income of each such corporation
is less than 10 percent, or more than 70
percent, of its gross income. For all
other purposes, however, a branch or
similar establishment of a controlled
foreign corporation and the remainder
of such corporation shall not be treated
as separate corporations. For example,
if the controlled foreign corporation
has a deficit in earnings and profits to
which section 952(c) applies, the limita-
tion of such section on the amount in-
cludable in the subpart F income of
such corporation will apply. Moreover,
income, war profits, or excess profits
taxes paid by a branch or similar estab-
lishment to a foreign country will be
treated as having been paid by the con-
trolled foreign corporation for purposes
of section 960 (relating to special rules
for foreign tax credit) and the regula-
tions thereunder. Also, income of a
branch or similar establishment, treat-
ed as a separate corporation under this
paragraph, will not be treated as divi-
dend income of the controlled foreign
corporation of which it is a branch or
similar establishment.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is engaged in the manufacturing
business in such country. Corporation A ne-
gotiates sales of its products for use outside
of country X through a sales office, branch
B, maintained in foreign country Y. These
activities constitute the only activities of A
Corporation. Country X levies an income tax
at an effective rate of 50 percent on the in-
come of A Corporation derived by the manu-
facturing plant in country X but does not tax
the sales income of A Corporation derived by
branch B in country Y. Country Y levies an
income tax at an effective rate of 10 percent
on the sales income derived by branch B but
does not tax the income of A Corporation de-
rived by the manufacturing plant in country
X. If the sales income derived by branch B
were, under the laws of country X, derived
from sources within country X by A Corpora-
tion, such income would be taxed by such
country at an effective rate of 50 percent. In
determining foreign base company sales in-
come of A Corporation, branch B is treated
as a separate wholly owned subsidiary cor-
poration of A Corporation, the 10 percent
rate of tax on branch B’s income being less
than 90 percent of, and at least 5 percentage
points less than, the 50 percent rate. Income
derived by branch B, treated as a separate
corporation, from the sale by or through it
for use, consumption, or disposition outside
country Y of the personal property produced
in country X is treated as income from the
sale of personal property on behalf of A Cor-
poration, a related person, and constitutes
foreign base company sales income. The re-
mainder of A Corporation, treated as a sepa-
rate corporation, derives no foreign base
company sales income since it produces the
product which is sold.

Example 2. Controlled foreign corporation C
is incorporated under the laws of foreign
country X. Corporation C maintains branch
B in foreign country Y. Branch B manufac-
tures articles in country Y which are sold
through the sales offices of C Corporation lo-
cated in country X. These activities con-
stitute the only activities of C Corporation.
Country Y levies an income tax at an effec-
tive rate of 30 percent on the manufacturing
profit of C Corporation derived by branch B
but does not tax the sales income of C Cor-
poration derived by the sales offices in coun-
try X. Country X does not impose an income,
war profits, excess profits, or similar tax,
and no tax is paid to any foreign country
with respect to income of C Corporation
which is not derived by branch B. If C Cor-
poration were incorporated under the laws of
country Y, the sales income of the sales of-
fices in country X would be taxed by country
Y at an effective rate of 30 percent. In deter-
mining foreign base company sales income of
C Corporation, branch B is treated as a sepa-
rate wholly owned subsidiary corporation of
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C Corporation, the zero rate of tax on the in-
come derived by the remainder of C Corpora-
tion being less than 90 percent of, and at
least 5 percentage points less than, the 30
percent rate. Branch B, treated as a separate
corporation, derives no foreign base company
sales income since it produces the product
which is sold. Income derived by the remain-
der of C Corporation, treated as a separate
corporation, from the sale by or through it
for use, consumption, or disposition outside
country X of the personal property produced
in country Y is treated as income from the
sale of personal property on behalf of branch
B, a related person, and constitutes foreign
base company sales income.

Example 3. Controlled foreign corporation
E, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
controlled foreign corporation D, also incor-
porated under the laws of country X. Cor-
poration E maintains branch B in foreign
country Y. Both corporations use the cal-
endar year as the taxable year. In 1964, E
Corporation’s sole activity, carried on
through branch B, consists of the purchase of
articles manufactured in country X by D
Corporation, a related person, and the sale of
the articles through branch B for use outside
country X. The income of E Corporation de-
rived by branch B from such transactions is
taxed to E Corporation by country X only at
the time E Corporation distributes such in-
come to D Corporation and is then taxed on
the basis of what the tax (a 40 percent effec-
tive rate) would have been if the income had
been derived in 1964 by E Corporation from
sources within country X from doing busi-
ness through a permanent establishment
therein. Country Y levies an income tax at
an effective rate of 50 percent on income de-
rived from sources within such country, but
the income of branch B for 1964 is effectively
taxed by country Y at a 5 percent rate since,
under the laws of such country, only 10 per-
cent of branch B’s income is derived from
sources within such country. Corporation E
makes no distributions to D Corporation in
1964. In determining foreign base company
sales income of E Corporation for 1964,
branch B is treated as a separate wholly
owned subsidiary corporation of E Corpora-
tion, the 5 percent rate of tax on branch B’s
income being less than 90 percent of, and at
least 5 percentage points less than, the 40
percent rate. Income derived by branch B,
treated as a separate corporation, from the
sale by or through it for use, consumption,
or disposition outside country Y of the per-
sonal property produced in country X is
treated as income from the sale of personal
property on behalf of E Corporation, a relat-
ed person, and constitutes foreign base com-
pany sales income.

Example 4. Controlled foreign corporation
F, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of

domestic corporation M. Corporation F,
through its branch B in foreign country Y,
purchases from controlled foreign corpora-
tion G, a wholly owned subsidiary of M Cor-
poration incorporated under the laws of for-
eign country Z, personal property which G
Corporation manufactures in country Z. Cor-
poration F sells such property for use in for-
eign country W. Since the income of F Cor-
poration from such purchases and sales is
classified as foreign base company sales in-
come under section 954(d)(1) and paragraph
(a) of this section, branch B will not be
treated as a separate corporation with re-
spect to such income even if the tax differen-
tial between countries X and Y would other-
wise justify such treatment.

Example 5. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is engaged in manufacturing arti-
cles through its home office, located in coun-
try X, and selling such articles through
branch B, located in foreign country Y, and
through branch C, located in foreign country
Z, for use outside country X. These activities
constitute the only activities of A Corpora-
tion for its taxable year 1963. Each such
country levies an income tax on only the in-
come derived from sources within such coun-
try, and all income derived in 1963 by the
home office, branch B, and branch C, respec-
tively, is derived from sources within coun-
tries X, Y, and Z, respectively. The income
and income taxes of A Corporation for 1963
are as follows:

X Country Y Country Z Country

Income of:
Home office .... $200,000 .................... ....................
Branch B ......... .................... $100,000 ....................
Branch C ......... .................... .................... $100,000

Income tax .......... $100,000 $20,000 $20,000
Effective rate of

tax ................... 50% 20% 20%

By applying subparagraph (1)(i) of this para-
graph and by treating branch B as though it
were the only branch of A Corporation,
branch B is treated as a separate wholly
owned subsidiary corporation of A Corpora-
tion in determining foreign base company
sales income of A Corporation for 1963, the 20
percent rate of tax on the income of such
branch being less than 90 percent of, and at
least 5 percentage points less than, the 50
percent rate of tax which would apply to the
income of branch B under the laws of coun-
try X if, under the laws of such country, all
the income of A Corporation for 1963 derived
through the home office and branch B were
derived from sources within country X.
Moreover, by applying subparagraph (1)(i) of
this paragraph and by treating branch C as
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though it were the only branch of A Corpora-
tion, branch C is treated as a separate whol-
ly owned subsidiary corporation of A Cor-
poration, the 20 percent rate of tax on the in-
come of such branch being less than 90 per-
cent of, and at least 5 percentage points less
than, the 50 percent rate of tax which would
apply to the income of branch C under the
laws of country X if, under the laws of such
country, all the income of A Corporation for
1963 derived through the home office and
branch C were derived from sources within
country X. The income derived by branch B
and branch C, respectively, each treated as a
separate corporation, from the sale by or
through each of them for use, consumption,
or disposition outside country Y and country
Z, respectively, is treated as income from
the sale of personal property on behalf of A
Corporation, a related person, and con-
stitutes foreign base company sales income
for 1963. The home office of A Corporation,
treated as a separate corporation, derives no
foreign base company sales income for 1963
since it produces the articles which are sold.

Example 6. Controlled foreign corporation
A, incorporated under the laws of foreign
country X is engaged in manufacturing arti-
cles through branch B, located in foreign
country Y, and selling such articles through
branch C, located in foreign country Z, and
through its home office, located in country
X, for use outside country X. These activi-
ties constitute the only activities of A Cor-
poration for its taxable year 1963. Each such
country levies an income tax on only the in-
come derived from sources within such coun-
try, and all income derived in 1963 by the
home office, branch B, and branch C, respec-
tively, is derived from sources within coun-
tries X, Y, and Z, respectively. The income
and income taxes of A Corporation for 1963
are as follows:

X Country Y Country Z Country

Income of:
Home office .... $100,000 .................... ....................
Branch B ......... .................... $200,000 ....................
Branch C ......... .................... .................... $100,000

Income tax .......... $20,000 $100,000 $20,000
Effective rate of

tax ................... 20% 50% 20%

In determining foreign base company sales
income of A Corporation for 1963 neither
branch B nor branch C is treated, by apply-
ing subparagraph (1)(i) of this paragraph, as
a separate wholly owned subsidiary corpora-
tion of A Corporation since branch B derives
no income from the purchase or sale of per-
sonal property and since, in the case of
branch C treated as though it were the only
branch of A Corporation, the 20 percent rate
of tax on the income of branch C is not less
than 90 percent of, and not as much as 5 per-
centage points less than, the 20 percent rate
of tax which would apply to the income of

branch C under the laws of country X if,
under the laws of such country, all the in-
come of A Corporation for 1963 derived
through the home office and branch C were
derived from sources within country X. How-
ever, by applying subparagraph (1)(ii) of this
paragraph and by treating the home office in
country X as though it alone were the re-
mainder of A Corporation, branch B is treat-
ed as a separate wholly owned subsidiary
corporation of A Corporation, the 20 percent
rate of tax on the income of the home office
being less than 90 percent of, and at least 5
percentage points less than, the 50 percent
rate of tax which would apply to the income
of the home office under the laws of country
Y if, under the laws of such country, all the
income of A Corporation for 1963 derived
through the home office and branch B were
derived from sources within country Y.
Moreover, by applying subparagraph (1)(ii) of
this paragraph and by treating branch C as
though it alone were the remainder of A Cor-
poration, branch B and branch C are treated
as separate wholly owned subsidiary corpora-
tions of A Corporation, the 20 percent rate of
tax on the income of branch C being less
than 90 percent of, and at least 5 percentage
points less than, the 50 percent rate of tax
which would apply to the income of branch C
under the laws of country Y if, under the
laws of such country, all the income of A
Corporation for 1963 derived through branch
B and branch C were derived from sources
within country Y. The income derived by the
home office and branch C, respectively, each
treated as a separate corporation, from the
sale by or through each of them for use, con-
sumption, or disposition outside country X
and country Z, respectively, is treated as in-
come from the sale of personal property on
behalf of branch B, a related person, and con-
stitutes foreign base company sales income
for 1963. Branch B, treated as a separate cor-
poration, derives no foreign base company
sales income since it produces the articles
which are sold.

Example 7. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is engaged in manufacturing arti-
cles through branch B, located in foreign
country Y, and selling such articles through
the home office, located in country X, and

through branch C, located in foreign country
Z, for use outside country X. These activities
constitute the only activities of A Corpora-
tion for its taxable year 1963. Each such
country levies an income tax on only the in-
come derived from sources within such coun-
try, and all income derived in 1963 by the
home office, branch B, and branch C, respec-
tively, is derived from sources within coun-
tries X, Y, and Z, respectively. The income
and income taxes of A Corporation for 1963
are as follows:
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X Country Y Country Z Country

Income of:
Home office .... $100,000 .................... ....................
Branch B ......... .................... $200,000 ....................
Branch C ......... .................... .................... $100,000

Income tax .......... $40,000 $100,000 $20,000
Effective rate of

tax ................... 40% 50% 20%

By applying subparagraph (1)(i) of this para-
graph and by treating branch C as though it
were the only branch of A Corporation,
branch C is treated as a separate wholly
owned subsidiary corporation of A Corpora-
tion in determining foreign base company
sales income of A Corporation for 1963, the 20
percent rate of tax on the income of branch
C being less than 90 percent of, and at least
5 percentage points less than, the 40 percent
rate of tax which would apply to the income
of branch C under the laws of country X if,
under the laws of such country, all the in-
come of A Corporation for 1963 derived
through the home office and branch C were
derived from sources within country X. In
addition, by applying subparagraph (1)(ii) of
this paragraph and by treating the home of-
fice in country X as though it alone were the
remainder of A Corporation, branch B is
treated as a separate wholly owned subsidi-
ary corporation of A Corporation, the 40 per-
cent rate of tax on the income of the home
office being less than 90 percent of, and at
least 5 percentage points less than, the 50
percent rate of tax which would apply to the
income of the home office under the laws of
country Y if, under the laws of such country,
all the income of A Corporation for 1963 de-
rived through the home office and branch B
were derived from sources within country Y.
Moreover, by applying subparagraph (1)(ii) of
this paragraph and by treating branch C as
though it alone were the remainder of A Cor-
poration, branch B and branch C would again
be treated as separate wholly owned subsidi-
ary corporations of A Corporation, the 20
percent rate of tax on the income of branch
C being less than 90 percent of, and at least
5 percentage points less than, the 50 percent
rate of tax which would apply to the income
of branch C under the laws of country Y if,
under the laws of such country, all the in-
come of A Corporation for 1963 derived
through branch B and branch C were derived
from sources within country Y; however, for
purposes of determining foreign base com-
pany sales income of A Corporation for 1963,
only the classification under subparagraph
(1)(i) of this paragraph shall, by reason of the
application of subparagraph (2)(ii)(d) of this
paragraph, be applied with respect to the in-
come derived by branch C. The income de-
rived by the home office and branch C, re-
spectively, each treated as a separate cor-
poration, from the sale by or through each of
them for use, consumption, or disposition
outside country X and country Z, respec-

tively, is treated as income from the sale of
personal property on behalf of branch B, a
related person, and constitutes foreign base
company sales income for 1963. Branch B,
treated as a separate corporation, derives no
foreign base company sales income since it
produces the articles which are sold.

(c) Shipping income for taxable years
beginning after December 31, 1975. For
taxable years beginning after Decem-
ber 31, 1975, foreign base company ship-
ping income (as determined under
§ 1.954–6) of a controlled foreign cor-
poration shall not also be considered
foreign base company sales income of
that controlled foreign corporation.

[T.D. 6734, 29 FR 6392, May 15, 1964, as amend-
ed by T.D. 7545, 43 FR 32754, May 8, 1978; T.D.
7893, 48 FR 22508, May 19, 1983; T.D. 7894, 48
FR 22523, May 19, 1983]

§ 1.954–4 Foreign base company serv-
ices income.

(a) Items included. Except as provided
in paragraph (d) of this section, foreign
base company services income means
income of a controlled foreign corpora-
tion, whether in the form of compensa-
tion, commissions, fees, or otherwise,
derived in connection with the per-
formance of technical, managerial, en-
gineering, architectural, scientific,
skilled, industrial, commercial, or like
services which—

(1) Are performed for, or on behalf of
a related person, as defined in para-
graph (e)(1) of § 1.954–1, and

(2) Are performed outside the country
under the laws of which the controlled
foreign corporation is created or orga-
nized.

(b) Services performed for, or on behalf
of, a related person—(1) Specific cases.
For purposes of paragraph (a)(1) of this
section, ‘‘services which are performed
for, or on behalf of, a related person’’
include (but are not limited to) serv-
ices performed by a controlled foreign
corporation in a case where—

(i) The controlled foreign corporation
is paid or reimbursed by, is released
from an obligation to, or otherwise re-
ceives substantial financial benefit
from, a related person for performing
such services;

(ii) The controlled foreign corpora-
tion performs services (whether or not
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with respect to property sold by a re-
lated person) which a related person is,
or has been, obligated to perform;

(iii) The controlled foreign corpora-
tion performs services with respect to
property sold by a related person and
the performance of such services con-
stitutes a condition or a material term
of such sale; or

(iv) Substantial assistance contribut-
ing to the performance of such services
has been furnished by a related person
or persons.

(2) Special rules—(i) Guaranty of per-
formance. Subparagraph (1)(ii) of this
paragraph shall not apply with respect
to services performed by a controlled
foreign corporation pursuant to a con-
tract the performance of which is guar-
anteed by a related person, if (a) the re-
lated person’s sole obligation with re-
spect to the contract is to guarantee
performance of such services, (b) the
controlled foreign corporation is fully
obligated to perform the services under
the contract, and (c) the related person
(or any other person related to the con-
trolled foreign corporation) does not in
fact (1) pay for performance of, or per-
form, any of such services the perform-
ance of which is so guaranteed or (2)
pay for performance of, or perform, any
significant services related to such
services. If the related person (or any
other person related to the controlled
foreign corporation) does in fact pay
for performance of, or perform, any of
such services or any significant serv-
ices related to such services, subpara-
graph (1)(ii) of this paragraph shall
apply with respect to the services per-
formed by the controlled foreign cor-
poration pursuant to the contract the
performance of which is guaranteed by
the related person, even though such
payment or performance is not consid-
ered to be substantial assistance for
purposes of subparagraph (1)(iv) of this
paragraph. For purposes of this sub-
division, a related person shall be con-
sidered to guarantee performance of
the services by the controlled foreign
corporation whether it guarantees per-
formance of such services by a separate
contract of guaranty or enters into a
service contract solely for purposes of
guaranteeing performance of such serv-
ices and immediately thereafter as-
signs the entire contract to the con-

trolled foreign corporation for execu-
tion.

(ii) Application of substantial assist-
ance test. For purposes of subparagraph
(1)(iv) of this paragraph—

(a) Assistance furnished by a related
person or persons to the controlled for-
eign corporation shall include, but
shall not be limited to, direction, su-
pervision, services, know-how, finan-
cial assistance (other than contribu-
tions to capital), and equipment, mate-
rial, or supplies.

(b) Assistance furnished by a related
person or persons to a controlled for-
eign corporation in the form of direc-
tion, supervision, services, or know-
how shall not be considered substantial
unless either (1) the assistance so fur-
nished provides the controlled foreign
corporation with skills which are a
principal element in producing the in-
come from the performance of such
services by such corporation or (2) the
cost to the controlled foreign corpora-
tion of the assistance so furnished
equals 50 percent or more of the total
cost to the controlled foreign corpora-
tion of performing the services per-
formed by such corporation. The term
‘‘cost’’, as used in this subdivision (b),
shall be determined after taking into
account adjustments, if any, made
under section 482.

(c) Financial assistance (other than
contributions to capital), equipment,
material, or supplies furnished by a re-
lated person to a controlled foreign
corporation shall be considered assist-
ance only in that amount by which the
consideration actually paid by the con-
trolled foreign corporation for the pur-
chase or use of such item is less than
the arm’s length charge for such pur-
chase or use. The total of such
amounts so considered to be assistance
in the case of financial assistance,
equipment, material, and supplies fur-
nished by all related persons shall be
compared with the profits derived by
the controlled foreign corporation from
the performance of the services to de-
termine whether the financial assist-
ance, equipment, material, and sup-
plies furnished by a related person or
persons are by themselves substantial
assistance contributing to the perform-
ance of such services. For purposes of
this subdivision (c), determinations
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shall be made after taking into account
adjustments, if any, made under sec-
tion 482 and the term ‘‘consideration
actually paid’’ shall include any
amount which is deemed paid by the
controlled foreign corporation pursu-
ant to such an adjustment.

(d) Even though assistance furnished
by a related person or persons to a con-
trolled foreign corporation in the form
of direction, supervision, services, or
know-how is not considered to be sub-
stantial under (b) of this subdivision
and assistance furnished by a related
person or persons in the form of finan-
cial assistance (other than contribu-
tions to capital), equipment, material,
or supplies is not considered to be sub-
stantial under (c) of this subdivision,
such assistance may nevertheless con-
stitute substantial assistance when
taken together or in combination with
other assistance furnished by a related
person or persons which in itself is not
considered to be substantial.

(e) Assistance furnished by a related
person or persons to a controlled for-
eign corporation in the form of direc-
tion, supervision, services, or know-
how shall not be taken into account
under (b) or (d) of this subdivision un-
less the assistance so furnished assists
the controlled foreign corporation di-
rectly in the performance of the serv-
ices performed by such corporation.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Controlled foreign corporation
A is paid by related corporation M for the in-
stallation and maintenance of industrial ma-
chines which M Corporation manufactures
and sells to B Corporation. Such installation
and maintenance services by A Corporation
are performed for, or on behalf of, M Cor-
poration for purposes of section 954(e).

Example 2. Controlled foreign corporation B
enters into a contract with an unrelated per-
son to drill an oil well in a foreign country.
Domestic corporation M owns all the out-
standing stock of B Corporation. Corporation
B employs a relatively small clerical and ad-
ministrative staff and owns the necessary
well-drilling equipment. Most of the tech-
nical and supervisory personnel who oversee
the drilling of the oil well by B Corporation
are regular employees of M Corporation who
are temporarily employed by B Corporation.
In addition, B Corporation hires on the open
market unskilled and semiskilled laborers to
work on the drilling project. The services

performed by B Corporation under the well-
drilling contract are performed for, or on be-
half of, a related person for purposes of sec-
tion 954(e) because the services of the tech-
nical and supervisory personnel which are
provided by M Corporation are of substantial
assistance in the performance of such con-
tract in that they assist B Corporation di-
rectly in the execution of the contract and
provide B Corporation with skills which are
a principal element in producing the income
from the performance of such contract.

Example 3. Controlled foreign corporation F
enters into a contract with an unrelated per-
son to construct a dam in a foreign country.
Domestic corporation M owns all the out-
standing stock of F Corporation. Corporation
F leases or buys from M Corporation, on an
arm’s length basis, the equipment and mate-
rial necessary for the construction of the
dam. The technical and supervisory person-
nel who design and oversee the construction
of the dam are regular full-time employees
of F Corporation who are not on loan from
any related person. The principal clerical
work, and the financial accounting, required
in connection with the construction of the
dam by F Corporation are performed, on a
remunerated basis, by full-time employees of
M Corporation. All other assistance F Cor-
poration requires in completing the con-
struction of the dam is paid for by that cor-
poration and furnished by unrelated persons.
The services performed by F Corporation
under the contract for the construction of
the dam are not performed for, or on behalf
of, a related person for purposes of section
954(e) because the clerical and accounting
services furnished by M Corporation do not
assist F Corporation directly in the perform-
ance of the contract.

Example 4. Controlled foreign corporation
D, a wholly owned subsidiary of domestic
corporation M, procures and enters a con-
tract with an unrelated person to construct
a superhighway in a foreign country, but
such person enters the contract only on the
condition that M Corporation agrees to per-
form, or to pay for the performance by some
person other than D Corporation of, the serv-
ices called for by the contract if D Corpora-
tion should fail to complete their perform-
ance. Corporation D is capable of performing
such contract. No related person as to D Cor-
poration pays for, or performs, any services
called for by the contract, or pays for, or
performs, any significant services related to
such services. The construction of the super-
highway by D Corporation is not considered
for purposes of section 954(e) to be the per-
formance of services for, or on behalf of M
Corporation.

Example 5. Domestic corporation M is obli-
gated under a contract with an unrelated
person to construct a superhighway in a for-
eign country. At a later date M Corporation
assigns the entire contract to its wholly
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owned subsidiary, controlled foreign cor-
poration C, and the unrelated person releases
M Corporation from any obligation under the
contract. The construction of such highway
by C Corporation is considered for purposes
of section 954(e) to be the performance of
services for, or on behalf of, M Corporation.

Example 6. Domestic corporation M enters
a contract with an unrelated person to con-
struct a superhighway in a foreign country.
Corporation M immediately assigns the en-
tire contract to its wholly owned subsidiary,
controlled foreign corporation C. The unre-
lated person does not release M Corporation
of its obligation under the contract, the sole
purpose of these arrangements being to have
M Corporation guarantee performance of the
contract by C Corporation. Corporation C is
capable of performing the construction con-
tract. Neither M Corporation nor any other
person related to C Corporation pays for, or
performs, any services called for by the con-
struction contract or at any time pays for,
or performs, any significant services related
to the services performed under such con-
tract. The construction of the superhighway
by C Corporation is not considered for pur-
poses of section 954(e) to be the performance
of services for, or on behalf of, M Corpora-
tion.

Example 7. The facts are the same as in ex-
ample 6 except that M Corporation, pre-
paratory to entering the construction con-
tract, prepares plans and specifications
which enable the submission of bids for the
contract. Since M Corporation has performed
significant services related to the services
the performance of which it has guaranteed,
the construction of such highway by C Cor-
poration is considered for purposes of section
954(e) to be the performance of services for,
or on behalf of, M Corporation.

Example 8. Domestic corporation M manu-
factures an industrial machine which re-
quires specialized installation. Corporation
M sells the machines for a basic price if the
contract of sale contains no provision for in-
stallation. If, however, the customer agrees
to employ controlled foreign corporation E,
a wholly owned subsidiary of M Corporation,
to install the machine and to pay E Corpora-
tion a specified installation charge, M Cor-
poration sells the machine at a price which
is less than the basic price. The installation
services performed by E Corporation for cus-
tomers of M Corporation purchasing the ma-
chine at the reduced price are considered for
purposes of section 954(e) to be performed
for, or on behalf of, M Corporation.

Example 9. Domestic corporation M manu-
factures and sells industrial machines with a
warranty as to their performance condi-
tional upon their installation and mainte-
nance by a factory-authorized service agen-
cy. Controlled foreign corporation F, a whol-
ly owned subsidiary of M Corporation, is the
only authorized service agency. Any installa-

tion or maintenance services performed by F
Corporation on such machines are considered
for purposes of section 954(e) to be performed
for, or on behalf of, M Corporation.

Example 10. Domestic corporation M manu-
factures electric office machines which it
sells at a basic price without any provision
for, or understanding as to, adjustment or
maintenance of the machines. The machines
require constant adjustment and mainte-
nance services which M Corporation, certain
wholly owned subsidiaries of M Corporation,
and certain unrelated persons throughout
the world are qualified to perform. From
among the numerous persons qualified and
available to perform adjustment and mainte-
nance services with respect to such office
machines, foreign corporation B, a customer
of M Corporation, employs controlled foreign
corporation G, a wholly owned subsidiary of
M Corporation, to adjust and maintain the
office machines which B Corporation pur-
chases from M Corporation. The adjustment
and maintenance services performed by G
Corporation for B Corporation are not con-
sidered for purposes of section 954(e) to be
performed for, or on behalf of, M Corpora-
tion.

(c) Place where services are performed.
The place where services will be con-
sidered to have been performed for pur-
poses of paragraph (a)(2) of this section
will depend on the facts and cir-
cumstances of each case. As a general
rule, services will be considered per-
formed where the persons performing
services for the controlled foreign cor-
poration which derives income in con-
nection with the performance of tech-
nical, managerial, architectural, engi-
neering, scientific, skilled, industrial,
commercial, or like services are phys-
ically located when they perform their
duties in the execution of the service
activity resulting in such income.
Therefore, in many cases, total gross
income of a controlled foreign corpora-
tion derived in connection with each
service contract or arrangement per-
formed for or on behalf of a related per-
son must be apportioned, between in-
come which is not foreign base com-
pany services income and that which is
foreign base company services income,
on a basis of employee-time spent with-
in the foreign country under the laws
of which the controlled foreign cor-
poration is created or organized and
employee-time spent without the for-
eign country under the laws of which
such corporation is created or orga-
nized. In allocating time spent within
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and without the foreign country under
the laws of which the controlled for-
eign corporation is created or orga-
nized, relative weight must also be
given to the value of the various func-
tions performed by persons in fulfill-
ment of the service contract or ar-
rangement. For example, clerical work
will ordinarily be assigned little value,
while services performed by technical,
highly skilled, and managerial person-
nel will be assigned greater values in
relation to the type of function per-
formed by each individual.

(d) Items excluded. Foreign base com-
pany services income does not in-
clude—

(1) Income derived in connection with
the performance of services by a con-
trolled foreign corporation if—

(i) The services directly relate to the
sale or exchange of personal property
by the controlled foreign corporation,

(ii) The property sold or exchanged
was manufactured, produced, grown, or
extracted by such controlled foreign
corporation, and

(iii) The services were performed be-
fore the sale or exchange of such prop-
erty by the controlled foreign corpora-
tion;

(2) Income derived in connection with
the performance of services by a con-
trolled foreign corporation if the serv-
ices directly relate to an offer or effort
to sell or exchange personal property
which was, or would have been, manu-
factured, produced, grown, or extracted
by such controlled foreign corporation
whether or not a sale or exchange of
such property was in fact con-
summated; or

(3) For taxable years beginning after
December 31, 1975, foreign base com-
pany shipping income (as determined
under § 1.954–6).

[T.D. 6734, 29 FR 6399, May 15, 1964, as amend-
ed by T.D. 6981, 33 FR 16497, Nov. 13, 1968;
T.D. 7893, 48 FR 22523, May 19, 1983]

§ 1.954–5 Increase in qualified invest-
ments in less developed countries;
taxable years of controlled foreign
corporations beginning before Jan-
uary 1, 1976.

For rules applicable to taxable years
of controlled foreign corporations be-
ginning before January 1, 1976, see sec-
tion 954(b)(1) (as in effect before the en-

actment of the Tax Reduction Act of
1975) and 26 CFR 1.954–5 (Revised as of
April 1, 1975).

[T.D. 7893, 48 FR 22508, May 19, 1983]

§ 1.954–6 Foreign base company ship-
ping income.

(a) Scope—(1) In general. This section
prescribes rules for determining for-
eign base company shipping income
under the provisions of section 954(f),
as amended by the Tax Reduction Act
of 1975.

(2) Effective date. (i) The rules pre-
scribed in this section apply to taxable
years of foreign corporations beginning
after December 31, 1975, and to taxable
years of United States shareholders (as
defined in section 951 (b)) within which
or with which such taxable years of
such foreign corporations end.

(ii) Except as described in paragraph
(b)(1)(viii) of this section, foreign base
company shipping income does not in-
clude amounts earned by a foreign cor-
poration in a taxable year of such cor-
poration beginning before January 1,
1976. See example 1 of paragraph (g)(2)
of this section for an illustration of the
effect of this subparagraph on partner-
ship income. See example 3 of para-
graph (f)(4)(ii) of this section for an il-
lustration of the effect of this subpara-
graph on certain dividend income. See
paragraph (f)(5)(iii) of this section for
the effect of this subparagraph on cer-
tain interest and gains.

(b) Definitions—(1) Foreign base com-
pany shipping income. The term ‘‘for-
eign base company shipping income’’
means—

(i) Gross income derived from, or in
connection with, the use (or hiring or
leasing for use) of any aircraft or vessel
in foreign commerce (see paragraph (c)
of this section),

(ii) Gross income derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign com-
merce (see paragraph (d) of this sec-
tion),

(iii) Gross income incidental to in-
come described in subdivisions (i) and
(ii) of this subparagraph, as provided in
paragraph (e) of this section,

(iv) Gross income derived from the
sale, exchange, or other disposition of
any aircraft or vessel used or held for
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use (by the seller or by a person related
to the seller) in foreign commerce,

(v) In the case of a controlled foreign
corporation, dividends, interest, and
gains described in paragraph (f) of this
section,

(vi) Income described in paragraph
(g) of this section (relating to partner-
ships, trusts, etc.),

(vii) Exchange gain, to the extent al-
locable to foreign base company ship-
ping income (see § 1.952–2(c)(2)(v)(b),
and

(viii) In the case of a controlled for-
eign corporation and at its option, divi-
dends, interest, and gains attributable
to income derived from aircraft and
vessels (as defined in 26 CFR 1.954–
1(b)(2) (Revised as of April 1, 1975)) by a
less developed country shipping com-
pany (described in § 1.955–5(b)) in tax-
able years beginning after December 31,
1962, and before January 1, 1976. The
portion of a dividend, interest, or gain
attributable to such income shall be
determined by the same method as
that for determining the portion of a
dividend, interest, or gain attributable
to foreign base company shipping in-
come under paragraphs (f)(4), (5), and
(6) of this section, but without regard
to paragraphs (f)(6)(ii) and (iv)(B).

(2) Foreign base company shipping op-
erations. For purposes of sections 951
through 964, the term ‘‘foreign base
company shipping operations’’ means
the trade or business from which gross
income described in subparagraph (1)(i)
and (ii) of this paragraph is derived.

(3) Foreign commerce. For purposes of
sections 951 through 964—

(i) An aircraft or vessel is used in for-
eign commerce to the extent it is used
in transportation of property or pas-
sengers—

(A) Between a port (or airport) in the
United States or possession of the
United States and a port (or airport) in
a foreign country, or

(B) Between a port (or airport) in a
foreign country and another in the
same country or between a port (or air-
port) in a foreign country and one in
another foreign country.
Thus, for example, a trawler, a factory
ship, and an oil drilling ship are not
considered to be used in foreign com-
merce. On the other hand, a cruise ship
which visits one or more foreign ports

is considered to be so used. Notwith-
standing subdivision (i)(B) of this para-
graph (b)(3), foreign base company in-
come does not include income derived
from, or in connection with, the use of
an aircraft or vessel in transportation
of property or passengers between a
port (or airport) in a foreign country
and another port (or airport) in the
same country if both the foreign cor-
poration is created or organized and
the aircraft or vessel is registered in
that country.

(ii) The term vessel includes all water
craft and other artificial contrivances
of whatever description and at what-
ever stage of construction, whether on
the stocks or launched, which are used
or are capable of being used or are in-
tended to be used as a means of trans-
portation on water. This definition
does not apply for purposes of section
956(b)(2)(G) and § 1.956–2(b)(1)(ix).

(iii) The term port means any place
(whether on or off shore) where aircraft
or vessels are accustomed to load or
unload goods or to take on or let off
passengers.

(iv) Any vessel (such as a lighter or
beacon lightship) which serves other
vessels used in foreign commerce
(within the meaning of subdivision (i)
of this subparagraph) shall, to the ex-
tent so used, also be considered to be
used in foreign commerce.

(v) For the meaning of the term ‘‘for-
eign country’’, see section 638(2).

(4) Use in foreign commerce. For pur-
poses of sections 951 through 964, the
use of an aircraft or vessel in foreign
commerce includes the hiring or leas-
ing (or subleasing) of an aircraft or ves-
sel to another for use in foreign com-
merce. Thus, for example, an aircraft
or vessel is ‘‘used in foreign commerce’’
within the meaning of section
955(b)(1)(A) if such aircraft or vessel is
chartered (whether pursuant to a
bareboat charter, time charter, or oth-
erwise) to another for use in foreign
commerce.

(5) Related person. With respect to a
controlled foreign corporation, the
term ‘‘related person’’ means a related
person as defined in § 1.954–1(e)(1), and
the term ‘‘unrelated person’’ means an
unrelated person as defined in § 1.954–
1(e)(2).
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(c) Aircraft or vessel income—(1) In gen-
eral. The term ‘‘income derived from,
or in connection with, the use (or hir-
ing or leasing for use) of any aircraft or
vessel in foreign commerce’’ as used in
paragraph (b)(1)(i) of this section
means—

(i) Income derived from transporting
passengers or property by aircraft or
vessel in foreign commerce and

(ii) Income derived from hiring or
leasing an aircraft or vessel to another
for use in foreign commerce.

(2) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Foreign corporation C owns a
foreign flag vessel which it charters under a
long-term charter to foreign corporation D.
The vessel is used by D as a tramp which has
no fixed or regular schedule. The vessel car-
ries bulk and packaged cargoes, as well as
occasional passengers, under charter parties,
contracts of affreightment, or other con-
tracts of carriage. The carriage of cargoes
and passengers is between a port in the
United States and a port in a foreign country
or between a port in one foreign country and
another port in the same or a different for-
eign country. The charter hire paid to C by
D constitutes income derived from the use of
the vessel in foreign commerce, but is not
foreign base company income to the extent
the charter hire is allocable to income de-
rived from the use of the vessel between
ports in the same foreign country in which
both C is incorporated and the vessel is reg-
istered. The charter hire and freight and pas-
senger revenue (including demurrage and
dead freight) derived by D also constitute in-
come derived from the use of the vessel in
foreign commerce, but is not foreign base
company income to the extent the charter
hire and freight and passenger revenue are
allocable to the use of the vessel between
ports in the same foreign country in which
both D is incorporated and the vessel is reg-
istered.

Example 2. (a) Foreign corporation E owns
a foreign flag tanker which it charters under
a long-term bareboat charter to foreign cor-
poration F for use in foreign commerce. F
produces oil in a foreign country and ships
the oil to other foreign countries and to the
United States. The vessel, when not engaged
in carrying F’s oil, is used to carry bulk car-
goes for unrelated persons in foreign com-
merce as opportunity offers. The charger
hire received by E constitutes income de-
rived from the use of the vessel in foreign
commerce. The income derived by F from
carrying bulk cargoes for unrelated persons
also constitutes income derived from the use
of the vessel in foreign commerce.

(b) F is forced to lay up the vessel as a re-
sult of adverse market developments. Pursu-
ant to the terms of the charter, F continues
to pay charter hire to E during the period of
lay-up. The charter hire received by E during
the period of lay-up constitutes income de-
rived from the use of the vessel in foreign
commerce.

Example 3. (a) A shipment of cheese is load-
ed into a container owned by controlled for-
eign corporation S at the consignor’s place
of business in Hamar, Norway. The cheese is
transported to Milan, Italy, by the following
routings:

(1) Overland by road from Hamar, Norway,
to Gothenburg, Sweden, by unrelated motor
carriers via Oslo, Norway,

(2) By sea from Gothenburg to Rotterdam,
Netherlands, by feeder vessel under foreign
flag, time chartered to S by unrelated owner,

(3) By sea from Rotterdam to Algeciras,
Spain, by feeder vessel under foreign flag,
time chartered to S by unrelated owner.

(4) By sea from Algeciras to Genoa, Italy,
by line-haul vessel under U.S. flag, chartered
by S from related company, and

(5) Overland from Genoa to Milan, Italy, by
unrelated motor carrier.

(b) The consignor pays S total charges of
$1,710, and S pays $676 to unrelated third par-
ties, which amounts may be broken down as
follows:

Description of charges

Amount
billed to

cus-
tomer

and col-
lected
by S

Reve-
nue col-
lected

by S on
behalf of
an unre-

lated
party

Costs
paid to
unre-

lated 3d
party

and ab-
sorbed
by S

Ocean freight ........................ $1,420 .............. ..............
Trucking charge of empty

equipment to shipper’s fa-
cility ................................... 50 $50 ..............

Trucking charges Hamar to
Oslo .................................. 60 60 ..............

Trucking charges Oslo to
Gothenburg ....................... .............. .............. $315

Trucking charges Genoa to
Milan ................................. 180 180 ..............

Brokerage Commission in
Europe .............................. .............. .............. 71

Total .............................. 1,710 290 386

(c) Of the $1,710 amount billed to the con-
signor and collected by S, $290 is collected by
S on behalf of unrelated third parties. This
$290 amount is not includable in S’s gross in-
come, and is therefore not includable in S’s
foreign base company shipping income. The
remaining $1,420 amount (i.e., $1,710¥$290) is
includable in S’s foreign base company ship-
ping income. The $386 amount paid by S to
unrelated third parties and absorbed by S is
deductible from foreign base company ship-
ping income under § 1.954–1(c).
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(d) Services directly related—(1) In gen-
eral. The term ‘‘income derived from,
or in connection with, the performance
of services directly related to the use
of an aircraft or vessel in foreign com-
merce’’, as used in paragraph (b)(1)(ii)
of this section, means—

(i) Income derived from, or in connec-
tion with, the performance of services
described in subparagraph (2) or (3) of
this paragraph, and

(ii) Income treated as foreign base
company shipping income under sub-
paragraph (4) of this paragraph.

(2) Intragroup services. The services
described in this subparagraph are
services performed for a person who is
the owner, lessor, lessee or operator of
an aircraft or vessel used in foreign
commerce, by such person or by a per-
son related to such person, and which
fall into one or more of the following
categories:

(i) Terminal services, such as dock-
age, wharfage, storage, lights, water,
refrigeration, and similar services;

(ii) Stevedoring and other cargo han-
dling services;

(iii) Container related services (in-
cluding the rental of containers and re-
lated equipment) performed either in
connection with the local drayage or
inland haulage of cargo or in the
course of transportation in foreign
commerce;

(iv) Services performed by tugs,
lighters, barges, scows, launches, float-
ing cranes, and other similar equip-
ment;

(v) Maintenance and repairs;
(vi) Training of pilots and crews;
(vii) Licensing of patents, know-how,

and similar intangible property devel-
oped and used in the course of foreign
base company shipping operations;

(viii) Services performed by a book-
ing, operating, or managing agent; and

(ix) Any service performed in the
course of the actual transportation of
passengers or property.

(3) Services for passenger, consignor, or
consignee. The services described in this
subparagraph are services provided by
the operator (or person related to the
operator) of an aircraft or vessel in for-
eign commerce for the passenger, con-
signor, or consignee, such as—

(i) Services described in one or more
of the categories set out in subpara-

graphs (2)(i) through (iv) and (ix) of
this paragraph,

(ii) The rental of staterooms, berths,
or living accommodations and the fur-
nishing of meals,

(iii) Barber shop and other services to
passengers aboard vessels,

(iv) Excess baggage, and
(v) Demurrage, dispatch, and dead

freight.
(4) The 70-percent test. At the option

of the foreign corporation all the gross
income for a taxable year derived by a
foreign corporation from any facility
used in connection with the perform-
ance of services described in one or
more of the categories set out in sub-
paragraph (2)(i) through (ix) of this
paragraph is foreign base company
shipping income if more than 70 per-
cent of such gross income for either—

(i) Such taxable year, or
(ii) Such taxable year and the two

preceding taxable years,

is foreign base company shipping in-
come (determined without regard to
this subparagraph). Thus, for example,
if 80 percent of the gross income de-
rived by a controlled foreign corpora-
tion at a stevedoring facility is treated
as foreign base company shipping in-
come under subparagraph (2) of this
paragraph, then the remaining 20 per-
cent is treated as foreign base company
shipping income under this subpara-
graph.

(5) Rules for applying subparagraph (4).
(i) Solely for purposes of applying sub-
paragraphs (4) of this paragraph, for-
eign base company shipping income
and gross income shall be deemed to in-
clude an arm’s length charge (see para-
graph (h)(5) of this section) for services
performed by the foreign corporation
for itself.

(ii) In determining whether services
performed by a foreign corporation are
performed at a single facility or at two
or more different facilities, all of the
facts and circumstances involved will
be taken into account. Ordinarily, all
services performed by a foreign cor-
poration within a single port area will
be considered performed at a single fa-
cility.

(iii) The application of this subpara-
graph and subparagraph (4) of this
paragraph may be illustrated by the
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following example in which it is as-
sumed that the foreign corporation has
chosen to apply the 70-percent test of
subparagraph (4):

Example. (a) Controlled foreign corporation
X uses the calendar year as the taxable year.
For 1976, X is divided into two operating di-
visions, A and B. Division A operates a num-
ber of vessels in foreign commerce. Division
B operates a terminal facility at which it
performs services described in subparagraph
(2)(i) of this paragraph for vessels some of
which are operated by division A, some of
which are operated by persons related to X,
and some of which are operated by persons
unrelated to X. For 1976, X includes under
subparagraph (5) as foreign base company
shipping income and gross income, for pur-
poses of subparagraph (4), an arm’s length
charge for services performed for itself. For
1976, the gross income derived by division B
is reconstructed for purposes of subpara-
graph (4) of this paragraph as follows, based
on the facts shown in the following table:

(1) Gross income derived from per-
sons unrelated to X ........................ $20

(2) Gross income derived from per-
sons related to X ............................ 10

(3) Actual gross income (line (1) plus
line (2)) ........................................... 30

(4) Hypothetical gross income de-
rived from division A (determined
by the application of subdivision (i)
of this subparagraph) ...................... 70

(5) Total reconstructed gross income
(line (3) plus line (4)) ....................... 100

(b) Since 80 percent of the reconstructed
gross income derived by division B would be
treated as foreign base company shipping in-
come under subparagraph (2) of this para-
graph, the entire $30 amount of the gross in-
come actually derived by division B is treat-
ed as foreign base company shipping income
under subparagraph (4) of this paragraph.

(6) Arm’s length charge. For purposes
of this section, the arm’s length charge
for services performed by a foreign cor-
poration for itself shall be determined
by applying the principles of section
482 and the regulations thereunder as if
the party for whom the services are
performed and the party by whom the
services are performed were not the
same person, but were controlled tax-
payers within the meaning of § 1.482–
1(a)(4).

(7) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Controlled foreign corporation
A acts as a managing agent for foreign cor-
poration B, a related person which contracts
to construct and charter a foreign flag vessel
for use in foreign commerce. As managing
agent for B, A performs a broad range of
services relating to the use of the vessel, in-
cluding arranging for, and supervising of,
construction and chartering of the vessel,
and handling of operating services after con-
struction is completed. The income derived
by A from its management and operating
services constitutes income derived in con-
nection with the performance of services di-
rectly related to the use of the vessel in for-
eign commerce.

Example 2. Controlled foreign corporation C
uses the calendar year as the taxable year.
During 1976, C is engaged in the trade or
business of acting as a steamship agent sole-
ly for unrelated persons. C’s activities as
steamship agent range from ‘‘husbanding’’
(i.e., arranging for fuel, supplies and port
services, and attending to crew and customs
matters) to the solicitation and booking of
cargo at a number of foreign ports. None of
C’s other gross income for 1976 is foreign
base company shipping income. Under these
circumstances, C’s gross income derived
from its steamship agency does not con-
stitute foreign base company shipping in-
come.

(e) Incidental income—(1) In general.
Foreign base company shipping income
includes all incidental income derived
by a foreign corporation in the course
of its active conduct of foreign base
company shipping operations.

(2) Examples. Examples of incidental
income derived in the course of the ac-
tive conduct of foreign base company
shipping operations include—

(i) Gain from the sale, exchange or
other disposition of assets which are
related shipping assets within the
meaning of § 1.955A–2(b),

(ii) Income derived from temporary
investments described in § 1.955A–
2(b)(2)(i) and (iii),

(iii) Interest on accounts receivable
and evidences of indebtedness described
in § 1.955A–2(b)(2)(ii),

(iv) Income derived from granting
concessions to others aboard aircraft
or vessels used in foreign commerce,

(v) Income derived from stock and
currency futures described in § 1.955A–
2(b)(2)(vii) and (viii),

(vi) Income derived by the lessor of
an aircraft or vessel used in foreign
commerce from additional rentals for
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the use of related equipment (such as a
complement of containers), and

(vii) Interest derived by the seller
from a purchase money mortgage loan
in respect of the sale of an aircraft or
vessel described in § 1.955A–2(a)(1)(i).

(f) Certain dividends, interest, and
gain—(1) In general. (i) The foreign base
company shipping income of a con-
trolled foreign corporation (referred to
in subdivision (ii)(A) of this paragraph
(f)(1) as ‘‘first corporation’’) includes—

(A) Dividends and interest received
from foreign corporations listed in sub-
division (ii) of this paragraph (f)(1), and

(B) Gain recognized from the sale, ex-
change, or other disposition of stock or
obligations of foreign corporations list-
ed in subdivision (ii) of this paragraph
(f)(1),

but only to the extent that such divi-
dends, interest, and gains are attrib-
utable to foreign base company ship-
ping income of the foreign corporations
listed in subdivision (ii) of this para-
graph (f)(1).

(ii) The foreign corporations referred
to in subdivision (i) of this paragraph
(f)(1) are—

(A) Foreign corporations with respect
to which the first corporation (see sub-
division (i) of this paragraph (f)(1))
would be deemed under section 902(b)
to pay taxes,

(B) Controlled foreign corporations
which are related persons (within the
meaning of section 954(d)(3)), and

(C) Less developed country shipping
companies described in § 1.955–5(b).

(2) Corporation deemed to pay taxes. (i)
For purposes of this paragraph, a con-
trolled foreign corporation would be
deemed under section 902(b) to pay
taxes in respect of any other foreign
corporation if such controlled foreign
corporation would be deemed, for pur-
poses of applying section 902(a) to any
United States shareholder of such con-
trolled foreign corporation, to pay
taxes in respect of dividends which
were received from such other foreign
corporation (whether or not such other
foreign corporation actually pays any
taxes or dividends). Solely for purposes
of this subdivision, each United States
shareholder (within the meaning of sec-
tion 951(b)) shall be deemed to be a do-
mestic corporation.

(ii) The application of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example 1. Domestic corporation M owns
100 percent of the one class of stock of con-
trolled foreign corporation X, which in turn
owns 40 percent of the one class of stock of
foreign corporation Y. Y is not a controlled
foreign corporation. For purposes of subdivi-
sion (1) of this subparagraph, X is deemed to
pay taxes in respect of Y.

Example 2. The facts are the same as in ex-
ample 1, except that United States share-
holder A, an individual, owns 80 percent of
the stock of corporation X, and United
States shareholders B and C, parent and
child, own the other 20 percent in equal
shares. For purposes of applying this para-
graph to all three United States shareholders
(A, B, and C), X is deemed to pay taxes in re-
spect of Y.

(3) Obligation defined. For purposes of
this section, the term ‘‘obligation’’
means any bond, note, debenture, cer-
tificate, or other evidence of indebted-
ness, and a debt recorded in the books
of account of both the creditor and the
debtor. In the absence of legal, govern-
mental, or business reasons to the con-
trary, the indebtedness must bear in-
terest or be issued at a discount.

(4) Dividends. (i) For purposes of this
paragraph and § 1.954–1(b)(2), the por-
tion of a dividend which is attributable
to foreign base company shipping 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 base company
shipping income bears to the total
earnings and profits out of which such
dividend is paid. For purposes of this
subdivision, the source of the earnings
and profits out of which a distribution
is made shall be determined under sec-
tion 316(a), except that the source of
the earnings and profits out of which a
distribution is made by a controlled
foreign corporation with respect to
stock owned (within the meaning of
section 958(a)) by a United States
shareholder of such controlled foreign
corporation shall be determined under
§ 1.959–3.

(ii) The application of this subpara-
graph may be illustrated by the follow-
ing examples:
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Example 1. Domestic corporation M owns
100 percent of the one class of stock of con-
trolled foreign corporation X, which in turn
owns 40 percent of the one class of stock of
foreign corporation Y. Y, which is not (and
has not been) either a controlled foreign cor-
poration or a less developed country shipping
company, makes a distribution of $100 to X.
Under section 316(a), such distribution is
made out of Y’s earnings and profits for 1978.
Sixty percent of Y’s earnings and profits for
1978 are attributable to foreign base com-
pany shipping income. As a result, $60 of the
$100 distribution constitutes foreign base
company shipping income to X under sub-
division (i) of this subparagraph.

Example 2. The facts are the same as in ex-
ample 1, except that under section 316(a) $20
of the $100 dividend is paid out of Y’s earn-
ings and profits for 1979, and the other $80 is
paid out of Y’s earnings and profits for 1978.
Thirty percent of Y’s earnings and profits for
1979 are attributable to foreign base com-
pany shipping income. Since 60 percent of
Y’s earnings and profits for 1978 are also at-
tributable to foreign base company shipping
income, $54, i.e. (.60×$80)+(.30×$20), of the $100
distribution constitutes foreign base com-
pany shipping income to X under subdivision
(i) of this subparagraph.

Example 3. The facts are the same as in ex-
ample 1 except that under section 316(a) the
$100 dividend is made out of Y’s earnings and
profits for 1972. Since under paragraph
(a)(2)(ii) of this section foreign base company
shipping income does not include amounts
earned by a foreign corporation (not a less
developed country shipping company) in a
taxable year beginning before January 1,
1978, no amount of such $100 distribution con-
stitutes foreign base company shipping in-
come to X under subdivision (i) of this sub-
paragraph.

Example 4. Domestic corporation N owns
100 percent of the one class of stock of con-
trolled foreign corporation S, which in turn
owns 100 percent of the one class of stock of
controlled foreign corporation T. T makes a
distribution of $100 to S, of which $80 is allo-
cable under § 1.959–3 to earnings and profits
for 1977 which are described in § 1.959–3(b)(2),
and $20 is allocable to earnings and profits
for 1978 which are described in § 1.959–3(b)(3).
The $80 amount is excluded from S’s gross in-
come under section 959(b) and therefore is
not included in S’s foreign base company
shipping income. One hundred percent of T’s
earnings and profits for 1978 described in
§ 1.959–3(b)(3) were attributable to reinvested
foreign base company shipping income. As a
result, the entire $20 amount is included in
S’s foreign base company shipping income
under this paragraph. See § 1.954–1(b)(2) for
the rule that such $20 amount may be ex-
cluded from the foreign base company in-
come of S.

(5) Interest and gain. (i) Except as pro-
vided in subdivisions (ii) and (iii) of
this subparagraph, the portion of any
interest paid by a foreign corporation,
or gain recognized from the sale, ex-
change, or other disposition of stock or
obligations of a foreign corporation,
which is attributable to the foreign
base company shipping income of such
foreign corporation is that amount
which bears the same ratio to such in-
terest or gain as the foreign base com-
pany shipping income of such corpora-
tion for the period described in sub-
paragraph (6) of this paragraph bears to
its gross income for such period.

(ii) Interest which is paid by a con-
trolled foreign corporation is attrib-
utable to such corporation’s foreign
base company shipping income to the
same extent that such interest is allo-
cable (under the principles of § 1.954–
1(c)) to its foreign base company ship-
ping income.

(iii) If interest is paid by a foreign
corporation, or if stock obligations of a
foreign corporation are sold, ex-
changed, or otherwise disposed of, dur-
ing a taxable year of such foreign cor-
poration beginning before January 1,
1976, then no portion of such interest or
gain is attributable to foreign base
company shipping income.

(iv) Solely for purposes of subdivision
(i) of this subparagraph, if a controlled
foreign corporation (the ‘‘first corpora-
tion’’) owns more than 10 percent of
the stock of another controlled foreign
corporation (the ‘‘second corpora-
tion’’), then

(A) The gross income of the first cor-
poration for any taxable year shall be—

(1) Increased by its pro rata share of
the gross income of the second corpora-
tion for the taxable year which ends
with or within such taxable year of the
first corporation, and

(2) Decreased by the amount of any
dividends received from the second cor-
poration; and

(B) The foreign base company ship-
ping income of the first corporation for
any taxable year shall be—

(1) Increased by its pro rata share of
the foreign base company shipping in-
come of the second corporation for the
taxable year which ends with or within
such taxable year of the first corpora-
tion, and
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(2) Decreased by the amount of any
dividends received from the second cor-
poration which constitute foreign base
company income.

(v) Solely for purposes of applying
subdivision (i) of this subparagraph,
the district director shall make such
other adjustments to the gross income
and the foreign base company shipping
income of any foreign corporation as
are necessary to properly determine
the extent to which any interest or
gain is attributable to foreign base
company shipping income, including
proper adjustments to reflect any
transaction during the test period de-
scribed in subparagraph (6) of this
paragraph to which section 332, 351, 354,
355, 356, or 361 applies.

(6) Test period. (i) Except as provided
in subdivisions (ii) and (iii) of this sub-
paragraph the period described in this
subparagraph with respect to any for-
eign corporation is the 3-year period
ending with the close of such corpora-
tion’s taxable year preceding the year
during which interest was paid or stock
or obligations were sold, exchanged, or
otherwise disposed of, or such part of
such period as such corporation was in
existence.

(ii) The period described in this para-
graph shall not include any part of a
taxable year beginning before January
1, 1976.

(iii) If interest is paid by a foreign
corporation, or if stock or obligations
of a foreign corporation are sold, ex-
changed, or otherwise disposed of dur-
ing its first taxable year, then the pe-
riod described in this paragraph shall
be such first taxable year.

(iv) For purposes of subdivision (iii)
of this subparagraph, the first taxable
year of a foreign corporation is the
later of—

(A) The first taxable year of its exist-
ence, or

(B) Its first taxable year beginning
after December 31, 1975.

(g) Income from partnerships, trusts,
etc.—(1) In general. The foreign base
company shipping income of any for-
eign corporation includes—

(i) Its distributive share of the gross
income of any partnership, and

(ii) Any amounts includible in its
gross income under section 652(a),
662(a), 671, or 691(a),

to the extent that such items would
have been includible in its foreign base
company shipping income had they
been realized by it directly.

(2) Illustrations. The application of
subparagraph (1) of this paragraph may
be illustrated by the following exam-
ples:

Example 1. Controlled foreign corporations
X and Y are equal partners in partnership P.
The taxable years end on December 31 for X,
June 30 for Y, and March 31 for P. In the fis-
cal year ending March 31, 1976, P’s sole busi-
ness activity is the use of a vessel in foreign
commerce. P derives gross income of $200
from the use of the vessel, and incurs ex-
penses, taxes, and other deductions of $160.
Assume X’s distributive share of such
$200 of P’s gross income is $100, all of which
is includible in X’s gross income. If X had re-
alized its distributive share of $100 directly,
then the amount which would have been in-
cludible in X’s foreign base company ship-
ping income under this paragraph is the por-
tion allocable to the months of January,
February, and March of 1976. Such amount,
$25 (i.e., 1⁄2 × $200 × 3 months/12 months), is in-
cluded in X’s foreign base company shipping
income for its taxable year ending December
31, 1976. Similarly, X is entitled under this
paragraph to a deduction from foreign base
company shipping income of $20 (i.e., 1⁄2 ×
$160 × 3 months/12 months). Since foreign
base company shipping income does not in-
clude amounts earned by a foreign corpora-
tion (not a less developed country shipping
corporation) in a taxable year beginning be-
fore January 1, 1976, Y has no foreign base
company shipping income (under this para-
graph or otherwise) for its taxable year be-
ginning on July 1, 1975.

Example 2. The facts are the same as in ex-
ample 1, except that P incurs expenses,
taxes, and deductions of $240 in its taxable
year ending on March 31, 1976. Accordingly,
$25 is includible in X’s foreign base company
shipping income, and the amount deductible
therefrom under this paragraph is $30 (i.e., 1⁄2
× $240 × 3 months/12 months).

(3) Other income. Except as expressly
provided in subparagraph (1) of this
paragraph, foreign base company ship-
ping income does not include any
amount includible in the gross income
of a controlled foreign corporation
under part I of subchapter J (section
641 and following, relating to estates,
trusts, and beneficiaries), and gains
from the sale or other disposition of
any interest in an estate or trust.

(h) Additional rules—(1) Gross income.
For purposes of this section and
§ 1.955A–2, the gross income of a foreign
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corporation (whether or not a con-
trolled foreign corporation) shall be de-
termined in accordance with the provi-
sions of section 952 and § 1.952–2. Thus,
for example, section 883 (relating to ex-
clusions from gross income of foreign
corporations) is inapplicable under
§ 1.952–2 (a)(1) and (c)(1). In addition,
the gross income of a controlled for-
eign corporation shall be determined,
with respect to a United States share-
holder of such controlled foreign cor-
poration, by excluding distributions re-
ceived by such corporation which are
excluded from gross income under sec-
tion 959(b) with respect to such share-
holder.

(2) Earnings and profits. For purposes
of this section, the earnings and profits
of a foreign corporation (whether or
not a controlled foreign corporation)
shall be determined in accordance with
the provisions of section 964 and the
regulations thereunder.

(3) No double counting. No item of
gross income shall be counted as for-
eign base company shipping income
under more than one provision of this
section. For example, If $200 of gross
income derived from the use of a light-
er is treated as foreign base company
shipping income under both paragraphs
(b)(1)(i) and (ii) of this section, then
such $200 is counted only once as for-
eign base company shipping income. A
taxpayer may choose under which pro-
vision to include an item of income.

(4) Losses. (i) Generally, if a con-
trolled foreign corporation has losses
which are properly allocable to foreign
base company shipping income, the ex-
tent to which such losses are deduct-
ible from such income shall be deter-
mined by treating such foreign cor-
poration as a domestic corporation and
applying the principles of section 63.
See §§ 1.954–1(c) and 1.952–2(b). Thus for
example, losses from sales or ex-
changes of capital assets are allowable
only to the extent of gains from such
sales or exchanges.

(ii) If gain from the sale, exchange, or
other disposition of any stock or obli-
gation would be treated (to any extent)
as foreign base company shipping in-
come, then loss from such sale, ex-
change, or other disposition is properly
allocable to foreign base company ship-
ping income (to the same extent).

(iii) In determining the extent to
which any loss on the disposition of a
qualified investment in foreign base
company shipping operations is deduct-
ible from foreign base company ship-
ping income, it is immaterial that such
loss is taken into account under
§ 1.955A–1(b)(1)(ii) as a reduction in the
amount of the decrease in (withdrawal
from) qualified investments in foreign
base company shipping operations.

(5) Hypothetical charges. Under para-
graph (d)(5)(i) of this section and
§ 1.955A–2(a)(4)(ii)(A), gross income may
be deemed to include hypothetical
arm’s length charges for services per-
formed by a controlled foreign corpora-
tion for itself. Under paragraph (d)(2) of
this section, certain of these hypo-
thetical charges may be treated as for-
eign based company shipping income.
Such hypothetical charges are deemed
to be income solely for purposes of ap-
plying the ‘‘extent of use’’ tests pre-
scribed by paragraph (d)(4) of this sec-
tion and § 1.955A–2(a)(4). Charges for
services performed by a controlled for-
eign corporation for itself shall in no
event be included in income for any
other purposes.

[T.D. 7894, 48 FR 22523, May 19, 1983]

§ 1.954–7 Increase in qualified invest-
ments in foreign base company
shipping operations.

(a) Determination of investments at
close of taxable year—(1) In general.
Under section 954(g), the increase in
qualified investments in foreign base
company shipping operations, for pur-
poses of section 954(b)(2) and paragraph
(b)(1) of § 1.954–1, of any controlled for-
eign corporation for any taxable year
is, except as provided in paragraph (b)
of this section, the amount by which—

(i) The controlled foreign corpora-
tion’s qualified investments in foreign
base company shipping operations at
the close of the taxable year, exceed

(ii) Its qualified investments in for-
eign base company shipping operations
at the close of the preceding taxable
year.

(2) Preceding taxable year. For pur-
poses of this section, a taxable year
which begins before January 1, 1976,
may be a preceding taxable year.

(3) Cross-reference. See section 955 (b)
and § 1.955A–2 for the definition of the
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term ‘‘qualified investments in foreign
base company shipping operations’’.

(b) Election to determine investments at
close of following taxable year—(1) Gen-
eral rule. In lieu of determining an in-
crease in qualified investments in for-
eign base company shipping operations
for a taxable year in the manner pro-
vided in paragraph (a) of this section, a
United States shareholder of a con-
trolled foreign corporation may make
an election under section 955(b)(3) to
determine the increase for the corpora-
tion’s taxable year by ascertaining the
amount by which—

(i) Such corporation’s qualified in-
vestments in foreign base company
shipping operations at the close of the
taxable year immediately following
such taxable year, exceed

(ii) Its qualified investments in for-
eign base company shipping operations
at the close of the taxable year imme-
diately preceding such following tax-
able year.

(2) Election with respect to first taxable
year. Notwithstanding subparagraph (1)
of this paragraph, if an election is
made without consent by a United
States shareholder under § 1.955A–4
(b)(1) with respect to a controlled for-
eign corporation, the increase in such
controlled foreign corporation’s quali-
fied investments in foreign base com-
pany shipping operations for the first
taxable year to which such election ap-
plies shall be the amount by which—

(i) Such corporation’s qualified in-
vestments in foreign base company
shipping operations at the close of the
taxable year immediately following
such first taxable year, exceed

(ii) Its qualified investments in for-
eign base company shipping operations
at the close of the taxable year imme-
diately preceding such first taxable
year.

(3) Manner of making election. For the
manner of making an election under
section 955(b)(3), and for rules pertain-
ing to the revocation of such an elec-
tion, see § 1.955A–4.

(4) Coordination with prior law. If a
United States shareholder makes an
election without consent under
§ 1.955A–4(b)(1) with respect to a con-
trolled foreign corporation, then such
corporation’s increase in qualified in-
vestments in foreign base company

shipping operations for the first tax-
able year to which such election ap-
plies shall be determined by disregard-
ing any change which occurs during
such taxable year in the amount of
such corporation’s investments in
stock or obligations of a less developed
country shipping company described in
§ 1.955–5 (b) if both of the following con-
ditions exist:

(i) Such taxable year is the first tax-
able year of such corporation which be-
gins after December 31, 1975, and

(ii) Such United States shareholder
has elected to determine the change in
such corporation’s qualified invest-
ments in less developed countries for
its last taxable year beginning before
January 1, 1976, under § 1.954–5(b) or
§ 1.955–3.

(5) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. (a) Controlled foreign corpora-
tion X is a wholly owned subsidiary of do-
mestic corporation M. X uses the calendar
year as the taxable year. The amounts of X’s
qualified investments in foreign base com-
pany shipping operations at the close of 1975
through 1979 are as follows:

Qualified investments at December 31, 1975 ... $16,000
Qualified investments at December 31, 1976 ... 17,000
Qualified investments at December 31, 1977 ... 23,000
Qualified investments at December 31, 1978 ... 28,000
Qualified investments at December 31, 1979 ... 30,000

(b) Assume that M properly files without
consent a timely election under § 1.955A–
4(b)(1) to determine X’s increase for 1976 in
qualified investments in foreign base com-
pany shipping operations pursuant to this
paragraph, and that the election remains in
force through 1978. Then X’s increases for
1976 through 1978 in qualified investments in
foreign base company shipping operations
are as follows:

Increase for 1976 ($23,000 minus $16,000) ........... $7,000
Increase for 1977 ($28,000 minus $23,000) ........... 5,000
Increase for 1978 ($30,000 minus $28,000) ........... 2,000

Example 2. Assume the same facts as in ex-
ample 1, except that M never files an elec-
tion under § 1.955A–4(b)(1). X’s increases for
1976 through 1978 in qualified investments in
foreign base company shipping operations
are as follows:

Increase for 1976 ($17,000 minus $16,000) ........... $1,000
Increase for 1977 ($23,000 minus $17,000) ........... 6,000
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Increase for 1978 ($28,000 minus $23,000) ........... 5,000

Example 3. The facts are the same as in ex-
ample 1, except that X’s qualified invest-
ments in foreign base company shipping op-
erations include an investment in less devel-
oped country shipping companies described
in § 1.955–5(b) of $500 on December 31, 1975,
and $750 on December 31, 1976. Assume fur-
ther that M has made an election under sec-
tion 955(b)(3) (as in effect before the enact-
ment of the Tax Reduction Act of 1975) with
respect to X’s taxable year 1975. Then X’s in-
crease in qualified investments in foreign
base company shipping operations for 1976 is
$6,750 (i.e., $7,000¥$250).

(c) Illustration. The application of
this section may be illustrated by the
following example:

Example. (a) Controlled foreign corporation
X uses the calendar year as the taxable year.
On December 31, 1975, X’s qualified invest-
ments in foreign base company shipping op-
erations (determined as provided in § 1.955A–
2(g)) consist of the following amounts:

Cash ....................................................................... $6,000
Readily marketable securities ................................ 1,000
Stock of related controlled foreign corporations .... 4,000
Traffic and other receivables ................................. 14,000
Marine insurance claims receivables ..................... 1,000
Foreign income tax refunds receivable ................. 1,000
Prepaid shipping expenses and shipping inven-

tories ashore ....................................................... 1,000
Vessel construction funds ...................................... 0
Vessels ................................................................... 123,000
Vessel plans and construction in progress ............ 3,000
Containers and chassis ......................................... 0
Terminal property and equipment .......................... 2,000
Shipping office (land and building) ........................ 1,000
Vessel spare parts ashore ..................................... 1,000
Performance deposits ............................................ 2,000
Deferred charges ................................................... 2,000
Stock of less developed country shipping com-

pany described in § 1–955–5(b) ........................ 10,000

172,000

(b) On December 31, 1976, X’s qualified in-
vestments in foreign base company shipping
operations (determined as provided in
§ 1.955A–2(g)) consists of the following
amounts:

Cash ....................................................................... $5,000
Readily marketable securities ................................ 2,000
Stock of related controlled foreign corporations .... 4,000
Traffic and other receivables ................................. 16,000
Foreign income tax refunds receivable ................. 3,000
Prepaid shipping expenses and shipping inven-

tories ashore ....................................................... 2,000
Vessel construction funds ...................................... 1,000
Vessels ................................................................... 117,000
Vessel plans and construction in progress ............ 12,000
Containers and chassis ......................................... 4,000

Terminal property and equipment .......................... 2,000
Shipping office (land and building) ........................ 1,000
Vessel spare parts ashore ..................................... 1,000
Performance deposits ............................................ 2,000
Deferred charges ................................................... 2,000
Stock of less developed country shipping com-

pany described in § 1.955–5(b) .......................... 0

174,000

(c) For 1976, X’s increase in qualified in-
vestments in foreign base company shipping
operations is $2,000, which amount is deter-
mined as follows:

Qualified investments at Dec. 31, 1976 ................ $174,000
Qualified investments at Dec. 31, 1975 ................ 172,000

Increase for 1976 .................................... 2,000

[T.D. 7894, 48 FR 22528, May 19, 1983]

§ 1.954–8 Foreign base company oil re-
lated income.

(a) Foreign base company oil related in-
come—(1) In general. Under section
954(g), the foreign base company oil re-
lated income of a controlled foreign
corporation (except as provided under
paragraph (b) of this section) consists
of the items of foreign oil related in-
come (‘‘FORI’’) described in section
907(c)(2) and (3), other than such in-
come derived from a source within a
foreign country in connection with—

(i) Oil or gas which was extracted
from an oil or gas well located in that
foreign country (‘‘extraction excep-
tion’’), or

(ii) Oil, gas, or a primary product of
oil or gas which is sold by the con-
trolled foreign corporation or a related
person for use or consumption within
that country or is loaded in that coun-
try on a vessel or aircraft as fuel for
the vessel or aircraft (‘‘use or consump-
tion exception’’).
A taxpayer claiming the use or con-
sumption exception must establish its
applicability on the basis of facts and
circumstances. For special rules for ap-
plying the extraction exception, see
paragraph (c) of this section.

(2) Source of income. The source of for-
eign base company oil related income
is determined generally under the prin-
ciples of §§ 1.861–1 to 1.863–5. See § 1.863–
6. Thus, income from the performance
of a service generally is sourced in the
country where the service is performed.
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See § 1.861–4. Underwriting income from
insuring a foreign oil related activity
is sourced at the location of the risk.
See section 861(a)(7) and § 1.953–2.

(3) Primary product. The term ‘‘pri-
mary product’’ of oil or gas has the
meaning given this term by § 1.907(c)–
1(d)(5) and (6).

(4) Vessel. For the definition of the
term ‘‘vessel’’, see § 1.954–6(b)(3)(ii).

(5) Foreign country. For purposes of
this section, the term ‘‘foreign coun-
try’’ has the same meaning as in sec-
tion 638 (relating to continental shelf
areas). Thus, for example, oil or gas ex-
tracted from a sea area will be deemed
to be extracted in the country which
has exclusive rights of exploitation of
natural resources with respect to that
area if the other conditions of section
638 are met.

(6) Country of use or consumption. For
rules for determining the country of
use or consumption, see § 1.954–
3(a)(3)(ii).

(7) Insurance income. For purposes of
this section, income derived from or at-
tributable to insurance of section
907(c)(2) activities means taxable in-
come as defined in section 832(a) and as
modified by the principles of § 1.953–4
(other than as the section is applied to
life insurance).

(8) Fuel product. For purposes of this
section, the term ‘‘fuel product’’ means
oil, gas or a primary product of oil or
gas.

(9) Effective date. The provisions of
section 954(g) and this section are ap-
plicable to taxable years of foreign cor-
porations beginning on or after Janu-
ary 1, 1983, and to taxable years of
United States shareholders in which or
with which those taxable years of for-
eign corporations end.

(b) Exemption for small oil producers—
(1) In general. Foreign base company oil
related income does not include any in-
come of a foreign corporation which is
not a large oil producer.

(2) Large oil producer. A corporation is
a large oil producer (within the mean-
ing of section 954(g)(2)) if the average
daily production (extraction) of foreign
crude oil and natural gas by the related
group which includes the corporation
and related persons (within the mean-
ing of section 954(d)(3)) for the taxable
year or immediately preceding taxable

year is 1,000 or more barrels. The aver-
age daily production of foreign crude
oil or natural gas for any taxable year
(and the conversion of cubic feet of
natural gas into barrels) is determined
under rules similar to the rules of sec-
tion 613A, except that only crude oil or
natural gas from a well located outside
the United States is taken into ac-
count.

(c) Special rules for applying the extrac-
tion exception of paragraph (a)(1)(i) of
this section—(1) Refining income de-
scribed in section 907(c)(2)(A). With re-
gard to a controlled foreign corpora-
tion’s refining income from the proc-
essing of minerals extracted (by the
taxpayer or by any other person) from
oil or gas wells into their primary
products, as described in section
907(c)(2)(A), a pro rata method will be
applied for purposes of determining the
part of the refining income that quali-
fies for the extraction exception of
paragraph (a)(1)(i) of this section. The
pro rata method will be based on the
proportion that the barrels of the fuel
product extracted in the country of
processing bears to the total barrels of
the fuel product processed in that
country and will apply regardless of
the country of sale of the primary
product.

(2) Marketing income described in sec-
tion 907(c)(2)(C). With regard to a con-
trolled foreign corporation’s marketing
income from the distribution or sale of
minerals extracted from oil or gas
wells or of primary products, as de-
scribed in section 907(c)(2)(C), a pro
rata method will be applied for pur-
poses of determining the part of the
marketing income that qualifies for
the extraction exception of paragraph
(a)(1)(i) of this section. When applying
the pro rata method to the sale of a
fuel product other than a primary
product, the pro rata method will be
based on the proportion that the bar-
rels of the fuel product extracted in the
country of sale bears to the total bar-
rels of the fuel product sold in that
country. When applying the pro rata
method to the sale of primary prod-
ucts, the method will be based on the
proportion that the barrels of the fuel
product extracted in the country of
sale bears to the total barrels of the
fuel product processed. For purposes of
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applying the pro rata method, data of
the controlled foreign corporation’s re-
lated group (as defined in section
954(g)(2)(C)) will be taken into account.
The pro rata method will not apply,
however, if the mineral or primary
product is purchased by the controlled
foreign corporation from a person not
within the controlled foreign corpora-
tion’s related group. In that situation,
the marketing income will be pre-
sumed to qualify for the extraction ex-
ception if the country of the source of
the marketing income is a net exporter
of crude oil or gas, whichever is rel-
evant. If the country of the source of
the marketing income is not a net ex-
porter of crude oil or gas, whichever is
relevant, the marketing income will be
presumed not to qualify for the extrac-
tion exception. The controlled foreign
corporation may, however, rebut this
latter presumption by demonstrating
on the basis of all the facts and cir-
cumstances that its marketing income
does qualify for the extraction excep-
tion. If a primary product that is ac-
quired from a person within the con-
trolled foreign corporation’s related
group is commingled with like prod-
ucts acquired from persons not within
that related group, the pro rata meth-
od based on the proportion that the
barrels of the fuel product extracted in
the country of sale bears to the total
barrels of the fuel product processed
will be applied to that portion of the
total products sold that was purchased
from persons within the related group,
to the extent that that person did not
sell product purchased from an unre-
lated person, and either the presump-
tion or facts and circumstances will de-
termine the characterization of the re-
mainder.

(3) Transportation income described in
section 907(c)(2)(B). With regard to a
controlled foreign corporation’s in-
come from the transportation of min-
erals from oil and gas wells or of pri-
mary products, as described in section
907(c)(2)(B), the rules set forth in para-
graph (c)(2) of this section will apply
for purposes of determining the part of
the transportation income that quali-
fies for the extraction exception of
paragraph (a)(1)(i) of this section.

(4) Illustrations. The following exam-
ples illustrate the application of this
paragraph.

Example 1. Controlled foreign corporation
M has a refinery in foreign country A that
refines 250x barrels of oil during its taxable
year beginning in 1984. It is determined that
125x barrels of its 250x barrels were extracted
in country A. M sold 150x barrels of its 250x
barrels in country A for consumption in
country A which resulted in $225x of income
from refining and $225x of marketing income,
as described in section 907(c)(2)(C). M also
sold within foreign country B, for consump-
tion in country B, 100x barrels of its 250x bar-
rels which resulted in an additional $150x of
income from refining for M and $170x of mar-
keting income for M. The 100x barrels sold by
M within country B, a contiguous country,
were transported from M’s refinery in coun-
try A to country B by a pipeline which is
owned by M, and M recognized a total of $10x
of income from the transportation of the
100x barrels. Of this $10x, $8x was recognized
in country A and $2x was recognized in coun-
try B. Under the source of income rules of
paragraph (a)(2) of this section, income from
refining is considered derived from the coun-
try in which the refining occurs and not
from the country where the sale of the re-
fined product occurs.

(i) M’s refining income. M has $75x of foreign
base company oil related income with re-
spect to its refining of the 250x barrels, de-
termined as follows:
(A) Total amount of income from re-

fining attributable to oil refined in
country A by M.................................$375x

(B) Amount of income from refining
with respect to oil sold for con-
sumption ($225x) in country A (use
or consumption exception under
paragraph (a)(1)(ii) of this section
......................................................... (225x)

(C) Pro rate amount of income from
refining attributable to sales in
country B considered extracted
from country A ($150x times 125x
barrels/250x barrels) (extraction
exception under paragraph (a)(1)(i)
of this section....................................(75x)

(D) Foreign base company oil related
income................................................$75x

(ii) M’s marketing income. M does not have
foreign base company oil related income
with respect to its sale of the 100x barrels in
country B and 150x barrels in country A be-
cause the $170x and $225x, respectively, of
marketing income was derived from the
country in which the oil was sold for con-
sumption (an exception under paragraph
(a)(1)(ii) of this section).

(iii) M’s transportation income. M does not
have foreign base company oil related in-
come with respect to its $2x of pipeline
transportation income recognized in country
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B because the income was derived from the
country in which the 100x barrels were sold
for consumption, an exception under para-
graph (a)(1)(ii) of this section. With regard to
the $8x of pipeline transportation income
recognized in country A, however, M has $4x
of foreign base company oil related income
since of the total barrels refined in country
A (250x) only one-half were extracted in that
country. Therefore, only one-half of the
transportation income qualifies for the ex-
traction exception of paragraph (a)(1)(i) of
this section.

(iv) M’s extraction income. M does not have
foreign base company oil related income for
its extraction activity because extraction in-
come is excluded in all events. See section
954(g)(1)(A).

Example 2. Assume the same facts as in Ex-
ample 1 except that M sold all of the 250x bar-
rels of refined oil in country A. In addition,
assume that country A is a net exporter of
crude oil. As in Example 1, M sold 150x barrels
for consumption in country A with the same
resulting income. M sold in country A the re-
maining 100x barrels to unrelated controlled
foreign corporation N which resulted in an
additional $150x of income from refining for
M and $170x of marketing income for M. N
immediately resold in country A for export
those 100x barrels. N did not commingle the
100x barrels with any other refined oil. N
earned $10x of marketing income on that
sale.

(i) M’s refining income. M has $75x foreign
base company oil related income with re-
spect to its refining of the 250x barrels deter-
mined as follows:
(A) Total amount of income from re-

fining attributable to oil refined in
country A by M.................................$375x

(B) Amount of income from refining
with respect to oil sold for con-
sumption ($225x) in country A (use
or consumption exception under
paragraph (a)(1)(ii) of this section)
......................................................... (225x)

(C) Pro rata amount of income from
refining attributable to sales in
country A (for consumption out-
side of country A) considered ex-
tracted from country A ($150x
times 125x barrels/250x barrels) (ex-
traction exception under para-
graph (a)(1)(i) of this section) ............(75x)

(D) Foreign base company oil related
income................................................$75x

(ii) M’s marketing income. M does not have
foreign base company oil related income
with respect to its marketing income from
the sale of the 150x barrels in country A be-
cause the $225x of marketing income was de-
rived from the country in which the oil was
sold for consumption (an exception under
paragraph (a)(1)(ii) of this section). M has
$85x of foreign base company oil related in-
come with respect to its marketing income

from sale to N of the 100x barrels, deter-
mined as follows:
(A) Total amount of marketing in-

come from the sale............................$170x
(B) Pro rata amount of marketing in-

come attributable to oil product
considered extracted in country A
($170x times 125x barrels/250x bar-
rels) (extraction exception under
paragraph (a)(1)(i) of this section)
.......................................................... (85x)

(C) Foreign base company oil related
income................................................$85x

(iii) N’s marketing income. N is not related
to M. Therefore, since N sold the 100x barrels
in country A, a net exporter of crude oil, and
since N did not commingle the 100x barrels
with other refined products, it is presumed
that all of the 100x barrels were extracted in
country A. Accordingly, all of N’s $10x of
marketing income is excepted under para-
graph (a)(1)(i) of this section.

Example 3. Assume the same facts as in Ex-
ample 2 except that N is related to M. Char-
acterization of M’s income remains the same
as in Example 2. N will have, however, $5x of
foreign base company oil related income
with regard to its marketing income, deter-
mined as follows:
(i) Total amount of marketing income

from the sale ......................................$10x
(ii) Pro rata amount of marketing in-

come considered extracted from
country A ($10x times 125x barrels/
250x barrels) (extraction exception
under paragraph (a)(1)(i) of this
section)..................................................5x

(iii) Foreign base company oil related
income .................................................$5x

Example 4. Assume that controlled foreign
corporation M has a refinery in foreign coun-
try A that refines 200x barrels of oil during
its taxable year beginning in 1984. It is deter-
mined that 100x barrels of that oil were ex-
tracted in country A and that the other 100x
barrels were extracted in country B. Neither
country A nor country B is a net exporter of
crude oil. In addition, M purchased from an
unrelated country A refiner 100x barrels of
already refined oil. M does not know where
this oil was extracted. These 100x barrels of
purchased refined oil were commingled with
the 200x barrels of refined oil from M’s refin-
ery. M sold 225x barrels of refined oil in
country A for consumption in country A
which resulted in $250x of income from refin-
ing and $225x of marketing income. M sold
within foreign country B for consumption
outside of country B 75x barrels of refined oil
which resulted in $100x of income from refin-
ing and $75x of marketing income. The re-
fined product was transported between coun-
try A and country B by an unrelated person.

(i) M’s refining income. With regard to the
sales in country A, M has $50x of foreign base
company oil related income with respect to
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its refining of the 100x barrels, determined as
follows:
(A) Total amount of income from re-

fining attributable to oil refined in
country A by M.................................$350x

(B) Amount of income from refining
with respect to oil sold for con-
sumption in country A ($250x) (use
or consumption exception under
paragraph (a)(1)(ii) of this section)
......................................................... (250x)

(C) Pro rata amount of income from
refining attributable to sales in
country B considered extracted
from country A ($100x times 100x
barrels/200x barrels) (extraction
exception under paragraph (a)(1)(i)
of this section)...................................(50x)

(D) Foreign base company oil related
income................................................$50x

(ii) M’s marketing income. Since the barrels
from M’s refinery and those that M pur-
chased were commingled, a portion, as fol-
lows, of the marketing income is deemed to
derive from both purchased and refined prod-
ucts. Since M refined 200x barrels and pur-
chased 100x barrels, its marketing income of
$225x from the sale of the 225x barrels in
country A for consumption in country A will
be deemed to consist of $150x (200x/300x ×
$225x) from the sale of products refined by M
and $75x (100x/300x × $225x) from the sale of
purchased products. Likewise, its marketing
income of $75x from the sale of the 75x bar-
rels in country B for consumption outside of
country B will be deemed to consist of $50x
(200x/300x × $75x) from the sale of products re-
fined by M and $25x (100x/300x × $75x) from
the sale of purchased products.

(A) Purchased products. M is considered as
having $75x of marketing income from the
sale of purchased products in country A for
consumption in country A. None of this mar-
keting income is foreign base company oil
related income since the marketing income
is earned in country A, the country of con-
sumption. See paragraph (a)(1)(ii) of this sec-
tion. All of the $25x of M’s marketing income
from the sale of purchased products in coun-
try B will be foreign base company oil relat-
ed income. The exception at paragraph
(a)(1)(ii) of this section does not apply since
the refined oil is not sold for use or consump-
tion in country B. Likewise, the extraction
exception under paragraph (a)(1)(i) of this
section does not apply. The purchased prod-
uct cannot be presumed to be extracted in
country B since country B is not a net ex-
porter of crude oil. In addition, M cannot
show, on a facts and circumstances basis,
that purchased products were refined from
crude oil extracted in country B.

(B) Products refined by M. With regard to
M’s marketing income attributable to the
sale of products refined by M, M does not
have any foreign base company oil related
income with regard to its $150x of marketing

income in country A since that income was
derived from the country in which the oil
was sold for consumption (the use or con-
sumption exception under paragraph
(a)(1)(ii) of this section). M has $25x of for-
eign base company oil related income with
regard to its $50x of marketing income in
country B determined as follows:
(1) Total amount of income from mar-

keting attributable to oil refined
by M and sold in country B ................$50x

(2) Pro rata amount of income from
marketing attributable to sales in
country B considered extracted
from country B ($50x times 100x
barrels/200x barrels) (extraction
exception under paragraph (a)(1)(i)
of this section)...................................(25x)

(3) Foreign base company oil related
income................................................$25x

[T.D. 8331, 56 FR 2847, Jan. 25, 1991; 56 FR
11511, Mar. 19, 1991]

§ 1.954–9T Hybrid branches (tem-
porary).

(a) Subpart F income arising from cer-
tain payments involving hybrid
branches—(1) Payment causing foreign
tax reduction gives rise to additional sub-
part F income. The non-subpart F in-
come of the controlled foreign corpora-
tion will be recharacterized as subpart
F income, to the extent provided in
paragraph (a)(5) of this section, if—

(i) A hybrid branch payment, as de-
fined in paragraph (a)(6) of this section,
is made between the entities described
in paragraph (a)(2) of this section;

(ii) The hybrid branch payment re-
duces foreign tax, as determined under
paragraph (a)(3) of this section; and

(iii) The hybrid branch payment is
treated as falling within a category of
foreign personal holding company in-
come under the rules of paragraph
(a)(4) of this section.

(2) Hybrid branch payment between cer-
tain entities—(i) In general. Paragraph
(a)(1) of this section shall apply to hy-
brid branch payments between—

(A) A controlled foreign corporation
and its hybrid branch;

(B) Hybrid branches of a controlled
foreign corporation;

(C) A partnership in which a con-
trolled foreign corporation is a partner
(either directly or through one or more
branches or other partnerships) and a
hybrid branch of the partnership; or

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00305 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



310

26 CFR Ch. I (4–1–98 Edition)§ 1.954–9T

(D) Hybrid branches of a partnership
in which a controlled foreign corpora-
tion is a partner (either directly or
through one or more branches or other
partnerships).

(ii) Hybrid branch payment involving
partnership—(A) Fiscally transparent
partnership. To the extent of the con-
trolled foreign corporation’s propor-
tionate share of a hybrid branch pay-
ment, the rules of paragraphs (a)(3), (4)
and (5) of this section shall be applied
by treating the hybrid branch payment
between the partnership and the hybrid
branch as if it were made directly be-
tween the controlled foreign corpora-
tion and the hybrid branch, or as if the
hybrid branches of the partnership
were hybrid branches of the controlled
foreign corporation, if the hybrid
branch payment is made between—

(1) A fiscally transparent partnership
in which a controlled foreign corpora-
tion is a partner (either directly or
through one or more branches or other
fiscally transparent partnerships) and
the partnership’s hybrid branch; or

(2) Hybrid branches of a fiscally
transparent partnership in which a
controlled foreign corporation is a
partner (either directly or through one
or more branches or other fiscally
transparent partnerships).

(B) Non-fiscally transparent partner-
ship. To the extent of the controlled
foreign corporation’s proportionate
share of a hybrid branch payment, the
rules of paragraphs (a)(3) and (4) and
(a)(5)(iv) of this section shall be applied
to the non-fiscally transparent part-
nership as if it were the controlled for-
eign corporation, if the hybrid branch
payment is made between—

(1) A non-fiscally transparent part-
nership in which a controlled foreign
corporation is a partner (either di-
rectly or through one or more branches
or other partnerships) and the partner-
ship’s hybrid branch; or

(2) Hybrid branches of a non-fiscally
transparent partnership in which a
controlled foreign corporation is a
partner (either directly or through one
or more branches or other partner-
ships).

(C) Examples. The following examples
illustrate the application of this para-
graph (a)(2)(ii).

Example 1. CFC, a controlled foreign cor-
poration in Country A, is a 90 percent part-
ner in partnership P, which is treated as fis-
cally transparent under the laws of Country
A. P has a hybrid branch, BR, in Country B.
P makes an interest payment of $100 to BR.
Under Country A law, CFC’s 90 percent share
of the payment reduces CFC’s Country A in-
come tax. Under paragraph (a)(2)(ii)(A) of
this section, the recharacterization rules of
this section are applied by treating the pay-
ment as if made by CFC to BR. Ninety dol-
lars of CFC’s non-subpart F income, to the
extent available, and subject to the earnings
and profits and tax rate limitations of § 1.954–
9T(a)(5), is recharacterized as subpart F in-
come.

Example 2. CFC, a controlled foreign cor-
poration in Country A, is a 90 percent part-
ner in partnership P, which is treated as fis-
cally transparent under the laws of Country
A. P has two branches in Country B, BR1 and
BR2. BR1 is treated as fiscally transparent
under the laws of Country A. BR2 is a hybrid
branch. BR1 makes an interest payment of
$100 to BR2. Under paragraph (a)(2)(ii)(A) of
this section, the payment by BR1, the fis-
cally transparent branch, is treated as a pay-
ment by P, and the deemed payment by P, a
fiscally transparent partnership, is treated
as made by CFC. Under Country A law, CFC’s
90 percent share of BR1’s payment reduces
CFC’s Country A income tax. Ninety dollars
of CFC’s non-subpart F income, to the extent
available, and subject to the earnings and
profits and tax rate limitations of § 1.954–
9T(a)(5), is recharacterized as subpart F in-
come.

(3) Application when payment reduces
foreign tax. For purposes of paragraph
(a)(1) of this section, a hybrid branch
payment reduces foreign tax when the
foreign tax imposed on the income of
the payor or any owner of the payor is
less than the foreign tax that would
have been imposed on such income had
the hybrid branch payment not been
made, or the hybrid branch payment
creates or increases a loss or deficit or
other tax attribute which may be car-
ried back or forward to reduce the for-
eign income tax of the payor or any
owner in another year (determined by
taking into account any refund of such
tax made to the payor, payee or any
other person).

(4) Hybrid branch payment that is in-
cluded within a category of foreign per-
sonal holding company income—(i) In
general. For purposes of paragraph

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00306 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



311

Internal Revenue Service, Treasury § 1.954–9T

(a)(1) of this section, whether the hy-
brid branch payment is treated as in-
come included within a category of for-
eign personal holding company income
is determined by treating a hybrid
branch that is either the payor or re-
cipient of the hybrid branch payment
as a separate wholly-owned subsidiary
corporation of the controlled foreign
corporation that is incorporated in the
jurisdiction under the laws of which
such hybrid branch is created, orga-
nized for foreign law purposes, or has
substantial assets. Thus, the hybrid
branch payment will be treated as in-
cluded within a category of foreign per-
sonal holding company income if, tak-
ing into account any specific excep-
tions for that category, the payment
would be included within a category of
foreign personal holding company in-
come if the branch or branches were
treated as separately incorporated for
U.S. tax purposes.

(ii) Extent to which controlled foreign
corporation and hybrid branches treated
as separate entities. For purposes other
than the determination under para-
graph (a)(4)(i) of this section, a con-
trolled foreign corporation and its hy-
brid branch, a partnership and its hy-
brid branch, or hybrid branches shall
not be treated as separate entities.
Thus, for example, if a controlled for-
eign corporation, including all of its
hybrid branches, has an overall deficit
in earnings and profits to which sec-
tion 952(c) applies, the limitation of
such section on the amount includible
in the subpart F income of such cor-
poration will apply. Similarly, for pur-
poses of applying the de minimis and
full inclusion rules of section 954(b)(3),
a controlled foreign corporation and its
hybrid branch, or hybrid branches shall
not be treated as separate corpora-
tions. Further, a hybrid branch pay-
ment that would reduce foreign per-
sonal holding company income under
section 954(b)(5) if made between two
separate entities will not create an ex-
pense if made between a controlled for-
eign corporation and its hybrid branch,
a partnership and its hybrid branch, or
hybrid branches.

(5) Recharacterization of income attrib-
utable to current earnings and profits as
subpart F income—(i) General rule. Non-
subpart F income of a controlled for-

eign corporation in an amount equal to
the excess of earnings and profits of
the controlled foreign corporation for
the taxable year over subpart F in-
come, as defined in section 952(a), will
be recharacterized as subpart F income
under paragraph (a)(1) of this section
only to the extent provided under para-
graphs (a)(5)(ii) through (vi) of this sec-
tion.

(ii) Subpart F income. For purposes of
determining the excess of current earn-
ings and profits over subpart F income
under paragraph (a)(1) of this section,
the amount of subpart F income is de-
termined before the application of the
rules of this section but after the appli-
cation of the rules of sections 952(c)
and 954(b). Further, such amount is de-
termined by treating the controlled
foreign corporation and all of its hy-
brid branches as a single corporation.

(iii) Recharacterization limited to gross
amount of hybrid branch payment—(A)
In general. The amount recharacterized
as subpart F income under paragraph
(a)(1) of this section is limited to the
amount of the hybrid branch payment.

(B) Exception for duplicative payments.
[Reserved].

(iv) Tax disparity rule—(A) In general.
Paragraph (a)(1) of this section will
apply only if the hybrid branch pay-
ment falls within the tax disparity
rule. The hybrid branch payment falls
within the tax disparity rule if it is
taxed in the year when earned at an ef-
fective rate of tax that is less than 90
percent of, and at least 5 percentage
points less than, the hypothetical ef-
fective rate of tax imposed on the hy-
brid branch payment, as determined
under paragraph (a)(5)(iv)(B) of this
section.

(B) Hypothetical effective rate of tax—
(1) In general. The hypothetical effec-
tive rate of tax imposed on the hybrid
branch payment is—

(i) For the taxable year of the payor
in which the hybrid branch payment is
made, the amount of income taxes that
would have been paid or accrued by the
payor if the hybrid branch payment
had not been made, less the amount of
income taxes paid or accrued by the
payor; divided by

(ii) The amount of the hybrid branch
payment.
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(2) Hypothetical effective rate of tax
when hybrid branch payment causes or
increases loss or deficit. If the hybrid
branch payment causes or increases a
loss or deficit of the payor for foreign
tax purposes, and such loss or deficit
can be carried forward or back, the hy-
pothetical effective rate of tax imposed
on the hybrid branch payment is the
effective rate of tax that would be im-
posed on the taxable income of the
payor for the year in which the foreign
law payment is made if the payor’s tax-
able income were equal to the amount
of the hybrid branch payment.

(C) Examples. The application of this
paragraph (a)(5)(iv) is illustrated by
the following examples.

Example 1. In 1998, CFC organized in Coun-
try A had net income of $60 from manufac-
turing for Country A tax purposes. It also
had a branch (BR) in Country B. BR is a hy-
brid entity under paragraph (a)(1) of this sec-
tion. CFC made a payment of $40 to BR,
which was a hybrid branch payment under
paragraph (a)(6) of this section, and was
treated by CFC as a deductible payment for
Country A tax purposes. CFC paid $30 of
Country A taxes in 1998. It would have paid
$50 of Country A taxes without the deduct-
ible payment. Country A did not impose any
withholding tax on the $40 payment to BR.
Country B also did not impose a tax on the
$40 received by BR. Therefore, the effective
rate of tax on that payment is 0%. Further-
more, the hypothetical effective rate of tax
on the $40 hybrid branch payment is 50%
($50¥$30/$40). The effective rate of tax (0%) is
less than 90% of, and more than 5 percentage
points less than, this hypothetical rate of
tax of 50%. As a result, the $40 hybrid branch
payment falls within the tax disparity rule
of this paragraph (a)(5)(iv).

Example 2. Assume the same facts as in Ex-
ample 1, except that CFC has a loss of $100 for
the year for Country A tax purposes. Under
Country A law, CFC can carry the loss for-
ward for use in subsequent years. CFC paid
no Country A taxes in 1998. The rate of tax
in Country A is graduated from 20% to 50%.
If the $40 hybrid branch payment were the
only item of taxable income of CFC, Country
A would have imposed tax at an effective
rate of 30%. The effective rate of tax (0%) is
less than 90 percent of, and more than 5 per-
centage points less than, the hypothetical ef-
fective rate of tax (30%) imposed on the hy-
brid branch payment. As a result, the $40 hy-
brid branch payment falls within the tax dis-
parity rule of this paragraph (a)(5)(iv).

Example 3. Assume the same facts as in Ex-
ample 1, except that Country B imposes tax
on the $40 hybrid payment to BR at an effec-
tive rate of 50%. The effective rate of 50% is

equal to the hypothetical effective rate of
tax. As a result, the hybrid branch payment
does not fall within the tax disparity rule of
this paragraph (a)(5)(iv) and, thus, the re-
characterization rules of paragraph (a)(1) of
this section do not apply. See also the spe-
cial high tax exception of paragraph (a)(5)(v)
of this section.

(v) Special high tax exception—(A) In
general. Paragraph (a)(1) of this section
shall not apply if the non-subpart F in-
come recharacterized as subpart F in-
come under this section was subject to
foreign income taxes imposed by a for-
eign country or countries at an effec-
tive rate that is greater than 90 per-
cent of the maximum rate of tax speci-
fied in section 11 for the taxable year of
the controlled foreign corporation.

(B) Effective rate of tax. The effective
rate of tax imposed on the net amount
of the hybrid branch payment is deter-
mined under the principles of § 1.954–
1(d)(2) and (3). See paragraph (c) of this
section for the application of section
960 to amounts recharacterized as sub-
part F income under this section.

(vi) No carryback or carryforward of
amounts in excess of current year earn-
ings and profits limitation. To the extent
that some or all of the amount re-
quired to be recharacterized under this
section is not recharacterized as sub-
part F income because the hybrid
branch payment exceeds the amount
that can be recharacterized, as deter-
mined under paragraph (a)(5)(i) of this
section, this excess shall not be carried
back or forward to another year.

(6) Definitions. For purposes of this
section—

Entity means any person that is
treated by the United States or any ju-
risdiction as other than an individual.

Hybrid branch means an entity that—
(i) Has a single owner (including own-

ership through branches) that is either
a controlled foreign corporation or a
partnership in which a controlled for-
eign corporation is a partner (either di-
rectly or indirectly through one or
more branches or partnerships);

(ii) Is treated as fiscally transparent
by the United States; and

(iii) Is treated as non-fiscally trans-
parent by the country in which the
payor entity, any owner of a fiscally-
transparent payor entity, the con-
trolled foreign corporation, or any
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intermediary partnership is created,
organized or has substantial assets.

Hybrid branch payment means the
gross amount of any payment (includ-
ing any accrual) which, under the tax
laws of any foreign jurisdiction to
which the payor is subject, is regarded
as a payment between two separate en-
tities but which, under U.S. income tax
principles, is not income to the recipi-
ent because it is between two parts of
a single entity.

(7) Fiscally transparent and non-fis-
cally transparent. For purposes of this
section an entity shall be treated as
fiscally transparent with respect to an
interest holder of the entity, if such in-
terest holder is required, under the
laws of any jurisdiction to which it is
subject, to take into account sepa-
rately, on a current basis, such interest
holder’s share of all items which, if
separately taken into account by such
interest holder, would result in an in-
come tax liability for the interest hold-
er in such jurisdiction different from
that which would result if the interest
holder did not take the share of such
items into account separately. A non-
fiscally transparent entity is an entity
that is not fiscally transparent under
this paragraph (a)(7).

(b) Election to change classification—(1)
In general. If a hybrid branch subject to
the provisions of paragraph (a) of this
section is an entity that has made an
election under § 301.7701–3(c)(1) of this
chapter to be disregarded as an entity
separate from its owner, such entity
may elect to change its classification
to that of an association taxable as a
corporation, under the procedures de-
scribed in § 301.7701–3(c) of this chapter,
without regard to the limitation of
§ 301.7701–3T(c)(1)(iv) of this chapter,
but only if such election is made on or
before the last day of the first taxable
year beginning on or after January 1,
1998. An election made pursuant to this
paragraph (b)(1) is effective as of the
first day of such taxable year. The 75
day limitation on retroactivity in
§ 301.7701–3(c)(1)(iii) of this chapter does
not apply.

(2) Limitation. An entity can elect to
change its classification under the pro-
visions of this paragraph only one
time.

(c) Application of section 960—For pur-
poses of determining the amount of
taxes deemed paid under section 960,
the amount of non-subpart F income
recharacterized as subpart F income
under this section shall be treated as
attributable to income in separate cat-
egories, as defined in § 1.904–5(a)(1), in
proportion to the ratio of non-subpart
F income in each such category to the
total amount of non-subpart F income
of the controlled foreign corporation
for the taxable year.

(d) Effective dates—(1) Hybrid branches
of controlled foreign corporations. With
respect to hybrid branch payments de-
scribed in paragraph (a)(2)(i)(A) and (B)
of this section, the rules of this section
shall apply to all amounts paid or ac-
crued on or after January 16, 1998, ex-
cept for amounts paid or accrued pur-
suant to arrangements entered into be-
fore January 16, 1998, and not substan-
tially modified (including, for example,
by expansion of the arrangement
(whether by exercise of an option or
otherwise) such as by an increase in
the amount of or term of any borrow-
ing, leasing or licensing constituting
the arrangement, changes in direct or
indirect control of any entity that is a
party to the arrangement, or any simi-
lar measure which materially increases
the tax benefit of the arrangement) on
or after January 16, 1998.

(2) Hybrid branches of partnerships in
which controlled foreign corporations are
partners. With respect to hybrid branch
payments described in paragraph
(a)(2)(i)(C) and (D) of this section, the
rules of this section shall apply to all
amounts paid or accrued on or after
March 23, 1998, except for amounts paid
or accrued pursuant to arrangements
entered into before March 23, 1998 and
not substantially modified (including,
for example, by expansion of the ar-
rangement (whether by exercise of an
option or otherwise) such as by an in-
crease in the amount of or term of any
borrowing, leasing or licensing con-
stituting the arrangement, changes in
direct or indirect control of any entity
that is a party to the arrangement, or
any similar measure which materially
increases the tax benefit of the ar-
rangement) on or after March 23, 1998.

[T.D. 8767, 63 FR 14617, Mar. 26, 1998]
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§ 1.955–0 Effective dates.

(a) Section 955 as in effect before the en-
actment of the Tax Reduction Act of
1975—(1) In general. In general, §§ 1.955–
1 through 1.955–6 are applicable with re-
spect to withdrawals of previously ex-
cluded subpart F income from qualified
investment in less developed countries
for taxable years of foreign corpora-
tions beginning after December 31, 1962,
and to taxable years of United States
shareholders (as defined in section
951(b)) within which or with which such
taxable years of such foreign corpora-
tions end. However, such sections are
effective with respect to withdrawals of
amounts invested in less developed
country shipping companies described
in section 955(c)(2) (as in effect before
the enactment of the Tax Reduction
Act of 1975) only for taxable years of
foreign corporations beginning before
January 1, 1976, and for taxable years
of United States shareholders (as de-
fined in section 951(b)) within which or
with which such taxable years of such
foreign corporations end. For rules ap-
plicable to withdrawals of amounts in-
vested in less developed country ship-
ping companies described in section
955(c)(2) (as in effect before such enact-
ment), in taxable years of foreign cor-
porations beginning after December 31,
1975, see section 955(b)(5) (as amended
by such Act) and §§ 1.955A–1 through
1.955A–4.

(2) References. Except as otherwise
provided therein, all references con-
tained in §§ 1.955–1 through 1.955–6 to
section 954 or 955 or to the regulations
under section 954 are to those sections
and regulations as in effect before the
enactment of the Tax Reduction Act of
1975. For regulations under section 954
(as in effect before such enactment),
see 26 CFR § 1.954–1 through 1.954–5 (Re-
vised as of April 1, 1975). For taxable
years of foreign corporations beginning
after December 31, 1975, and for taxable
years of United States shareholders (as
described in section 951(b)) within
which or with which such taxable years
of such foreign corporations end, the
definitions of less developed countries
and less developed country corpora-
tions contained in section 902(d) (as
amended by such Act) and § 1.902–2
apply for purposes of determining the

credit for corporate stockholders in
foreign corporations under section 902.

(b) Section 955 as amended by the Tax
Reduction Act of 1975. Except as other-
wise provided therein, §§ 1.955A–1
through 1.955A–4 are applicable to tax-
able years of foreign corporations be-
ginning after December 31, 1975, and to
taxable years of United States share-
holders (as defined in section 951(b))
within which or with which such tax-
able years of such foreign corporations
end.

[T.D. 7893, 48 FR 22508, May 19, 1983, as
amended by T.D. 7894, 48 FR 22529, May 19,
1983]

§ 1.955–1 Shareholder’s pro rata share
of amount of previously excluded
subpart F income withdrawn from
investment in less developed coun-
tries.

(a) In general. Pursuant to section
951(a)(1)(A)(ii) and the regulations
thereunder, a United States share-
holder of a controlled foreign corpora-
tion must include in its gross income
its pro rata share (as determined in ac-
cordance with paragraph (c) of this sec-
tion) of the amount of such controlled
foreign corporation’s previously ex-
cluded subpart F income which is with-
drawn for any taxable year from in-
vestment in less developed countries.
Section 955 provides rules for determin-
ing the amount of a controlled foreign
corporation’s previously excluded sub-
part F income for any taxable year of
the corporation beginning after Decem-
ber 31, 1962, that is withdrawn from in-
vestment in less developed countries
for any taxable year of the corporation
beginning before January 1, 1976. Ex-
cept for investment in less developed
country shipping companies, section
955 also provides rules for determining
the amount of a controlled foreign cor-
poration’s previously excluded subpart
F income for any taxable year of the
corporation beginning after December
31, 1962, which is withdrawn from in-
vestment in less developed countries in
taxable years of the corporation begin-
ning after December 31, 1975. To deter-
mine the amount of a controlled for-
eign corporation’s previously excluded
subpart F income withdrawn from in-
vestment in less developed country
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shipping companies described in sec-
tion 955(c)(2) in taxable years of a con-
trolled foreign corporation beginning
after December 31, 1975, see section
955(b)(5) (as in effect after amendment
by the Tax Reduction Act of 1975) and
§§ 1.955A–1 through 1.955A–4. For effec-
tive dates, see § 1.955–0.

(b) Amount withdrawn by controlled
foreign corporation—(1) In general. For
purposes of sections 951 through 964,
the amount of a controlled foreign cor-
poration’s previously excluded subpart
F income which is withdrawn for any
taxable year from investment in less
developed countries is an amount equal
to the decrease for such year in such
corporation’s qualified investments in
less developed countries. Such decrease
is, except as provided in § 1.955–3—

(i) An amount equal to the excess of
the amount of its qualified investments
in less developed countries at the close
of the preceding taxable year over the
amount of its qualified investments in
less developed countries at the close of
the taxable year, minus

(ii) The amount (if any) by which rec-
ognized losses on sales or exchanges by
such corporation during the taxable
year of qualified investments in less
developed countries exceed its recog-
nized gains on sales or exchanges dur-
ing such year of qualified investments
in less developed countries,
but only to the extent that the net
amount so determined does not exceed
the limitation determined under sub-
paragraph (2) of this paragraph. See
§ 1.955–2 for determining the amount of
qualified investments in less developed
countries.

(2) Limitations applicable in determin-
ing decreases—(i) General. The limita-
tion referred to in subparagraph (1) of
this paragraph for any taxable year of
a controlled foreign corporation shall
be the lesser of the following two limi-
tations:

(a) The sum of the controlled foreign
corporation’s earnings and profits (or
deficit in earnings and profits) for the
taxable year, computed as of the close
of the taxable year without diminution
by reason of any distributions made
during the taxable year, plus the sum
of its earnings and profits (or deficits
in earnings and profits) accumulated
for prior taxable years beginning after

December 31, 1962, (including prior tax-
able years beginning after December 31,
1975) or,

(b) The sum of the amounts excluded
under section 954(b)(1) and paragraph
(b)(1) of § 1.954–1 from the foreign base
company income of such corporation
for all prior taxable years, minus the
sum of the amounts (determined under
this paragraph) of its previously ex-
cluded subpart F income withdrawn
from investment in less developed
countries for all prior taxable years.

(ii) Treatment of earnings and profits.
For purposes of determining earnings
and profits of a controlled foreign cor-
poration under subdivision (i)(a) of this
subparagraph, such earnings and prof-
its shall be considered not to include
any amounts which are attributable
to—

(a)(1) Amounts which, for the current
taxable year, are included in the gross
income of a United States shareholder
of such controlled foreign corporation
under section 951(a)(1)(A)(i) or (iii), or

(2) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 951(a) and have
not been distributed; or

(b)(1) Amounts which, for the current
taxable year, are included in the gross
income of a United States shareholder
of such controlled foreign corporation
under section 551(b) or would be so in-
cluded under such section but for the
fact that such amounts were distrib-
uted to such shareholder during the
taxable year, or

(2) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 551(b) and have
not been distributed.
The rules of this subdivision apply only
in determining the limitation on a con-
trolled foreign corporation’s decrease
in qualified investments in less devel-
oped countries. See section 959 and the
regulations thereunder for limitations
on the exclusion from gross income of
previously taxed earnings and profits.

(3) Taxable years beginning after De-
cember 31, 1975. (i) In the case of a tax-
able year of a controlled foreign cor-
poration beginning after December 31,
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1975, § 1.955–2(b)(5) must be applied in
determining the amount of its quali-
fied investments in less developed
countries on both of the determination
dates applicable to such taxable year.

(ii) The application of this subpara-
graph may be illustrated by the follow-
ing examples:

Example 1. (a) Controlled foreign corpora-
tion M uses the calendar year as the taxable
year. Throughout 1974 through 1976, M owns
100 percent of the only class of stock of for-
eign corporation N, a less developed country
shipping company described in § 1.955–5(b),
and M owns no other stock or obligations.
The amount taken into account under § 1.955–
2(d) with respect to the stock of N is $10,000
at the close of 1974, 1975, and 1976. The
amount of M’s previously excluded subpart F
income which is withdrawn for 1975 (a year
to which § 1.955–2(b)(5) does not apply) from
investment in less developed countries is
zero, determined as follows:

(1) Qualified investments in less de-
veloped countries at the close of
1974 .............................................. $10,000

(2) Less: qualified investments in
less developed countries at the
close of 1975 ................................. 10,000

(3) Balance ...................................... 0

(Further computations similar to those set
out in lines (iv) through (ix) of example 1 of
paragraph (d) of this section are unnecessary
because the balance in line (3) of this exam-
ple is zero.)

(b) As a result of § 1.955–2(b)(5)(ii), the
amount of M’s previously excluded subpart F
income which is withdrawn for 1976 from in-
vestment in less developed countries is zero,
determined as follows:

(1) Qualified investments in less devel-
oped countries at the close of 1975 ...... $0

(2) Less: qualified investments in less
developed countries at the close of
1976 ...................................................... 0

(3) Balance ............................................. 0

Example 2. The facts are the same as in ex-
ample 1, except that foreign corporation N is
a less developed country corporation de-
scribed in § 1.955–5(a). The amount of M’s pre-
viously excluded subpart F income with-
drawn for 1976 from investment in less devel-
oped countries is zero, determined as follows:

(1) Qualified investments in less de-
veloped countries at the close of
1975 .............................................. $10,000

(2) Less: qualified investments in
less developed countries at the
close of 1976 ................................. 10,000

(3) Balance ...................................... 0

(c) Shareholder’s pro rata share of
amount withdrawn by controlled foreign
corporation—(1) In general. A United
States shareholder’s pro rata share of a
controlled foreign corporation’s pre-
viously excluded subpart F income
withdrawn for any taxable year from
investment in less developed countries
is his pro rata share of the amount
withdrawn for such year by such cor-
poration, as determined under para-
graph (b) of this section. See section
955(a)(3).

(2) Special rule. A United States
shareholder’s pro rata share of the net
amount determined under paragraph
(b)(2)(i)(b) of this section with respect
to any stock of the controlled foreign
corporation owned by such shareholder
shall be determined without taking
into account any amount attributable
to a period prior to the date on which
such shareholder acquired such stock.
See section 1248 and the regulations
thereunder for rules governing treat-
ment of gain from sales or exchanges of
stock in certain foreign corporations.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. A, a United States shareholder,
owns 60 percent of the only class of stock of
M Corporation, a controlled foreign corpora-
tion throughout the entire period here in-
volved. Both A and M Corporation use the
calendar year as a taxable year. Corporation
M’s qualified investments in less developed
countries at the close of 1964 amount to
$125,000; and, at the close of 1965, to $75,000.
During 1965, M Corporation realizes recog-
nized gains of $5,000 and recognized losses of
$15,000, on sales of qualified investments in
less developed countries. Corporation M’s
earnings and profits for 1965 and its accumu-
lated earnings and profits for 1963 and 1964
amount to $45,000, as determined under para-
graph (b)(2) of this section. The amount ex-
cluded under section 954(b)(1) for 1963 from
its foreign base company income is $75,000,
and the amount of its previously excluded
subpart F income withdrawn for 1964 from
investment in less developed countries is
$25,000. The amount of M Corporation’s pre-
viously excluded subpart F income with-
drawn for 1965 from investment in less devel-
oped countries is $40,000, and A’s pro rata
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share of such amount is $24,000, determined
as follows:

(i) Qualified investments in less developed coun-
tries at the close of 1964 ................................... $125,000

(ii) Less: Qualified investments in less developed
countries at the close of 1965 ............................ 75,000

(iii) Balance ............................................................ 50,000
(iv) Less: Excess of recognized losses over rec-

ognized gains on sales during 1965 of qualified
investments in less developed countries
($15,000 less $5,000) ........................................ 10,000

(v) Tentative decrease in qualified investments in
less developed countries for 1965 ..................... 40,000

(vi) Earnings and profits for 1963, 1964, and 1965 45,000

(vii) Excess of amount excluded under section
954(b)(1) from foreign base company income
for 1963 ($75,000 over amount of previously
excluded subpart F income withdrawn for 1964
from investment in less developed countries
($25,000) ............................................................ 50,000

(viii) M Corporation’s amount of previously ex-
cluded subpart F income withdrawn for 1965
from investment in less developed countries
(item (v), but not to exceed the lesser of item
(vi) or item (vii)) .................................................. 40,000

(ix) A’s pro rata share of M Corporation’s amount
of previously excluded subpart F income with-
drawn for 1965 from investment in less devel-
oped countries (60 percent of $40,000) ............. $24,000

Example 2. The facts are the same as in ex-
ample 1, except that M Corporation’s earn-
ings and profits (determined under paragraph
(b)(2) of this section) for 1963, 1964, and 1965
(item (vi)) are $30,000 instead of $45,000. Cor-
poration M’s amount of previously excluded
subpart F income withdrawn for 1965 from
investment in less developed countries is
$30,000. A’s pro rata share of such amount is
$18,000 (60 percent of $30,000).

Example 3. The facts are the same as in ex-
ample 1, except that the excess of the
amount excluded under section 954(b)(1) for
1963 from M Corporation’s foreign base com-
pany income over the amount of its pre-
viously excluded subpart F income with-
drawn for 1964 from investment in less devel-
oped countries (item (vii)) is $20,000 instead
of $50,000. Corporation M’s amount of pre-
viously excluded subpart F income with-
drawn for 1965 from investment in less devel-
oped countries is $20,000. A’s pro rata share
of such amount is $12,000 (60 percent of
$20,000).

[T.D. 6683, 28 FR 11178, Oct. 18, 1963, as
amended by T.D. 6795, 30 FR 942, Jan. 29, 1965;
T.D. 7893, 48 FR 22509, May 19, 1983; T.D. 7894,
48 FR 22529, May 19, 1983]

§ 1.955–2 Amount of a controlled for-
eign corporation’s qualified invest-
ments in less developed countries.

(a) Included property. For purposes of
sections 951 through 964, a controlled
foreign corporation’s ‘‘qualified invest-
ments in less developed countries’’ are
items of property (other than property
excluded under paragraph (b)(1) of this
section) owned directly by such cor-
poration on the applicable determina-
tion date for purposes of section 954(f)
or section 955(a)(2) and consisting of
one or more of the following:

(1) Stock of a less developed country
corporation if the controlled foreign
corporation owns (within the meaning
of paragraph (b)(2) of this section) on
the applicable determination date 10
percent or more of the total combined
voting power of all classes of stock of
such less developed country corpora-
tion;

(2) An obligation (as defined in para-
graph (b)(3) of this section) of a less de-
veloped country corporation which, at
the time of acquisition (as defined in
paragraph (b)(4) of this section) of such
obligation by the controlled foreign
corporation, has a maturity of one year
or more, but only if the controlled for-
eign corporation owns (within the
meaning of paragraph (b)(2) of this sec-
tion) on the applicable determination
date 10 percent or more of the total
combined voting power of all classes of
stock of such less developed country
corporation; and

(3) An obligation (as defined in para-
graph (b)(3) of this section) of a less de-
veloped country, including obligations
issued or guaranteed by the govern-
ment of such country or of a political
subdivision thereof and obligations of
any agency or instrumentality of such
country, in which such country is fi-
nancially committed. The application
of this subparagraph may be illustrated
by the following example:

Example. A, a political subdivision of for-
eign country X, constructs and operates a
toll bridge. Country X is a less developed
country throughout the period here involved.
A issues bonds under an indenture which pro-
vides for amortization of the principal and
interest of such bonds only out of the net
revenues derived from operation of the
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bridge. The bonds of A are obligations in
which X country is financially committed
and, in the hands of a controlled foreign cor-
poration, are qualified investments in less
developed countries.

(b) Special rules—(1) Excluded property.
For purposes of paragraph (a) of this
section, property which is disposed of
within 6 months after the date of its
acquisition shall be excluded from a
controlled foreign corporation’s quali-
fied investments in less developed
countries. However, the fact that prop-
erty acquired by a controlled foreign
corporation has not been held on an ap-
plicable determination date for more
than 6 months after the date of its ac-
quisition shall not prevent such prop-
erty from being included in the con-
trolled foreign corporation’s qualified
investments in less developed countries
on such date. Proper adjustments shall
be made subsequently, however, to ex-
clude any item of property so included,
if the property is in fact disposed of
within 6 months after the date of its
acquisition. See section 955(b)(4).

(2) Determination of stock ownership.
In determining for purposes of para-
graphs (a)(1) and (2) of this section
whether a controlled foreign corpora-
tion owns 10 percent or more of the
total combined voting power of all
classes of stock of a less developed
country corporation, only stock owned
directly by such controlled foreign cor-
poration shall be taken into account
and the provisions of section 958 and
the regulations thereunder shall not
apply. See section 958(a)(1).

(3) Obligation defined. For purposes of
paragraphs (a)(2) and (3) of this section,
the term ‘‘obligation’’ means any bond,
note, debenture, certificate, or other
evidence of indebtedness. In the ab-
sence of legal, governmental, or busi-
ness reasons to the contrary, the in-
debtedness must bear interest or be
issued at a discount.

(4) Date of acquisition. For purposes of
paragraphs (a)(2) and (b)(5)(i) of this
section, stock or an obligation shall be
considered acquired by a foreign cor-
poration as of the date such corpora-
tion acquires an adjusted basis in the
stock or obligation. For this purpose,
in a case in which a foreign corporation
acquires stock or an obligation in a
transaction (other than a reorganiza-

tion of the type described in section
368(a)(1)(E) or (F)) in which no gain or
loss would be recognized had the trans-
action been between two domestic cor-
porations, such corporation will be
considered to have acquired an ad-
justed basis in such stock or obligation
as of the date such transaction occurs.

(5) Taxable years beginning after De-
cember 31, 1975. For taxable years begin-
ning after December 31, 1975, qualified
investments in less developed countries
do not include—

(i) Any property acquired after the
latest determination date applicable to
a taxable year beginning before Decem-
ber 31, 1975,

(ii) Stock or obligations of a less de-
veloped country shipping company de-
scribed in § 1.955–5(b), and

(iii) Stock or obligations which were
not treated as qualified investments in
less developed countries on the later of
the two determination dates applicable
to the preceding taxable year.
See § 1.955–1(b)(3) for rules relating to
the application of this subparagraph.
See § 1.955A–2(h) for rules relating to
the treatment of investments in stock
or obligations described in subdivision
(ii) of this subparagraph as qualified
investments in foreign base company
shipping operations.

(6) Determination dates. For purposes
of subparagraph (5) of this paragraph
and § 1.955–1(b)(3), the determination
dates applicable to a taxable year of a
controlled foreign corporation are—

(i) Except as provided in subdivision
(ii) of this subparagraph, the close of
such taxable year and the close of the
preceding taxable year, and

(ii) With respect to a United States
shareholder who has made an election
under section 955(b)(3) to determine
such corporation’s increase in qualified
investments in less developed countries
at the close of the following taxable
year, the close of such taxable year and
the close of the taxable year imme-
diately following such taxable year.

(c) Termination of designation as a less
developed country. For purposes of sec-
tions 951 through 964, property which
would constitute a qualified invest-
ment in a less developed country but
for the fact that a foreign country or
United States possession has, after the
acquisition of such property by the
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controlled foreign corporation, ceased
to be a less developed country shall be
treated as a qualified investment in a
less developed country. The application
of this paragraph may be illustrated by
the following example:

Example. On December 31, 1969, in accord-
ance with the provisions of § 1.955–4, the des-
ignation of the foreign country X as an eco-
nomically less developed country is termi-
nated. Corporation M, a controlled foreign
corporation, has $50,000 of qualified invest-
ments in country X acquired before Decem-
ber 31, 1969. After 1969 such investments are
treated as qualified investments in a less de-
veloped country notwithstanding the termi-
nation of the status of X Country as an eco-
nomically less developed country. However,
if such qualified investments of M Corpora-
tion are reduced to $40,000, each United
States shareholder of M Corporation is re-
quired, subject to the provisions of § 1.955–1,
to include his pro rata share of the $10,000 de-
crease in his gross income under section
951(a)(1)(A)(ii) and the regulations there-
under.

(d) Amount attributable to property—(1)
General rule. For purposes of this sec-
tion, the amount taken into account
with respect to any property which
constitutes a qualified investment in a
less developed country shall be its ad-
justed basis as of the applicable deter-
mination date, reduced by any liability
(other than a liability described in sub-
paragraph (2) of this paragraph) to
which such property is subject on such
date. To be taken into account under
this subparagraph, a liability must
constitute a specific charge against the
property involved. Thus, a liability evi-
denced by an open account or a liabil-
ity secured only by the general credit
of the controlled foreign corporation
will not be taken into account. On the
other hand, if a liability constitutes a
specific charge against several items of
property and cannot definitely be allo-
cated to any single item of property,
the liability shall be apportioned
against each of such items of property
in that ratio which the adjusted basis
of such item on the applicable deter-
mination date bears to the adjusted
basis of all such items at such time. A
liability in excess of the adjusted basis
of the property which is subject to such
liability shall not be taken into ac-
count for the purpose of reducing the

adjusted basis of other property which
is not subject to such liability.

(2) Excluded charges. For purposes of
subparagraph (1) of this paragraph, a
specific charge created with respect to
any item of property principally for
the purpose of artificially increasing or
decreasing the amount of a controlled
foreign corporation’s qualified invest-
ments in less developed countries will
not be recognized; whether a specific
charge is created principally for such
purpose will depend upon all the facts
and circumstances of each case. One of
the factors that will be considered in
making such a determination with re-
spect to a loan is whether the loan is
from a related person, as defined in sec-
tion 954(d)(3) and paragraph (e) of
§ 1.954–1.

(3) Statement required. If for purposes
of this section a United States share-
holder of a controlled foreign corpora-
tion reduces the adjusted basis of prop-
erty which constitutes a qualified in-
vestment in a less developed country
on the ground that such property is
subject to a liability, he shall attach to
his return a statement setting forth
the adjusted basis of the property be-
fore the reduction and the amount and
nature of the reduction.

(4) Taxable years beginning after De-
cember 31, 1975. For taxable years begin-
ning after December 31, 1975, the
amount taken into account under sub-
paragraph (1) of this paragraph with re-
spect to any property which con-
stitutes a qualified investment in less
developed countries shall not exceed
the amount taken into account with
respect to such property at the close of
the preceding taxable year.

[T.D. 6683, 28 FR 11179, Oct. 18, 1963, as
amended by T.D. 7894, 48 FR 22529, May 19,
1983]

§ 1.955–3 Election as to date of deter-
mining qualified investments in less
developed countries.

(a) Nature of election. In lieu of deter-
mining the increase for a taxable year
of a foreign corporation beginning be-
fore January 1, 1976, under the provi-
sions of section 954(f) and paragraph (a)
of § 1.954–5, or the decrease under the
provisions of section 955(a)(2) and para-
graph (b) of § 1.955–1, in a controlled
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foreign corporation’s qualified invest-
ments in less developed countries for a
taxable year in the manner provided in
such provisions, a United States share-
holder of such controlled foreign cor-
poration may elect, under the provi-
sions of section 955(b)(3) and this sec-
tion, to determine such increase in ac-
cordance with the provisions of para-
graph (b) of § 1.954–5 and to determine
such decrease by ascertaining the
amount by which—

(1) Such controlled foreign corpora-
tion’s qualified investments in less de-
veloped countries at the close of such
taxable year exceed its qualified in-
vestments in less developed countries
at the close of the taxable year imme-
diately following such taxable year,
and reducing such excess by

(2) The amount determined under
paragraph (b)(1)(ii) of § 1.955–1 for such
taxable year,
subject to the limitation provided in
paragraph (b)(2) of § 1.955–1 for such
taxable year. An election under this
section may be made with respect to
each controlled foreign corporation
with respect to which a person is a
United States shareholder within the
meaning of section 951(b), but the elec-
tion may not be exercised separately
with respect to the increases and the
decreases of such controlled foreign
corporation. If an election is made
under this section to determine the in-
crease of a controlled foreign corpora-
tion in accordance with the provisions
of paragraph (b) of § 1.954–5, subsequent
decreases of such controlled foreign
corporation shall be determined in ac-
cordance with this paragraph and not
in accordance with paragraph (b) of
§ 1.955–1.

(b) Time and manner of making elec-
tion—(1) Without consent. An election
under this section with respect to a
controlled foreign corporation shall be
made without the consent of the Com-
missioner by a United States share-
holder’s filing a statement to such ef-
fect with his return for his taxable
year in which or with which ends the
first taxable year of such controlled
foreign corporation in which—

(i) Such shareholder owns, within the
meaning of section 958(a), or is consid-
ered as owning by applying the rules of
ownership of section 958(b), 10 percent

or more of the total combined voting
power of all classes of stock entitled to
vote of such controlled foreign corpora-
tion, and

(ii) Such controlled foreign corpora-
tion realizes foreign base company in-
come from which amounts are excluded
under section 954(b)(1) and paragraph
(b)(1) of § 1.954–1.

The statement shall contain the name
and address of the controlled foreign
corporation and identification of such
first taxable year of such corporation.
For taxable years of a foreign corpora-
tion beginning after December 31, 1975,
no election under this section with re-
spect to a controlled foreign corpora-
tion may be made without the consent
of the Commissioner.

(2) With consent. An election under
this section with respect to a con-
trolled foreign corporation may be
made by a United States shareholder at
any time with the consent of the Com-
missioner. Consent will not be granted
unless the United States shareholder
and the Commissioner agree to the
terms, conditions, and adjustments
under which the election will be ef-
fected. Consent will not be granted if
the first taxable year of the controlled
foreign corporation with respect to
which the shareholder desires to com-
pute an amount described in section
954(b)(1) in accordance with the elec-
tion provided in this section begins
after December 31, 1975. The applica-
tion for consent to elect shall be made
by the United States shareholder’s
mailing a letter for such purpose to the
Commissioner of Internal Revenue,
Washington, DC 20224. The application
shall be mailed before the close of the
first taxable year of the controlled for-
eign corporation with respect to which
the shareholder desires to compute an
amount described in section 954(b)(1) in
accordance with the election provided
in this section. The application shall
include the following information:

(i) The name, address, and taxable
year of the United States shareholder;

(ii) The name and address of the con-
trolled foreign corporation;

(iii) The first taxable year of the con-
trolled foreign corporation for which
income is to be computed under the
election;
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(iv) The amount of the controlled for-
eign corporation’s qualified invest-
ments in less developed countries at
the close of its preceding taxable year;
and

(v) The sum of the amounts excluded
under section 954(b)(1) and paragraph
(b)(1) of § 1.954–1 from the foreign base
company income of the controlled for-
eign corporation for all prior taxable
years during which such shareholder
was a United States shareholder of
such corporation and the sum of the
amounts of its previously excluded sub-
part F income withdrawn from invest-
ment in less developed countries for all
prior taxable years during which such
shareholder was a United States share-
holder of such corporation.

(c) Effect of election—(1) General. Ex-
cept as provided in subparagraphs (3)
and (4) of this paragraph, an election
under this section with respect to a
controlled foreign corporation shall be
binding on the United States share-
holder and shall apply to all qualified
investments in less developed countries
acquired, or disposed of, by such con-
trolled foreign corporation during the
taxable year following its taxable year
for which income is first computed
under the election and during all suc-
ceeding taxable years of such corpora-
tion.

(2) Returns. Any return of a United
States shareholder required to be filed
before the completion of a period with
respect to which determinations are to
be made as to a controlled foreign cor-
poration’s qualified investments in less
developed countries for purposes of
computing such shareholder’s taxable
income shall be filed on the basis of an
estimate of the amount of the con-
trolled foreign corporation’s qualified
investments in less developed countries
at the close of the period. If the actual
amount of such investments is not the
same as the amount of the estimate,
the United States shareholder shall im-
mediately notify the Commissioner.
The Commissioner will thereupon rede-
termine the amount of tax of such
United States shareholder for the year
or years with respect to which the in-
correct amount was taken into ac-
count. The amount of tax, if any, due
upon such redetermination shall be
paid by the United States shareholder

upon notice and demand by the district
director. The amount of tax, if any,
shown by such redetermination to have
been overpaid shall be credited or re-
funded to the United States share-
holder in accordance with the provi-
sions of sections 6402 and 6511 and the
regulations thereunder.

(3) Revocation. Upon application by
the United States shareholder, the
election made under this section may,
subject to the approval of the Commis-
sioner, be revoked. Approval will not
be granted unless the United States
shareholder and the Commissioner
agree to the terms, conditions, and ad-
justments under which the rev- ocation
will be effected. Unless such agreement
provides otherwise, the change in the
controlled foreign corporation’s quali-
fied investments in less developed
countries for its first taxable year for
which income is computed without re-
gard to the election previously made
will be considered to be zero for pur-
poses of effectuating the revocation.
The application for consent to revoca-
tion shall be made by the United
States shareholder’s mailing a letter
for such purpose to the Commissioner
of Internal Revenue, Washington, DC
20224. The application shall be mailed
before the close of the first taxable
year of the controlled foreign corpora-
tion with respect to which the share-
holder desires to compute the amounts
described in section 954(b)(1) or 955(a)
without regard to the election provided
in this section. The application may
also be filed in a taxable year begin-
ning after December 31, 1975. The appli-
cation shall include the following in-
formation:

(i) The name, address, and taxpayer
identification number of the United
States shareholder;

(ii) The name and address of the con-
trolled foreign corporation;

(iii) The taxable year of the con-
trolled foreign corporation for which
such amounts are to be so computed;

(iv) The amount of the controlled for-
eign corporation’s qualified invest-
ments in less developed countries at
the close of its preceding taxable year;

(v) The sum of the amounts excluded
under section 954(b)(1) and paragraph
(b)(1) of § 1.954–1 from the foreign base
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company income of the controlled for-
eign corporation for all prior taxable
years during which such shareholder
was a United States shareholder of
such corporation and the sum of the
amounts of its previously excluded sub-
part F income withdrawn from invest-
ment in less developed countries for all
prior taxable years during which such
shareholder was a United States share-
holder of such corporation; and

(vi) The reasons for the request for
consent to revocation.

(4) Transfer of stock. If during any
taxable year of a controlled foreign
corporation—

(i) A United States shareholder who
has made an election under this section
with respect to such controlled foreign
corporation sells, exchanges, or other-
wise disposes of all or part of his stock
in such controlled foreign corporation,
and

(ii) The foreign corporation is a con-
trolled foreign corporation imme-
diately after the sale, exchange, or
other disposition,
then, with respect to the stock so sold,
exchanged, or disposed of, the con-
trolled foreign corporation’s acquisi-
tions and dispositions of qualified in-
vestments in less developed countries
for such taxable year shall be consid-
ered to be zero. If the United States
shareholder’s successor in interest is
entitled to and does make an election
under paragraph (b)(1) of this section
to determine the controlled foreign
corporation’s increase in qualified in-
vestments in less developed countries
for the taxable year in which he ac-
quires such stock, such increase with
respect to the stock so acquired shall
be determined in accordance with the
provisions of paragraph (b)(1) of § 1.954–
5. If the controlled foreign corporation
realizes no foreign base company in-
come from which amounts are excluded
under section 954(b)(1) and paragraph
(b)(1) of § 1.954–1 for the taxable year in
which the United States shareholder’s
successor in interest acquires such
stock and such successor in interest
makes an election under paragraph
(b)(1) of this section with respect to a
subsequent taxable year of such con-
trolled foreign corporation, the in-
crease in the controlled foreign cor-
poration’s qualified investments in less

developed countries for such subse-
quent taxable year shall be determined
in accordance with the provisions of
paragraph (b)(2) of § 1.954–5.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Foreign corporation A is a whol-
ly owned subsidiary of domestic corporation
M. Both corporations use the calendar year
as a taxable year. In a statement filed with
its return for 1963, M Corporation makes an
election under section 955(b)(3) and the elec-
tion remains in force for the taxable year
1964. At December 31, 1964, A Corporation’s
qualified investments in less developed coun-
tries amount to $100,000; and, at December 31,
1965, to $80,000. For purposes of paragraph
(a)(1) of this section, A Corporation’s de-
crease in qualified investments in less devel-
oped countries for the taxable year 1964 is
$20,000 and is determined by ascertaining the
amount by which A Corporation’s qualified
investments in less developed countries at
December 31, 1964 ($100,000) exceed its quali-
fied investments in less developed countries
at December 31, 1965 ($80,000).

Example 2. The facts are the same as in ex-
ample 1 except that A Corporation experi-
ences no changes in qualified investments in
less developed countries during its taxable
years 1966 and 1967. If M Corporation’s elec-
tion were to remain in force, A Corporation’s
acquisitions and dispositions of qualified in-
vestments in less developed countries during
A Corporation’s taxable year 1968 would be
taken into account in determining whether
A Corporation has experienced an increase or
a decrease in qualified investments in less
developed countries for its taxable year 1967.
However, M Corporation duly files before the
close of A Corporation’s taxable year 1967 an
application for consent to revocation of M
Corporation’s election under section
955(b)(3), and, pursuant to an agreement be-
tween the Commissioner and M Corporation,
consent is granted by the Commissioner. As-
suming such agreement does not provide oth-
erwise, A Corporation’s change in qualified
investments in less developed countries for
its taxable year 1967 is zero because the ef-
fect of the revocation of the election is to
treat acquisitions and dispositions of quali-
fied investments in less developed countries
actually occurring in 1968 as having occurred
in such year rather than in 1967.

Example 3. The facts are the same as in ex-
ample 2 except that A Corporation’s quali-
fied investments in less developed countries
at December 31, 1968, amount to $70,000. For
purposes of paragraph (b)(1)(i) of § 1.955–1, the
decrease in A Corporation’s qualified invest-
ments in less developed countries for the
taxable year 1968 is $10,000 and is determined
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by ascertaining the amount by which A Cor-
poration’s qualified investments in less de-
veloped countries at December 31, 1967
($80,000) exceed its qualified investments in
less developed countries at December 31, 1968
($70,000).

Example 4. The facts are the same as in ex-
ample 1 except that on September 30, 1965, M
Corporation sells 40 percent of the only class
of stock of A Corporation to N Corporation,
a domestic corporation. Cor- poration N uses
the calendar year as a taxable year. Corpora-
tion A remains a controlled foreign corpora-
tion immediately after such sale of its stock.
Corporation A’s qualified investments in less
developed countries at December 31, 1966,
amount to $90,000. The changes in A Corpora-
tion’s qualified investments in less developed
countries occurring in its taxable year 1965
are considered to be zero with respect to the
40-percent stock interest acquired by N Cor-
poration. The entire $20,000 reduction in A
Corporation’s qualified investments in less
developed countries which occurs during the
taxable year 1965 is taken into account by M
Corporation for purposes of paragraph (a)(1)
of this section in determining its tax liabil-
ity for the taxable year 1964. Corporation A’s
increase in qualified investments in less de-
veloped countries for the taxable year 1965
with respect to the 60-percent stock interest
retained by M Corporation is $6,000 and is de-
termined by ascertaining M Corporation’s
pro rata share (60 percent) of the amount by
which A Corporation’s qualified investments
in less developed countries at December 31,
1968 ($90,000) exceed its qualified investments
in less developed countries at December 31,
1965 ($80,000). Corporation N does not make
an election under section 955(b)(3) in its re-
turn for its taxable year 1966. Corporation
A’s increase in qualified investments in less
developed countries for the taxable year 1966
with respect to the 40-percent stock interest
acquired by N Corporation is $4,000.

[T.D. 6683, 28 FR 11180, Oct. 18, 1963, as
amended by T.D. 7893, 48 FR 22509, May 19,
1983; T.D. 7894, 48 FR 22530, May 19, 1983]

§ 1.955–4 Definition of less developed
country.

(a) Designation by Executive order. For
purposes of sections 951 through 964,
the term ‘‘less developed country’’
means any foreign country (other than
an area within the Sino-Soviet bloc) or
any possession of the United States
with respect to which, on the first day
of the foreign corporation’s taxable
year, there is in effect an Executive
order by the President of the United
States designating such country or
possession as an economically less de-
veloped country for purposes of such

sections. Each territory, department,
province, or possession of any foreign
country other than a country within
the Sino-Soviet bloc may be treated as
a separate foreign country for purposes
of such designation if the territory, de-
partment, province, or possession is
overseas from the country of which it
is a territory, department, province, or
possession. Thus, for example, an over-
seas possession of a foreign country
may be designated by Executive order
as an economically less developed
country even though the foreign coun-
try itself has not been designated as an
economically less developed country;
or the foreign country may be so des-
ignated even though the overseas pos-
sessions of such country have not been
designated as economically less devel-
oped countries. The term ‘‘possession
of the United States’’, for purposes of
section 955(c)(3) and this section, shall
be construed to have the same meaning
as that contained in paragraph (b)(2) of
§ 1.957–3.

(b) Countries not eligible for designa-
tion. Section 955(c)(3) provides that no
designation by Executive order may be
made under section 955(c)(3) and para-
graph (a) of this section with respect
to—

Australia, Austria, Belgium, Canada, Den-
mark, France, Germany (Federal Repub-
lic), Hong Kong, Italy, Japan, Liech-
tenstein, Luxembourg, Monaco, Nether-
lands, New Zealand, Norway, Union of
South Africa, San Marino, Sweden, Swit-
zerland, United Kingdom.

(c) Termination of designation. Section
955(c)(3) provides that, after the Presi-
dent has designated any foreign coun-
try or possession of the United States
as an economically less developed
country for purposes of sections 951
through 964, he may not terminate
such designation (either by issuing an
Executive order for the purpose of ter-
minating such designation or by
issuing an Executive order which has
the effect of terminating such designa-
tion) unless, at least 30 days prior to
such termination, he has notified the
Senate and the House of Representa-
tives of his intention to terminate such
designation. If such 30-day notice is
given, no action by the Congress of the
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United States is necessary to effec-
tuate the termination. The require-
ment for giving 30-day notice to the
Senate and House of Representatives
applies also to the termination of a
designation with respect to an overseas
territory, department, province, or pos-
session of a foreign country. See para-
graph (c) of § 1.955–2 for the effect of a
termination of a Presidential designa-
tion upon property which would be a
qualified investment in a less devel-
oped country but for the fact of such
termination.

[T.D. 6683, 28 FR 11182, Oct. 18, 1963]

§ 1.955–5 Definition of less developed
country corporation.

(a) Less developed country corpora-
tion—(1) In general. For purposes of
sections 951 through 964, the term ‘‘less
developed country corporation’’ means
a foreign corporation described in para-
graph (b) of this section and also any
foreign corporation—

(i) Which is engaged in the active
conduct of one or more trades or busi-
nesses during the entire taxable year;

(ii) Which derives 80 percent or more
of its gross income, if any, for such
taxable year from sources within less
developed countries, as determined
under the provisions of § 1.955–6; and

(iii) Which has 80 percent or more in
value (within the meaning of paragraph
(d) of this section) of its assets on each
day of such taxable year consisting of
one or more of the following items of
property:

(a) Property (other than property de-
scribed in (b) through (h) of this sub-
division) which is used, or held for use,
in such trades or businesses and is lo-
cated in one or more less developed
countries;

(b) Money;
(c) Deposits with persons carrying on

the banking business;
(d) Stock of any other less developed

country corporation;
(e) Obligations (within the meaning

of paragraph (b)(3) of § 1.955–2) of an-
other less developed country corpora-
tion which at the time of their acquisi-
tion (within the meaning of paragraph
(b)(4) of § 1.955–2) by the foreign cor-
poration have a maturity of one year
or more;

(f) Obligations (within the meaning
of paragraph (b)(3) of § 1.955–2) of any
less developed country;

(g) Investments which are required to
be made or held because of restrictions
imposed by the government of any less
developed country; and

(h) Property described in section
956(b)(2).

For purposes of this subparagraph, if a
foreign corporation is a partner in a
foreign partnership, as defined in sec-
tion 7701(a)(2) and (5) and the regula-
tions thereunder, such corporation will
be considered to be engaged in the ac-
tive conduct of a trade or business to
the extent and in the manner in which
the partnership is so engaged and to
own directly its proportionate share of
each of the assets of the partnership.
For purposes of subdivision (i) of this
subparagraph, a newly-organized for-
eign corporation will be considered en-
gaged in the active conduct of a trade
or business from the date of its organi-
zation if such corporation commences
business operations as soon as prac-
ticable after such organization. In the
absence of affirmative evidence show-
ing that the 80-percent requirement of
subdivision (iii) of this subparagraph
has not been satisfied on each day of
the taxable year, such requirement will
be considered satisfied if it is estab-
lished to the satisfaction of the district
director that such requirement has
been satisfied on the last day of each
quarter of the taxable year of the for-
eign corporation. For purposes of sub-
division (iii) of this subparagraph,
property (other than stock in trade or
other property of a kind which would
properly be included in inventory of
the foreign corporation if on hand at
the close of the taxable year, or prop-
erty held primarily for sale to cus-
tomers in the ordinary course of the
trade or business of the foreign cor-
poration) purchased for use in a trade
or business and temporarily located
outside less developed countries will be
considered located in less developed
countries if, but only if, such property
is shipped to and received in less devel-
oped countries promptly after such
purchase.

(2) Special rules. For purposes of sub-
paragraph (1)(iii)(a) of this paragraph—
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(i) Treatment of receivables. Bills re-
ceivable, accounts receivable, notes re-
ceivable and open accounts shall be
considered to be used in the trade or
business and located in less developed
countries if, but only if—

(a) Such obligations arise out of the
rental of property located in less devel-
oped countries, the performance of
services within less developed coun-
tries, or the sale of property manufac-
tured, produced, grown, or extracted in
less developed countries, but only to
the extent that the aggregate amount
of such obligations at any time during
the taxable year does not exceed an
amount which is ordinary and nec-
essary to carry on the business of both
parties to the transactions if such
transactions are between unrelated
persons or, if such transactions are be-
tween related persons, an amount
which would be ordinary and necessary
to carry on the business of both parties
to the transactions if such transactions
were between unrelated persons;

(b) In the case of bills receivable, ac-
counts receivable, notes receivable,
and open accounts arising out of trans-
actions other than those referred to in
(a) of this subdivision—

(1) If the obligor is an individual such
individual is a resident of one or more
less developed countries and of no
other country which is not a less devel-
oped country;

(2) If the obligor is a corporation
which as to the foreign corporation is a
related person as defined in section
954(d)(3) and paragraph (e) of § 1.954–1,
such obligor meets, with respect to the
period ending with the close of its an-
nual accounting period in which occurs
the date on which the obligation is in-
curred, the 80-percent gross income re-
quirement of paragraph (b)(1)(ii) of
§ 1.955–6.

(3) If the obligor is a corporation
which as to the foreign corporation is
not a related person as defined in sec-
tion 954(d)(3) and paragraph (e) of
§ 1.954–1, it is reasonable, on the basis
of ascertainable facts, for the obligee
to believe that the obligor meets, with
respect to such period, the 80-percent
gross income requirement of paragraph
(b)(1)(ii) of § 1.955–6.

(ii) Location of interests in real estate.
Interests in real estate such as lease-

holds of land or improvements thereon,
mortgages on real property (including
interests in mortgages on leaseholds of
land or improvements thereon), and
mineral, oil, or gas interests shall be
considered located in less developed
countries if, but only if, the underlying
real estate is located in less developed
countries.

(iii) Location of certain other intangi-
bles. Intangible property (other than
any such property described in subdivi-
sion (i) or (ii) of this subparagraph)
used in the trade or business of the for-
eign corporation shall be considered to
be located in less developed countries
in the same ratio that the amount of
the foreign corporation’s tangible prop-
erty and property described in subdivi-
sion (i) or (ii) of this subparagraph used
in its trades or businesses and located
or deemed located in less developed
countries bears to the total amount of
its tangible property and property de-
scribed in subdivision (i) or (ii) of this
subparagraph used in its trades or busi-
nesses.

(3) Illustration. The provisions of sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. Foreign corporation A is formed
on November 1, 1963, to engage in the busi-
ness of manufacturing and selling radios in
Brazil, a less developed country as of Novem-
ber 1, 1963. Corporation A uses the calendar
year as a taxable year. Shortly after it is
formed, A Corporation acquires a plant site
and begins construction of a plant which is
completed on August 1, 1964. Corporation A
commences business operations as soon as
practicable and continues such operations
through December 31, 1964, and thereafter.
Corporation A will be considered for pur-
poses of subparagraph (1)(i) of this paragraph
to be engaged in the active conduct of a
trade or business for its entire taxable years
ending on December 31, 1963, and 1964. The
plant site and the plant (while under con-
struction and after completion) will be con-
sidered to be property held during such tax-
able years for use in A Corporation’s trade or
business.

(b) Shipping companies. For purposes
of sections 951 through 964, the term
‘‘less developed country corporation’’
also means any foreign corporation—

(1) Which has 80 percent or more of
its gross income, if any, for the taxable
year consisting of one or more of—

(i) Gross income derived—
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(a) From, or in connection with, the
using (or hiring or leasing for use) in
foreign commerce of aircraft or vessels
registered under the laws of a less de-
veloped country,

(b) From, or in connection with, the
performance of services directly relat-
ed to the use in foreign commerce of
aircraft or vessels registered under the
laws of a less developed country, or

(c) From the sale or exchange of air-
craft or vessels registered under the
laws of a less developed country and
used in foreign commerce by such for-
eign corporation;

(ii) Dividends and interest received
or accrued from other foreign corpora-
tions which are less developed country
corporations within the meaning of
this paragraph and 10 percent or more
of the total combined voting power of
all classes of stock of which is owned
at the time such dividends and interest
are so received or accrued by such for-
eign corporation; and

(iii) Gain from the sale or exchange
of stock or obligations of other foreign
corporations which are less developed
country corporations within the mean-
ing of this paragraph and 10 percent or
more of the total combined voting
power of all classes of stock of which is
owned by such foreign corporation im-
mediately before such sale or ex-
change; and

(2) Which has 80 percent or more in
value (within the meaning of paragraph
(d) of this section) of its assets on each
day of the taxable year consisting of—

(i) Assets used, or held for use, for
the production of income described in
subparagraph (1) of this paragraph, or
in connection with the production of
such income, whether or not such in-
come is received during the taxable
year, and

(ii) Property described in section
956(b)(2).
In the absence of affirmative evidence
showing that the 80-percent require-
ment of this subparagraph has not been
satisfied on each day of the taxable
year such requirement will be consid-
ered satisfied if it is established to the
satisfaction of the district director
that such requirement has been satis-
fied on the last day of each quarter of
the taxable year of the foreign corpora-
tion. The provisions of this subpara-

graph may be illustrated by the follow-
ing example:

Example. Foreign corporation A is formed
on November 1, 1963, for the purpose of con-
structing and operating a vessel and, on that
date, enters a charter agreement which pro-
vides that such vessel will be registered
under the laws of Liberia, a less developed
country as of November 1, 1963, and operated
between South American and European
ports. Corporation A uses the calendar year
as a taxable year. Construction of the vessel
is completed on September 1, 1965, and the
vessel is registered under the laws of Liberia
and operated between South American and
European ports through December 31, 1965,
and thereafter. The charter and the vessel
(while under construction and after comple-
tion), or any interest of A Corporation in
such assets, will be considered assets which
are held by A Corporation during its taxable
years ending on December 31, 1963, 1964, and
1965, for use in the production of income de-
scribed in subparagraph (1) of this paragraph.

(c) Determination of stock ownership.
In determining for purposes of para-
graph (b)(1)(ii) and (iii) of this section
whether a foreign corporation owns 10
percent or more of the total combined
voting power of all classes of stock of a
less developed country corporation,
only stock owned directly by such for-
eign corporation shall be taken into ac-
count and the provisions of section 958
and the regulations thereunder shall
not apply. See section 958(a)(1).

(d) Determination of value. For pur-
poses of paragraphs (a)(1)(iii) and (b)(2)
of this section—

(1) General. Except as provided in sub-
paragraph (2) of this paragraph, the
value at which property shall be taken
into account is its actual value (not re-
duced by liabilities) which, in the ab-
sence of affirmative evidence to the
contrary, shall be deemed to be its ad-
justed basis.

(2) Treatment of certain receivables.
The value at which receivables de-
scribed in paragraph (a)(2)(i) of this
section and held by a foreign corpora-
tion using the cash receipts and dis-
bursements method of accounting shall
be taken into account is their actual
value (not reduced by liabilities)
which, in the absence of affirmative
evidence to the contrary, shall be
deemed to be their face value.

[T.D. 6683, 28 FR 11182, Oct. 18, 1963]
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§ 1.955–6 Gross income from sources
within less developed countries.

(a) General. For purposes of para-
graph (a)(1)(ii) of § 1.955.5, the deter-
mination whether a foreign corpora-
tion has derived 80 percent or more of
its gross income from sources within
less developed countries for any tax-
able year shall be made by the applica-
tion of the provisions of sections 861
through 864, and §§ 1.861–1 through
1.863–5, in application of which the
name of a less developed country shall
be substituted for ‘‘the United States’’,
except that if income is derived by the
foreign corporation from—

(1) Interest (other than interest to
which subparagraph (3) of this para-
graph applies), the rules set forth in
paragraph (b) of this section shall
apply;

(2) Dividends, the rules set forth in
paragraph (c) of this section shall
apply; or

(3) Income (including interest) de-
rived in connection with the sale of
tangible personal property, the rules
set forth in paragraph (d) of this sec-
tion shall apply.
The source of income described in sub-
paragraph (1), (2), or (3) of this para-
graph shall be determined solely under
the rules of this section and without
regard to the rules of sections 861
through 864, and the regulations there-
under.

(b) Interest—(1) In general. Except as
provided in subparagraph (2) of this
paragraph and paragraph (d) of this
section, gross income derived by the
foreign corporation from interest on
any indebtedness—

(i) Of an individual shall be treated
as income from sources within a less
developed country if, but only if, such
individual is a resident of one or more
less developed countries and of no
other country which is not a less devel-
oped country.

(ii) Of a corporation shall be treated
as income from sources within less de-
veloped countries if, but only if, 80 per-
cent or more of the gross income of the
payer corporation for the 3-year period
ending with the close of its annual ac-
counting period in which such interest
is paid, or for such part of such 3-year
period as such corporation has been in
existence, or for such part of such 3-

year period as occurs on and after the
beginning of such corporation’s first
annual accounting period beginning
after December 31, 1962, whichever pe-
riod is shortest, was derived from
sources within less developed countries
as determined in accordance with the
principles of this section; or

(iii) Of a less developed country, in-
cluding obligations issued or guaran-
teed by the government of such coun-
try or of a political subdivision thereof
and obligations of any agency or in-
strumentality of such country, in
which such country is financially com-
mitted shall be treated as income from
sources within such country.

(2) Special rule. Gross income derived
by the foreign corporation from inter-
est on obligations of the United States
shall be treated as income from sources
within less developed countries with-
out regard to the provisions of subpara-
graph (1) of this paragraph.

(3) Payers other than related persons.
For purposes of subparagraph (1)(ii) of
this paragraph, a payer corporation
which as to the recipient corporation is
not a related person as defined in sec-
tion 954(d)(3) and paragraph (e) of
§ 1.954–1 shall be deemed to have satis-
fied the 80-percent gross income re-
quirement if, on the basis of ascertain-
able facts, it is reasonable for the re-
cipient corporation to believe that
such requirement is satisfied.

(c) Dividends—(1) In general. Gross in-
come derived by the foreign corpora-
tion from dividends, as defined in sec-
tion 316 and the regulations there-
under, shall be treated as income from
sources within less developed countries
if, but only if, 80 percent or more of the
gross income of the payer corporation
for the 3-year period ending with the
close of its annual accounting period in
which such dividends are distributed,
or for such part of such 3-year period as
such corporation has been in existence,
or for such part of such 3-year period as
occurs on and after the beginning of
such corporation’s first annual ac-
counting period beginning after De-
cember 31, 1962, whichever period is
shortest, was derived from sources
within less developed countries as de-
termined in accordance with the prin-
ciples of this section.
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(2) Payers other than related persons.
See paragraph (b)(3) of this section for
rule governing satisfaction of the 80-
percent gross income requirement by
payers other than related persons.

(d) Sale of tangible personal property—
(1) In general. Income (whether in the
form of profits, commissions, fees, in-
terest, or otherwise) derived by the for-
eign corporation in connection with
the sale of tangible personal property
shall be treated as income from sources
within less developed countries if, but
only if—

(i) Such property is produced (within
the meaning of subparagraph (2) of this
paragraph) within less developed coun-
tries; or

(ii) Such property is sold for use, con-
sumption, or disposition within less de-
veloped countries even though pro-
duced outside less developed countries
and the selling corporation is engaged
within less developed countries, in con-
nection with sales of such property, in
continuous operational activities
which are substantial in relation to
such sales, as evidenced, for example,
by the maintenance within less devel-
oped countries of a substantial sales or
service organization or substantial fa-
cilities for the storage, handling, trans-
portation, assembly, packaging, or
servicing of such property.

(2) Production defined. For purposes of
this paragraph, the term ‘‘produced’’
means manufactured, grown, extracted,
or constructed and includes a substan-
tial transformation of property pur-
chased for resale or the manufacture of
a product when purchased components
constitute part of the property which
is sold. See paragraph (a)(4)(ii) and (iii)
of § 1.954–3 for a statement and illustra-
tion of the principles set forth in the
preceding sentence.

[T.D. 6683, 28 FR 11183, Oct. 18, 1963, as
amended by T.D. 6688, 28 FR 11632, Oct. 31,
1963]

§ 1.955A–1 Shareholder’s pro rata
share of amount of previously ex-
cluded subpart F income with-
drawn from investment in foreign
base company shipping operations.

(a) In general. Section 955 provides
rules for determining the amount of a
controlled foreign corporation’s pre-
viously excluded subpart F income

which is withdrawn for any taxable
year beginning after December 31, 1975,
from investment in foreign base com-
pany shipping operations. Pursuant to
section 951(a)(1)(A)(iii) and the regula-
tions thereunder, a United States
shareholder of such controlled foreign
corporation must include in his gross
income his pro rata share of such
amount as determined in accordance
with paragraph (c) of this section.

(b) Amount withdrawn by controlled
foreign corporation—(1) In general. For
purposes of sections 951 through 964,
the amount of a controlled foreign cor-
poration’s previously excluded subpart
F income which is withdrawn for any
taxable year from investment in for-
eign base company shipping operations
is an amount equal to the decrease for
such year in such corporation’s quali-
fied investments in foreign base com-
pany shipping operations. Such de-
crease is, except as provided in § 1.955A–
4—

(i) An amount equal to the excess of
the amount of its qualified investments
in foreign base company shipping oper-
ations at the close of the preceding
taxable year over the amount of its
qualified investments in foreign base
company shipping operations at the
close of the taxable year, minus

(ii) The amount (if any) by which rec-
ognized losses on sales or exchanges by
such corporation during the taxable
year of qualified investments in foreign
base company shipping operations ex-
ceed its recognized gains on sales or ex-
changes during such year of qualified
investments in foreign base company
shipping operations,
but only to the extent that the net
amount so determined does not exceed
the limitation determined under sub-
paragraph (2) of this paragraph. See
§ 1.955A–2 for determining the amount
of qualified investments in foreign base
company shipping operations.

(2) Limitation applicable in determining
decreases—(i) In general. The limitation
referred to in subparagraph (i) of this
paragraph for any taxable year of a
controlled foreign corporation shall be
the lesser of the following two limita-
tions:

(A) The sum of (1) the controlled for-
eign corporation’s earnings and profits
(or deficit in earnings and profits) for
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the taxable year, computed as of the
close of the taxable year without dimi-
nution by reason of any distribution
made during the taxable year, (2) the
sum of its earnings and profits (or defi-
cits in earnings and profits) accumu-
lated for prior taxable years beginning
after December 31, 1975, and (3) the
amount described in subparagraph (3)
of this paragraph; or

(B) The sum of the amounts excluded
under section 954(b)(2) (see subpara-
graph (4) of this paragraph) from the
foreign base company income of such
corporation for all prior taxable years
beginning after December 31, 1975,
minus the sum of the amounts (deter-
mined under this paragraph) of its pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all such prior taxable years.

(C) For purposes of the immediately
preceding subparagrah (B), the amount
excluded under section 954(b)(2) for a
taxable year of a controlled foreign
corporation (the ‘‘first corporation’’)
includes (1) an amount excluded under
section 954(b)(2) by another corporation
which is a member of a related group
(as defined in § 1.955A–3(b)(1)) attrib-
utable to the first corporation’s excess
investment (see § 1.955A–3(c)(4)) for a
taxable year beginning after December
31, 1983, (2) an amount excluded by a
corporation under § 1.954–1(b)(4)(ii)(b)
by reason of the application of the car-
ryover rule there set forth, and (3) an
amount equal to the first corporation’s
pro rata share of a group excess deduc-
tion (see § 1.955A–3(c)(2)) of a related
group for a taxable year beginning
after December 31, 1983 (but not in ex-
cess of that portion of such pro rata
share which would reduce the first cor-
poration’s foreign base company ship-
ping income to zero). Such amounts
will not be treated as excluded under
section 954(b)(2) by any other corpora-
tion.

(ii) Certain exclusions from earnings
and profits. For purposes of determin-
ing the earnings and profits of a con-
trolled foreign corporation under sub-
division (i)(A)(1) and (2) of this sub-
paragraph, such earnings and profits
shall be considered not to include any
amounts which are attributable to—

(A)(1) Amounts which, for the cur-
rent taxable year, are included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 951(a)(1)(A)(i),
or

(2) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 951(a) and have
not been distributed; or

(B)(1) Amounts which, for the current
taxable year, are included in the gross
income of a United States shareholder
of such controlled foreign corporation
under section 551(b) or would be so in-
cluded under such section but for the
fact that such amounts were distrib-
uted to such shareholder during the
taxable year, or

(2) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 551(b) and have
not been distributed.
The rules of this subdivision apply only
in determining the limitation on a con-
trolled foreign corporation’s decrease
in qualified investments in foreign base
company shipping operations. See sec-
tion 959 and the regulations thereunder
for rules relating to the exclusion from
gross income of previously taxed earn-
ings and profits.

(3) Carryover of amounts relating to in-
vestments in less developed country ship-
ping companies—(i) In general. The
amount described in this subparagraph
for any taxable year of a controlled for-
eign corporation beginning after De-
cember 31, 1975, is the lesser of—

(A) The excess of the amount de-
scribed in subdivision (ii) of this sub-
paragraph, over the amount described
in subdivision (iii) of this subpara-
graph, or

(B) The limitation determined under
subdivision (iv) of this subparagraph.

(ii) Previously excluded subpart F in-
come invested in less developed country
shipping companies. The amount de-
scribed in this subdivision for all tax-
able years of a controlled foreign cor-
poration beginning after December 31,
1975, is the lesser of—

(A) The amount of such corporation’s
qualified investments (determined
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under § 1.955–2 other than paragraph
(b)(5) thereof) in less developed country
shipping companies described in § 1.955–
5(b) at the close of the last taxable
year of such corporation beginning be-
fore January 1, 1976, or

(B) The limitation determined under
§ 1.955–1(b)(2)(i)(b) (relating to pre-
viously excluded subpart F income) for
the first taxable year of such corpora-
tion beginning after January 1, 1976.

(iii) Amounts previously carried over.
The amount described in this subdivi-
sion for any taxable year of a con-
trolled foreign corporation shall be the
sum of the excesses determined for
each prior taxable year beginning after
December 31, 1976, of—

(A) The amount (determined under
this paragraph) of such corporation’s
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations,
over

(B) The sum of the earnings and prof-
its determined under subparagraph
(2)(i)(A)(1) and (2) of this paragraph.

(iv) Extent attributable to accumulated
earnings and profits. The limitation de-
termined under this subdivision for any
taxable year of a controlled foreign
corporation is the sum of such con-
trolled foreign corporation’s earnings
and profits (or deficits in earnings and
profits) accumulated for taxable years
beginning after December 31, 1962, and
before January 1, 1976. For purposes of
the preceding sentence, earnings and
profits shall be determined by exclud-
ing the amounts described in subpara-
graph (2)(ii)(A) and (B) of this para-
graph.

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

Example. (a) Throughout the period here in-
volved, A is a United States shareholder of
controlled foreign corporation M. M is not a
foreign personal holding company, and M
uses the calendar year as the taxable year.

(b) The amount described in this subpara-
graph for M’s taxable year 1978 with respect
to A is determined as follows, based on the
facts shown in the following table:

(1) Investment in less developed country ship-
ping companies on December 31, 1975 (sub-
division (ii)(A) amount) ................................... $10,000

(2) § 1.955–1(b)(2)(i)(b) limitation for 1976 (pre-
viously excluded subpart F income not with-
drawn from investment in less developed
countries) (subdivision (ii)(B) amount) ........... 50,000

(3) Subdivision (ii) amount (lesser of lines (1)
and (2)) ........................................................... 10,000

(4) Subdivision (iii) amount: Excess for 1977 of
M’s previously excluded subpart F income
withdrawn from investment in foreign base
country shipping operations, $3,000, over the
sum of the amounts determined under sub-
paragraphs (2)(i)(A)(1) and (2) of this para-
graph, $1,000 ................................................. 2,000

(5) Excess of line (3) over line (4) ..................... 8,000

(6) Sum of M’s earnings and profits accumu-
lated for 1962 through 1975, determined on
December 31, 1978 ........................................ 26,000

(7) Amount described in this subparagraph for
1978 (lesser of line (5) and line (6)) .............. 8,000

(c) For 1978, M’s earnings and profits (re-
duced as provided in § 1.955–1(b)(2)(ii)(a)(1))
are $19,000, and the amount of M’s previously
excluded subpart F income withdrawn from
investment in less developed countries deter-
mined under § 1.955–1(b)) is $42,000. Con-
sequently, $23,000 of M’s earnings and profits
accumulated for 1962 through 1975 are attrib-
utable to such $42,000 amount, and will
therefore be excluded under subparagraph
(2)(ii))(A)(2) of this paragraph from M’s earn-
ings and profits accumulated for 1962
through 1975, determined as of December 31,
1979. No other portion of M’s earnings and
profits accumulated for 1962 through 1975 is
distributed or included in the gross income
of a United States shareholder in 1978.

(d) The amount described in this subpara-
graph for M’s taxable year 1979 with respect
to A is determined as follows, based on the
additional facts shown in the following table:

(1) Subdivision (ii) amount (line (3) from para-
graph (b) of this example) .............................. $10,000

(2) Subdivision (iii) amount: (i) Excess for 1977
from line (4) of paragraph (b) of this example 2,000

(ii) Plus: excess for 1978 of M’s pre-
viously excluded subpart F income
withdrawn from investment in foreign
base country shipping operations,
$6,000, over the sum of the amounts
determined under subparagraphs
(2)(i)(A)(1) and (2) of this paragraph,
$25,000 ................................................ 0

(iii) Subdivision (iii) amount ........................ 2,000

(3) Excess of line (1) over line (2)(iii) ................ 8,000

(4) Sum of M’s earnings and profits accumu-
lated for 1962 through 1975, determined on
December 31, 1979 ($26,000 minus
$23,000) ......................................................... 3,000

(5) Amount described in this subparagraph for
1979 (lesser of line (3) and line (4)) .............. 3,000
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(4) Amount excluded. For purposes of
subparagraph (2)(i)(B) of this para-
graph, the amount excluded under sec-
tion 954(b)(2) from the foreign base
company income of a controlled for-
eign corporation for any taxable year
beginning after December 31, 1975, is
the excess of—

(i) The amount which would have
been equal to the subpart F income of
such corporation for such taxable year
if such corporation had had no increase
in qualified investments in foreign base
company shipping operations for such
taxable year, over

(ii) The subpart F income of such cor-
poration for such taxable year.

(c) Shareholder’s pro rata share of
amount withdrawn by controlled foreign
corporation—(1) In general. A United
States shareholder’s pro rata share of a
controlled foreign corporation’s pre-
viously excluded subpart F income
withdrawn for any taxable year from
investment in foreign base company
shipping operations is his pro rata
share of the amount withdrawn for
such year by such corporation, as de-
termined under paragraph (b) of this
section. See section 955(a)(3). Such pro
rata share shall be determined in ac-
cordance with the principles of § 1.195–
1(e).

(2) Special rule. A United States
shareholder’s pro rata share of the net
amount determined under paragraph
(b)(2)(i)(B) of this section with respect
to any stock of the controlled foreign
corporation owned by such shareholder
shall be determined without taking
into account any amount attributable
to a period prior to the date on which
such shareholder acquired such stock.
See section 1248 and the regulations
thereunder for rules governing treat-
ment of gain from sales or exchanges of
stock in certain foreign corporations.

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. A, a United States shareholder,
owns 60 percent of the only class of stock of
M Corporation, a controlled foreign
coporation throughout the entire period here
involved. Both A and M use the calendar
year as a taxable year. The amount of M’s
previously excluded subpart F income with-
drawn for 1978 from investment in foreign
base company shipping operations is $40,000,
and A’s pro rata share of such amount is

$24,000 determined as follows based on the
facts shown in the following table:

(a) Qualified investments in for-
eign base company shipping op-
erations at the close of 1977 ...... $125,000

(b) Less: qualified investments in
foreign base company shipping
operations at the close of 1978 .. 75,000

(c) Balance ................................... 50,000
(d) Less: excess of recognized

losses ($15,000) over recognized
gains ($5,000) on sales during
1978 of qualified investments in
foreign base company shipping
operations ................................. 10,000

(e) Tentative decrease in quali-
fied investment in foreign base
company shipping operations
for 1978 ...................................... 40,000

(f) Earnings and profits for 1976,
1977, and 1978 ............................. 45,000

(g) Plus: amount determined
under paragraph (b)(3) of this
section ...................................... 0

(h) Earnings and profits limita-
tion ........................................... 45,000

(i) Excess of amount excluded
under section 954(b)(2) from for-
eign base company income for
1976 ($75,000) over amount of
previously excluded subpart F
income withdrawn for 1977 from
investment in foreign base
company shipping operations
($25,000) ..................................... 50,000

(j) M’s amount of previously ex-
cluded subpart F income with-
drawn for 1978 from investment
in foreign base company ship-
ping operations (item (e), but
not to exceed the lesser of item
(h) or item (i) ............................ 40,000

(k) A’s pro rata share of M Cor-
poration’s amount of pre-
viously excluded subpart F in
come withdrawn for 1978 from
investment in foreign base
company shipping operations
(60 percent of $40,000) ................ 24,000

Example 2. The facts are the same as in ex-
ample 1, except that M’s earnings and profits
(determined under paragraph (b)(2) of this
section) for 1976, 1977, and 1978 (item (f)) are
$30,000 instead of $45,000. M’s amount of pre-
viously excluded subpart F income with-
drawn for 1978 from investment in foreign
base company shipping operations is $30,000.
A’s pro rata share of such amount is $18,000
(60 percent of $30,000).
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Example 3. The facts are the same as in ex-
ample 1, except that the excess of the
amount excluded under section 954(b)(2) for
1976 from M Corporation’s foreign base com-
pany income over the amount of its pre-
viously excluded subpart F income with-
drawn for 1977 from investment in foreign
base company shipping operations (item (i))
is $20,000 instead of $50,000. M’s amount of
previously excluded subpart F income with-
drawn for 1978 from investment in foreign
base company shipping operations is $20,000.
A’s pro rata share of such amount is $12,000
(60 percent of $20,000).

[T.D. 7894, 48 FR 22530, May 19, 1983; 48 FR
40888, Sept. 12, 1983]

§ 1.955A–2 Amount of a controlled for-
eign corporation’s qualified invest-
ments in foreign base company
shipping operations.

(a) Qualified investments—(1) In gen-
eral. Under section 955(b), for purposes
of sections 951 through 964, a controlled
foreign corporation’s ‘‘qualified invest-
ments in foreign base company ship-
ping operations’’ are investments in—

(i) Any aircraft or vessel, to the ex-
tent that such aircraft or vessel is used
(or hired or leased for use) in foreign
commerce,

(ii) Related shipping assets (within
the meaning of paragraph (b) of this
section),

(iii) Stock or obligations of a related
controlled foreign corporation, to the
extent provided in paragraph (c) of this
section,

(iv) A partnership, to the extent pro-
vided in paragraph (d) of this section,
and

(v) Stock or obligations of a less de-
veloped country shipping company de-
scribed in § 1.955–5(b), as provided in
paragraph (h) of this section.

(2) Coordination of provisions. No
amount shall be counted as a qualified
investment in foreign base company
shipping operations under more than
one provision of this section. Thus, for
example, if a $10,000 investment in
stock of a controlled foreign corpora-
tion is treated as a qualified invest-
ment in foreign base company shipping
operations under both subparagraphs
(1)(iii) and (v) of this paragraph, then
such $10,000 is counted only once as a
qualified investment in foreign base
company shipping operations.

(3) Definitions. If the meaning of any
term is defined or explained in § 1.954–6,

then such term shall have the same
meaning when used in this section.

(4) Extent of use. (i) For purposes of
subparagraph (1)(i) of this paragraph
and paragraph (b)(1) of this section, the
extent to which an asset of a controlled
foreign corporation is used during a
taxable year in foreign base company
shipping operations shall be deter-
mined on the basis of the proportion
for such year which the foreign base
company shipping income derived from
the use of such asset bears to the total
gross income derived from the use of
such asset.

(ii) For purposes of determining
under subdivision (i) of this subpara-
graph the amounts of foreign base com-
pany shipping income and gross income
of a controlled foreign corporation—

(A) Such amounts shall be deemed to
include an arm’s length charge (see
§ 1.954–6(h)(5)) for services performed by
such corporation for itself,

(B) Such amounts shall be deemed to
include an arm’s length charge for the
use of an asset (such as a vessel under
construction or laid up for repairs)
which is held for use in foreign base
company shipping operations, but is
not actually so used,

(C) Foreign base company shipping
income shall be deemed to include
amounts earned in taxable years begin-
ning before January 1, 1976, and

(D) The district director shall make
such other adjustments to such
amounts as are necessary to properly
determine the extent to which any
asset is used in foreign base company
shipping operations.

(b) Related shipping assets—(1) In gen-
eral. For purposes of this section, the
term ‘‘related shipping asset’’ means
any asset which is used (or held for
use) for or in connection with the pro-
duction of income described in § 1.954–
6(b)(1)(i) or (ii), but only to the extent
that such asset is so used (or is so held
for use).

(2) Examples. Examples of assets of a
controlled foreign corporation which
are used (or held for use) for or in con-
nection with the production of income
described in subparagraph (1) of this
paragraph include—

(i) Money, bank deposits, and other
temporary investments which are rea-
sonably necessary to meet the working
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capital requirements of such corpora-
tion in its conduct of foreign base com-
pany shipping operations,

(ii) Accounts receivable and evi-
dences of indebtedness which arise
from the conduct of foreign base com-
pany shipping operations by such cor-
poration or by a related person,

(iii) Amounts (other than amounts
described in subdivision (i) of this sub-
paragraph) deposited in bank accounts
or invested in readily marketable secu-
rities pursuant to a specific, definite,
and feasible plan to purchase any tan-
gible asset for use in foreign base com-
pany shipping operations,

(iv) Amounts paid into escrow to se-
cure the payment of (A) charter hire
for an aircraft, vessel, or other asset
used in foreign base company shipping
operations or (B) a debt which con-
stitutes a specific charge against such
an asset,

(v) Capitalized expenditures (such as
progress payments) made under a con-
tract to purchase any asset for use in
foreign base company shipping oper-
ations,

(vi) Prepaid expense and deferred
charges incurred in the course of for-
eign base company shipping operations,

(vii) Stock acquired and retained to
insure a source of supplies or services
used in the conduct of foreign base
company shipping operations, and

(viii) Currency futures acquired and
retained as a hedge against inter-
national currency fluctuations in con-
nection with foreign base company
shipping operations.

(3) Limitations—(i) Vessels generally.
Notwithstanding any other provision of
this paragraph, the term ‘‘related ship-
ping assets’’ does not include any
money or other intangible assets of a
controlled foreign corporation, to the
extent that such assets are permitted
to accumulate in excess of the reason-
ably anticipated needs of the business.

(ii) Safe harbor. If a controlled foreign
corporation accumulates money or
other intangible assets pursuant to a
plan to purchase one or more vessels
for use in foreign commerce, and if—

(A) The amount so accumulated, plus
(B) The sum of the amounts accumu-

lated by other controlled foreign cor-
porations which are related persons
(within the meaning of section

954(d)(3)) pursuant to similar plans,
does not exceed 110 percent of a reason-
able down payment on each vessel
planned to be purchased within a rea-
sonable period, then such plan will be
considered to be feasible. For purposes
of the preceding sentence, a reasonable
down payment shall not exceed 28 per-
cent of the total cost of acquisition.
The determination dates applicable to
the taxable year of a controlled foreign
corporation are those set forth in para-
graph (c)(2)(ii) of this section. In the
case of accumulation of assets which
do not come within the safe harbor
limitation of this subdivision (ii), in
determining whether such assets have
accumulated beyond the reasonably an-
ticipated needs of the business, factors
to be taken into account include, but
are not limited to, the availability of
financing to purchase a vessel and the
availability of a vessel suitable for the
purposes to which the vessel is to be
put.

(iii) Other assets. In determining
whether a plan to purchase any asset
other than a vessel for use in foreign
base company shipping operations is
feasible, principles similar to those
stated in subdivision (ii) of this sub-
paragraph shall be applied.

(4) Cross-reference. See § 1.954–7(c) for
additional illustrations bearing on the
application of this paragraph.

(c) Stock and obligations—(1) In gen-
eral. Investments by a controlled for-
eign corporation (the ‘‘first corpora-
tion’’) in stock or obligations of a sec-
ond controlled foreign corporation
which is a related person (within the
meaning of section 954(d)(3) are consid-
ered to be qualified investments in for-
eign base company shipping operations
to the extent that the assets of such
second corporation are used (or held for
use) in foreign base company shipping
operations. See subparagraph (2) of this
paragraph. However, an investment in
an obligation of the second corporation
will not be considered a qualified in-
vestment in foreign base company ship-
ping operations if the obligation rep-
resents a liability which constitutes a
specific charge (nonrecourse or other-
wise) against an asset of the second
corporation which is not either—
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(i) An aircraft or vessel used (or held
for use) to some extent in foreign com-
merce, or

(ii) An asset described in paragraphs
(a)(1)(ii) through (v) of this section.

(2) Extent of use. On any determina-
tion date applicable to a taxable year
of the first corporation, the extent to
which the assets of the second corpora-
tion are used in foreign base company
shipping operations shall be deter-
mined on the basis of the proportion
which the amount of such second cor-
poration’s qualified investments in for-
eign base company shipping operations
bears to its net worth, such proportion
to be determined at the close of the
second corporation’s last taxable year
which ends on or before such deter-
mination date. For purposes of the pre-
ceding sentence—

(i) A controlled foreign corporation’s
net worth is the total adjusted basis of
the corporate assets reduced by the
total outstanding principal amount of
the corporate liabilities, and

(ii) The determination dates applica-
ble to a taxable year of a controlled
foreign corporation are—

(A) Except as provided in (B) of this
subdivision, the close of such taxable
year and the close of the preceding tax-
able year, and

(B) With respect to a United States
shareholder who has made an election
under section 955(b)(3) to determine
such corporation’s increase in qualified
investments in foreign base company
shipping operations at the close of the
following taxable year, the close of
such taxable year and the close of the
taxable year immediately following
such taxable year.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. On December 31, 1976, controlled
foreign corporation X owns 100 percent of the
single class of stock of controlled foreign
corporation Y. X and Y both use the calendar
year as the taxable year. On December 31,
1976, Y’s assets consist of a vessel used in for-
eign commerce, related shipping assets, and
other assets unrelated to its foreign base
company shipping operations. On such date
Y has qualified investments in foreign base
company shipping operations (determined
under paragraph (g) of this section) of
$60,000, and a net worth of $100,000. If X’s in-

vestment in the stock of Y is $50,000, then
$30,000 of such amount, i.e.,

$60,

$100,
$50,

000

000
000×

is a qualified investment in foreign base
company shipping operations.

Example 2. The facts are the same as in ex-
ample 1, except that on December 31, 1976,
Y’s assets consist entirely of a vessel used in
foreign commerce and related shipping as-
sets, Y has qualified investments in foreign
base company shipping operations (deter-
mined under paragraph (g) of this section) of
$16,000 and (therefore) a net worth of $16,000.
If X’s investment in the stock of Y is $50,000,
then the entire $50,000, i.e.,

$16,

$16,
$50,

000

000
000×

is a qualified investment in foreign base
company shipping operations.

Example 3. On December 31, 1980, controlled
foreign corporation J owns two notes of con-
trolled foreign corporation K, which is a re-
lated person (within the meaning of section
954(d)(3)). Both J and K use the calendar year
as the taxable year. J’s adjusted basis in
each of the two notes is $100,000. The first
note is secured only by the general credit of
K. The second note is secured by (and, there-
fore, constitutes a specific charge on) a hotel
owned by K in a foreign country. On Decem-
ber 31, 1980, K has qualified investments in
foreign base company shipping operation
with an adjusted basis of $500,000 (before ap-
plying the rules of paragraph (g) of this sec-
tion). The adjusted basis of all of K’s cor-
porate assets is $1,100,000. K’s only liabilities
are the two notes. The amount of K’s quali-
fied investments in foreign base company
shipping operations (determined under para-
graph (g) of this section) is $450,000. K’s net
worth is $900,000. The amount of J’s qualified
investment in foreign base company shipping
operations in respect of the first note is
$50,000, i.e.,

$450,

$900,
$100,

000

000
000×

The amount of J’s qualified investment in
respect of the second note is zero (see the
last sentence of paragraph (c)(1) of this sec-
tion).

(d) Partnerships—(1) In general. A con-
trolled foreign corporation’s invest-
ment in a partnership at the close of
any taxable year of such corporation
shall be considered a qualified invest-
ment in foreign base company shipping
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operations to the extent of the propor-
tion which such corporation’s foreign
base company shipping income for such
taxable year would bear to its gross in-
come for such taxable year if—

(i) Such corporation had realized no
income other than its distributive
share of the partnership gross income,
and

(ii) Such corporation’s income were
adjusted in accordance with the rules
stated in paragraphs (a)(4)(ii)(B) and
(D) of this section.

(2) Transitional rule. For purposes of
subparagraph (1)(i) of this paragraph,
the controlled foreign corporation’s
distributive share of the partnership
gross income shall not include any
amount attributable to income earned
by the partnership before the first day
of such corporation’s first taxable year
beginning after December 31, 1975.

(3) Cross-reference. See paragraph
(g)(4) of this section for rules relating
to the determination of the amount of
a controlled foreign corporation’s in-
vestment in a partnership.

(e) Trusts—(1) In general. An invest-
ment in a trust is not a qualified in-
vestment in a foreign base company
shipping operations.

(2) Grantor trusts. Notwithstanding
subparagraph (1) of this pargraph, if a
controlled foreign corporation is treat-
ed as the owner of any portion of a
trust under subpart E of part I of sub-
chapter J (relating to grantors and
others treated as substantial owners),
then for purposes of this section such
controlled foreign corporation is
deemed to be the actual owner of such
portion of the assets of the trust. Ac-
cordingly, its investments in such as-
sets (as determined under paragraph
(g)(5) of this section) may be treated as
a qualified investment in foreign base
company shipping operations.

(3) Definitions. For purposes of this
section, the term ‘‘trust’’ means a
trust as defined in § 301.7701–4.

(f) Excluded property. For purposes of
paragraph (a) of this section, property
acquired principally for the purpose of
artificially increasing the amount of a
controlled foreign corporation’s quali-
fied investments in foreign base com-
pany shipping operations will not be
recognized; whether an item of prop-
erty is acquired principally for such

purpose will depend upon all the facts
and circumstances of each case. One of
the factors that will be considered in
making such a determination with re-
spect to an item of property is whether
the item is disposed of within 6 months
after the date of its acquisition.

(g) Amount attributable to property—(1)
General rule. For purposes of this sec-
tion, the amount taken into account
under section 955(b)(4) with respect to
any property which constitutes a quali-
fied investment in foreign base com-
pany shipping operations shall be its
adjusted basis as of the applicable de-
termination date, reduced by the out-
standing principal amount of any li-
ability (other than a liability described
in subparagraph (2) of this paragraph)
to which such property is subject on
such date including a liability secured
only by the general credit of the con-
trolled foreign corporation. Liabilities
shall be taken into account in the fol-
lowing order:

(i) The adjusted basis of each and
every item of corporate property shall
be reduced by any specific charge (non-
recourse or otherwise) to which such
item is subject. For this purpose, if a
liability constitutes a specific charge
against several items of property and
cannot definitely be allocated to any
single item of property, the specific
charge shall be apportioned against
each of such items of property in that
ratio which the adjusted basis of such
item on the applicable determination
date bears to the adjusted basis of all
such items on such date. The excess
against property over the adjusted
basis of such property shall be taken
into account as a liability secured only
by the general credit of the corpora-
tion.

(ii) A liability which is evidenced by
an open account or which is secured
only by the general credit of the con-
trolled foreign corporation shall be ap-
portioned against each and every item
of corporate property in that ratio
which the adjusted basis of such item
on the applicable determination date
(reduced as provided in subdivision (i)
of this subparagraph) bears to the ad-
justed basis of all the corporate prop-
erty on such date (reduced as provided
in subdivision (i) of this subparagraph);
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provided that no liability shall be ap-
portioned under this subdivision
against any stock or obligations de-
scribed in paragraph (h)(1) of this sec-
tion.

(2) Excluded charges. For purposes of
subparagraph (1) of this paragraph, a li-
ability created principally for the pur-
pose of artificially increasing or de-
creasing the amount of a controlled
foreign corporation’s qualified invest-
ments in foreign base company ship-
ping operations will not be recognized.
Whether a liability is created prin-
cipally for such purpose will depend
upon all the facts and circumstances of
each case. One of the factors that will
be considered in making such a deter-
mination with respect to a loan is
whether the loan was both created
after November 20, 1974, and is from a
related person, as defined in section
954(d)(3) and paragraph (e) of § 1.954–1.
Another such factor is whether the li-
ability was created after March 29,
1975, in a taxable year beginning before
January 1, 1976. For purposes of this
paragraph (g)(2), payments on liabil-
ities which are represented by an open
account are credited against the ac-
count transactions arising earliest in
time.

(3) Statement required. If for purposes
of this section the adjusted basis of
property which constitutes a qualified
investment in foreign base company
shipping operations by a controlled for-
eign corporation is reduced on the
ground that such property is subject to
a liability, each United States share-
holder shall attach to his return a
statement setting forth the adjusted
basis of the property before the reduc-
tion and the amount and nature of the
reduction.

(4) Partnership interest. If a controlled
foreign corporation is a partner in a
partnership, its investment in the part-
nership taken into account under sec-
tion 955(b)(4) shall be its adjusted basis
in the partnership determined under
section 722 or 742, adjusted as provided
in section 705, and reduced as provided
in subparagraph (1) of this paragraph.
(However, if the partnership is not en-
gaged solely in the conduct of foreign
base company shipping operations,
such amount shall be taken into ac-

count only to the extent provided in
paragraph (d)(1) of this section).

(5) Grantor trust. If a controlled for-
eign corporation is deemed to own a
portion of the assets of a trust under
paragraph (e)(2) of this section then the
amount taken into account under sec-
tion 955 (b)(4) with respect to such as-
sets shall be determined as provided in
subparagraph (1) of this paragraph by
the application of the following rules:

(i) Such controlled foreign corpora-
tion’s adjusted basis in such assets
shall be deemed to be a proportionate
share of the trust’s adjusted basis in
such assets, and

(ii) A proportionate share of the li-
abilities of the trust shall be deemed to
be liabilities of such controlled foreign
corporation and to constitute specific
charges against such assets.

(6) Translation into United States dol-
lars. The amounts determined in ac-
cordance with this paragraph shall be
translated into United States dollars in
accordance with the principles of
§ 1.964–1(e)(4).

(h) Investments in shipping companies
under prior law—(1) In general. If an
amount invested in stock or obliga-
tions of a less developed country ship-
ping company described in § 1.955–5(b) is
treated as a qualified investment in
less developed countries under § 1.955–2
(applied without regard to paragraph
(b)(5)(ii) thereof) on the applicable de-
termination date for purposes of sec-
tion 954(g) or section 955(a)(2) with re-
spect to a taxable year beginning after
December 31, 1975, then such amount
shall be treated as a qualified invest-
ment in foreign base company shipping
operations on such determination date.
See section 955(b)(5).

(2) Effect on prior law. See § 1.955–
2(b)(5)(ii) for the rule that investments
which are treated as qualified invest-
ments in foreign base company ship-
ping operations under subparagraph (1)
of this paragraph shall not be treated
as qualified investments in less devel-
oped countries for purposes of section
951(a)(1)(A)(ii).

(3) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. (a) Throughout the period here in-
volved, controlled foreign corporation X
owns 100 percent of the single class of stock
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of controlled foreign corporation Y, X and Y
each use the calendar years as the taxable
year. At the close of 1975, X’s $50,000 invest-
ment in the stock of Y is treated as a quali-
fied investment in less developed countries
under § 1.955–2 (applied without regard to
§ 1.955–2(b)(5)(ii), and Y is a less developed
country shipping company described in
§ 1.955–5(b).

(b) On December 31, 1976, Y is still a less
developed country shipping company and X’s
$50,000 investment in the stock of Y is still
treated as a qualified investment in less de-
veloped countries under § 1.955–2 (applied
without regard to § 1.955–2(b)(5)(ii). Under
subparagraph (1) of this paragraph X’s entire
$50,000 investment in the stock of Y is treat-
ed as a qualified investment in foreign base
company shipping operations.

(c) For 1977, Y’s gross income is $10,000 and
Y’s foreign base company shipping income is
$7,500. Since Y fails to meet the 80-percent
income test of § 1.955–5(b)(1), Y is no longer a
less developed country shipping company de-
scribed in § 1–955–5(b), and X’s investment in
the stock of Y is no longer treated as a quali-
fied investment in less developed countries
under § 1.955–2 (applied without regard to
§ 1.955–2(b)(5)(ii). However, assume that on
December 31, 1977, Y’s net worth (as defined
in paragraph (c)(2)(1) of this section) is
$100,000, that Y’s qualified investments in
foreign base company shipping operations
(determined under this section) on December
31, 1977, are $75,000, and that X’s investment
in the stock of Y (as determined under para-
graph (g) of this section) continues to be
$50,000. Then $67,500, i.e.,

$75,

$100,
$50,

000

000
000×

of X’s $50.000 investment in the stock of Y is
treated as a qualified investment in foreign
company shipping operations under para-
graph (c) of this section.

(d) For 1978, all of Y’s gross income is for-
eign base company shipping income. Al-
though Y is again a less developed country
shipping company described in § 1.955–5(b),
X’s investment in the stock of Y is no longer
treated as a qualified investment in less de-
veloped countries under § 1.955–2(b)(5)(iii).
Thus, X’s investment in the stock of Y is not
treated as a qualified investment in foreign
base company shipping operations under sub-
paragraph (1) of this paragraph. However, X’s
investment in the stock of Y may be so
treated under another provision of this sec-

tion, as was the case in item (c) of this exam-
ple.

(Secs. 955 (b)(2) and 7805 of the Internal Reve-
nue Code of 1954 (89 Stat. 63; 26 U.S.C.
955(b)(2), and 68A Stat. 917; 26 U.S.C. 7805))

[T.D. 7894, 48 FR 22532, May 19, 1983; 48 FR
40888, Sept. 12, 1983, as amended by T.D. 7959,
49 FR 22280, May 29, 1984]

§ 1.955A–3 Election as to qualified in-
vestments by related persons.

(a) In general. If a United States
shareholder elects the benefits of sec-
tion 955(b) 2 with respect to a related
group (as defined in paragraph (b)(1) of
this section) of controlled foreign cor-
porations, then an investment in for-
eign base company shipping operation
made by one member of such group will
be treated as having been made by an-
other member to the extent provided in
paragraph (c)(4) of this section, and
each member will be subject to the
other provisions of paragraph (c) of
this section. An election once made
shall apply for the taxable year for
which it is made and for all subsequent
years unless the election is revoked or
a new election is made to add one or
more controlled foreign corporations
to election coverage. For the manner of
making an election under section
955(b)(2), and for rules relating to the
revocation of such an election, see
paragraph (d) of this section. For rules
relating to the coordination of sections
955(b)(2) and 955(b)(3), see paragraph (e)
of this section.

(b) Related group—(1) Related group
defined. The term ‘‘related group’’
means two or more controlled foreign
corporations, but only if all of the fol-
lowing requirements are met:

(i) All such corporations use the
same taxable year.

(ii) The same United States share-
holder controls each such corporation
within the meaning of section 954(d)(3)
at the end of such taxable year, and

(iii) Such United States shareholder
elects to treat such corporations as a
related group.

(iv) If any of the corporations is on a
52–53 week taxable year and if all of the
taxable years of the corporations end
within the same 7-day period, the rule
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of paragraph (b)(1)(i) of this section
shall be deemed satisfied.

(v) An election under paragraph
(b)(1)(iii) of this section will not be
valid in the case of an election by a
U.S. shareholder (the ‘‘first U.S. share-
holder’’) if—

(A) The first U.S. shareholder con-
trols a second U.S. shareholder,

(B) The second U.S. shareholder con-
trols one or more controlled foreign
corporations, and

(C) Any of the controlled foreign cor-
porations are the subject of the elec-
tion by the first U.S. shareholder,
unless the second U.S. shareholder con-
sents to the election by the first U.S.
shareholder.

(2) Group taxable years defined. The
‘‘group taxable year’’ is the common
taxable year of a related group.

(3) Limitation. If a United States
shareholder elects to treat two or more
corporations as a related group for a
group taxable year (the ‘‘first group
taxable year’’), then such United
States shareholder (and any other
United States shareholder which is
controlled by such shareholder) may
not also elect to treat two or more
other corporations as a related group
for a group taxable year any day of
which falls within the first group tax-
able year.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation M owns
100 percent of the only class of stock of con-
trolled foreign corporations A, B, C, D, and
E. A, B, and C use the calendar year as the
taxable year. D and E use the fiscal year end-
ing on June 30 as the taxable year. M may
elect to treat A, B and C as a related group.
However, M may not elect to treat C, D, and
E as a related group.

Example 2. The facts are the same as in ex-
ample 1. In addition, M elects to treat A, B,
and C as a related group for the group tax-
able year which ends on December 31, 1976. M
may not also elect to treat D and E as a re-
lated group for the group taxable year end-
ing on June 30, 1977.

Example 3. United States shareholder A
owns 60 percent of the only class of stock of
controlled foreign corporation X and 40 per-
cent of the only class of stock of controlled
foreign corporation Y. United States share-
holder B owns the other 40 percent of the
stock of X and the other 60 percent of the
stock of Y. Neither A nor B (nor both to-

gether) may elect to treat X and Y as a re-
lated group.

(c) Effect of election. If a United
States shareholder elects to treat two
or more controlled foreign corpora-
tions as a related group for any group
taxable year then, for purposes of de-
termining the foreign base company in-
come (see § 1.954–1) and the increase or
decrease in qualified investments in
foreign base company shipping oper-
ations (see §§ 1.954–7. 1.955A–1, and
1.955A–4) of each member of such group
for such year, the following rules shall
apply:

(1) Intragroup dividends. The gross in-
come of each member of the related
group shall be deemed not to include
dividends received from any other
member of such group, to the extent
that such dividends are attributable
(within the meaning of § 1.954–6(f)(4)) to
foreign base company shipping income.
In determining net foreign base com-
pany shipping income, deductions allo-
cable to intragroup dividends attrib-
utable to foreign base company ship-
ping income shall not be allowed.

(2) Group excess deduction. (i) The de-
ductions allocable under § 1.954–1(c) to
the foreign base company shipping in-
come of each member of the related
group shall be deemed to include such
member’s pro rata share of the group
excess deduction.

(ii) The group excess deduction for
the group taxable year is the sum of
the excesses for each member of the re-
lated group (having an excess) of—

(A) The member’s deductions (deter-
mined without regard to this subpara-
graph) allocable to foreign base com-
pany shipping income for such year,
over

(B) The member’s foreign base com-
pany shipping income for such year.

(iii) A member’s pro rata share of the
group excess deduction is the amount
which bears the same ratio to such
group excess deduction as—

(A) The excess of such member’s for-
eign base company shipping income
over the deductions (so determined) al-
locable thereto, bears to

(B) The sum of such excesses for each
member of the related group having an
excess.

(iv) For purposes of this subpara-
graph, ‘‘foreign base company shipping
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income’’ means foreign base company
shipping income (as defined in § 1.954–6),
reduced by excluding therefrom all
amounts which are—

(A) Excluded from subpart F income
under section 952(b) (relating to exclu-
sion of United States income) or

(B) Excluded from foreign base com-
pany income under section 954(b)(4) (re-
lating to exception for foreign corpora-
tion not availed of to reduce taxes).

(v) The application of this subpara-
graph may be illustrated by the follow-
ing example:

Example. Controlled foreign corporations
X, Y, and Z are a related group for calendar
year 1976. The excess group deduction for 1976
is $9, X’s pro rata share of the group excess
deduction is $6, and Y’s pro rata share is $3,
determined as follows on the basis of the
facts shown in the following table:

X Y Z Group

(1) Gross shipping income ..... $100 $90 $90 ..........
(2) Shipping deductions ......... 60 70 80 ..........
(3) Net shipping income ......... 40 20 (9) ..........
(4) Group excess deduction ... .......... ........ ........ 80
(5) X’s pro rata share of group

excess deduction ($9×$40/
$60) ..................................... 6 ........ ........ ..........

(6) Y’s pro rata share of group
excess deduction ($9×$20/
$60) ..................................... .......... 3 ........ ..........

(3) Intragroup investments. On both of
the determination dates applicable to
the group taxable year for purposes of
section 954(g) or section 955(a)(2), the
qualified investments in foreign base
company shipping operations of each
member of the related group shall be
deemed not to include stock of any
other member of the related group. In
addition, neither the gains nor the
losses on dispositions of such stock
during the group taxable year shall be
taken into account under § 1.955A–
1(b)(1)(ii) in determining the decrease
in qualified investments in foreign base
company shipping operations of any
member of such related group.

(4) Group excess investment. (i) On the
later (and only the later) of the two de-
termination dates applicable to the
group taxable year for purposes of sec-
tion 954(g) or section 955(a)(2), the
qualified investments in foreign base
company shipping operations of each
member of the related group shall be
deemed to include such member’s pro

rata share of the group excess invest-
ment.

(ii) The group excess investment for
the group taxable year is the sum of
the excess for each member of the re-
lated group (having an excess) of—

(A) The member’s increase in quali-
fied investments in foreign base com-
pany shipping operations (determined
under § 1.954–7 after the application of
subparagraph (3) of this paragraph) for
such year, over

(B) The member’s foreign base com-
pany shipping income for such year.

(iii) A member’s pro rata share of the
group excess investment is the amount
which bears the same ratio to such
group excess investment as—

(A) Such member’s shortfall, in
qualified investments bears to

(B) the sum of the shortfalls in quali-
fied investments of each member of
such related group having a shortfall.

(iv) If a member has an increase in
qualified investments in foreign base
company shipping operations (deter-
mined as provided in § 1.954–7 after the
application of subparagraph (3) of this
paragraph) for the group taxable year,
then such member’s ‘‘shortfall in quali-
fied investments’’ is the excess of—

(A) Such member’s foreign base com-
pany shipping income for such year,
over

(B) Such increase.
(v) If a member has a decrease in

qualified investments in foreign base
company shipping operations (deter-
mined under § 1.955A–1(b)(1) or § 1.955A–
4(a), whichever is applicable, after the
application of subparagraph (3) of this
paragraph) for the group taxable year,
then such member’s ‘‘shortfall in quali-
fied investments’’ is the sum of—

(A) Such member’s foreign base com-
pany shipping income for such year and

(B) Such decrease.
(vi) For purposes of this subpara-

graph, ‘‘foreign base company shipping
income’’ means foreign base company
shipping income (as defined in subpara-
graph (2)(iv) of this paragraph), reduced
by the deductions allocable thereto
under § 1.954–1(c) (including the addi-
tional deductions described in subpara-
graph (2) of this paragraph).

(vii) The application of paragraphs
(c)(1), (3), and (4) of this section may be
illustrated by the following example:
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Example. (a) Controlled foreign corpora-
tions R, S, and T are a related group for cal-
endar year 1977. R and S do not own the
stock of any member of the related group.

(b) On December 31, 1977, T has qualified
investments in foreign base company ship-
ping operations (determined without regard
to paragraphs (c)(3) and (4)) of $105, of which
$15 consists of stock of S. After application
of paragraph (c)(3) (but before application of
paragraph (c)(4)), on December 31, 1977, T has
qualified investments in foreign base com-
pany shipping operations of $90, determined
as follows:

(1) Qualified investments (determined without regard
to paragraph (c)(3)) on December 31, 1977 ............ $105

(2) Less: Qualified investments in stock of another
member of a related group (as required by para-
graph (c)(3)) ............................................................. 15

(3) Balance ................................................................... 90

(c) During 1977, T’s foreign base company
shipping income is $180, determined without
regard to paragraph (c)(1). Included in the
$180 is $5 in dividends in respect of T’s stock
in S. During 1977, T has shipping deductions
of $91. Of T’s shipping deductions, $1 is allo-
cable to the dividends from S. After applica-
tion of paragraph (c)(1), T’s net shipping in-
come during 1977 is $85, determined as fol-
lows:

(1) Foreign base company shipping income .... ........ $180
(2) Less: intragroup dividends (as required by

paragraph (c)(1)) ........................................... ........ 5

(3) Balance ....................................................... ........ 175
(4) Shipping deductions ................................... $91 ..........
(5) Less: deductions allocable to intragroup

dividends (as required by paragraph (c)(1)) 1 ..........

(6) Balance ....................................................... 90 ..........
(7) Net shipping income (line (3) minus line

(6)) ................................................................ ........ 85

(d) During 1977 (without regard to para-
graph (c)(4)), R’s increase in qualified invest-
ments in foreign base company shipping op-
erations is $120; S’s decrease is $55; and T’s
increase is $35, determined on the basis of
the facts shown in the following table. In all
cases, the listed amounts of qualified invest-
ments on December 31, 1976, reflect any ad-
justments required by paragraph (c)(3) for
1976, but not any adjustment required by
paragraph (c)(4) for 1976 (see §§ 1.955A–3 (c)(3)
and (4)(i)).

R S T

(1) Qualified investments on December
31, 1977 (in the case of T, taken from
line (3) of part (b) of this example) .... $220 $150 $90

(2) Qualified investments on December
31, 1976 .............................................. 100 205 55

(3) Increase (decrease) (line (1) minus
line (2)) ............................................... 120 (55) 35

(e) In 1977, R’s net shipping income is $100;
S’s is $95; and T’s is $85, determined as fol-
lows:

R S T

(1) Gross foreign base company ship-
ping income (in the case of T, taken
from line (3) of part (c) of this exam-
ple) ...................................................... $200 $180 $175

(2) Shipping deductions (in the case of
T, taken from line (6) of part (c) of
this example) ...................................... 100 85 90

(3) Net shipping income (line (1) minus
line (2)) ............................................... 100 95 85

(f) By application of paragraph (c)(4) for
1977, S’s pro rata share of the group excess
investment is $15, and T’s pro rata share is
$5, determined as follows:

R S T Group

(1) Net shipping income
(taken from line (3) of part
(e) of this example) ............ $100 $95 $85 ..........

(2) Increase (decrease) in
qualified investments (taken
from line (3) of part (d) of
this example) ...................... 120 (55) 35 ..........

(3) Excess investment ............ 20 ........ ........ $20
(4) Shortfall ............................. .......... 150 50 200
(5) S’s pro rata share of group

excess investment
($20×$150/$200) ................. .......... 15 ........ ..........

(6) T’s pro rata share of group
excess investment
($20×$50/$200) ................... .......... ........ 5 ..........

(g) After application of paragraph (c)(4),
for purposes of determining their increase or
decrease in qualified investments in foreign
base company shipping operations for 1977,
on December 31, 1977, the amount of R’s
qualified investments is $200; the amount of
S’s is $165; and the amount of T’s is $95, de-
termined as follows:

R S T

(1) Qualified investments on December
31, 1977 (taken from line (1) of part
(d) of this example) ............................ $220 $150 $90

(2) Plus: pro rata share of group excess
investment (as required by paragraph
(c)(4)) (taken from lines (5) and (6) of
part (f) of this example) ...................... ........ 15 5

(3) Minus: Excess investment treated as
investments of related group mem-
bers (taken from line (3) of part (f) of
this example) ...................................... 20 ........ ........

(4) Total qualified investments ............... 200 165 95

(h) After application of paragraph (c)(1),
(3), and (4), during 1977, R’s increase in quali-
fied investments in foreign base company
shipping operations is $100; S’s decrease is
$40; and T’s increase is $40, determined as set
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forth in the table below. In all cases, the list-
ed amounts of qualified investments on De-
cember 31, 1976, reflect any similar adjust-
ments required by paragraph (c)(3) for 1976,
but not any adjustment required by para-
graph (c)(4) for 1976 (see § 1.955A–3(c)(3) and
(4)(i)).

R S T

(1) Qualified investments on December
31, 1977 (taken from line (4) of part
(g) of this example) ............................ $200 $165 $95

(2) Qualified investments on December
31, 1976 (see line (2) of part (d) of
this example) ...................................... 100 205 55

(3) Increase (decrease) (line (1) minus
line (2)) ............................................... 100 (40) 40

(5) Collateral effect. (i) An election
under this section by a United States
shareholder to treat two or more con-
trolled foreign corporations as a relat-
ed group for a group taxable year shall
have no effect on—

(A) Any other United States share-
holder (including a minority share-
holder of a member of such related
group).

(B) Any other controlled foreign cor-
poration, and

(C) The foreign personal holding com-
pany income, foreign base company
sales income, and foreign base com-
pany services income, and the deduc-
tions allocable under § 1.954–1(c) there-
to, of any member of such related
group.

(ii) See § 1.952–1(c)(2)(ii) for the effect
of an election under this section on the
computation of earnings and profits
and deficits in earnings and profits
under section 952 (c) and (d).

(iii) The application of this subpara-
graph may be illustrated by the follow-
ing example:

Example. United States shareholder A owns
80 percent of the only class of stock of con-
trolled foreign corporations X and Y. United
States shareholder B owns the other 20 per-
cent of the stock of X and Y. X and Y both
use the calendar year as the taxable year. A
elects to treat X and Y as a related group for
1977. For purposes of determining the
amounts includible in B’s gross income
under section 951(a) in respect of X and Y,
the election made by A shall be disregarded
and all of B’s computations shall be made
without regard to this section, as illustrated
in § 1.952–3(d).

(d) Procedure—(1) Time and manner of
making election. A United States share-
holder shall make an election under

this section to treat two or more con-
trolled foreign corporations as a relat-
ed group for a group taxable year and
subsequent years by filing a statement
to such effect with the return for the
taxable year within which or with
which such group taxable year ends.
The statement shall include the follow-
ing information:

(i) The name, address, taxpayer iden-
tification number, and taxable year of
the United States shareholder;

(ii) The name, address, and taxable
year of each controlled foreign cor-
poration which is a member of the re-
lated group and is to be subject to the
election; and

(iii) A schedule showing the calcula-
tions by which the amounts described
in this section have been determined
for the taxable year for which the elec-
tion is first effective. With respect to
each subsequent taxable year to which
the election applies, a new schedule
showing calculations of such amounts
for that taxable year must be filed with
the return for that taxable year. A con-
sent to an election required by para-
graph (b)(1)(v) of this section shall in-
clude the same information required
for the election statement.

(2) Revocation. (i) Except as provided
in subdivision (ii) of this subparagraph,
an election under this section by a
United States shareholder shall be
binding for the group taxable year for
which it is made and for subsequent
years.

(ii) Upon application by the United
States shareholder (and any other
United States shareholder controlled
by such shareholder which consented
under paragraph (b)(1)(v) of this section
to the election), an election made
under this section may, subject to the
approval of the Commissioner, be re-
voked. An application to revoke the
election, as of a specified group taxable
year, with respect to one or more (but
not all) controlled foreign corpora-
tions, subject to an election shall be
deemed to be an application to revoke
the election. Approval will not be
granted unless a material and substan-
tial change in circumstances occurs
which could not have been anticipated
when the election was made. The appli-
cation for consent to revocation shall
be made by mailing a letter for such
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purpose to Commissioner of Internal
Revenue, Attention: T:C:C, Washing-
ton, DC 20224, containing a statement
of the facts which justify such consent.
If a member of a related group subject
to an election ceases to meet the re-
quirements of paragraph (b) of this sec-
tion for membership in the group by
reason of any action taken by it or any
member of the group or the electing
United States shareholder, then the
election will be deemed to be revoked
as of the beginning of the taxable year
in which such action occurred. If such
action is taken principally for the pur-
pose of revoking the election without
applying for and obtaining the ap-
proval of the Commissioner to the rev-
ocation, then no further election cover-
ing any member of that related group
may be made by any United States
shareholder for the remainder of the
taxable year in which the action oc-
curred and the five succeeding taxable
years.

(e) Coordination with section 955(b)(3).
If a United States shareholder elects
under this section to treat two or more
controlled foreign corporations as a re-
lated group for any taxable year, and if
such United States shareholder is re-
quired under § 1.955A–4(c)(2) for pur-
poses of filing any return to estimate
the qualified investments in foreign
base company shipping operations of
any member of such group, then such
United States shareholder shall, for
purposes of filing such return, deter-
mine the amount includible in his
gross income in respect of each mem-
ber of such related group on the basis
of such estimate. If the actual amount
of such investments is not the same as
the amount of the estimate, the United
States shareholder shall immediately
notify the Commissioner. The Commis-
sioner will thereupon redetermine the
amount of tax of such United States
shareholder for the year or years with
respect to which the incorrect amount
was taken into account. The amount of
tax, if any, due upon such redetermina-
tion shall be paid by the United States
shareholder upon notice and demand by
the district director. The amount of
tax, if any, shown by such redetermina-
tion to have been overpaid shall be
credited or refunded to the United
States shareholder in accordance with

the provisions of sections 6402 and 6511
and the regulations thereunder. If a
United States shareholder elects under
this section and if the United States
shareholder has made an election under
section 955(b)(3) as to at least one
member of the related group, then the
qualified investment amounts nec-
essary for the calculations of para-
graphs (c)(3) and (4) of this section
shall be obtained, for each member of
the related group, as of the determina-
tion dates applicable to each of the
members.

(f) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. (a) Controlled foreign corpora-
tions X and Y are wholly owned subsidiaries
of domestic corporation M, X and Y use the
calendar year as the taxable year. For 1977, X
and Y are not export trade corporations (as
defined in section 971(a)), nor have they any
income derived from the insurance of United
States risks (within the meaning of section
963(a)). M does not elect to treat X and Y as
a related group for 1977.

(b) For 1977, X and Y each have gross in-
come (determined as provided in § 1.951–
6(h)(1)) of $1,000. X’s foreign base company
income is $20 and Y’s foreign base company
imcome is $0, determined as follows, based
on the facts shown in the following table:

X Y

(1) Foreign lease company shipping in-
come ................................................... $1,000 $1,000

(2) Less: amounts excluded from sub-
part F income under section 952(b)
(relating to U.S. income) and
amounts excluded from foreign base
company income under section
945(b)(4) (relating to corporation not
availed of to reduce taxes) ................. 0 0

(3) Balance ............................................. 1,000 1,000
(4) Less: deductions allocable under

§ 1.954–1(c) to balance ...................... 800 1,040

(5) Remaining balance ........................... 200 0

(6) Less: Increase in qualified invest-
ments in foreign base company ship-
ping operations ................................... 180 ..............

(7) Foreign base company income ........ 20 ..............

(c) For 1977, Y has a withdrawal of pre-
viously excluded Subpart F income from in-
vestment in foreign base company shipping
operations of $20, determined as follows, on
the basis of the facts shown in the following
table:
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(1) Qualified investments in foreign base company
shipping operations at December 31, 1976 ......... $1,210

(2) Less: qualified investments in foreign base
company shipping operations at December 31,
1977 ...................................................................... 1,170

(3) Balance ............................................................... 40
(4) Less: excess of recognized losses over recog-

nized gains on sales during 1977 of qualified in-
vestments in foreign base company shipping op-
erations ................................................................. 20

(5) Tentative decrease in qualified investments in
foreign base company shipping operations for
1977 ...................................................................... 20

(6) Limitation described in § 1.955A–1(b)(2) ........... 160
(7) Y’s amount of previously excluded subpart F in-

come withdrawn from investment in foreign base
company shipping operations (lesser of lines (5)
and (6)) ................................................................. 20

Example 2. (a) The facts are the same as in
example 1, except that M does elect to treat
X and Y as a related group for 1977.

(b) The group excess deduction, which is
solely attributable to Y’s net shipping loss,
is $40 (i.e., $1,040¥$1,000). Since X is the only
member of the related group with net ship-
ping income, X’s pro rata share of the group
excess deduction is the entire $40 amount.

(c) X’s foreign base company income for
1977 is zero, determined as follows:

(1) Preliminary net foreign base company shipping
income (line (b)(5) of example 1) ......................... $200

(2) Less: X’s pro rata share of group excess de-
duction .................................................................. 40

(3) Remaining balance ............................................. 160
(4) Less: increase in qualified investments in for-

eign base company shipping operations ............. 180

(5) Foreign base company income .......................... 0

(d) The group excess investment, which is
solely attributable to X’s excess investment,
is $20 (i.e., $180 minus $160). Since Y is the
only member of the related group with a
shortfall in qualified investments, Y’s share
of the group excess investment is the entire
$20 amount.

(e) During 1976 and 1977, Y owns no stock of
X. Y’s withdrawal of previously excluded
subpart F income from investment in foreign
base company shipping operations for 1977 is
zero, determined as follows:

(1) Qualified investments at December 31, 1976 .... $1,210
(2)(i) Qualified investments at December 31, 1977

(determined without regard to paragraph (c)(4) of
this section) .......................................................... 1,170

(ii) Y’s pro rata share of group excess invest-
ment .............................................................. 20

(iii) Total qualified investments at December
31, 1977 (Line (i) plus line (ii) ....................... 1,190

(3) Balance (line (1) minus line (2)(iii) ..................... 20
(4) Less: excess of recognized losses over recog-

nized gains on sales during 1977 of qualified in-
vestments in foreign base company shipping op-
erations ................................................................. 20

(5) Decrease in qualified investments for 1977 ....... 0

(Secs. 955 (b)(2) and 7805 of the Internal Reve-
nue Code of 1954 (89 Stat. 63; 26 U.S.C.
955(b)(2), and 68A Stat. 917; 26 U.S.C. 7805))

[T.D. 7894, 48 FR 22535, May 19, 1983; 48 FR
40888, Sept. 12, 1983, as amended by T.D. 7959,
49 FR 22280, May 29, 1984]

§ 1.955A–4 Election as to date of deter-
mining qualified investment in for-
eign base company shipping oper-
ations.

(a) Nature of election. In lieu of deter-
mining the increase under the provi-
sions of section 954(g) and § 1.954–7(a) or
the decrease under the provisions of
section 955(a)(2) and § 1.955A–1(b) in a
controlled foreign corporation’s quali-
fied investments in foreign base com-
pany shipping operations for a taxable
year in the manner provided in such
provisions, a United States shareholder
of such controlled foreign corporation
may elect, under the provisions of sec-
tion 955(b)(3) and this section, to deter-
mine such increase in accordance with
the provisions of § 1.954–7(b) and to de-
termine such decrease by ascertaining
the amount by which—

(1) Such controlled foreign corpora-
tion’s qualified investments in foreign
base company shipping operations at
the close of such taxable year exceed
its qualified investments in foreign
base company shipping operations at
the close of the taxable year imme-
diately following such taxable year,
and reducing such excess by

(2) The amount determined under
§ 1.955A–1(b)(1)(ii) for such taxable year
subject to the limitation provided in
§ 1.995A–1(b)(2) for such taxable year.
An election under this section may be
made with respect to each controlled
foreign corporation with respect to
which a person is a United States
shareholder within the meaning of sec-
tion 951(b), but the election may not be
exercised separately with respect to
the increases and the decreases of such
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controlled foreign corporation. If an
election is made under this section to
determine the increase of a controlled
foreign corporation in accordance with
the provisions of §1.954–7(b), subsequent
decreases of such controlled foreign
corporation shall be determined in ac-
cordance with this paragraph and not
in accordance with § 1.955A–1(b).

(b) Time and manner of making elec-
tion—(1) Without consent. An election
under this section with respect to a
controlled foreign corporation shall be
made without the consent of the Com-
missioner by a United States share-
holder’s filing a statement to such ef-
fect with his return for his taxable
year in which or with which ends the
first taxable year of such controlled
foreign corporation in which—

(i) Such shareholder is a United
States shareholder, and

(ii) Such controlled foreign corpora-
tion realizes foreign base company
shipping income, as defined in § 1.954–6.

The statement shall contain the name
and address of the controlled foreign
corporation and identification of such
first taxable year of such corporation.

(2) With consent. An election under
this section with respect to a con-
trolled foreign corporation may be
made by a United States shareholder at
any time with the consent of the Com-
missioner. Consent will not be granted
unless the United States shareholder
and the Commissioner agree to the
terms, conditions, and adjustments
under which the election will be ef-
fected. The application for consent to
elect shall be made by the United
States shareholder’s mailing a letter
for such purpose to the Commissioner
of Internal Revenue, Washington, DC
20224. The application shall be mailed
before the close of the first taxable
year of the controlled foreign corpora-
tion with respect to which the share-
holder desires to compute an amount
described in section 954(b)(2) in accord-
ance with the election provided in this
section. The application shall include
the following information.

(i) The name, address, and taxpayer
identification number, and taxable
year of the United States shareholder;

(ii) The name and address of the con-
trolled foreign corporation;

(iii) The first taxable year of the con-
trolled foreign corporation for which
income is to be computed under the
election;

(iv) The amount of the controlled for-
eign corporation’s qualified invest-
ments in foreign base company ship-
ping operations at the close of its pre-
ceding taxable year; and

(v) The sum of the amounts excluded
under section 954(b)(2) and § 1.954–1(b)(1)
from the foreign base company income
of the controlled foreign corporation
for all prior taxable years during which
such shareholder was a United States
shareholder of such corporation and
the sum of the amounts of its pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all prior taxable years during which
such shareholder was a United States
shareholder of such corporation.

(c) Effect of election—(1) General. Ex-
cept as provided in subparagraphs (3)
and (4) of this paragraph, an election
under this section with respect to a
controlled foreign corporation shall be
binding on the United States share-
holder and shall apply to all qualified
investments in foreign base company
shipping operations acquired, or dis-
posed of, by such controlled foreign
corporation during the taxable year
following its taxable year for which in-
come is first computed under the elec-
tion and during all succeeding taxable
years of such corporation.

(2) Returns. Any return of a United
States shareholder required to be filed
before the completion of a period with
respect to which determinations are to
be made as to a controlled foreign cor-
poration’s qualified investments in for-
eign base company shipping operations
for purposes of computing such share-
holder’s taxable income shall be filed
on the basis of an estimate of the
amount of the controlled foreign cor-
poration’s qualified investments in for-
eign base company shipping operations
at the close of the period. If the actual
amount of such investments is not the
same as the amount of the estimate,
the United States shareholder shall im-
mediately notify the Commissioner.
The Commissioner will thereupon rede-
termine the amount of tax of such
United States shareholder for the year
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or years with respect to which the in-
correct amount was taken into ac-
count. The amount of tax, if any, due
upon such redetermination shall be
paid by the United States shareholder
upon notice and demand by the district
director. The amount of tax, if any,
shown by such redetermination to have
been overpaid shall be credited or re-
funded to the United States share-
holder in accordance with the provi-
sions of sections 6402 and 6511 and the
regulations thereunder.

(3) Revocation. Upon application by
the United States shareholder, the
election made under this section may,
subject to the approval of the Commis-
sioner, be revoked. Approval will not
be granted unless the United States
shareholder and the Commissioner
agree to the terms, conditions, and ad-
justments under which the revocation
will be effected. Unless such agreement
provides otherwise, the change in the
controlled foreign corporation’s quali-
fied investments in foreign base com-
pany shipping operations for its first
taxable year for which income is com-
puted without regard to the election
previously made will be considered to
be zero for purposes of effectuating the
revocation. The application for consent
to revocation shall be made by the
United States shareholder’s mailing a
letter for such purpose to the Commis-
sioner of Internal Revenue, Washing-
ton, DC 20224. The application shall be
mailed before the close of the first tax-
able year of the controlled foreign cor-
poration with respect to which the
shareholder desires to compute the
amounts described in section 954(b)(2)
or 955(a) without regard to the election
provided in this section. The applica-
tion shall include the following infor-
mation:

(i) The name, address, and taxpayer
identification number of the United
States shareholder:

(ii) The name and address of the con-
trolled foreign corporation;

(iii) The taxable year of the con-
trolled foreign corporation for which
such amounts are to be computed;

(iv) The amount of the controlled for-
eign corporation’s qualified invest-
ments in foreign base company ship-
ping operations at the close of its pre-
ceding taxable year;

(v) The sum of the amounts excluded
under section 954(b)(2) and § 1.954–1(b)(1)
from the foreign base company income
of the controlled foreign corporation
for all prior taxable years during which
such shareholder was a United States
shareholder of such corporation and
the sum of the amounts of its pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all prior taxable years during which
such shareholder was a United States
shareholder of such corporation; and

(vi) The reasons for the request for
consent to revocation.

(4) Transfer of stock. If during any
taxable year of a controlled foreign
corporation—

(i) A United States shareholder who
has made an election under this section
with respect to such controlled foreign
corporation sells, exchanges, or other-
wise disposes of all or part of his stock
in such controlled foreign corporation,
and

(ii) The foreign corporation is a con-
trolled foreign corporation imme-
diately after the sale, exchange, or
other disposition,

then, with respect to the stock so sold,
exchanged, or disposed of, the change
in the controlled foreign corporation’s
qualified investments in foreign base
company shipping operations for such
taxable year shall be considered to be
zero. If the United States shareholder’s
successor in interest is entitled to and
does make an election under paragraph
(b)(1) of this section to determine the
controlled foreign corporation’s in-
crease in qualified investments in for-
eign base company shipping operations
for the taxable year in which he ac-
quires such stock, such increase with
respect to the stock so acquired shall
be determined in accordance with the
provisions of § 1.954–7(b)(1). If the con-
trolled foreign corporation realizes no
foreign base company income from
which amounts are excluded under sec-
tion 954(b)(2) and § 1.954–1(b)(1) for the
taxable year in which the United
States shareholder’s successor in inter-
est acquires such stock and such suc-
cessor in interest makes an election
under paragraph (b)(1) of this section
with respect to a subsequent taxable
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year of such controlled foreign corpora-
tion, the increase in the controlled for-
eign corporation’s qualified invest-
ments in foreign base company ship-
ping operations for such subsequent
taxable year shall be determined in ac-
cordance with the provisions of § 1.954–
7(b)(2).

(d) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Foreign corporation A is a whol-
ly owned subsidiary of domestic corporation
M. Both corporations use the calendar year
as a taxable year. In a statement filed with
its return for 1977, M makes an election
under section 955(b)(3) and the election re-
mains in force for the taxable year 1978. At
December 31, 1978, A’s qualified investments
in foreign base company shipping operations
amount to $100,000; and, at December 31, 1979,
to $80,000. For purposes of paragraph (a)(1) of
this section, A Corporation’s decrease in
qualified investments in foreign base com-
pany shipping operations for the taxable
year 1978 is $20,000 and is determined by
ascertaining the amount by which A Cor-
poration’s qualified investments in foreign
base company shipping operations at Decem-
ber 31, 1978 ($100,000) exceed its qualified in-
vestments in foreign base company shipping
operations at December 31, 1979 ($80,000).

Example 2. The facts are the same as in ex-
ample 1 except that A experiences no
changes in qualified investments in foreign
base company shipping operations during its
taxable years 1980 and 1981. If M’s election
were to remain in force, A’s acquisitions and
dispositions of qualified investments in for-
eign base company shipping operations dur-
ing A’s taxable year 1982 would be taken into
account in determining whether A has expe-
rienced an increase or a decrease in qualified
investments in foreign base company ship-
ping operations for its taxable year 1981.
However, M duly files before the close of A’s
taxable year 1981 as application for consent
to revocation of M Corporation’s election
under section 955(b)(3), and, pursuant to an
agreement between the Commissioner and
M, consent is granted by the Commissioner.
Assuming such agreement does not provide
otherwise, A’s change in qualifed invest-
ments in foreign base company shipping op-
erations for its taxable year 1981 is zero be-
cause the effect of the revocation of the elec-
tion is to treat acquisitions and dispositions
of qualified investments in foreign base com-
pany shipping operations actually occurring
in 1982 as having occurred in such year rath-
er than in 1981.

Example 3. The facts are the same as in ex-
ample 2 except that A’s qualified invest-
ments in foreign base company shipping op-
erations at December 31, 1982, amount to

$70,000. For purposes of paragraph (b)(1)(i) of
§ 1.955A–1, the decrease in A’s qualified in-
vestments in foreign base company shipping
operations for the taxable year 1982 is $10,000
and is determined by ascertaining the
amount by which A’s qualified investments
in foreign base company shipping operations
at December 31, 1981 ($80,000) exceed its
qualified investments in foreign base com-
pany shipping operations at December 31,
1982 ($70,000).

Example 4. The facts are the same as in ex-
ample 1. Assume further that on September
30, 1979, M sells 40 percent of the only class
of stock of A to N Corporation, a domestic
corporation. N uses the calendar year as a
taxable year. A remains a controlled foreign
corporation immediately after such sale of
its stock. A’s qualified investments in for-
eign base company shipping operations at
December 31, 1980, amount to $90,000. The
changes in A Corporation’s qualified invest-
ments in foreign base company shipping op-
erations occurring in its taxable year 1979
are considered to be zero with respect to the
40-percent stock interest acquired by N Cor-
poration. The entire $20,000 reduction in A
Corporation’s qualified investments in for-
eign base company shipping operations
which occurs during the taxable year 1979 is
taken into account by M for purposes of
paragraph (c)(1) of this section in determin-
ing its tax liability for the taxable year 1978.
A’s increase in qualified investments in for-
eign base company shipping operations for
the taxable year 1979 with respect to the 60-
percent stock interest retained by M is $6,000
and is determined by ascertaining M’s pro
rata share (60 percent) of the amount by
which A’s qualified investments in foreign
base company shipping operations at Decem-
ber 31, 1980 ($90,000) exceed its qualified in-
vestments in foreign base company shipping
operations at December 31, 1979 ($80,000). N
does not make an election under section
955(b)(3) in its return for its taxable year
1980. Corporation A’s increase in qualified in-
vestments in foreign base company shipping
operations for the taxable year 1980 with re-
spect to the 40-percent stock interest ac-
quired by N is $4,000.

[T.D. 7894, 48 FR 22539, May 19, 1983]

§ 1.956–1 Shareholder’s pro rata share
of a controlled foreign corporation’s
increase in earnings invested in
United States property.

(a) In general. Section 956(a)(1) and
paragraph (b) of this section provide
rules for determining the amount of a
controlled foreign corporation’s earn-
ings invested in United States property
at the close of any taxable year. Such
amount is the aggregate amount in-
vested in United States property to the
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extent such amount would have con-
stituted a dividend if it had been dis-
tributed on such date. Subject to the
provisions of section 951(a)(4) and the
regulations thereunder, a United
States shareholder of a controlled for-
eign corporation is required to include
in his gross income his pro rata share,
as determined in accordance with para-
graph (c) of this section, of the con-
trolled foreign corporation’s increase
for any taxable year in earnings in-
vested in United States property but
only to the extent such share is not ex-
cludable from his gross income under
the provisions of section 959(a)(2) and
the regulations thereunder.

(b) Amount of a controlled foreign cor-
poration’s investment of earnings in
United States property—(1) Dividend limi-
tation. The amount of a controlled for-
eign corporation’s earnings invested at
the close of its taxable year in United
States property is the aggregate
amount of such property held, directly
or indirectly, by such corporation at
the close of its taxable year to the ex-
tent such amount would have con-
stituted a dividend under section 316
and §§ 1.316–1 and 1.316–2 (determined
after the application of section 955(a))
if it had been distributed on such clos-
ing day. For purposes of this subpara-
graph, the determination of whether an
amount would have constituted a divi-
dend if distributed shall be made with-
out regard to the provisions of section
959(d) and the regulations thereunder.

(2) Aggregate amount of United States
property. For purposes of determining
an increase in earnings invested in
United States property for any taxable
year beginning after December 31, 1975,
the aggregate amount of United States
property held by a controlled foreign
corporation at the close of—

(i) Any taxable year beginning after
December 31, 1975, and

(ii) The last taxable year beginning
before January 1, 1976 does not include
stock or obligations of a domestic cor-
poration described in section
956(b)(2)(F) or movable property de-
scribed in section 956(b)(2)(G).

(3) Treatment of earnings and profits.
For purposes of making the determina-
tion under subparagraph (1) of this
paragraph as to whether an amount of
investment would have constituted a

dividend if distributed at the close of
any taxable year of a controlled foreign
corporation, earnings and profits of the
controlled foreign corporation shall be
considered not to include any amounts
which are attributable to—

(i) Amounts which have been in-
cluded in the gross income of a United
States shareholder of such controlled
foreign corporation under section
951(a)(1)(B) (or which would have been
so included but for section 959(a)(2))
and have not been distributed, or

(ii)(a) Amounts which are included in
the gross income of a United States
shareholder of such controlled foreign
corporation under section 551(b) or
would be so included under such sec-
tion but for the fact that such amounts
were distributed to such shareholder
during the taxable year, or

(b) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 551(b) and have
not been distributed.

The rules of this subparagraph apply
only in determining the limitation on a
controlled foreign corporation’s in-
crease in earnings invested in United
States property. See section 959 and
the regulations thereunder for limita-
tions on the exclusion from gross in-
come of previously taxed earnings and
profits.

(4) [Reserved]
(c) Shareholder’s pro rata share of in-

crease—(1) General rule. A United States
shareholder’s pro rata share of a con-
trolled foreign corporation’s increase
for any taxable year in earnings in-
vested in United States property is the
amount determined by subtracting the
shareholder’s pro rata share of—

(i) The controlled foreign corpora-
tion’s earnings invested in United
States property at the close of its pre-
ceding taxable year, as determined
under paragraph (b) of this section, re-
duced by amounts paid by such cor-
poration during such preceding taxable
year to which section 959(c)(1) and the
regulations thereunder apply, from his
pro rata share of

(ii) The controlled foreign corpora-
tion’s earnings invested in United
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States property at the close of its cur-
rent taxable year, as determined under
paragraph (b) of this section.

(2) Illustration. The application of this
paragraph may be illustrated by the
following examples:

Example 1. A is a United States shareholder
and direct owner of 60 percent of the only
class of stock of R Corporation, a controlled
foreign corporation during the entire period
here involved. Both A and R Corporation use
the calendar year as a taxable year. Corpora-
tion R’s aggregate investment in United
States property on December 31, 1964, which
would constitute a dividend (as determined
under paragraph (b) of this section) if dis-
tributed on such date is $150,000. During the
taxable year 1964, R Corporation distributed
$50,000 to which section 959(c)(1) applies. Cor-
poration R’s aggregate investment in United
States property on December 31, 1965, is
$250,000; and R Corporation’s current and ac-
cumulated earnings and profits on such date
(determined as provided in paragraph (b) of
this section) are $225,000. A’s pro rata share
of R Corporation’s increase for 1965 in earn-
ings invested in United States property is
$75,000, determined as follows:

(i) Aggregate investment in United States prop-
erty on December 31, 1965 ............................... $250,000

(ii) Current and accumulated earnings and profits
on December 31, 1965 ...................................... 225,000

(iii) Amount of earnings invested in United States
property on December 31, 1965, which would
constitute a dividend if distributed on such date
(lesser of item (i) or item (ii)) ............................. 225,000

(iv) Aggregate investment in United
States property on December 31,
1964, which would constitute a divi-
dend if distributed on such date ..... $150,000

Less: Amounts distributed during
1964 to which section
959(c)(1) applies ...................... 50,000 100,000

(v) R Corporation’s increase for 1965 in earnings
invested in United States property (item (iii)
minus item (iv)) ................................................... 125,000

(vi) A’s pro rata share of R Corporation’s increase
for 1965 in earnings invested in United States
property (item (v) times 60 percent) .................. 75,000

Example 2. The facts are the same as in ex-
ample 1, except that R Corporation’s current
and accumulated earnings and profits on De-
cember 31, 1965, are $100,000 instead of
$225,000. Accordingly, even through R Cor-
poration’s aggregate investment in United
States property on December 31, 1965, of
$250,000 exceeds the net amount ($100,000)
taken into account under subparagraph (1)(i)
of this paragraph as of December 31, 1964, by
$150,000, there is no increase for taxable year
1965 in earnings invested in United States
property because of the dividend limitation
of paragraph (b)(1) of this section. Corpora-

tion R’s aggregate investment in United
States property on December 31, 1966, is un-
changed ($250,000) Corporation R’s current
and accumulated earnings and profits on De-
cember 31, 1966, are $175,000, and, as a con-
sequence, its aggregate investment in United
States property which would constitute a
dividend if distributed on that date is
$175,000. Corporation R pays no amount dur-
ing 1965 to which section 959(c)(1) applies.
Corporation R’s increase for the taxable year
1966 in earnings invested in United States
property is $75,000, and A’s pro rata share of
that amount is $45,000 ($75,000 times 60 per-
cent).

(d) Date and basis of determinations.
The determinations made under para-
graph (c)(1)(i) of this section with re-
spect to the close of the preceding tax-
able year of a controlled foreign cor-
poration and under paragraph (c)(1)(ii)
with respect to the close of the current
taxable year of such controlled foreign
corporation, for purposes of determin-
ing the United States shareholder’s pro
rata share of such corporation’s in-
creased investment of earnings in
United States property for the current
taxable year, shall be made as of the
last day of the current taxable year of
such corporation but on the basis of
stock owned, within the meaning of
section 958(a) and the regulations
thereunder, by such United States
shareholder on the last day of the cur-
rent taxable year of the foreign cor-
poration on which such corporation is
a controlled foreign corporation. See
the last sentence of section 956(a)(2).
The application of this paragraph may
be illustrated from the following exam-
ple:

Example. Domestic corporation M owns 60
percent of the only class of stock of A Cor-
poration, a controlled foreign corporation
during the entire period here involved. Both
M Corporation and A Corporation use the
calendar year as a taxable year. Corporation
A’s investment of earnings in United States
property at the close of the taxable year 1963
is $100,000, as determined under paragraph (b)
of this section, and M Corporation includes
its pro rata share of such amount ($60,000) in
gross income for its taxable year 1963. On
June 1, 1964, M Corporation acquires an addi-
tional 25 percent of A Corporation’s out-
standing stock from a person who is not a
United States person as defined in section
957(d). Corporation A’s investment of earn-
ings in United States property at the close of
the taxable year 1964, as determined under
paragraph (b) of this section, is unchanged
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($100,000). Corporation A pays no amount
during 1963 to which section 959(c)(1) applies.
Corporation M is not required, by reason of
the acquisition in 1964 of A Corporation’s
stock, to include an additional amount in its
gross income with respect to A Corporation’s
investment of earnings in United States
property even though the earnings invested
in United States property by A Corporation
attributable to the stock acquired by M Cor-
poration were not previously taxed. The de-
termination made under paragraph (c)(1)(i)
of this section as well as the determination
made under paragraph (c)(1)(ii) of this sec-
tion with respect to A Corporation’s invest-
ment for 1964 of earnings in United States
property are made on the basis of stock
owned by M Corporation (85 percent) at the
close of 1964.

(e) Amount attributable to property—(1)
General rule. Except as provided in sub-
paragraph (2) of this paragraph, for
purposes of paragraph (b)(1) of this sec-
tion the amount taken into account
with respect to any United States prop-
erty shall be its adjusted basis, as of
the applicable determination date, re-
duced by any liability (other than a li-
ability described in subparagraph (3) of
this paragraph) to which such property
is subject on such date. To be taken
into account under this subparagraph,
a liability must constitute a specific
charge against the property involved.
Thus, a liability evidenced by an open
account or a liability secured only by
the general credit of the controlled for-
eign corporation will not be taken into
account. On the other hand, if a liabil-
ity constitutes a specific charge
against several items of property and
cannot definitely be allocated to any
single item of property, the liability
shall be apportioned against each of
such items of property in that ratio
which the adjusted basis of such item
on the applicable determination date
bears to the adjusted basis of all such
items at such time. A liability in ex-
cess of the adjusted basis of the prop-
erty which is subject to such liability
shall not be taken into account for the
purpose of reducing the adjusted basis
of other property which is not subject
to such liability.

(2) Rule for pledges and guarantees.
For purposes of this section the
amount taken into account with re-
spect to any pledge or guarantee de-
scribed in paragraph (c)(1) of § 1.956–2
shall be the unpaid principal amount

on the applicable determination date of
the obligation with respect to which
the controlled foreign corporation is a
pledgor or guarantor.

(3) Excluded charges. For purposes of
subparagraph (1) of this paragraph, a
specific charge created with respect to
any item of property principally for
the purpose of artificially increasing or
decreasing the amount of a controlled
foreign corporation’s investment of
earnings in United States property will
not be recognized; whether a specific
charge is created principally for such
purpose will depend upon all the facts
and circumstances of each case. One of
the factors that will be considered in
making such a determination with re-
spect to a loan is whether the loan is
from a related person, as defined in sec-
tion 954 (d)(3) and paragraph (e) of
§ 1.954–1.

(4) Statement required. If for purposes
of this section a United States share-
holder of a controlled foreign corpora-
tion reduces the adjusted basis of prop-
erty which constitutes United States
property on the ground that such prop-
erty is subject to a liability, he shall
attach to his return a statement set-
ting forth the adjusted basis of the
property before the reduction and the
amount and nature of the reduction.

(Secs. 956(c), 7805, Internal Revenue Code of
1954 (76 Stat. 1017, 68A Stat. 917; (26 U.S.C.
956(c) and 7805 respectively)))

[T.D. 6704, 29 FR 2600, Feb. 20, 1964, as amend-
ed by T.D. 6795, 30 FR 942, Jan. 29, 1965; T.D.
7712, 45 FR 52374, Aug. 7, 1980; T.D. 8209, 53 FR
22171, June 14, 1988]

§ 1.956–1T Shareholder’s pro rata
share of a controlled foreign cor-
poration’s increase in earnings in-
vested in United States property
(temporary).

(a) [Reserved]
(b)(1)–(3) [Reserved]
(4) Treatment of certain investments of

earnings in United States Property—(i)
Special rule. For purposes of § 1.956–
1(b)(1) of the regulations, a controlled
foreign corporation will be considered
to hold indirectly (A) the investments
in United States property held on its
behalf by a trustee or a nominee or (B)
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at the discretion of the District Direc-
tor, investments in U.S. property ac-
quired by any other foreign corpora-
tion that is controlled by the con-
trolled foreign corporation, if one of
the principal purposes for creating, or-
ganizing, or funding (through capital
contributions or debt) such other for-
eign corporation is to avoid the appli-
cation of section 956 with respect to
the controlled foreign corporation. For
purposes of this paragraph (b), a for-
eign corporation will be controlled by
the controlled foreign corporation if
the foreign corporation and the con-
trolled foreign corporation are related
parties under section 267(b). In deter-
mining for purposes of this paragraph
(b) whether two or more corporations
are members of the same controlled
group under section 267(b)(3), a person
is considered to own stock owned di-
rectly by such person, stock owned
with the application of section
1563(e)(1), and stock owned with the ap-
plication of section 267(c). The follow-
ing examples illustrate the application
of this paragraph.

Example 1. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation, and all of the
outstanding stock of FS2, also a controlled
foreign corporation. FS1 sells products to
FS2 in exchange for trade receivables due in
60 days. FS2 has no earnings and profits. FS1
has substantial accumulated earnings and
profits. FS2 loans to P an amount equal to
the debt it owes FS1. FS2 pays the trade re-
ceivables according to the terms of the re-
ceivables. FS1 will not be considered to hold
indirectly the investment in United States
property under this paragraph (b)(4), because
there was no transfer of funds to FS2.

Example 2. The facts are the same as in Ex-
ample 1, except that FS2 does not pay the re-
ceivables. FS1 is considered to hold indi-
rectly the investment in United States prop-
erty under this paragraph (b)(4), because
there was a transfer of funds to FS2, a prin-
cipal purpose of which was to avoid the ap-
plication of section 956 to FS1.

(ii) Effective date. This section is ef-
fective June 14, 1988, with respect to in-
vestments made on or after June 14,
1988.

(c)–(d) [Reserved]
(e)(1)–(4) [Reserved]
(e)(5) Excluded charges—(i) Special

rule. For purposes of § 1.956–1(e)(1) of
the regulations, in the case of an in-
vestment in United States property

consisting of an obligation of a related
person, as defined in section 954(d)(3)
and paragraph (e) of § 1.954–1, a liability
will not be recognized as a specific
charge if the liability representing the
charge is with recourse with respect to
the general credit or other assets of the
investing controlled foreign corpora-
tion.

(ii) Effective date. This section is ef-
fective June 14, 1988, with respect to in-
vestments made on or after June 14,
1988.

[T.D. 8209, 53 FR 22171, June 14, 1988]

§ 1.956–2 Definition of United States
property.

(a) Included property—(1) In general.
For purposes of section 956(a) and
§ 1.956–1, United States property is (ex-
cept as provided in paragraph (b) of
this section) any property acquired
(within the meaning of paragraph (d)(1)
of this section) by a foreign corpora-
tion (whether or not a controlled for-
eign corporation at the time) during
any taxable year of such foreign cor-
poration beginning after December 31,
1962, which is—

(i) Tangible property (real or per-
sonal) located in the United States;

(ii) Stock of a domestic corporation;
(iii) An obligation (as defined in

paragraph (d)(2) of this section) of a
United States person (as defined in sec-
tion 957(d)); or

(iv) Any right to the use in the
United States of—

(a) A patent or copyright,
(b) An invention, model, or design

(whether or not patented),
(c) A secret formula or process, or
(d) Any other similar property right,

which is acquired or developed by the
foreign corporation for use in the
United States by any person. Whether
a right described in this subdivision
has been acquired or developed for use
in the United States by any person is
to be determined from all the facts and
circumstances of each case. As a gen-
eral rule, a right actually used prin-
cipally in the United States will be
considered to have been acquired or de-
veloped for use in the United States in
the absence of affirmative evidence
showing that the right was not so ac-
quired or developed for such use.
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(2) Illustrations. The application of
the provisions of this paragraph may
be illustrated by the following exam-
ples:

Example 1. Foreign corporation R uses as a
taxable year a fiscal year ending on June 30.
Corporation R acquires on June 1, 1963, and
holds on June 30, 1963, $100,000 of tangible
property (not described in section 956(b)(2))
located in the United States. Corporation R’s
aggregate investment in United States prop-
erty at the close of its taxable year ending
June 30, 1963, is zero since the property
which is acquired on June 1, 1963, is not ac-
quired during a taxable year of R Corpora-
tion beginning after December 31, 1962. As-
suming no change in R Corporation’s aggre-
gate investment in United States property
during its taxable year ending June 30, 1964,
R Corporation’s increase in earnings in-
vested in United States property for such
taxable year is zero.

Example 2. Foreign corporation S uses the
calendar year as a taxable year and is a con-
trolled foreign corporation for its entire tax-
able year 1965. Corporation S is not a con-
trolled foreign corporation at any time dur-
ing its taxable years 1963 and 1964. Corpora-
tion S owns on December 31, 1964, $100,000 of
tangible property (not described in section
956(b)(2)) located in the United States which
it acquires during taxable years beginning
after December 31, 1962. Corporation S’s ag-
gregate investment in United States prop-
erty on December 31, 1964, is $100,000. Cor-
poration S’s current and accumulated earn-
ings and profits (determined as provided in
paragraph (b) of § 1.956–1) as of December 31,
1964, are in excess of $100,000. Assuming no
change in S Corporation’s aggregate invest-
ment in United States property during its
taxable year 1965, S Corporation’s increase in
earnings invested in United States property
for such taxable year is zero.

Example 3. Foreign corporation T uses the
calendar year as a taxable year and is a con-
trolled foreign corporation for its entire tax-
able years 1963, 1964, and 1966. At December
31, 1964, T Corporation’s investment in
United States property is $100,000. Corpora-
tion T is not a controlled foreign corporation
at any time during its taxable year 1965 in
which it acquires $25,000 of tangible property
(not described in section 956(b)(2)) located in
the United States. On December 31, 1965, T
Corporation holds the United States prop-
erty of $100,000 which it held on December 31,
1964, and, in addition, the United States
property acquired in 1965. Corporation T’s
aggregate investment in United States prop-
erty at December 31, 1965, is $125,000. Cor-
poration T’s current and accumulated earn-
ings and profits (determined as provided in
paragraph (b) of § 1.956–1) as of December 31,
1965, are in excess of $125,000, and T Corpora-
tion pays no amount during 1965 to which

section 959 (c)(1) applies. Assuming no
change in T Corporation’s aggregate invest-
ment in United States property during its
taxable year 1966, T Corporation’s increase in
earnings invested in United States property
for such taxable year is zero.

(b) Exceptions—(1) Excluded property.
For purposes of section 956(a) and para-
graph (a) of this section, United States
property does not include the following
types of property held by a foreign cor-
poration:

(i) Obligations of the United States.
(ii) Money.
(iii) Deposits with persons carrying

on the banking business, unless the de-
posits serve directly or indirectly as a
pledge or guarantee within the mean-
ing of paragraph (c) of this section. See
paragraph (e)(2) of § 1.956–1.

(iv) Property located in the United
States which is purchased in the
United States for export to, or use in,
foreign countries. For purposes of this
subdivision, property to be used out-
side the United States will be consid-
ered property to be used in a foreign
country. Whether property is of a type
described in this subdivision is to be
determined from all the facts and cir-
cumstances in each case. Property
which constitutes export trade assets
within the meaning of section 971(c)(2)
and paragraph (c)(3) of § 1.971–1 will be
considered property of a type described
in this subdivision.

(v) Any obligation (as defined in
paragraph (d)(2) of this section) of a
United States person (as defined in sec-
tion 957(d)) arising in connection with
the sale or processing of property if the
amount of such obligation outstanding
at any time during the taxable year of
the foreign corporation does not exceed
an amount which is ordinary and nec-
essary to carry on the trade or business
of both the other party to the sale or
processing transaction and the United
States person, or, if the sale or process-
ing transaction occurs between related
persons, would be ordinary and nec-
essary to carry on the trade or business
of both the other party to the sale or
processing transaction and the United
States person if such persons were un-
related persons. Whether the amount of
an obligation described in this subdivi-
sion is ordinary and necessary is to be
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determined from all the facts and cir-
cumstances in each case.

(vi) Any aircraft, railroad rolling
stock, vessel, motor vehicle, or con-
tainer used in the transportation of
persons or property in foreign com-
merce and used predominantly outside
the United States. Whether transpor-
tation property described in this sub-
division is used in foreign commerce
and predominantly outside the United
States is to be determined from all the
facts and circumstances in each case.
As a general rule, such transportation
property will be considered to be used
predominantly outside the United
States if 70 percent or more of the
miles traversed (during the taxable
year at the close of which a determina-
tion is made under section 956(a)(2)) in
the use of such property are traversed
outside the United States or if such
property is located outside the United
States 70 percent of the time during
such taxable year.

(vii) An amount of assets described in
paragraph (a) of this section of an in-
surance company equivalent to the un-
earned premiums or reserves which are
ordinary and necessary for the proper
conduct of that part of its insurance
business which is attributable to con-
tracts other than those described in
section 953(a)(1) and the regulations
thereunder. For purposes of this sub-
division, a reserve will be considered
ordinary and necessary for the proper
conduct of an insurance business if,
under the principles of paragraph (c) of
§ 1.953–4, such reserve would qualify as
a reserve required by law. See para-
graph (d)(3) of § 1.954–2 for determining,
for purposes of this subdivision, the
meaning of insurance company and of
unearned premiums.

(viii) For taxable years beginning
after December 31, 1975, the voting or
nonvoting stock or obligations of an
unrelated domestic corporation. For
purposes of this subdivision, an unre-
lated domestic corporation is a domes-
tic corporation which is neither a
United States shareholder (as defined
in section 951(b)) of the controlled for-
eign corporation making the invest-
ment, nor a corporation 25 percent or
more of whose total combined voting
power of all classes of stock entitled to
vote is owned or considered as owned

(within the meaning of section 958 (b))
by United States shareholders of the
controlled foreign corporation making
the investment. The determination of
whether a domestic corporation is an
unrelated corporation is made imme-
diately after each acquisition of stock
or obligations by the controlled foreign
corporations.

(ix) For taxable years beginning after
December 31, 1975, movable drilling rigs
or barges and other movable explo-
ration and exploitation equipment
(other than a vessel or an aircraft)
when used on the Continental Shelf (as
defined in section 638) of the United
States in the exploration for, develop-
ment, removal, or transportation of
natural resources from or under ocean
waters. Property used on the Continen-
tal Shelf includes property located in
the United States which is being con-
structed or is in storage or in transit
within the United States for use on the
Continental Shelf. In general, the type
of property which qualifies for the ex-
ception under this subdivision includes
any movable property which would be
entitled to the investment credit if
used outside the United States in cer-
tain geographical areas of the Western
Hemisphere pursuant to section
48(a)(2)(B)(x) (without reference to sec-
tions 49 and 50).

(x) An amount of—
(a) A controlled foreign corporation’s

assets described in paragraph (a) of this
section equivalent to its earnings and
profits which are accumulated after
December 31, 1962, and are attributable
to items of income described in section
952(b) and the regulations thereunder,
reduced by the amount of

(b) The earnings and profits of such
corporation which are applied in a tax-
able year of such corporation beginning
after December 31, 1962, to discharge a
liability on property, but only if the li-
ability was in existence at the close of
such corporation’s taxable year imme-
diately preceding its first taxable year
beginning after December 31, 1962, and
the property would have been United
States property if it had been acquired
by such corporation immediately be-
fore such discharge.

For purposes of this subdivision, dis-
tributions made by such corporation
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for any taxable year shall be consid-
ered first made out of earnings and
profits for such year other than earn-
ings and profits referred to in (a) of
this subdivision.

(2) Statement required. If a United
States shareholder of a controlled for-
eign corporation excludes any property
from the United States property of
such controlled foreign corporation on
the ground that section 956(b)(2) ap-
plies to such excluded property, he
shall attach to his return a statement
setting forth, by categories described
in paragraph (a)(1) of this section, the
amount of United States property of
the controlled foreign corporation and,
by categories described in subpara-
graph (1) of this paragraph, the amount
of such property which is excluded.

(c) Treatment of pledges and guaran-
tees—(1) General rule. Except as pro-
vided in subparagraph (4) of this para-
graph, any obligation (as defined in
paragraph (d)(2) of this section) of a
United States person (as defined in sec-
tion 957(d)) with respect to which a
controlled foreign corporation is a
pledgor or guarantor shall be consid-
ered for purposes of section 956(a) and
paragraph (a) of this section to be
United States property held by such
controlled foreign corporation.

(2) Indirect pledge or guarantee. If the
assets of a controlled foreign corpora-
tion serve at any time, even though in-
directly, as security for the perform-
ance of an obligation of a United
States person, then, for purposes of
paragraph (c)(1) of this section, the
controlled foreign corporation will be
considered a pledgor or guarantor of
that obligation. For this purpose the
pledge of stock of a controlled foreign
corporation will be considered as the
indirect pledge of the assets of the cor-
poration if at least 66 2/3 percent of the
total combined voting power of all
classes of stock entitled to vote is
pledged and if the pledge of stock is ac-
companied by one or more negative
covenants or similar restrictions on
the shareholder effectively limiting the
corporation’s discretion with respect to
the disposition of assets and the incur-
rence of liabilities other than in the or-
dinary course of business. This para-
graph (c)(2) applies only to pledges and
guarantees which are made after Sep-

tember 8, 1980. For purposes of this
paragraph (c)(2) a refinancing shall be
considered as a new pledge or guaran-
tee.

(3) Illustrations. The following exam-
ples illustrate the application of this
paragraph (c):

Example 1. A, a United States person, bor-
rows $100,000 from a bank in foreign country
X on December 31, 1964. On the same date
controlled foreign corporation R pledges its
assets as security for A’s performance of A’s
obligation to repay such loan. The place at
which or manner in which A uses the money
is not material. For purposes of paragraph
(b) of § 1.956–1, R Corporation will be consid-
ered to hold A’s obligation to repay the bank
$100,000, and, under the provisions of para-
graph (e)(2) of § 1.956–1, the amount taken
into account in computing R Corporation’s
aggregate investment in United States prop-
erty on December 31, 1964, is the unpaid prin-
cipal amount of the obligation on that date
($100,000).

Example 2. The facts are the same as in ex-
ample 1, except that R Corporation partici-
pates in the transaction, not by pledging its
assets as security for A’s performance of A’s
obligation to repay the loan, but by agreeing
to buy for $1,00,000 at maturity the note rep-
resenting A’s obligation if A does not repay
the loan. Separate arrangements are made
with respect to the payment of the interest
on the loan. The agreement of R Corporation
to buy the note constitutes a guarantee of
A’s obligation. For purposes of paragraph (b)
of § 1.956–1, R Corporation will be considered
to hold A’s obligation to repay the bank
$100,000, and, under the provisions of para-
graph (e)(2) of § 1.956–1, the amount taken
into account in computing R Corporation’s
aggregate investment in United States prop-
erty on December 31, 1964, is the unpaid prin-
cipal amount of the obligation on that date
($100,000).

Example 3. A, a United States person, bor-
rows $100,000 from a bank on December 10,
1981, pledging 70 percent of the stock of X, a
controlled foreign corporation, as collateral
for the loan. A and X use the calendar year
as their taxable year. in the loan agreement,
among other things, A agrees not to cause or
permit X Corporation to do any of the fol-
lowing without the consent of the bank:

(a) Borrow money or pledge assets, except
as to borrowings in the ordinary course of
business of X Corporation;

(b) Guarantee, assume, or become liable on
the obligation of another, or invest in or
lend funds to another;

(c) Merge or consolidate with any other
corporation or transfer shares of any con-
trolled subsidiary;
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(d) Sell or lease (other than in the ordinary
course of business) or otherwise dispose of
any substantial part of its assets;

(e) Pay or secure any debt owing by X Cor-
poration to A; and

(f) Pay any dividends, except in such
amounts as may be required to make inter-
est or principal payments on A’s loan from
the bank.

A retains the right to vote the stock unless
a default occurs by A. Under paragraph (c)(2)
of this section, the assets of X Corporation
serve indirectly as security for A’s perform-
ance of A’s obligation to repay the loan and
X Corporation will be considered a pledgor or
guarantor with respect to that obligation.
For purposes of paragraph (b) of § 1.956–1, X
Corporation will be considered to hold A’s
obligation to repay the bank $100,000 and
under paragraph (e)(2) of § 1.956–1, the
amount taken into account in computing X
Corporation’s aggregate investment in
United States property on December 31, 1981,
is the unpaid principal amount of the obliga-
tion on that date.

(4) Special rule for certain conduit fi-
nancing arrangements. The rule con-
tained in subparagraph (1) of this para-
graph shall not apply to a pledge or a
guarantee by a controlled foreign cor-
poration to secure the obligation of a
United States person if such United
States person is a mere conduit in a fi-
nancing arrangement. Whether the
United States person is a mere conduit
in a financing arrangement will depend
upon all the facts and circumstances in
each case. A United States person will
be considered a mere conduit in a fi-
nancing arrangement in a case in
which a controlled foreign corporation
pledges stock of its subsidiary corpora-
tion, which is also a controlled foreign
corporation, to secure the obligation of
such United States person, where the
following conditions are satisfied:

(i) Such United States person is a do-
mestic corporation which is not en-
gaged in the active conduct of a trade
or business and has no substantial as-
sets other than those arising out of its
relending of the funds borrowed by it
on such obligation to the controlled
foreign corporation whose stock is
pledged; and

(ii) The assets of such United States
person are at all times substantially
offset by its obligation to the lender.

(d) Definitions—(1) Meaning of ‘‘ac-
quired’’—(i) Applicable rules. For pur-
poses of this section—

(a) Property shall be considered ac-
quired by a foreign corporation when
such corporation acquires an adjusted
basis in the property;

(b) Property which is an obligation of
a United States person with respect to
which a controlled foreign corporation
is a pledgor or guarantor (within the
meaning of paragraph (c) of this sec-
tion) shall be considered acquired when
the corporation becomes liable as a
pledgor or guarantor or is otherwise
considered a pledgor or guarantor
(within the meaning of paragraph (c)(2)
of this section); and

(c) Property shall not be considered
acquired by a foreign corporation if—

(1) Such property is acquired in a
transaction in which gain or loss would
not be recognized under this chapter to
such corporation if such corporation
were a domestic corporation;

(2) The basis of the property acquired
by the foreign corporation is the same
as the basis of the property exchanged
by such corporation; and

(3) The property exchanged by the
foreign corporation was not United
States property (as defined in para-
graph (a)(1) of this section) but would
have been such property if it had been
acquired by such corporation imme-
diately before such exchange.

(ii) Illustrations. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Foreign corporation R uses the
calendar year as a taxable year and acquires
before January 1, 1963, stock of domestic cor-
poration M having as to R Corporation an
adjusted basis of $10,000. The stock of M Cor-
poration is not United States property of R
Corporation on December 31, 1962, since it is
not acquired in a taxable year of R Corpora-
tion beginning on or after Janury 1, 1963. On
June 30, 1963, R Corporation sells the M Cor-
poration stock for $15,000 in cash and ex-
pends such amount in acquiring stock of do-
mestic corporation N which has as to R Cor-
poration an adjusted basis of $15,000. For pur-
poses of determining R Corporation’s aggre-
gate investment in United States property
on December 31, 1963, R Corporation has, by
virtue of acquiring the stock of N Corpora-
tion, acquired $15,000 of United States prop-
erty.

Example 2. Foreign corporation S, a con-
trolled foreign corporation for the entire pe-
riod here involved, uses the calendar year as
a taxable year and purchases for $100,000 on
December 31, 1963, tangible property (not de-
scribed in section 956(b)(2)) located in the
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United States and having a remaining esti-
mated useful life of 10 years, subject to a
mortgage of $80,000 payable in 5 annual in-
stallments. The property constitutes United
States property as of December 31, 1963, and
the amount taken into account for purposes
of determining the aggregate amount of S
Corporation’s investment in United States
property under paragraph (b) of § 1.956–1 is
$20,000. No depreciation is sustained with re-
spect to the property during the taxable year
1963. During the taxable year 1964, S Corpora-
tion pays $16,000 on the mortgage and sus-
tains $10,000 of depreciation with respect to
the property. As of December 31, 1964, the
amount taken into account with respect to
the property for purposes of determining the
aggregate amount of S Corporation’s invest-
ment in United States property under para-
graph (b) of § 1.956–1 is $26,000, computed as
follows:

Cost of property ..................................................... $100,000
Less: Reserve for depreciation ....................... 10,000

Adjusted basis of property .......................... 90,000
Less: Liability to which property is

subject:
Gross amount of mortgage .... $80,000
Payment during 1964 ............. 16,000

64,000

Amount taken into account (12–31–64) ................ 26,000

Example 3. Controlled foreign corporation T
uses the calendar year as a taxable year and
acquires on December 31, 1963, $10,000 of
United States property not described in sec-
tion 956(b)(2); no depreciation is sustained
with respect to the property during 1963. Cor-
poration T’s current and accumulated earn-
ings and profits (determined as provided in
paragraph (b) of § 1.956–1) as of December 31,
1963, are in excess of $10,000, and T Corpora-
tion’s United States shareholders include in
their gross income under section 951(a)(1)(B)
their pro rata share of T Corporation’s in-
crease ($10,000) for 1963 in earnings invested
in United States property. On January 1,
1964, T Corporation acquires an additional
$10,000 of United States property not de-
scribed in section 956(b)(2). Each of the two
items of property has an estimated useful
life of 5 years, and T Corporation sustains
$4,000 of depreciation with respect to such
properties during its taxable year 1964. Cor-
poration T’s current and accumulated earn-
ings and profits as of December 31, 1964, ex-
ceed $16,000, determined as provided in para-
graph (b) of § 1.956–1. Corporation T pays no
amounts during 1963 to which section
959(c)(1) applies. Corporation T’s investment
of earnings in United States property at De-
cember 31, 1964, is $16,000, and its increase for
1964 in earnings invested in United States
property is $6,000.

Example 4. Foreign corporation U uses the
calendar year as a taxable year and acquires

before January 1, 1963, stock in domestic cor-
poration M having as to U Corporation an
adjusted basis of $10,000. On December 1, 1964,
pursuant to a statutory merger described in
section 368(a)(1), M Corporation merges into
domestic corporation N, and U Corporation
receives on such date one share of stock in N
Corporation, the surviving corporation, for
each share of stock it held in M Corporation.
Pursuant to section 354 no gain or loss is rec-
ognized to U Corporation, and pursuant to
section 358 the basis of the property received
(stock of N Corporation) is the same as that
of the property exchanged (stock of M Cor-
poration). Corporation U is not considered
for purposes of section 956 to have acquired
United States property by reason of its re-
ceipt of the stock in N Corporation.

Example 5. The facts are the same as in ex-
ample 4, except that U Corporation acquires
the stock of M Corporation on February 1,
1963, rather than before January 1, 1963. For
purposes of determining U Corporation’s ag-
gregate investment in United States prop-
erty on December 31, 1963, U Corporation has,
by virtue of acquiring the stock of M Cor-
poration, acquired $10,000 of United States
property. Corporation U pays no amount dur-
ing 1963 to which section 959(c)(1) applies.
The reorganization and resulting acquisition
on December 1, 1964, by U Corporation of N
Corporation’s stock also represents an acqui-
sition of United States property; however,
assuming no other change in U Corporation’s
aggregate investment in United States prop-
erty during 1964, U Corporation’s increase for
such year in earnings invested in United
States property is zero.

(2) [Reserved]

(Secs. 956(c), 7805, Internal Revenue Code of
1954 (76 Stat. 1017, 68A Stat. 917; (26 U.S.C.
956(c) and 7805 respectively)))

[T.D. 6704, 29 FR 2601, Feb. 20, 1964, as amend-
ed by T.D. 7712, 45 FR 52374, Aug. 7, 1980; T.D.
7797, 46 FR 57675, Nov. 25, 1981; T.D. 8209, 53
FR 22171, June 14, 1988]

§ 1.956–2T Definition of United States
Property (temporary).

(a)—(c) [Reserved]
(d)(1) [Reserved]
(2) Obligation defined—(i) Rule. For

purposes of § 1.956–2 of the regulations,
the term ‘‘obligation’’ includes any
bond, note, debenture, certificate, bill
receivable, account receivable, note re-
ceivable, open account, or other indebt-
edness, whether or not issued at a dis-
count and whether or not bearing in-
terest, except that such term shall not
include:
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(A) Any indebtedness arising out of
the involuntary conversion of property
which is not United States property
within the meaning of paragraph (a)(1)
of § 1.956–2, or

(B) Any obligation of a United States
person (as defined in section 957(c))
arising in connection with the provi-
sion of services by a controlled foreign
corporation to the United States per-
son if the amount of such obligation
outstanding at any time during the
taxable year of the controlled foreign
corporation does not exceed an amount
which would be ordinary and necessary
to carry on the trade or business of the
controlled foreign corporation and the
United States person if they were unre-
lated. The amount of such obligations
shall be considered to be ordinary and
necessary to the extent of such receiv-
ables that are paid within 60 days.
See § 1.956–2(b)(1)(v) for the exclusion
from United States property of obliga-
tions arising in connection with the
sale or processing of property where
such obligations are ordinary and nec-
essary as to amount.

(ii) Effective date. This section is ef-
fective June 14, 1988, with respect to in-
vestments made on or after June 14,
1988.

[T.D. 8209, 53 FR 22171, June 14, 1988]

§ 1.956–3T Certain trade or service re-
ceivables acquired from United
States persons (temporary).

(a) In general. For purposes of section
956(a) and § 1.956–1, the term ‘‘United
States property’’ also includes any
trade or service receivable if the trade
or service receivable is acquired (di-
rectly or indirectly) after March 1,
1984, from a related person who is a
United States person (as defined in sec-
tion 7701(a)(30)) (hereinafter referred to
as a ‘‘related United States person’’)
and the obligor under the receivable is
a United States person. A trade or
service receivable described in this
paragraph shall be considered to be
United States property notwithstand-
ing the exceptions (other than subpara-
graph (H)) contained in section
956(b)(2). The terms ‘‘trade or service
receivable’’ and ‘‘related person’’ have
the respective meanings given to such
terms by section 864(d) and the regula-
tions thereunder. For purposes of this

section, the exception contained in
§ 1.956–2T(d)(2)(i)(B) for short-term obli-
gations shall not apply to service re-
ceivables described in this paragraph.

(b) Acquisition of a trade or service re-
ceivable—(1) General rule. The rules of
§ 1.864–8T(c)(1) shall be applied to deter-
mine whether a controlled foreign cor-
poration has acquired a trade or serv-
ice receivable.

(2) Indirect acquisitions—(i) Acquisition
through unrelated person. A trade or
service receivable will be considered to
be acquired from a related person if it
is acquired from an unrelated person
who acquired (directly or indirectly)
such receivable from a person who is a
related person to the acquiring person.

(ii) Acquisition by nominee or pass-
through entity. A controlled foreign cor-
poration will be considered to have ac-
quired a trade or service receivable of a
related United States person held on
its behalf:

(A) By a nominee or by a partnership,
simple trust, S corporation or other
pass-through entity to the extent the
controlled foreign corporation owns
(directly or indirectly) a beneficial in-
terest in such partnership or other
pass-through entity; or

(B) By another foreign corporation
that is controlled by the controlled for-
eign corporation, if one of the principal
purposes for creating, organizing, or
funding such other foreign corporation
(through capital contributions or debt)
is to avoid the application of section
956. See § 1.956–1T.
The rule of this paragraph (b)(2)(ii)
does not limit the application of para-
graph (b)(2)(iii) of this section regard-
ing the characterization of trade or
service receivables of unrelated persons
acquired pursuant to certain swap or
pooling arrangements. The following
examples illustrate the application of
this paragraph (b)(2)(ii).

Example 1. FS1, a controlled foreign cor-
poration with substantial accumulated earn-
ings and profits, contributes $2,000,000 to PS,
a partnership, in exchange for a 20 percent
limited partnership interest in PS. PS pur-
chases trade or service receivables of FS1’s
domestic parent, P. The obligors under the
receivables are United States persons. PS
does not purchase receivables of any person
who is related to any other partner in PS.
Under paragraph (b)(2)(ii)(A) of this section,
there is an investment of the earnings of FS1
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in United States property equal to 20 percent
of PS’s basis in the receivables of P.

Example 2. FS1, a controlled foreign cor-
poration, has accumulated more than
$3,000,000 in earnings and profits. It organizes
a wholly-owned foreign corporation, FS2,
with a $2,000,000 equity contribution. FS2 has
no earnings and profits. FS2 uses the funds
to purchase trade or service receivables of
FS1’s domestic parent, P. The obligors under
the receivables are United States persons.
Under paragraph (b)(2)(ii)(B) of this section,
there is an investment of the earnings of FS1
in United States property equal to $2,000,000.

(iii) Swap or pooling arrangements. A
trade or service receivable of an unre-
lated person will be considered to be a
trade or service receivable acquired
from a related United States person
and subject to the rules of this section
if it is acquired in accordance with an
arrangement that involves two or more
groups of related persons that are unre-
lated to each other and the effect of
the arrangement is that one or more
related persons in each group acquire
(directly or indirectly) trade or service
receivables of one or more unrelated
United States persons who are also par-
ties to the arrangement, in exchange
for reciprocal purchases of receivables
of United States persons in the first
group. The following example illus-
trates the application of this paragraph
(b)(2)(iii).

Example. Controlled foreign corporations
A, B, C, and D are wholly-owned subsidiaries
of domestic corporations M, N, O, and P, re-
spectively. M, N, O, and P are not related
persons. According to a prearranged plan, A,
B, C, and D each acquire trade or service re-
ceivables of M, N, O, and/or P. The obligors
under some or all of the receivables acquired
by each of A, B, C, and D are United States
persons. Because the effect of this arrange-
ment is that the unrelated groups acquire
each other’s trade or service receivables of
United States persons pursuant to the ar-
rangement, there is an investment of the
earnings of each of A, B, C, and D in United
States property to the extent of the purchase
price of those receivables under which the
obligors are United States persons.

(iv) Financing arrangements. If a con-
trolled foreign corporation participates
(directly or indirectly) in a lending
transaction that results in a loan to a
United States person who purchases
property described in section 1221(1)
(hereinafter referred to as ‘‘inventory
property’’) or services of a related

United States person, or to any person
who purchases trade or service receiv-
ables of a related United States person
under which the obligor is a United
States person, or to a person who is re-
lated to any such purchaser, and if the
loan would not have been made or
maintained on the same terms but for
the corresponding purchase, then the
controlled foreign corporation shall be
considered to have indirectly acquired
a trade or service receivable described
in paragraph (a) of this section. For
purposes of this paragraph (b)(2)(iv), it
is immaterial that the sums lent are
not, in fact, the sums used to finance
the purchase of the inventory property
or services or trade or service receiv-
ables of a related United States person.
The amount to be taken into account
with respect to the controlled foreign
corporation’s investment in United
States property (resulting from appli-
cation of this paragraph (b)(2)(iv)) shall
be the amount lent pursuant to a lend-
ing transaction described in this para-
graph (b)(2)(iv), if the amount lent is
equal to or less than the purchase price
of the inventory property, services, or
trade or service receivables. If the
amount lent is greater than the pur-
chase price of the inventory property,
services or receivables, the amount to
be taken into account shall be the pur-
chase price. The following examples il-
lustrate the application of this para-
graph (b)(2)(iv).

Example 1. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation. P sells equip-
ment for $2,000,000 to X, an unrelated United
States person. FS1 makes a $1,000,000 short-
term loan to X, which loan would not have
been made or maintained on the same terms
but for X’s purchase of P’s equipment. Be-
cause FS1 directly participates in a lending
transaction described in this paragraph
(b)(2)(iv), FS1 is considered to have acquired
the receivable of a related United States per-
son. Thus, there is an investment of FS1’s
earnings and profits in United States prop-
erty in the amount of $1,000,000.

Example 2. The facts are the same as in Ex-
ample 1, except that instead of loaning
money to X directly, FS1 deposits $3,000,000
with an unrelated financial institution that
loans $2,000,000 to X in order for X to pur-
chase P’s equipment. The loan would not
have been made or maintained on the same
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terms but for the corresponding deposit. Ac-
cordingly, the deposit and the loan are treat-
ed as a direct loan from FS1 to X. See Rev.
Rul. 87–89, 1987–37 I.R.B. 16. Because FS1 indi-
rectly participates in a lending transaction
described in this paragraph (b)(2)(iv), FS1 is
considered to have acquired the receivable of
a related United States person. Thus, there
is an investment of FS1’s earnings and prof-
its in United States property in the amount
of $2,000,000.

Example 3. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation. FS1 makes a
$3,000,000 loan to U, an unrelated foreign cor-
poration, in connection with U’s purchase for
$2,000,000 of receivables from the sale of in-
ventory property by P to United States obli-
gors. Because FS1 directly participates in a
lending transaction described in this para-
graph (b)(2)(iv), FS1 is considered to have ac-
quired receivables of a related United States
person. Thus, there is an investment of FS1’s
earnings and profits in United States prop-
erty in the amount of $2,000,000.

(c) Substitution of obligor. For pur-
poses of this section, the substitution
of another person for a United States
obligor may be disregarded. Thus, if a
purchaser who is a United States per-
son arranges for a foreign person to
pay a United States seller of inventory
property or services and the seller
transfers by sale or otherwise to its
own controlled foreign corporation the
foreign person’s obligation for pay-
ment, then the acquisition of the for-
eign person’s obligation shall con-
stitute an investment in United States
property by the seller’s controlled for-
eign corporation, unless it can be dem-
onstrated by the parties to the trans-
action that the primary purpose for the
arrangement was not the avoidance of
section 956. The following example il-
lustrates the application of this
paragraph.

Example. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation with substantial
accumulated earnings and profits. P sells
equipment to X, a domestic corporation un-
related to P. To pay for the equipment, X ar-
ranges for a foreign financing entity to issue
a note to P. P then sells the note to FS1. FS1
has made an investment in United States
property in the amount of the purchase price
of the note.

[T.D. 8209, 53 FR 22169, June 14, 1988]

§ 1.957–1 Definition of controlled for-
eign corporation.

(a) In general. The term controlled for-
eign corporation means any foreign cor-
poration of which more than 50 percent
(or such lesser amount as is provided in
section 957(b) or section 953(c)) of ei-
ther—

(1) The total combined voting power
of all classes of stock of the corpora-
tion entitled to vote; or

(2) The total value of the stock of the
corporation, is owned within the mean-
ing of section 958(a), or (except for pur-
poses of section 953(c)) is considered as
owned by applying the rules of section
958(b) and § 1.958–2, by United States
shareholders on any day during the
taxable year of such foreign corpora-
tion. For the definition of the term
United States shareholder, see sections
951(b) and 953(c)(1)(A). For the defini-
tion of the term foreign corporation, see
§ 301.7701–5 of this chapter (Procedure
and Administration Regulations). For
the treatment of associations as cor-
porations, see section 7701(a)(3) and
§§ 301.7701–1 and 301.7701–2 of this chap-
ter. For the definition of the term
stock, see sections 958(a)(3) and
7701(a)(7). For the classification of a
member in an association, joint stock
company or insurance company as a
shareholder, see section 7701(a)(8).

(b) Percentage of total combined voting
power owned by United States sharehold-
ers—(1) Meaning of combined voting
power. In determining for purposes of
paragraph (a) of this section whether
United States shareholders own the
requisite percentage of total combined
voting power of all classes of stock en-
titled to vote, consideration will be
given to all the facts and cir-
cumstances of each case. In all cases,
however, United States shareholders of
a foreign corporation will be deemed to
own the requisite percentage of total
combined voting power with respect to
such corporation—

(i) If they have the power to elect,
appoint, or replace a majority of that
body of persons exercising, with re-
spect to such corporation, the powers
ordinarily exercised by the board of di-
rectors of a domestic corporation;

(ii) If any person or persons elected
or designated by such shareholders
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have the power, where such sharehold-
ers have the power to elect exactly
one-half of the members of such gov-
erning body of such foreign corpora-
tion, either to cast a vote deciding an
evenly divided vote of such body or, for
the duration of any deadlock which
may arise, to exercise the powers ordi-
narily exercised by such governing
body; or

(iii) If the powers which would ordi-
narily be exercised by the board of di-
rectors of a domestic corporation are
exercised with respect to such foreign
corporation by a person whom such
shareholders have the power to elect,
appoint, or replace.

(2) Shifting of formal voting power. Any
arrangement to shift formal voting
power away from United States share-
holders of a foreign corporation will
not be given effect if in reality voting
power is retained. The mere ownership
of stock entitled to vote does not by
itself mean that the shareholder own-
ing such stock has the voting power of
such stock for purposes of section 957.
For example, if there is any agreement,
whether express or implied, that any
shareholder will not vote his stock or
will vote it only in a specified manner,
or that shareholders owning stock hav-
ing not more than 50 percent of the
total combined voting power will exer-
cise voting power normally possessed
by a majority of stockholders, then the
nominal ownership of the voting power
will be disregarded in determining
which shareholders actually hold such
voting power, and this determination
will be made on the basis of such agree-
ment. Moreover, where United States
shareholders own shares of one or more
classes of stock of a foreign corpora-
tion which has another class of stock
outstanding, the voting power osten-
sibly provided such other class of stock
will be deemed owned by any person or
persons on whose behalf it is exercised
or, if not exercised, will be disregarded
if the percentage of voting power of
such other class of stock is substan-
tially greater than its proportionate
share of the corporate earnings, if the
facts indicate that the shareholders of
such other class of stock do not exer-
cise their voting rights independently
or fail to exercise such voting rights,
and if a principal purpose of the ar-

rangement is to avoid the classifica-
tion of such foreign corporation as a
controlled foreign corporation under
section 957.

(c) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Foreign corporation R has two
classes of capital stock outstanding, 60
shares of class A stock, and 40 shares of class
B stock. Each share of each class of stock
has one vote for all purposes. E, a United
States person, owns 51 shares of class A
stock. Corporation R is a controlled foreign
corporation.

Example 2. Foreign corporation S has three
classes of capital stock outstanding, consist-
ing of 60 shares of class A stock, 40 shares of
class B stock, and 200 shares of class C stock.
The owners of a majority of class A stock are
entitled to elect 6 of the 10 corporate direc-
tors, and the owners of a majority of the
class B stock are entitled to elect the other
4 of the 10 directors. Class C stock has no
voting rights. D, a United States person,
owns all of the shares of the class C stock.
He also owns 31 shares of class A stock and
as such an owner can elect 6 members of the
board of directors. None of the remaining
shares of class A stock, or the 40 shares of
class B stock, is owned, or considered as
owned, within the meaning of section 958, by
a United States person. Since, as owner of 31
shares of the class A stock, D has sufficient
voting power to elect 6 directors, D has more
than 50 percent of the total combined voting
power of all classes of stock entitled to vote,
and S Corporation is a controlled foreign
corporation.

Example 3. M, a United States person, owns
a 51-percent interest in R Company, a foreign
company of which he is a member. The com-
pany, if it were domestic, would be taxable
as a corporation. The remaining interest of
49 percent in the company is owned by seven
other members none of whom is a United
States person. The memorandum of associa-
tion of R Company provides for only one
manager, who with respect to the company
exercises the powers ordinarily exercised by
a board of directors of a domestic corpora-
tion. The manager is to be elected by unani-
mous agreement of all the members. Since M
owns 51 percent of the company, he will be
deemed to own more than 50 percent of the
total combined voting power of all classes of
stock of R Company entitled to vote, not-
withstanding that he has power to elect a
manager only with the agreement of the
other members. Company R is a controlled
foreign corporation.

Example 4. Domestic corporation M owns a
49-percent interest in S Company, a foreign
company of which it is a member. The com-
pany, if it were domestic, would be taxable
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as a corporation. Company S is formed under
the laws of foreign country Y. The remaining
interest of 51 percent in S Company is owned
by persons who are not United States per-
sons. The organization contract of S Com-
pany provides for one manager, B, a citizen
and resident of country Y who is an officer of
M Corporation in charge of its foreign oper-
ations in such country, or any person M Cor-
poration may at any time appoint to succeed
B in such capacity. The manager has the sole
authority with respect to S Company to ex-
ercise powers ordinarily exercised by a board
of directors of a domestic corporation. Since
M Corporation has the discretionary power
to replace B and to appoint his successor as
manager of S Company, the company is a
controlled foreign corporation.

Example 5. N, a United States person, owns
50 percent of the outstanding shares of the
only class of capital stock of foreign cor-
poration R. An additional 48 percent of the
outstanding shares is owned by foreign cor-
poration S. The remaining 2 percent of
shares is owned by P, a citizen and resident
of foreign country T, who regularly acts as
attorney for N in the conduct of N’s business
affairs in country T. All of the shares of the
outstanding capital stock of R Corporation
are bearer shares. At the time of the
issuance of the shares to him, P places the
certificates for such shares in a depository to
which N has access. On several occasions N,
with P’s acquiescence, has taken such shares
from the depository and, on one such occa-
sion, used the shares as collateral in borrow-
ing funds on a loan. Although dividends,
when paid, are paid to P on his shares, his
charges to N for legal fees are reduced by the
amount of the dividends paid on such shares.
Although P votes his shares at meetings of
shareholders, the facts set forth above indi-
cate an implied agreement between P and N
that N is really to retain dominion over the
stock. N is deemed to own the voting rights
ostensibly attached to the stock owned by P,
and R Corporation is a controlled foreign
corporation.

Example 6. M, a domestic corporation
which manufactures in the United States
and distributes all of its production for for-
eign consumption through N, a person other
than a related person or a United States per-
son, forms foreign corporation S to purchase
products from M Corporation and sell them
to N. Corporations S and M have common di-
rectors. The outstanding capital stock of S
Corporation consists of 10,000 shares of $100
par value class A stock, which has no voting
rights except to vote for dissolution of the
corporation on a share-for-share basis, and
500 shares of no par class B stock which has
full voting rights. Each class of the out-
standing stock is to participate on a share
for share basis in any dividend. The class A
stock has a preference as to assets on dis-
solution of the corporation to the extent of

its par value as well as the right to partici-
pate with the class B stock in all other as-
sets on a share for share basis. All of the
shares of class A stock are issued to M Cor-
poration in return for property having a
value of $1 million. Of the class B stock, 300
of the shares are issued to N in return for
$3,000 in cash and 200 shares are issued to M
Corporation for $2,000 in cash. At stock-
holder meetings N never votes in opposition
to M Corporation on important issues. Cor-
poration S has average annual earnings of
$200,000, all of which will be subpart F in-
come if S Corporation is held to be a con-
trolled foreign corporation. All such earn-
ings are accumulated. Although N ostensibly
has 60 percent of the voting power of S Cor-
poration by virtue of his ownership of 300
shares of class B stock, he has the right to
only approximately 3 percent of any divi-
dends which may be paid by S Corporation;
in addition, upon liquidation of S Corpora-
tion, N is entitled to share in the assets only
after M Corporation has received the par
value of its 10,000 shares of class A stock, or
$1 million. Thus, the voting power owned by
N is substantially greater than its propor-
tionate share of the earnings of S Corpora-
tion. In addition, the facts set forth above
indicate that N is not exercising his voting
rights independently and that a principal
purpose of the capitalization arrangement is
to avoid classification of S Corporation as a
controlled foreign corporation. For these
reasons, the voting power ostensibly pro-
vided the class B stock will be deemed owned
by M Corporation, and S Corporation is a
controlled foreign corporation.

Example 7. Foreign corporation A, author-
ized to issue 100 shares of one class of capital
stock, issues, for $1,000 per share, 45 shares to
domestic corporation M, 45 shares to foreign
corporation B, and 10 shares to foreign cor-
poration C. Corporation C, a bank, lends $3
million to finance the operations of A Cor-
poration. In the course of negotiating these
financial arrangements, D, an officer of C
Corporation, and E, an officer of M Corpora-
tion, orally agree that C Corporation will
vote its stock as M Corporation directs. By
virtue of such oral agreement M Corporation
possesses the voting power ostensibly owned
by C Corporation, and A Corporation is a
controlled foreign corporation.

Example 8. For its prior taxable year, JV, a
foreign corporation, had outstanding 1000
shares of class A stock, which is voting com-
mon, and 1000 shares of class B stock, which
is nonvoting preferred. DP, a domestic cor-
poration, and FP, a foreign corporation, each
owned precisely 500 shares of both class A
and class B stock, and each elected 5 of the
10 members of JV’s board of directors. The
other facts and circumstances were such
that JV was not a controlled foreign corpora-
tion on any day of the prior taxable year. On
the first day of the current taxable year, DP
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purchased one share of class B stock from
FP. JV was a controlled foreign corporation
on the following day because over 50 percent
of the total value in the corporation was
held by a person that was a United States
shareholder under section 951(b). See § 1.951–
1(f).

Example 9. The facts are the same as in Ex-
ample 8 except that the stock of FP was pub-
licly traded, FP had one class of stock, and
on the first day of the current taxable year
DP purchased one share of FP stock on the
foreign stock exchange instead of purchasing
one share of JV stock from FP. JV became a
controlled foreign corporation on the follow-
ing day because over 50 percent of the total
value in the corporation was held by a per-
son that was a United States shareholder
under section 951(b).

Example 10. X, a foreign corporation, is in-
corporated under the laws of country Y.
Under the laws of country Y, X is considered
a mutual insurance company. X issues insur-
ance policies that provide the policyholder
with the right to vote for directors of the
corporation, the right to a share of the as-
sets upon liquidation in proportion to pre-
miums paid, and the right to receive policy-
holder dividends in proportion to premiums
paid. Only policyholders are provided with
the right to vote for directors, share in as-
sets upon liquidation, and receive distribu-
tions. United States policyholders contribute
25 percent of the premiums and have 25 per-
cent of the outstanding rights to vote for the
board of directors. Based on these facts, the
United States policyholders are United
States shareholders owning the requisite
combined voting power and value. Thus, X is
a controlled foreign corporation for purposes
of taking into account related person insur-
ance income under section 953(c).

(d) Effective date. Paragraphs (a) and
(c) Examples 8 through 10 of this section
are effective for taxable years of a con-
trolled foreign corporation beginning
after November 6, 1995.

[T.D. 6688, 28 FR 11631, Oct. 31, 1963, as
amended by T.D. 8216, 53 FR 27510, July 21,
1988; T.D. 8618, 60 FR 46529, Sept. 7, 1995; 60
FR 62026, Dec. 4, 1995; T.D. 8704, 62 FR 21,
Jan. 2, 1997]

§ 1.957–2 Controlled foreign corpora-
tion deriving income from insur-
ance of United States risks.

(a) In general. For purposes of taking
into account only the income derived
from the insurance of United States
risks under § 1.953–1, the term ‘‘con-
trolled foreign corporation’’ means any
foreign corporation of which more than
25 percent, but not more than 50 per-
cent, of the total combined voting

power of all classes of stock entitled to
vote is owned within the meaning of
section 958(a), or is considered as
owned by applying the rules of owner-
ship of section 958(b), by United States
shareholders on any day of the taxable
year of such foreign corporation, but
only if the gross amount of premiums
received by such foreign corporation
during such taxable year which are at-
tributable to the reinsuring and the
issuing of insurance and annuity con-
tracts in connection with United
States risks, as defined in § 1.953–2 or
1.953–3, exceeds 75 percent of the gross
amount of all premiums received by
such foreign corporation during such
year which are attributable to the rein-
suring and the issuing of insurance and
annuity contracts in connection with
all risks. The subpart F income for a
taxable year of a foreign corporation
which is a controlled foreign corpora-
tion for such taxable year within the
meaning of this paragraph shall, sub-
ject to the provisions of section 952(b),
(c), and (d), and § 1.952–1, include only
the income derived from the insurance
of United States risks, as determined
under § 1.953–1.

(b) Gross amount of premiums defined.
For a foreign corporation which is en-
gaged in the business of reinsuring or
issuing insurance or annuity contracts
and which, if it were a domestic cor-
poration engaged only in such business,
would be taxable as—

(1) A life insurance company to which
part I (sections 801 through 820) of sub-
chapter L of the Code applies,

(2) A mutual insurance company to
which part II (sections 821 through 826)
of subchapter L of the Code applies, or

(3) A mutual marine insurance or
other insurance company to which part
III (sections 831 and 832) of subchapter
L of the Code applies,

the term ‘‘gross amount of premiums’’
means, for purposes of paragraph (a) of
this section, the gross amount of pre-
miums and other consideration which
are taken into account by a life insur-
ance company under section 809(c)(1).
Determinations for purposes of this
paragraph shall be made without re-
gard to section 501(a).

[T.D. 6795, 30 FR 942, Jan. 29, 1965]
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§ 1.957–3 Corporations organized in
United States possessions.

(a) General rule. For purposes of sec-
tions 951 through 964, a corporation
created or organized in a possession of
the United States or under the laws of
a possession of the United States shall
not be treated as a controlled foreign
corporation for any taxable year if—

(1) 80 percent or more of the gross in-
come of such corporation for the 3-year
period immediately preceding the close
of the taxable year or for such part of
such 3-year period as such corporation
was in existence or for such part of
such 3-year period as occurs on and
after the beginning of such corpora-
tion’s first annual accounting period
beginning after December 31, 1962,
whichever period is shortest, was de-
rived from sources within a possession
of the United States; and

(2) 50 percent or more of the gross in-
come of such corporation for such pe-
riod, or for such part of such period,
was derived from the active conduct
within a possession of the United
States of one or more trades or busi-
nesses constituting—

(i) The manufacture or processing of
goods, wares, merchandise, or other
tangible personal property;

(ii) The processing of agricultural or
horticultural products or commodities
(including but not limited to livestock,
poultry, or fur-bearing animals);

(iii) The catching or taking of any
kind of fish, or any manufacturing or
processing of any products or commod-
ities obtained from such activities;

(iv) The mining or extraction of nat-
ural resources, or any manufacturing
or processing of any products or com-
modities obtained from such activities;
or

(v) The ownership or operation of ho-
tels.

(b) Special provisions. For purposes of
section 957(c) and this section—

(1) United States defined. The term
‘‘United States’’ includes only the
States and the District of Columbia.

(2) Possession of the United States de-
fined. The term ‘‘possession of the
United States’’ includes Guam, the
Midway Islands, the Panama Canal
Zone, the Commonwealth of Puerto
Rico, American Samoa, the Virgin Is-
lands, and Wake Island.

(3) Determination of source of gross in-
come. Whether gross income of a cor-
poration referred to in paragraph (a) of
this section is derived from sources
within a possession of the United
States shall be determined by the ap-
plication of the provisions of § 1.955–6
except that, for purposes of making
such determination, the term ‘‘pro-
duced’’, as used in paragraph (d)(2) of
§ 1.955–6, shall also include the activi-
ties described in paragraph (a)(2)(i)
through (iv) of this section and the ac-
tivities considered, under subparagraph
(4) of this paragraph, to be qualifying
trades or businesses.

(4) Manufacturing or processing. The
trades or businesses which qualify
under the provisions of paragraph (a)(2)
of this section shall include, but not be
limited to, the manufacture of tabulat-
ing cards, paper tablets or pads, facial
tissues, and paper napkins from rolls of
paper; the manufacture of such house-
hold products as liquid starch by mix-
ing quantities of the ingredients which
are used to produce liquid starch; and
the manufacture of juices and drinks
from fruit concentrates. In the applica-
tion of paragraph (a)(2) of this section,
proper regard shall be given to the
classification of a trade or business as
a manufacturing or processing activity
under the applicable economic incen-
tive law of the possession involved. The
fact that an activity of a corporation
qualifies as a trade or business for pur-
poses of paragraph (a) of this section
does not necessarily mean that such
activity constitutes a substantial
transformation of property within the
meaning of paragraph (a)(4) of § 1.954–3
for purposes of determining any foreign
base company income of such corpora-
tion.

[T.D. 6683, 28 FR 11184, Oct. 18, 1963]

§ 1.957–4 United States person defined.
(a) Basic rule—(1) In general. The term

‘‘United States person’’ has the same
meaning for purposes of sections 951
through 964 which it has under section
7701(a)(30) and in the regulations there-
under, except as provided in section
957(d) and paragraphs (b), (c), and (d) of
this section which provide, with re-
spect to corporations organized in pos-
sessions of the United States, that cer-
tain residents of such possessions are
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not United States persons. The effect
of determining that an individual is
not a United States person for such
purposes is to exclude such individual
in determining whether a foreign cor-
poration created or organized in, or
under the laws of, Puerto Rico, the Vir-
gin Islands, or any possession of the
United States (other than Puerto Rico
or the Virgin Islands) is a controlled
foreign corporation. See § 1.957–1 for
definition of the term ‘‘controlled for-
eign corporation’’; § 1.957–2 for a special
limitation on the amount of subpart F
income of certain controlled foreign
corporations deriving income from the
insurance of United States risks; and
§ 1.957–3 for the exclusion of certain
corporations organized in United
States possessions from the definition
of controlled foreign corporation.

(2) Special provisions applicable to pos-
sessions of the United States. For pur-
poses of section 957(d) and this sec-
tion—

(i) Possession of the United States de-
fined. The term ‘‘possession of the
United States’’ has the same meaning
which it has under paragraph (b)(2) of
§ 1.957–3.

(ii) Determination of residence in a pos-
session. Whether an individual is a bona
fide resident of Puerto Rico, the Virgin
Islands, or any other possession of the
United States, shall be determined in
general by applying to the facts and
circumstances in each case the prin-
ciples of §§ 1.871–2 through 1.871–5, relat-
ing to the determination of residence
in the United States.

(b) Puerto Rico corporation and resi-
dent. With respect only to a foreign
corporation created or organized in, or
under the laws of, Puerto Rico—

(1) If an individual (who, without re-
gard to this paragraph, is a United
States person) is a bona fide resident of
Puerto Rico during his entire taxable
year in which or with which the tax-
able year of such foreign corporation
ends, and

(2) If 50 percent or more of the gross
income of such foreign corporation is
derived from sources within Puerto
Rico, as determined under § 1.863–6, for
the 3-year period (or for such part of
such 3-year period as such foreign cor-
poration has been in existence) ending

with the close of the taxable year of
such foreign corporation which—

(i) Ends with or within the taxable
year next preceding such taxable year
of such individual and at any time,
during the period beginning with the
beginning of such latter taxable year of
such individual and ending not later
than one year after the close of such
taxable year of such foreign corpora-
tion, such individual directly owns
stock in such foreign corporation, or

(ii) Ends within such taxable year of
such individual and at any time, during
the period beginning after the close of
such taxable year of such foreign cor-
poration and ending with the close of
such taxable year of such individual,
such individual directly owns stock in
such foreign corporation,

then, such individual shall not be con-
sidered a United States person with re-
spect to such corporation for the tax-
able year of such corporation which
ends with or within the taxable year of
such person. The application of this
paragraph may be illustrated by the
following examples:

Example 1. Foreign corporation R, incor-
porated under the laws of Puerto Rico, is
wholly owned by D, a United States citizen.
D and corporation R use the calendar year as
the taxable year. For 1961, 1962, and 1963, 60
percent of the gross income of R Corporation
is derived from sources within Puerto Rico
and 40 percent of the gross income of R Cor-
poration is derived from sources within Pan-
ama, as determined under § 1.863–6. During
all of 1964, D is a bona fide resident of Puerto
Rico. D is not a United States person with
respect to R Corporation for 1964. Accord-
ingly, R Corporation is not a controlled for-
eign corporation at any time in 1964.

Example 2. Foreign corporation R is incor-
porated on January 1, 1962, under the laws of
Puerto Rico. D, a United States citizen, owns
all the one class of stock of R Corporation
throughout 1962 and 1963. D and corporation
R use the calendar year as the taxable year.
For 1962, 55 percent of the gross income of R
Corporation is derived from sources within
Puerto Rico and 45 percent of the gross in-
come of R Corporation is derived from
sources within the Netherlands Antilles, as
determined under § 1.863–6. For 1963, 40 per-
cent of the gross income of R Corporation is
derived from sources within Puerto Rico and
60 percent of the gross income of R Corpora-
tion is derived from sources within the Neth-
erlands Antilles, as determined under § 1.863–
6. During all of 1963 D is a bona fide resident
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of Puerto Rico. With respect to R Corpora-
tion, D is not a United States person for 1963
because D is a bona fide resident of Puerto
Rico for all of 1963; 55 percent of the gross in-
come of R Corporation for 1962 is derived
from sources within Puerto Rico; and D owns
stock in R Corporation at some time during
1963. Accordingly, R Corporation is not a
controlled foreign corporation at any time in
1963. In making this determination, it is im-
material that R Corporation does not satisfy
the 50-percent gross income test for 1963, the
taxable year during all of which D is a resi-
dent of Puerto Rico.

Example 3. Foreign corporation R is incor-
porated on January 1, 1962, under the laws of
Puerto Rico. D, a United States citizen, owns
all the one class of stock of R Corporation
throughout 1962 and 1963. D and corporation
R use the calendar year as the taxable year.
For 1962, 45 percent of the gross income of R
Corporation is derived from sources within
Puerto Rico and 55 percent of the gross in-
come of R Corporation is derived from
sources within the Netherlands Antilles, as
determined under § 1.863–6. For 1963, 60 per-
cent of the gross income of R Corporation is
derived from sources within Puerto Rico and
40 percent of the gross income of R Corpora-
tion is derived from sources within the Neth-
erlands Antilles, as determined under § 1.863–
6. With respect to R Corporation, D is a
United States person for 1963, since R Cor-
poration does not satisfy the 50-percent gross
income test for 1962. Accordingly, R Corpora-
tion is a controlled foreign corporation for
all of 1963.

Example 4. Foreign corporation S is incor-
porated on July 1, 1962, under the laws of
Puerto Rico. Corporation S uses the fiscal
year ending on June 30 as the taxable year.
For its fiscal year ending on June 30, 1963, 55
percent of the gross income of S Corporation
is derived from sources within Puerto Rico
and 45 percent of the gross income of S Cor-
poration is derived from sources within Swit-
zerland, as determined under § 1.863–6. For its
fiscal years ending on June 30, 1964, and June
30, 1965, respectively, 40 percent of the gross
income of S Corporation is derived from
sources within Puerto Rico and 60 percent of
the gross income of S Corporation is derived
from sources within Switzerland, as deter-
mined under § 1.863–6. B, a United States citi-
zen, who uses the calendar year as the tax-
able year, is a bona fide resident of Puerto
Rico for all of 1964. On July 1, 1964, B ac-
quires, and holds throughout the remainder
of 1964, all of the one class of stock of S Cor-
poration. With respect to S Corporation for
its taxable year ending June 30, 1964, B is a
United States person because—

(a) Although B is a bona fide resident of
Puerto Rico for his entire year 1964 in which
ends S Corporation’s taxable year ending
June 30, 1964, and S Corporation meets the
50-percent gross income test for the applica-

ble part of the 3-year period ending June 30,
1963, B does not own stock in S Corporation
during the period beginning January 1, 1964,
and ending June 30, 1964, and

(b) Although B owns stock in S Corpora-
tion during the period beginning July 1, 1964,
and ending December 31, 1964, S Corporation
does not meet the 50-percent gross income
test for the applicable part of the 3-year pe-
riod ending June 30, 1964.

Accordingly, with respect to B, S Corpora-
tion is a controlled foreign corporation for
its entire taxable year ending June 30, 1964.

Example 5. The facts are the same as in ex-
ample 4, except B buys all of the stock of S
Corporation on June 1, 1964, rather than on
July 1, 1964. With respect to S Corporation
for its taxable year ending June 30, 1964, B is
not a United States person because B is a
bona fide resident of Puerto Rico for his en-
tire taxable year 1964 in which ends S Cor-
poration’s taxable year ending June 30, 1964;
S Corporation meets the 50-percent gross in-
come test for the applicable part of the 3-
year period ending June 30, 1963; and B owns
stock in S Corporation during the period be-
ginning January 1, 1964, and ending June 30,
1964. Accordingly, with respect to B, S Cor-
poration is not a controlled foreign corpora-
tion at any time during its taxable year end-
ing June 30, 1964.

(c) Virgin Islands corporation and
President. With respect only to a for-
eign corporation created or organized
in, or under the laws of, the Virgin Is-
lands—

(1) If an individual (who, without re-
gard to this paragraph, is a United
States person) is a bona fide resident of
the Virgin Islands as of the last day of
his taxable year in which or with which
the taxable year of such foreign cor-
poration ends, and

(2) Such individual’s income tax obli-
gations under subtitle A (relating to
income taxes) of the Code for his tax-
able year are satisfied, in accordance
with section 28(a) of the Revised Or-
ganic Act of the Virgin Islands (48
U.S.C. 1642), by paying the tax on his
income derived from all sources, both
within and outside the Virgin Islands,
into the treasury of the Virgin Islands,
then, such individual shall not be con-
sidered a United States person with re-
spect to such corporation for the tax-
able year of such corporation which
ends with or within the taxable year of
such person. The application of this
paragraph may be illustrated by the
following examples:
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Example 1. Foreign corporation S, incor-
porated under the laws of the Virgin Islands,
is wholly owned by D, a United States citi-
zen. Corporation S uses the fiscal year end-
ing on June 30 as the taxable year, and D
uses the calendar year as the taxable year.
From September 1, 1963, to December 31,
1964, inclusive, D is a bona fide resident of
the Virgin Islands. For 1963 and 1964, D satis-
fies his income tax obligations under section
28(a) of the Revised Organic Act of the Vir-
gin Islands by paying the tax on his income
derived from all sources, both within and
outside the Virgin Islands, into the treasury
of the Virgin Islands. With respect to S Cor-
poration for its taxable years ending June 30,
1963, and 1964, D is not a United States per-
son. Accordingly, S Corporation is not a con-
trolled foreign corporation for such taxable
years of such corporation.

Example 2. The facts are the same as in ex-
ample 1, except that from August 15, 1964, to
December 31, 1964, inclusive, D is a bona fide
resident of the United States. Thus, D does
not satisfy his income tax obligations for
1964 under section 28(a) of the Revised Or-
ganic Act of the Virgin Islands. The result is
the same as in example 1, except that with
respect to S Corporation for its taxable year
ending June 30, 1964, D is a United States
person and, accordingly, S Corporation is a
controlled foreign corporation for such tax-
able year of such corporation.

(d) Corporation and resident of other
United States possessions. With respect
only to a foreign corporation created
or organized in, or under the laws of,
any possession of the United States
(other than Puerto Rico or the Virgin
Islands)—

(1) If an individual (who, without re-
gard to this paragraph, is a United
States person) is a bona fide resident of
such possession during his entire tax-
able year in which or with which the
taxable year of such foreign corpora-
tion ends, and

(2) Any part or all of such individ-
ual’s income (other than amounts in-
cludible in his gross income under sec-
tion 951(a)) for his taxable year derived,
in accordance with § 1.863–6, from
sources within any possession of the
United States (whether or not the pos-
session of which such individual is a
resident) is not, as a result of the appli-
cation of section 931, included in his
gross income for his taxable year,
then, such individual shall not be con-
sidered a United States person with re-
spect to such corporation for the tax-
able year of such corporation which

ends with or within the taxable year of
such person. Subparagraph (2) of this
paragraph shall apply only for purposes
of determining whether an individual is
a United States person; after such de-
termination has been made, section 931
shall be applied to the gross income
(including amounts includible in gross
income under section 951(a)) of such in-
dividual to determine the amount to be
excluded from such individual’s gross
income under section 931. The applica-
tion of this paragraph may be illus-
trated by the following examples:

Example 1. Foreign corporation R, incor-
porated under the laws of Guam, is wholly
owned by D, a United States citizen. D and
corporation R use the calendar year as the
taxable year and the cash receipts and dis-
bursements method of accounting. D is a
bona fide resident of Guam for all of 1963 and
all of his income of $30,000 (determined with-
out taking into account amounts includible
in his gross income under section 951(a)) is
derived from sources within Guam. Of such
income, $24,000 is received in Guam and $6,000
is erceived in the United States. It meets the
3-year test of section 931(a) and, but for the
application of section 931(b), all of his in-
come of $30,000 would be excluded from gross
income for 1963 under section 931. However,
in accordance with section 931(b) and para-
graph (c) of § 1.931–1, the $6,000 received in
the United States is included in gross in-
come. Nevertheless, since part ($24,000) of his
income of $30,000 for 1963 derived, in accord-
ance with § 1.863–6, from sources within
Guam is not, as a result of the application of
section 931, included in his gross income, D is
not a United States person with respect to R
Corporation for its taxable year 1963. Accord-
ingly, R Corporation is not a controlled for-
eign corporation for its taxable year 1963.

Example 2. The facts are the same as in ex-
ample 1, except that, instead of receiving the
$6,000 in the United States, D receives $10,000
of the $30,000 in Guam for services performed
for an agency of the United States. Under
§ 1.863–6, all of D’s income for 1963 is income
derived from sources within Guam. However,
since D’s income of $10,000 from the agency
of the United States is deemed under section
931 (i) to be derived from sources within the
United States for purposes of section 931, at
least 80 percent of his gross income for 1963,
determined without the application of sec-
tion 931, is not derived from sources within
Guam. Accordingly, since no part of D’s
gross income of $30,000 for 1963 derived, in ac-
cordance with § 1.863–6, from sources within
Guam is, as a result of the application of sec-
tion 931, excluded from gross income for 1963,
D is a United States person with respect to
R Corporation for R Corporation’s taxable
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year 1963. Accordingly, R Corporation is a
controlled foreign corporation for its taxable
year 1963.

[T.D. 6775, 29 FR 16082, Dec. 2, 1964]

§ 1.958–1 Direct and indirect owner-
ship of stock.

(a) In general. Section 958(a) provides
that, for purposes of sections 951 to 964
(other than sections 955(b)(1)(A) and (B)
and 955(c)(2)(A)(ii) (as in effect before
the enactment of the Tax Reduction
Act of 1975), and 960(a)(1)), stock owned
means—

(1) Stock owned directly; and
(2) Stock owned with the application

of paragraph (b) of this section.
The rules of section 958(a) and this sec-
tion provide a limited form of stock at-
tribution primarily for use in deter-
mining the amount taxable to a United
States shareholder under section 951(a).
These rules also apply for purposes of
other provisions of the Code and regu-
lations which make express reference
to section 958(a).

(b) Stock ownership through foreign en-
tities. For purposes of paragraph (a)(2)
of this section, stock owned, directly
or indirectly, by or for a foreign cor-
poration, foreign partnership, or for-
eign trust or foreign estate (within the
meaning of section 7701(a)(31)) shall be
considered as being owned proportion-
ately by its shareholders, partners, or
beneficiaries, respectively. Stock con-
sidered to be owned by reason of the
application of this paragraph shall, for
purposes of reapplying this paragraph,
be treated as actually owned by such
person. Thus, this rule creates a chain
of ownership; however, since the rule
applies only to stock owned by a for-
eign entity, attribution under the rule
stops with the first United States per-
son in the chain of ownership running
from the foreign entity. The applica-
tion of this paragraph may be illus-
trated by the following example:

Example. Domestic corporation M owns 75
percent of the one class of stock in foreign
corporation R, which in turn owns 80 percent
of the one class of stock in foreign corpora-
tion S, which in turn owns 90 percent of the
one class of stock in foreign corporation T.
Under this paragraph, R Corporation is con-
sidered as owning 80 percent of the 90 percent
of the stock which S Corporation owns in T
Corporation, or 72 percent. Corporation M is
considered as owning 75 percent of such 72

percent of the stock in T Corporation, or 54
percent. Since M Corporation is a domestic
corporation, the attribution under this para-
graph stops with M Corporation, even
though, illustratively, such corporation is
wholly owned by domestic corporation N.

(c) Rules of application—(1) Special
rule for mutual insurance companies. For
purposes of applying paragraph (a) of
this section in the case of a foreign mu-
tual insurance company, the term
‘‘stock’’ shall include any certificate
entitling the holder to voting power in
the corporation.

(2) Amount of interest in foreign cor-
poration, foreign partnership, foreign
trust, or foreign estate. The determina-
tion of a person’s proportionate inter-
est in a foreign corporation, foreign
partnership, foreign trust, or foreign
estate will be made on the basis of all
the facts and circumstances in each
case. Generally, in determining a per-
son’s proportionate interest in a for-
eign corporation, the purpose for which
the rules of section 958(a) and this sec-
tion are being applied will be taken
into account. Thus, if the rules of sec-
tion 958(a) are being applied to deter-
mine the amount of stock owned for
purposes of section 951(a), a person’s
proportionate interest in a foreign cor-
poration will generally be determined
with reference to such person’s interest
in the income of such corporation. If
the rules of section 958(a) are being ap-
plied to determine the amount of vot-
ing power owned for purposes of section
951(b) or 957, a person’s proportionate
interest in a foreign corporation will
generally be determined with reference
to the amount of voting power in such
corporation owned by such person.
However, any arrangement which arti-
ficially decreases a United States per-
son’s proportionate interest will not be
recognized. See §§ 1.951–1 and 1.957–1.

(d) Illustration. The application of
this section may be illustrated by the
following examples:

Example 1. United States persons A and B
own 25 percent and 50 percent, respectively,
of the one class of stock in foreign corpora-
tion M. Corporation M owns 80 percent of the
one class of stock in foreign corporation N,
and N Corporation owns 60 percent of the one
class of stock in foreign corporation P.
Under paragraph (b) of this section, M Cor-
poration is considered to own 48 percent (80
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percent of 60 percent) of the stock in P Cor-
poration; such 48 percent is treated as actu-
ally owned by M Corporation for the purpose
of again applying paragraph (b) of this sec-
tion. Thus, A and B are considered to own 12
percent (25 percent of 48 percent) and 24 per-
cent (50 percent of 48 percent), respectively,
of the stock in P Corporation.

Example 2. United States person C is a 60-
percent partner in foreign partnership X.
Partnership X owns 40 percent of the one
class of stock in foreign corporation Q. Cor-
poration Q is a 50-percent partner in foreign
partnership Y, and partnership Y owns 100
percent of the one class of stock in foreign
corporation R. By the application of para-
graph (b) of this section, C is considered to
own 12 percent (60 percent of 40 percent of 50
percent of 100 percent) of the stock in R Cor-
poration.

Example 3. Foreign trust Z was created for
the benefit of United States persons D, E,
and F. Under the terms of the trust instru-
ment, the trust income is required to be di-
vided into three equal shares. Each bene-
ficiary’s share of the income may either be
accumulated for him or distributed to him in
the discretion of the trustee. In 1970, the
trust is to terminate and there is to be paid
over to each beneficiary the accumulated in-
come applicable to his share and one-third of
the corpus. The corpus of trust Z is com-
posed of 90 percent of the one class of stock
in foreign corporation S. By the application
of this section, each of D, E, and F is consid-
ered to own 30 percent (1⁄3 of 90 percent) of
the stock in S Corporation.

Example 4. Among the assets of foreign es-
tate W are Blackacre and a block of stock,
consisting of 75 percent of the one class of
stock of foreign corporation T. Under the
terms of the will governing estate W,
Blackacre is left to G, a nonresident alien,
for life, remainder to H, a nonresident alien,
and the block of stock is left to United
States person K. By the application of this
section, K is considered to own the 75 per-
cent of the stock of T Corporation, and G and
H are not considered to own any of such
stock.

[T.D. 6889, 31 FR 9455, July 12, 1966, as amend-
ed by T.D. 7893, 48 FR 22509, May 19, 1983]

§ 1.958–2 Constructive ownership of
stock.

(a) In general. Section 958(b) provides
that, for purposes of sections 951(b),
954(d)(3), 956(b)(2), and 957, the rules of
section 318(a) as modified by section
958(b) and this section shall apply to
the extent that the effect is to treat a
United States person as a United
States shareholder within the meaning
of section 951(b), to treat a person as a
related person within the meaning of

section 954(d)(3), to treat the stock of a
domestic corporation as owned by a
United States shareholder of a con-
trolled foreign corporation under sec-
tion 956(b)(2), or to treat a foreign cor-
poration as a controlled foreign cor-
poration under section 957. The rules
contained in this section also apply for
purposes of other provisions of the
Code and regulations which make ex-
press reference to section 958(b).

(b) Members of family—(1) In general.
Except as provided in subparagraph (3)
of this paragraph, an individual shall
be considered as owning the stock
owned, directly or indirectly, by or
for—

(i) His spouse (other than a spouse
who is legally separated from the indi-
vidual under a decree of divorce or sep-
arate maintenance); and

(ii) His children, grandchildren, and
parents.

(2) Effect of adoption. For purposes of
subparagraph (1)(ii) of this paragraph,
a legally adopted child of an individual
shall be treated as a child of such indi-
vidual by blood.

(3) Stock owned by nonresident alien in-
dividual. For purposes of this para-
graph, stock owned by a nonresident
alien individual (other than a foreign
trust or foreign estate) shall not be
considered as owned by a United States
citizen or a resident alien individual.
However, this limitation does not
apply for purposes of determining
whether the stock of a domestic cor-
poration is owned or considered as
owned by a United States shareholder
under section 956(b)(2) and § 1.956–
2(b)(1)(viii). See section 958(b)(1).

(c) Attribution from partnerships, es-
tates, trusts, and corporations—(1) In
general. Except as provided in subpara-
graph (2) of this paragraph—

(i) From partnerships and estates.
Stock owned, directly or indirectly, by
or for a partnership or estate shall be
considered as owned proportionately by
its partners or beneficiaries.

(ii) From trusts—(a) To beneficiaries.
Stock owned, directly or indirectly, by
or for a trust (other than an employ-
ees’ trust described in section 401(a)
which is exempt from tax under section
501(a)) shall be considered as owned by
its beneficiaries in proportion to the
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actuarial interest of such beneficiaries
in such trust.

(b) To owner. Stock owned, directly
or indirectly, by or for any portion of a
trust of which a person is considered
the owner under sections 671 to 678 (re-
lating to grantors and others treated
as substantial owners) shall be consid-
ered as owned by such person.

(iii) From corporations. If 10 percent or
more in value of the stock in a corpora-
tion is owned, directly or indirectly, by
or for any person, such person shall be
considered as owning the stock owned,
directly or indirectly, by or for such
corporation, in that proportion which
the value of the stock which such per-
son so owns bears to the value of all
the stock in such corporation. See sec-
tion 958(b)(3).

(2) Rules of application. For purposes
of subparagraph (1) of this paragraph, if
a partnership, estate, trust, or corpora-
tion owns, directly or indirectly, more
than 50 percent of the total combined
voting power of all classes of stock en-
titled to vote in a corporation, it shall
be considered as owning all the stock
entitled to vote. See section 958(b)(2).

(d) Attribution to partnerships, estates,
trusts, and corporations—(1) In general.
Except as provided in subparagraph (2)
of this paragraph—

(i) To partnerships and estates. Stock
owned, directly or indirectly, by or for
a partner or a beneficiary of an estate
shall be considered as owned by the
partnership or estate.

(ii) To trusts—(a) From beneficiaries.
Stock owned, directly or indirectly, by
or for a beneficiary of a trust (other
than an employees’ trust described in
section 401(a) which is exempt from tax
under section 501(a)) shall be consid-
ered as owned by the trust, unless such
beneficiary’s interest in the trust is a
remote contingent interest. For pur-
poses of the preceding sentence, a con-
tingent interest of a beneficiary in a
trust shall be considered remote if,
under the maximum exercise of discre-
tion by the trustee in favor of such
beneficiary, the value of such interest,
computed actuarially, is 5 percent or
less of the value of the trust property.

(b) From owner. Stock owned, directly
or indirectly, by or for a person who is
considered the owner of any portion of
a trust under sections 671 to 678 (relat-

ing to grantors and others treated as
substantial owners) shall be considered
as owned by the trust.

(iii) To corporations. If 50 percent or
more in value of the stock in a corpora-
tion is owned, directly or indirectly, by
or for any person, such corporation
shall be considered as owning the stock
owned, directly or indirectly, by or for
such person. This subdivision shall not
be applied so as to consider a corpora-
tion as owning its own stock.

(2) Limitation. Subparagraph (1) of
this paragraph shall not be applied so
as to consider a United States person
as owning stock which is owned by a
person who is not a United States per-
son. This limitation does not apply for
purposes of determining whether the
stock of a domestic corporation is
owned or considered as owned by a
United States shareholder under sec-
tion 956(b)(2) and § 1.956–2(b)(1)(viii).
See section 958(b)(4).

(e) Options. If any person has an op-
tion to acquire stock, such stock shall
be considered as owned by such person.
For purposes of the preceding sentence,
an option to acquire such an option,
and each one of a series of such op-
tions, shall be considered as an option
to acquire such stock.

(f) Rules of application. For purposes
of this section—

(1) Stock treated as actually owned— (i)
In general. Except as provided in sub-
divisions (ii) and (iii) of this subpara-
graph, stock constructively owned by a
person by reason of the application of
paragraphs (b), (c), (d), and (e) of this
section shall, for purposes of applying
such paragraphs, be considered as actu-
ally owned by such person.

(ii) Members of family. Stock con-
structively owned by an individual by
reason of the application of paragraph
(b) of this section shall not be consid-
ered as owned by him for purposes of
again applying such paragraph in order
to make another the constructive
owner of such stock.

(iii) Partnerships, estates, trusts, and
corporation. Stock constructively
owned by a partnership, estate, trust,
or corporation by reason of the applica-
tion of paragraph (d) of this section
shall not be considered as owned by it
for purposes of applying paragraph (c)
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of this section in order to make an-
other the constructive owner of such
stock.

(iv) Option rule in lieu of family rule.
For purposes of this subparagraph, if
stock may be considered as owned by
an individual under paragraph (b) or (e)
of this section, it shall be considered as
owned by him under paragraph (e).

(2) Coordination of different attribution
rules. For purposes of any one deter-
mination, stock which may be owned
under more than one of the rules of
§ 1.958–1 and this section, or by more
than one person, shall be owned under
that attribution rule which imputes to
the person, or persons, concerned the
largest total percentage of such stock.
The application of this subparagraph
may be illustrated by the following ex-
amples:

Example 1. (a) United States persons A and
B, and domestic corporation M, own 9 per-
cent, 32 percent, and 10 percent, respectively,
of the one class of stock in foreign corpora-
tion R. A also owns 10 percent of the one
class of stock in M Corporation. For pur-
poses of determining whether A is a United
States shareholder with respect to R Cor-
poration, 10 percent of the 10-percent inter-
est of M Corporation in R Corporation is con-
sidered as owned by A. See paragraph
(c)(1)(iii) of this section. Thus, A owns 10 per-
cent (9 percent plus 10 percent of 10 percent)
of the stock in R Corporation and is a United
States shareholder with respect to such cor-
poration. Corporation M and B, by reason of
owning 10 percent and 32 percent, respec-
tively, of the stock in R Corporation are
United States shareholders with respect to
such corporation.

(b) For purposes of determining whether R
Corporation is a controlled foreign corpora-
tion, the 1 percent of the stock in R Corpora-
tion directly owned by M Corporation and
considered as owned by A cannot be counted
twice. Therefore, the total amount of stock
in R Corporation owned by United States
shareholders is 51 percent, determined as fol-
lows:

STOCK OWNERSHIP IN R CORPORATION
[percent]

A ................................................................................. 9
B ................................................................................. 32
M Corporation ............................................................ 10

Total .................................................................... 51

Example 2. United States person C owns 10
percent of the one class of stock in foreign
corporation N, which owns 60 percent of the
one class of stock in foreign corporation S.
Under paragraph (a)(2) of § 1.958–1, C is con-

sidered as owning 6 percent (10 percent of 60
percent) of the stock in S Corporation. Under
paragraph (c)(1)(iii) and (2) of this section N
Corporation is considered as owning 100 per-
cent of the stock in S Corporation and C is
considered as owning 10 percent of such 100
percent, or 10 percent of the stock in S Cor-
poration. Thus, for purposes of determining
whether C is a United States shareholder
with respect to S Corporation, the attribu-
tion rules of paragraph (c)(1)(iii) and (2) of
this section are used inasmuch as C owns a
larger total percentage of the stock of S Cor-
poration under such rules.

(g) Illustration. The application of
this section may be illustrated by the
following examples:

Example 1. United States persons A and B
own 5 percent and 25 percent, respectively, of
the one class of stock in foreign corporation
M. Corporation M owns 60 percent of the one
class of stock in foreign corporation N.
Under paragraph (a)(2) of § 1.958–1, A and B
are considered as owning 3 percent (5 percent
of 60 percent) and 15 percent (25 percent of 60
percent), respectively, of the stock in N Cor-
poration. Under paragraph (c)(2) of this sec-
tion, M Corporation is treated as owning all
the stock in N Corporation, and, under para-
graph (c)(1)(iii) of this section, B is consid-
ered as owning 25 percent of such 100 percent,
or 25 percent of the stock in N Corporation.
Inasmuch as A owns less than 10 percent of
the stock in M Corporation, he is not consid-
ered as owning, under paragraph (c)(1)(iii) of
this section, any of the stock in N Corpora-
tion owned by M Corporation. Thus, the at-
tribution rules of paragraph (a)(2) of § 1.958–1
are used with respect to A inasmuch as he
owns a larger total percentage of the stock
of N Corporation under such rules; and the
attribution rules of paragraph (c)(1)(iii) and
(2) of this section are used with respect to B
inasmuch as he owns a larger total percent-
age of the stock of N Corporation under such
rules.

Example 2. United States person C owns 60
percent of the one class of stock in domestic
corporation P; corporation P owns 60 percent
of the one class of stock in foreign corpora-
tion Q; and corporation Q owns 60 percent of
the one class of stock in foreign corporation
R. Under paragraph (a)(2) of § 1.958–1, P Cor-
poration is considered as owning 36 percent
(60 percent of 60 percent) of the stock in R
Corporation, and C is considered as owning
none of the stock in R Corporation inasmuch
as the chain of ownership stops at the first
United States person and P Corporation is
such a person. Under paragraph (c)(2) of this
section, Q Corporation is treated as owning
100 percent of the stock in R Corporation,
and under paragraph (c)(1)(iii) of this sec-
tion, P Corporation is considered as owning
60 percent of such 100 percent, or 60 percent
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of the stock in R Corporation. For purposes
of determining the amount of stock in R Cor-
poration which C is considered as owning, P
Corporation is treated under paragraph (c)(2)
of this section as owning 100 percent of the
stock in R Corporation; therefore, C is con-
sidered as owning 60 percent of the stock in
R Corporation. Thus, the attribution rules of
paragraph (c)(1)(iii) and (2) of this section
are used with respect to C and P Corporation
inasmuch as they each own a larger total
percentage of the stock of R Corporation
under such rules.

Example 3. United States person D owns 25
percent of the one class of stock in foreign
corporation S. D is also a 40-percent partner
in domestic partnership X, which owns 50
percent of the one class of stock in domestic
corporation T. Under paragraph (d)(1)(i) of
this section, the 25 percent of the stock in S
Corporation owned by D is considered as
being owned by partnership X; since such
stock is treated as actually owned by part-
nership X under paragraph (f)(1)(i) of this
section, such stock is in turn considered as
being owned by T Corporation under para-
graph (d)(1)(iii) of this section. Thus, under
paragraphs (d)(1) and (f)(1)(i) of this section,
T Corporation is considered as owning 25 per-
cent of the stock in S Corporation.

Example 4. Foreign corporation U owns 100
percent of the one class of stock in domestic
corporation V and also 100 percent of the one
class of stock in foreign corporation W. By
virtue of paragraph (d)(2) of this section, V
Corporation may not be considered under
paragraph (d)(1) of this section as owning the
stock owned by its sole shareholder, U Cor-
poration, in W Corporation.

Example 5. United States citizen E owns 15
percent of the one class of stock in foreign
corporation Y, and United States citizen F,
E’s spouse, owns 5 percent of such stock. E
and F’s four nonresident alien grandchildren
each own 20 percent of the stock in Y Cor-
poration. Under paragraph (b)(1) of this sec-
tion, E is considered as owning the stock
owned by F in Y Corporation; however, by
virtue of paragraph (b)(3) of this section, E
may not be considered under paragraph (b)(1)
of this section as owning any of the stock in
Y Corporation owned by such grandchildren.

Example 6. United States person F owns 10
percent of the one class of stock in foreign
corporation Z; corporation Z owns 10 percent
of the one class of stock in foreign corpora-
tion K; and corporation K owns 100 percent of
the one class of stock in foreign corporation
L. United States person G, F’s spouse, owns
9 percent of the stock in K Corporation.
Under paragraph (c)(1)(iii) of this section or
paragraph (a)(2) of § 1.958–1, F is considered
as owning 1 percent (10 percent of 10 percent
of 100 percent) of the stock in L Corporation
by reason of his ownership of stock in Z Cor-
poration, and, under paragraph (b)(1) of this
section, G is considered as owning such 1 per-

cent of the stock in L Corporation. Under
paragraph (a)(2) of § 1.958–1, G is considered
as owning 9 percent (9 percent of 100 percent)
of the stock in L Corporation by reason of
her ownership of stock in K Corporation,
and, under paragraph (b)(1) of this section, F
is considered as owning such 9 percent of the
stock in L Corporation. Thus, for the pur-
pose of determining whether F or G is a
United States shareholder with respect to L
Corporation, each of F and G is considered as
owning a total of 10 percent of the stock in
L Corporation by applying the rules of para-
graph (a)(2) of § 1.958–1 and paragraphs (b)(1)
and (c)(1)(iii) of this section.

(Secs. 956(c), 7805, Internal Revenue Code of
1954 (76 Stat. 1017, 68A Stat. 917; (26 U.S.C.
956(c) and 7805 respectively)))

[T.D. 6889, 31 FR 9455, July 12, 1966, as amend-
ed by T.D. 7712, 45 FR 52375, Aug. 7, 1980]

§ 1.959–1 Exclusion from gross income
of United States persons of pre-
viously taxed earnings and profits.

(a) In general. Sections 951 through
964 provide that certain types of in-
come of controlled foreign corporations
will be subject to United States income
tax even though such amounts are not
currently distributed to the United
States shareholders of such corpora-
tions. The amounts so taxed to certain
United States shareholders are de-
scribed as subpart F income, previously
excluded subpart F income withdrawn
from investment in less developed
countries, previously excluded subpart
F income withdrawn from investment
in foreign base company shipping oper-
ations, and increases in earnings in-
vested in United States property. Sec-
tion 959 provides that amounts taxed as
subpart F income, as previously ex-
cluded subpart F income withdrawn
from investment in less developed
countries, or as previously excluded
subpart F income withdrawn from in-
vestment in foreign base company ship-
ping operations are not taxed again as
increases in earnings invested in
United States property. Section 959
also provides an exclusion whereby
none of the amounts so taxed are taxed
again when actually distributed di-
rectly, or indirectly through a chain of
ownership described in section 958(a),
to United States shareholders or to
such shareholders’ successors in inter-
est. The exclusion also applies to
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amounts taxed to United States share-
holders as income of one controlled for-
eign corporation and later distributed
to another controlled foreign corpora-
tion in such a chain of ownership where
such amounts would otherwise be again
included in the income of such share-
holders or their successors in interest
as subpart F income of the controlled
foreign corporation to which they are
distributed. Section 959 also provides
rules for the allocation of distributions
to earnings and profits and for the non-
dividend treatment of actual distribu-
tions which are excluded from gross in-
come.

(b) Actual distributions to United States
persons. The earnings and profits for a
taxable year of a foreign corporation
attributable to amounts which are, or
have been, included in the gross income
of a United States shareholder of such
corporation under section 951(a) shall
not, when such amounts are distrib-
uted to such shareholder directly, or
indirectly through a chain of owner-
ship described in section 958(a), be
again included in the gross income of
such United States shareholder. See
section 959(a)(1). Thus, earnings and
profits attributable to amounts which
are, or have been, included in the gross
income of a United States shareholder
of a foreign corporation under section
951 (a)(1)(A)(i) as subpart F income,
under section 951(a)(1)(A)(ii) as pre-
viously excluded subpart F income
withdrawn from investment in less de-
veloped countries, under section
951(a)(1)(A)(iii) as previously excluded
subpart F income withdrawn from in-
vestment in foreign base company ship-
ping operations, or under section
951(a)(1)(B) as earnings invested in
United States property, shall not be
again included in the gross income of
such shareholder when such amounts
are actually distributed, directly or in-
directly, to such shareholder. See para-
graph (d) of this section for exclusion
applicable to such shareholder’s succes-
sor in interest. The application of this
paragraph may be illustrated by the
following example:

Example. (a) A, a United States share-
holder, owns 100 percent of the only class of
stock of R Corporation, a corporation orga-
nized on January 1, 1963, which is a con-
trolled foreign corporation throughout the

period here involved. Both A and R Corpora-
tion use the calendar year as a taxable year.

(b) During 1964, R Corporation derives $100
of subpart F income, and A includes such
amount in his gross income under section
951(a)(1)(A)(i). Corporation R’s current and
accumulated earnings and profits (before
taking into account distributions made dur-
ing 1964) are $150. Also, during 1964, R Cor-
poration distributes $50 to A. The $50 dis-
tribution is excludable from A’s gross in-
come for 1964 under this paragraph and
§ 1.959–3 because such distribution represents
earnings and profits attributable to amounts
which are included in A’s gross income for
such year under section 951(a).

(c) If instead of deriving the $100 of subpart
F income in 1964, R Corporation derives such
amount during 1963 and has earnings and
profits for 1963 in excess of $100, A must in-
clude $100 in his gross income for 1963 under
section 951(a)(1)(A)(i). However, the $50 dis-
tribution made by R Corporation to A during
1964 is excludable from A’s gross income for
such year under this paragraph and § 1.959–3
because such distribution represents earn-
ings and profits attributable to amounts
which have been included in A’s gross in-
come for 1963 under section 951(a).

(d) If, with respect to 1964—
(1) Instead of owning the stock of R Cor-

poration directly, A owns such stock through
a chain of ownership described in section
958(a), that is, A owns 100 percent of M Cor-
poration which owns 100 percent of N Cor-
poration which owns 100 percent of R Cor-
poration,

(2) Both M and N Corporations use the cal-
endar year as a taxable year and are con-
trolled foreign corporations throughout the
period here involved,

(3) Corporation R derives $100 of subpart F
income and has earnings and profits in ex-
cess of $100,

(4) Neither M Corporation nor N Corpora-
tion has earnings and profits or a deficit in
earnings and profits, and

(5) The $50 distribution is from R Corpora-
tion to N Corporation to M Corporation to A,

A must include $100 in his gross income for
1964 under section 951(a)(1)(A)(i) by reason of
his indirect ownership of R Corporation.
However, the $50 distribution is excludable
from A’s gross income for 1964 under this
paragraph and § 1.959–3 because such distribu-
tion represents earnings and profits attrib-
utable to amounts which are included in A’s
gross income for such year under section
951(a) and are distributed indirectly to A
through a chain of ownership described in
section 958(a).

(c) Excludable investment of earnings in
United States property. The earnings and
profits for a taxable year of a foreign
corporation attributable to amounts
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which are, or have been, included in
the gross income of a United States
shareholder of such corporation under
section 951(a)(1)(A) shall not, when
such amounts would, but for section
959(a)(2) and this paragraph, be in-
cluded under section 951(a)(1)(B) in the
gross income of such shareholder di-
rectly, or indirectly through a chain of
ownership described in section 958(a),
be again included in the gross income
of such United States shareholder.
Thus, earnings and profits attributable
to amounts which are, or have been, in-
cluded in the gross income of a United
States shareholder of a foreign cor-
poration under section 951(a)(1)(A)(i) as
subpart F income, under section
951(a)(1)(A)(ii) as previously excluded
subpart F income withdrawn from in-
vestment in less developed countries,
or under section 951(a)(1)(A)(iii) as pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations,
may be invested in United States prop-
erty without being again included in
such shareholder’s income under sec-
tion 951 (a). Moreover, the first amount
deemed invested in United States prop-
erty are amounts previously included
in the gross income of a United States
shareholder under section 951(a)(1)(A).
See paragraph (d) of this section for ex-
clusion applicable to such sharehold-
er’s successor in interest. The applica-
tion of this paragraph may be illus-
trated by the following example:

Example. (a) A, a United States share-
holder, owns 100 percent of the only class of
stock of R Corporation, a corporation orga-
nized on January 1, 1963, which is a con-
trolled foreign corporation throughout the
period here involved. Both A and R Corpora-
tion use the calendar year as a taxable year.

(b) During 1964, R Corporation derives $35
of subpart F income, and A includes such
amount in his gross income under section
951(a)(1)(A)(i). During 1964, R Corporation
also invests $50 in tangible property (other
than property described in section 956(b)(2))
located in the United States. Corporation R
makes no distributions during the year, and
its current earnings and profits are in excess
of $50. Of the $50 investment of earnings in
United States property, $35 is excludable
from A’s gross income for 1964 under section
959(a)(2) because such amount represents
earnings and profits which are attributable
to amounts which are included in A’s gross
income for such year under section

951(a)(1)(A)(i) and therefore may be invested
in United States property without again
being included in A’s gross income. The re-
maining $15 is includible in A’s gross income
for 1964 under section 951(a)(1)(B).

(c) If, instead of deriving $35 of subpart F
income in 1964, R Corporation has no subpart
F income for 1964 but derives the $35 of sub-
part F income during 1963 and has earnings
and profits for such year in excess of $35, A
must include $35 in his gross income for 1963
under section 951(a)(1)(A)(i). However, of the
$50 investment of earnings in United States
property made by R Corporation during 1964,
$35 is excludable from A’s gross income for
1964 under section 959(a)(2) because such
amount represents earnings and profits at-
tributable to amounts which have been in-
cluded in A’s gross income for 1963 under sec-
tion 951(a)(1)(A)(i). The remaining $15 is in-
cludible in A’s gross income for 1964 under
section 951(a)(1)(B).

(d) Application of exclusions to share-
holder’s successor in interest. If a United
States person (as defined in § 1.957–4)
acquires from any person any portion
of the interest in the foreign corpora-
tion of a United States shareholder re-
ferred to in paragraph (b) or (c) of this
section, the rules of such paragraph
shall apply to such acquiring person
but only to the extent that the acquir-
ing person establishes to the satisfac-
tion of the district director his right to
the exclusion provided by such para-
graph. The information to be furnished
by the acquiring person to the district
director with his return for the taxable
year to support such exclusion shall in-
clude:

(1) The name, address, and taxable
year of the foreign corporation from
which the distribution is received and
of all other corporations, partnerships,
trusts, or estates in any applicable
chain of ownership described in section
958(a);

(2) The name, address, and (in the
case of information required to be fur-
nished after June 20, 1983) taxpayer
identification number of the person
from whom the stock interest was ac-
quired;

(3) A description of the stock interest
acquired and its relation, if any, to a
chain of ownership described in section
958(a);

(4) The amount for which an exclu-
sion under section 959(a) is claimed;
and
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(5) Evidence showing that the earn-
ings and profits for which an exclusion
is claimed are attributable to amounts
which were included in the gross in-
come of a United States shareholder
under section 951(a), that such amounts
were not previously excluded from the
gross income of a United States person,
and the identity of the United States
shareholder including such amounts.
The acquiring person shall also furnish
to the district director such other in-
formation as may be required by the
district director in support of the ex-
clusion.

Example. (a) A, a United States share-
holder, owns 100 percent of the only class of
stock of R Corporation, a corporation orga-
nized on January 1, 1964, and a controlled
foreign corporation throughout the period
here involved. Both A and R Corporation use
the calendar year as a taxable year.

(b) During 1964, R Corporation has $100 of
subpart F income and earnings and profits in
excess of $100. A includes $100 in his gross in-
come for 1964 under section 951(a)(1)(A)(i).
During 1965, A sells 40 percent of his stock in
R Corporation to B, a United States person
who uses the calendar year as a taxable year.
In 1965, R Corporation has no earnings and
profits and experiences no increase in earn-
ings invested in United States property. Cor-
poration R distributes $40 to B on December
1, 1965. If B establishes his right to the exclu-
sion to the satisfaction of the district direc-
tor, he may exclude $40 from his gross in-
come for 1965 under section 959(a)(1).

(c) If, instead of selling his 40-percent in-
terest directly to B, A sells on February 1,
1965, 40 percent of his stock in R Corporation
to C, a nonresident alien, and on October 1,
1965, B acquires the 40-percent interest in R
Corporation from C, the result is the same as
in paragraph (b) of this example, if B estab-
lishes his right to the exclusion to the satis-
faction of the district director.

(d) If, instead of acquiring 40 percent, B ac-
quires only 5 percent of A’s stock in R Cor-
poration and R Corporation distributes $5 to
B during 1965, B is not a United States share-
holder (within the meaning of section 951(b))
with respect to R Corporation since he owns
only 5 percent of the stock of R Corporation.
Notwithstanding, B may exclude the $5 dis-
tribution from his gross income for 1965
under section 959(a)(1) if he establishes his
right to the exclusion to the satisfaction of
the district director.

(e) If the facts are assumed to be the same
as in paragraphs (a) and (b) of this example
except that—

(1) A owns the stock of R Corporation indi-
rectly through a chain of ownership de-
scribed in section 958(a), that is, A owns 100

percent of M Corporation which owns 100 per-
cent of N Corporation which owns 100 per-
cent of R Corporation,

(2) B acquires from N Corporation 40 per-
cent of the stock in R Corporation,

(3) Both M Corporation and N Corporation
are controlled foreign corporations which
use the calendar year as a taxable year,

(4) Neither M Corporation nor N Corpora-
tion has any amount in 1964 or 1965 which is
includible in gross income of United States
shareholders under section 951(a), and

(5) Neither M Corporation nor N Corpora-
tion has a deficit in earnings and profits for
1964;

the result is the same as in paragraph (b) of
this example if B establishes his right to the
exclusion to the satisfaction of the district
director.

[T.D. 6795, 30 FR 943, Jan. 29, 1965, as amend-
ed by T.D. 7893, 48 FR 22509, May 19, 1983]

§ 1.959–2 Exclusion from gross income
of controlled foreign corporations
of previously taxed earnings and
profits.

(a) Applicable rule. The earnings and
profits for a taxable year of a con-
trolled foreign corporation attrib-
utable to amounts which are, or have
been, included in the gross income of a
United States shareholder under sec-
tion 951(a) shall not, when distributed
through a chain of ownership described
in section 958(a), be also included in the
gross income of another controlled for-
eign corporation in such chain for pur-
poses of the application of section
951(a) to such other controlled foreign
corporation with respect to such
United States shareholder. See section
959(b). The exclusion from the income
of such other foreign corporation also
applies with respect to any other
United States shareholder who ac-
quires from such United States share-
holder or any other person any portion
of the interest of such United States
shareholder in the controlled foreign
corporation, but only to the extent the
acquiring shareholder establishes to
the satisfaction of the district director
his right to such exclusion. An acquir-
ing shareholder claiming the exclusion
under section 959(b) shall furnish to the
district director with his return for the
taxable year the information required
under paragraph (d) of § 1.959–1 to sup-
port the exclusion under this para-
graph.
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(b) Illustration. The application of
this section may be illustrated by the
following example:

Example. (a) A, a United States share-
holder, owns 100 percent of the only class of
stock of M Corporation which in turn owns
100 percent of the only class of stock of N
Corporation. A and corporations M and N use
the calendar year as a taxable year and cor-
porations M and N are controlled foreign cor-
porations throughout the period here in-
volved.

(b) During 1963, N Corporation invests $100
in tangible property (other than property de-
scribed in section 956(b)(2)) located in the
United States and has earnings and profits in
excess of $100. A is required to include $100 in
his gross income for 1963 under section
951(a)(1)(B) by reason of his indirect owner-
ship of the stock of N Corporation. During
1963, M Corporation has no income or invest-
ments other than the income derived from a
distribution of $100 from N Corporation. Cor-
poration M has earnings and profits of $100
for 1963. Under paragraph (a) of § 1.954–2, the
$100 distribution received by M Corporation
from N Corporation would otherwise con-
stitute subpart F income of M Corporation;
however, by reason of section 959(b) and this
section, this amount does not constitute
gross income of M Corporation for purposes
of determining amounts includible in A’s
gross income under section 951(a)(1)(A)(i).

(c) During 1964, N Corporation derives $100
of subpart F income and distributes $100 to
M Corporation which has no subpart F in-
come for 1964 but which invests the $100 dis-
tribution in tangible property (other than
property described in section 956(b)(2)) lo-
cated in the United States. Corporation N’s
earnings and profits for 1964 are in excess of
$100, and M Corporation’s current and accu-
mulated earnings and profits (before taking
into account distributions made during 1964)
are in excess of $100. A is required with re-
spect to N Corporation to include $100 in his
gross income for 1964 under section
951(a)(1)(A)(i) by reason of his indirect own-
ership of the stock of N Corporation. The in-
vestment by M Corporation in United States
property would otherwise constitute an in-
vestment of earnings in United States prop-
erty to which section 956 applies; however,
by reason of section 959(b) and this section,
such amount does not constitute gross in-
come of M Corporation for purposes of deter-
mining amounts includible in A’s gross in-
come under section 951(a)(1)(B).

(d) If during 1965, N Corporation invests
$100 in tangible property (other than prop-
erty described in section 956(b)(2)) located in
the United States and has earnings and prof-
its in excess of $100, A will be required with
respect to N Corporation to include $100 in
his gross income for 1965 under section
951(a)(1)(B), because the $100 of earnings and

profits for 1964 attributable to N Corpora-
tion’s subpart F income which was taxed to
A in 1964 was distributed to M Corporation in
such year.

(e) If, with respect to 1966—
(1) Corporation N owns 100 percent of the

only class of stock of R Corporation,
(2) Corporation R derives $100 of subpart F

income, has earnings and profits in excess of
$100, and makes no distributions to N Cor-
poration,

(3) Corporation N invests $25 in tangible
property (other than property described in
section 956(b)(2)) located in the United States
and has current and accumulated earnings
and profits in excess of $25, and

(4) Corporation M has no income or invest-
ments and does not have a deficit in earnings
and profits,
the $100 of subpart F income derived by R
Corporation is includible in A’s gross income
for 1966 under section 951(a)(1)(A)(i) and the
$25 investment of earnings in United States
property by N Corporation is includible in
A’s gross income for 1966 under section
951(a)(1)(B).

(f) If, however, the facts are the same as in
paragraph (e) of this example except that—

(1) During 1966, R Corporation distributes
$20 to N Corporation, and

(2) Corporation N makes no distributions
during such year to M Corporation,
of the $25 investment in United States prop-
erty by N Corporation, $20 is not includible
in A’s gross income for 1966 because such
amount represents earnings and profits
which are attributable to amounts included
in A’s gross income for such year under sec-
tion 951(a)(1)(A)(i) with respect to R Corpora-
tion and which have been distributed to N
Corporation by R Corporation. By reason of
section 959(B) and this section, such $20 dis-
tribution to N Corporation does not con-
stitute gross income of N Corporation for
purposes of determining amounts includible
in A’s gross income under section
951(a)(1)(B); however, the remaining $5 of in-
vestment of earnings in United States prop-
erty by N Corporation in 1966 is includible in
A’s gross income for such year under section
951(a)(1)(B).

[T.D. 6795, 30 FR 944, Jan. 29, 1965]

§ 1.959–3 Allocation of distributions to
earnings and profits of foreign cor-
porations.

(a) In general. For purposes of §§ 1.959–
1 and 1.959–2, the source of the earnings
and profits from which distributions
are made by a foreign corporation as
between earnings and profits attrib-
utable to increases in earnings invested
in United States property, previously
taxed subpart F income, previously ex-
cluded subpart F income withdrawn
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from investment in less developed
countries, previously excluded subpart
F income withdrawn from investment
in foreign base company shipping oper-
ations, and other amounts shall be de-
termined in accordance with section
959(c) and paragraphs (b) through (e) of
this section.

(b) Applicability of section 316(a). For
purposes of this section, section 316(a)
shall be applied, in determining the
source of distributions from the earn-
ings and profits of a foreign corpora-
tion, by first applying section 316(a)(2)
and then by applying section 316(a)(1)—

(1) First, as provided by section 959
(c)(1), to earnings and profits attrib-
utable to amounts included in gross in-
come of a United States shareholder
under section 951(a)(1)(B) (or which
would have been so included but for
section 959(a)(2) and paragraph (c) of
§ 1.959–1),

(2) Secondly, as provided by section
959(c)(2), to earnings and profits attrib-
utable to amounts included in gross in-
come of a United States shareholder
under section 951(a)(1)(A) (but reduced
by amounts not included in such gross
income under section 951(a)(1)(B) be-
cause of the exclusion provided by sec-
tion 959(a)(2) and paragraph (c) of
§ 1.959–1), and

(3) Finally, as provided by section
959(c)(3), to other earnings and profits.
Thus, distributions shall be considered
first attributable to amounts, if any,
described in subparagraph (1) of this
paragraph (first for the current taxable
year and then for prior taxable years
beginning with the most recent prior
taxable year), secondly to amounts, if
any, described in subparagraph (2) of
this paragraph (first for the current
taxable year and then for prior taxable
years beginning with the most recent
prior taxable year), and finally to the
amounts, if any, described in subpara-
graph (3) of this paragraph (first for the
current taxable year and then for prior
taxable years beginning with the most
recent prior taxable year). See, how-
ever, paragraph (e) of § 1.963–3 (applied
as if section 963 had not been repealed
by the Tax Reduction Act of 1975) for a
special rule for determination of the
source of distributions counting as
minimum distributions. Earnings and
profits are classified as to year and as

to section 959(c) amount in the year in
which such amounts are included in
gross income of a United States share-
holder under section 951(a) and are re-
classified as to section 959(c) amount in
the year in which such amounts would
be so included but for the provisions of
section 959(a)(2); any subsequent dis-
tribution of such amounts to a higher
tier in a chain of ownership described
in section 958(a) does not of itself
change such classifications. For exam-
ple, earnings and profits of a foreign
corporation attributable to amounts of
previously excluded subpart F income
withdrawn from investment in less de-
veloped countries (or from investments
in export trade assets or foreign base
company shipping operations) shall be
reclassified as amounts to which sub-
paragraph (2), rather than subpara-
graph (3), of this paragraph applies for
purposes of determining priority of dis-
tribution, and such earnings and prof-
its shall be considered attributable to
the taxable year in which the with-
drawal occurs. This paragraph shall
apply to distributions by one foreign
corporation to another foreign corpora-
tion and by a foreign corporation to a
United States person. The application
of this paragraph may be illustrated by
the following example:

Example. (a) M, a controlled foreign cor-
poration, is organized on January 1, 1963, and
is 100-percent owned by A, a United States
shareholder. Both A and M Corporation use
the calendar year as a taxable year, and M
Corporation is a controlled foreign corpora-
tion throughout the period here involved. As
of December 31, 1966, M Corporation’s accu-
mulated earnings and profits of $450 (before
taking into account distributions made in
1966) applicable to A’s interest in such cor-
poration are classified for purposes of sec-
tion 959(c) as follows:

Year

Classification of earnings and profits
for purposes of section 959

(c)(1) (c)(2) (c)(3)

1963 ......................... $100 .................. ..................
1964 ......................... 100 $75 ..................
1965 ......................... .................. 75 $50
1966 ......................... .................. .................. 50

(b) During 1966, M Corporation makes three
separate distributions to A of $150 each, and
the source of such distributions under sec-
tion 959(c) is as follows:
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Amount Year

Allocation
of distribu-
tions under

section
959

Distribution No. 1 ............. $100 1964 (c)(1)
50 1963 (c)(1)

150

Distribution No. 2 ............. 50 1963 (c)(1)
75 1965 (c)(2)
25 1964 (c)(2)

150

Distribution No. 3 ............. 50 1964 (c)(2)
50 1966 (c)(3)
50 1965 (c)(3)

150

(c) If, in addition to the above facts—
(1) M Corporation owns throughout the pe-

riod here involved 100 percent of the only
class of stock of N Corporation, a controlled
foreign corporation which uses the calendar
year as a taxable year,

(2) Corporation N derives $60 of subpart F
income for 1963 which A includes in his gross
income for such year under section
951(a)(1)(A)(i),

(3) Corporation N has earnings and profits
for 1963 of $60 but has neither earnings or
profits nor a deficit in earnings and profits
for 1964, 1965, or 1966, and

(4) During 1966, N Corporation invests $20
in tangible property (not described in section
956(b)(2)) located in the United States and
distributes $45 to M Corporation,

the $20 investment of earnings in United
States property is excludable from A’s gross
income for 1966, under section 959(a)(2) and
paragraph (c) of § 1.959–1, with respect to N
Corporation and the $45 dividend received by
M Corporation does not, under section 959(b)
and § 1.959–2, constitute gross income of M
Corporation for 1966 for purposes of deter-
mining amounts includible in A’s gross in-
come under section 951(a)(1)(A)(i) with re-
spect to M Corporation. However, the $45 div-
idend paid by N Corporation to M Corpora-
tion is allocated under section 959(c) and this
paragraph to the earnings and profits of N
Corporation as follows: $20 to 1963 earnings
described in section 959(c)(1) and $25 to 1963
earnings described in section 959(c)(2). In
such case, M Corporation’s earnings and
profits of $495 (before taking into account
distributions made in 1966) would be classi-
fied as follows for purposes of section 959(c):

Year

Classification of earnings and profits
for purposes of section 959

(c)(1) (c)(2) (c)(3)

1963 ......................... $120 $25 ..................
1964 ......................... 100 75 ..................
1965 ......................... .................. 75 $50

Year

Classification of earnings and profits
for purposes of section 959

(c)(1) (c)(2) (c)(3)

1966 ......................... .................. .................. 50

(d) The three distributions to A in 1966 of
$150 each would then have the following
source under section 959(c):

Amount Year

Allocation
of distribu-
tions under

section
959

Distribution No. 1 ............. $100 1964 (c)(1)
50 1963 (c)(1)

150 ............ ..................

Distribution No. 2 ............. 70 1963 (c)(1)
75 1965 (c)(2)

5 1964 (c)(2)

150 ............ ..................

Distribution No. 3 ............. 70 1964 (c)(2)
25 1963 (c)(2)
50 1966 (c)(3)

5 1965 (c)(3)

150 ............ ..................

(c) Treatment of deficits in earnings
and profits. For purposes of this sec-
tion, a United States shareholder’s pro
rata share (determined in accordance
with the principles of paragraph (e) of
§ 1.951–1) of a foreign corporation’s defi-
cit in earnings and profits, determined
under section 964(a) and § 1.964–1, for
any taxable year shall be applied only
to earnings and profits described in
paragraph (b)(3) of this section.

(d) Treatment of certain foreign taxes.
For purposes of this section, any
amount described in subparagraph (1),
(2), or (3) of paragraph (b) of this sec-
tion which is distributed by a foreign
corporation through a chain of owner-
ship described in section 958(a)(2) shall
be reduced by any income, war profits,
or excess profits taxes imposed on or
with respect to such distribution by
any foreign country or possession of
the United States.

Example. (a) Domestic corporation M owns
100 percent of the only class of stock of for-
eign corporation A, which is incorporated
under the laws of foreign country X and
which, in turn, owns 100 percent of the only
class of stock of foreign corporation B, which
is incorporated under the laws of foreign
country Y. All corporations use the calendar
year as a taxable year and corporations A
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and B are controlled foreign corporations
throughout the period here involved.

(b) During 1963, B Corporation (a less devel-
oped country corporation for 1963 within the
meaning of § 1.955–5) derives $90 of subpart F
income, after incurring $10 of foreign income
tax allocable to such income under para-
graph (c) of § 1.954–1, has earnings and profits
in excess of $90, and makes no distributions.
Corporation M must include $90 in its gross
income for 1963 under section 951(a)(1)(A)(i).
As of December 31, 1963, with respect to M
Corporation, B Corporation has earnings and
profits for 1963 described in section 959(c)(2)
of $90.

(c) During 1964, B Corporation has neither
earnings and profits nor a deficit in earnings
and profits but distributes $90 to A Corpora-
tion, and, by reason of section 959(b) and
§ 1.959–2, such amount is not includible in the
gross income of M Corporation for 1964 under
section 951(a) with respect to A Corporation.
Corporation A incurs a withholding tax of
$13.50 on the $90 dividend distributed from B
Corporation (15 percent of $90) and an addi-
tional foreign income tax of 10 percent or
$7.65 by reason of the inclusion of the net dis-
tribution of $76.50 ($90 minus $13.50) in its
taxable income for 1964. As of December 31,
1964, with respect to M Corporation, B Cor-
poration’s earnings and profits for 1963 de-
scribed in section 959(c)(2) amount to zero
($90 minus $90); and A Corporation’s earnings
and profits for 1963 described in section
959(c)(2) amount to $68.85 ($90 minus $13.50
minus $7.65).

(e) Determination of foreign tax credit.
For purposes of applying section 902
and section 960 in determining the for-
eign tax credit allowable under section
901 in a case in which distributions are
made by a second-tier corporation or a
first-tier corporation, as the case may
be, from its earnings and profits for a
taxable year which are attributable to
an amount included in the gross in-
come of a U.S. shareholder under sec-
tion 951(a) or which are attributable to
amounts excluded from the gross in-
come of such foreign corporation under
section 959(b) and § 1.959–2 with respect
to a U.S. shareholder, the rules of para-
graph (b) of this section shall apply ex-
cept that in applying subparagraph (1)
or (2) of such paragraph—

(1) Distributions from the earnings
and profits for such taxable year of the
second-tier corporation shall be consid-
ered first attributable to its earnings
and profits attributable to distribu-
tions from the earnings and profits of
the foreign corporation, if any, next
lower in the chain of ownership de-

scribed in section 958(a), to the extent
of such earnings and profits of the sec-
ond-tier corporation, and then to the
other earnings and profits of such sec-
ond-tier corporation, and

(2) Distributions from the earnings
and profits for such taxable year of the
first-tier corporation shall be consid-
ered first attributable to its earnings
and profits attributable to distribu-
tions from the earnings and profits of
the second-tier corporation, to the ex-
tent of such earnings and profits of the
first-tier corporation, and then to the
other earnings and profits of such first-
tier corporation. For purposes of this
paragraph, a second-tier corporation is
a foreign corporation referred to in sec-
tion 960(a)(1)(B), and a first-tier cor-
poration is a foreign corporation re-
ferred to in section 960 (a)(1)(A). The
application of this paragraph may be
illustrated by the following examples:

Example 1. (a) Domestic corporation A, a
United States shareholder, owns 100 percent
of the only class of stock of foreign corpora-
tion R which, in turn, owns 100 percent of the
only class of stock of foreign corporation S.
All corporations use the calendar year as a
taxable year, and corporations R and S are
controlled foreign corporations throughout
the period here involved.

(b) Neither R Corporation nor S Corpora-
tion has subpart F income for 1963. During
1963, S Corporation increases by $100 its in-
vestment in tangible property (not described
in section 956(b)(2)) located in the United
States, makes no distributions, and has
earnings and profits of $100. Corporation A
must include $100 in its gross income for 1963
under section 951(a)(1)(B) with respect to S
Corporation. During 1963, R Corporation also
increases by $100 its investment in tangible
property (not described in section 956(b)(2))
located in the United States, makes no dis-
tributions, and has earnings and profits of
$100. Corporation A must include $100 in its
gross income for 1963 under section
951(a)(1)(B) with respect to R Corporation.

(c) During 1964, S Corporation distributes
$100 to R Corporation, and R Corporation dis-
tributes $100 to A Corporation. Neither cor-
poration has any earnings or profits or defi-
cit in earnings and profits for such year. On
December 31, 1964, R Corporation has earn-
ings and profits (computed before distribu-
tions to A Corporation made for the year) of
$200, consisting of $100 of section 959(c)(1)
amounts of R Corporation for 1963 and of $100
of section 959(c)(1) amounts of S Corporation
for 1963. For purposes of determining the for-
eign tax credit under section 960 and the reg-
ulations thereunder, the $100 distribution by
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R Corporation shall be considered attrib-
utable to S Corporation’s earnings and prof-
its for 1963 described in section 959(c)(1).

Example 2. (a) Domestic corporation A, a
United States shareholder, owns 100 percent
of the only class of stock of foreign corpora-
tion T which, in turn, owns 100 percent of the
only class of stock of foreign corporation U.
All corporations use the calendar year as a
taxable year, and corporations T and U are
controlled foreign corporations throughout
the period here involved.

(b) During 1964, T Corporation invests $100
in tangible property (not described in section
956(b)(2)) located in the United States. For
1964, T Corporation has no subpart F income
and makes no distributions; A must include
$100 in its gross income for 1964 under section
951(a)(1)(B) with respect to T Corporation.
For 1964, U Corporation has no subpart F in-
come or investment of earnings in United
States property but U Corporation has $100
of earnings and profits which it distributes
to T Corporation. At December 31, 1964, T
Corporation has earnings and profits of $300,
consisting of operating income of $100 for
each of the years 1963 and 1964 and $100 in
dividends received from the earnings and
profits of U Corporation for 1964. These earn-
ings and profits are classified as follows
under section 959(c): $100 of section 959(c)(1)
amounts of T Corporation for 1964, $100 of
section 959(c)(3) amounts of U Corporation
for 1964, and $100 of section 959(c)(3) amounts
of T Corporation for 1963.

(c) During 1965 neither T Corporation nor U
Corporation has any earnings and profits or

deficit in earnings and profits or investment
of earnings in U.S. property, but T Corpora-
tion distributes $100 to A Corporation. For
purposes of determining the foreign tax cred-
it under section 960 and the regulations
thereunder, the $100 distribution of T Cor-
poration shall be considered attributable to
T Corporation’s earnings and profits for 1964
described in section 959(c)(1).

(f) Illustration. The application of this
section may be illustrated by the fol-
lowing example:

Example. (a) M, a controlled foreign cor-
poration is organized on January 1, 1963, and
is wholly owned by A, a United States share-
holder. Both A and Corporation M use the
calendar year as a taxable year.

(b) Corporation M’s earnings and profits
(before distributions) for 1963 are $200, $100,
of which is attributable to subpart F income.
Corporation M’s earnings and profits for
such year also include $25 attributable to
subpart F income which is excluded from M
Corporation’s foreign base company income
under section 954(b)(1) as dividends, interest,
and gains invested in qualified investments
in less developed countries. Corporation M’s
increase in earnings invested in tangible
property (not described in section 956(b)(2))
located in the United States for 1963, is $50,
and M Corporation makes a distribution of
such property during such year of $20. For
purposes of section 959, A’s interest in M
Corporation’s earnings and profits as of De-
cember 31, 1963, determined after the dis-
tributions of $20, is classified as follows:

Section 959(c)(1) amounts:
Earnings for 1963 attributable to increased investment in U.S. property which would have been included

in A’s gross income but for application of section 959(a)(2) and § 1.959–1(c) .......................................... $50
Less: Distribution for 1963 allocated under section 959(c)(1) and paragraph (b)(1) of this section to such

amounts ....................................................................................................................................................... 20 $30

Section 959(c)(2) amounts:
Earnings for 1963 attributable to subpart F income included in A’s gross income under section

951(a)(1)(A)(i) .............................................................................................................................................. 100
Less: Earnings for 1963 attributable to increased investment in U.S. property which would have been in-

cluded in A’s gross income but for application of section 959(a)(2) and § 1.959–1(c) .............................. 50 50

Section 959(c)(3) amounts:
Predistribution earnings for 1963 .................................................................................................................... 200
Less: Earnings for 1963 classified as:

Section 959(c)(1) amounts ....................................................................................................... $50
Section 959(c)(2) amounts ....................................................................................................... 50 100 100

A’s total interest in M Corporation’s earnings and profits ...................................................................... ............ ............ 180

For 1963, A is required to include $100 of sub-
part F income in his gross income under sec-
tion 951(a)(1)(A)(i). He would have been re-
quired to include $50 in his gross income
under section 951(a)(1)(B) as M Corporation’s
increase in earnings invested in United
States property, except that section 959(a)(2)
and paragraph (c) of § 1.959–1 provide in effect
that earnings and profits taxed to A under

section 951(a)(1)(A) with respect to M Cor-
poration (whether in the current taxable
year or in prior years) may be invested in
United States property without again being
included in gross income under section
951(a). The $20 dividend from M Corporation
is excluded from A’s gross income under sec-
tion 959(a)(1) and paragraph (b) of § 1.959–1,
since such distribution is allocated under
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section 959(c)(1) and paragraph (b)(1) of this
section to amounts described in section
959(c)(1).

(c) During 1964, M Corporation’s earnings
and profits (before distributions) are $300, $75
of which is attributable to subpart F income.
Corporation M has no change in investments
in United States property during such year

and withdraws $15 of previously excluded
subpart F income from investment in less de-
veloped countries. Corporation M makes a
cash distribution of $250 to A during 1964. For
purposes of section 959, A’s interest in M
Corporation’s earnings and profits as of De-
cember 31, 1964, determined after the dis-
tribution of $250, is classified as follows:

Section 959 (c)(1) amounts:
Section 959(c)(1) net amount for 1963 (as determined under paragraph (b) of this example) .................... $30
Less: Distribution for 1964 allocated under section 959(c)(1) and paragraph (b)(1) of this section to such

amount ......................................................................................................................................................... 30

Section 959(c)(2) amounts:
Section 959(c)(2) net amount for 1963 (as determined under paragraph (b) of this example) .................... 50
Plus: Earnings for 1964 attributable to:

Subpart F income for 1964 included in A’s gross income under section 951(a)(1)(A)(i) ....................... 75
Previously excluded subpart F income withdrawn in 1964 from investment in less developed coun-

tries and included in A’s gross income under section 951(a)(1)(A)(ii) ................................................ 15

140
Less: Distribution for 1964 allocated under section 959(c)(2) and paragraph (b)(2) of this section to such

amounts ....................................................................................................................................................... 140

Section 959(c)(3) amounts:
Section 959(c)(3) net amount for 1963 (as determined under paragraph (b) of this example) .................... 100
Plus: Section 959(c)(3) net amount for 1964:

Predistribution earnings for 1964 ............................................................................. ............ $300
Less:

Earnings for 1964 classified as section 959(c)(1) amounts ($0) and as sec-
tion 959(c)(2) amounts ($75+$15) ................................................................. $90

Distributions for 1964 allocated under section 959(c)(3) and paragraph (b)(3)
of this section ................................................................................................. 80 170 130 $230

A’s total interest in M Corporation’s earnings and profits ...................................................... ............ ............ ............ 230

For 1964, A is required to include in his gross
income under section 951(a)(1)(A)(i) $75 of
subpart F income, and under section 951
(a)(1)(A)(ii) $15 of previously excluded sub-
part F income withdrawn from investment in
less developed countries. Of the $250 cash dis-
tribution, A may exclude $170 from his gross
income under section 959(a)(1) and paragraph
(b) of § 1.959–1 and $80 is includible in his
gross income as a dividend.

(d) The source under section 959(c) of the
1964 distribution of $250 to A is as follows:

Year Amount

Allocation of
distribution

under section
959

1963 ................................... $30 (c)(1).
1964 ................................... 90 (c)(2).
1963 ................................... 50 (c)(2).
1964 ................................... 80 (c)(3).

250

[T.D. 6795, 30 FR 945, Jan. 29, 1965, as amend-
ed by T.D. 7334, 39 FR 44211, Dec. 23, 1974; T.
D. 7545, 43 FR 19652, May 8, 1978; T.D. 7893, 48
FR 22510, May 19, 1983]

§ 1.959–4 Distributions to United
States persons not counting as divi-
dends.

Except as provided in section 960(a)(3)
and § 1.960–2, any distribution to a
United States person which is excluded
from the gross income of such person
under section 959(a)(1) and § 1.959–1
shall be treated for purposes of chapter
1 (relating to normal taxes and
surtaxes) of subtitle A (relating to in-
come taxes) of the Code as a distribu-
tion which is not a dividend. However,
see paragraph (b)(1) of § 1.956–1, relating
to the dividend limitation on the
amount of a controlled foreign corpora-
tion’s investment of earnings in United
States property.

[T.D. 7120, 36 FR 10860, June 4, 1971]

§ 1.960–1 Foreign tax credit with re-
spect to taxes paid on earnings and
profits of controlled foreign cor-
porations.

(a) Scope of regulations under section
960. This section prescribes rules for de-
termining the foreign income taxes
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deemed paid under section 960(a)(1) by
a domestic corporation which is re-
quired under section 951 to include in
gross income an amount attributable
to a first-, second-, or third-tier cor-
poration’s earnings and profits. Section
1.960–2 prescribes rules for applying
section 902 to dividends paid by a third-
, second-, or first-tier corporation from
earnings and profits attributable to an
amount which is, or has been, included
in gross income under section 951. Sec-
tion 1.960–3 provides special rules for
the application of the gross-up provi-
sions of section 78 where an amount is
included in gross income under section
951. Section 1.960–4 prescribes rules for
increasing the applicable foreign tax
credit limitation under section 904(a)
of the domestic corporation for the
taxable year in which it receives a dis-
tribution of earnings and profits in re-
spect of which it was required under
section 951 to include an amount in its
gross income for a prior taxable year.
Section 1.960–5 prescribes rules for dis-
allowing a deduction for foreign in-
come taxes for such taxable year of re-
ceipt where the domestic corporation
received the benefits of the foreign tax
credit for such previous taxable year of
inclusion. Section 1.960–6 provides that
the excess of such an increase in the
applicable limitation under section
904(a) over the tax liability of the do-
mestic corporation for such taxable
year of receipt results in an overpay-
ment of tax. Section 1.960–7 prescribes
the effective dates for application of
these rules.

(b) Definitions. For purposes of sec-
tion 960 and §§ 1.960–1 through 1.960–7—

(1) First-tier corporation. The term
‘‘first-tier corporation’’ means a for-
eign corporation at least 10 percent of
the voting stock of which is owned by
the domestic corporation described in
paragraph (a) of this section.

(2) Second-tier corporation. In the case
of amounts included in the gross in-
come of the taxpayer under section
951—

(i) For taxable years beginning before
January 1, 1977, the term ‘‘second-tier
corporation’’ means a foreign corpora-
tion at least 50 percent of the voting
stock of which is owned by such first-
tier corporation.

(ii) For taxable years beginning after
December 31, 1976, the term ‘‘second-
tier corporation’’ means a foreign cor-
poration as least 10 percent of the vot-
ing stock of which is owned by such
first-tier corporation.

(3) Third-tier corporation. In the case
of amounts included in the gross in-
come of a domestic shareholder under
section 951 for taxable years beginning
after December 31, 1976, the term
‘‘third-tier corporation’’ means a for-
eign corporation at least 10 percent of
the voting stock of which is owned by
such second-tier corporation.

(4) Immediately lower-tier corporation.
In the case of a first-tier corporation
the term ‘‘immediately lower-tier cor-
poration’’ means a second-tier corpora-
tion. In the case of a second-tier cor-
poration, the term ‘‘immediately
lower-tier corporation’’ means a third-
tier corporation. In the case of a third-
tier corporation, the term ‘‘imme-
diately lower-tier corporation’’ means
a fourth-tier corporation.

(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.

(c) Amount of foreign income taxes
deemed paid by domestic corporation in
respect of earnings and profits of foreign
corporation attributable to amount in-
cluded in income under section 951—(1) In
general. For purposes of section 901—

(i) If for the taxable year there is in-
cluded in the gross income of a domes-
tic corporation under section 951 an
amount attributable to the earnings
and profits of a first- or second-tier
corporation for any taxable year, the
domestic corporation shall be deemed
to have paid the same proportion of the
total foreign income taxes paid, ac-
crued, or deemed (in accordance with
paragraph (b) of § 1.960–2) to be paid by
such foreign corporation on or with re-
spect to its earnings and profits for its
taxable year as the amount (in the case
of a first-tier corporation, determined
without regard to section 958(a)(2); in
the case of a second-tier corporation,
determined without regard to section
958(a)(1)(A) and, to the extent that

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00376 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



381

Internal Revenue Service, Treasury § 1.960–1

stock of such second-tier corporation is
owned by the domestic corporation
through a foreign corporation other
than the first-tier corporation, deter-
mined without regard to section
958(a)(2)) so included in the gross in-
come of the domestic corporation
under section 951 with respect to such
foreign corporation bears to the total
earnings and profits of such foreign
corporation for its taxable year. This
paragraph (c)(1)(i) shall not apply to
amounts included in the gross income
of the domestic corporation under sec-
tion 951 with respect to the second-tier
corporation unless the percentage-of-
voting-stock requirement of section
902(b)(3)(A) is satisfied.

(ii) If for the taxable year there is in-
cluded in the gross income of a domes-
tic corporation under section 951 an
amount attributable to the earnings
and profits of a third-tier corporation
for any taxable year, the domestic cor-
poration shall be deemed to have paid
the same proportion of the total for-
eign income taxes paid or accrued by
such foreign corporation on or with re-
spect to its earnings and profits for its
taxable year as the amount (deter-
mined without regard to section
958(a)(1)(A) and, to the extent that
stock of such third-tier corporation is
owned by the domestic corporation
through a foreign corporation other
than the second-tier corporation, de-
termined without regard to section
958(a)(2)) so included in the gross in-
come of the domestic corporation
under section 951 with respect to such
foreign corporation bears to the total
earnings and profits of such foreign
corporation. This paragraph (c)(1)(ii)
shall not apply unless the percentage-
of-voting-stock requirement of section
902(b)(3)(B) is satisfied.

(iii) In applying paragraph (c)(1)(i) or
(c)(1)(ii) of this section to a first-, sec-
ond-, or third-tier corporation which
for the taxable year has income ex-
cluded under section 959(b), paragraph
(c)(3) of this section shall apply for pur-
poses of excluding certain earnings and
profits of such foreign corporation and
foreign income taxes, if any, attrib-
utable to such excluded income.

(iv) This paragraph (c)(1) applies
whether or not the first-, second-, or
third-tier corporation makes a dis-

tribution for the taxable year of its
earnings and profits which are attrib-
utable to the amount included in the
gross income of the domestic corpora-
tion under section 951.

(v) This paragraph (c)(1) does not
apply to an increase in current earn-
ings invested in United States property
which, but for paragraph (e) of § 1.963–3
(applied as if section 963 had not been
repealed by the Tax Reduction Act of
1975), would be included in the gross in-
come of the domestic corporation
under section 951(a)(1)(B) but which,
pursuant to such paragraph, counts to-
ward a minimum distribution for the
taxable year. This subdivision shall
apply in taxable years subsequent to
the Tax Reduction Act of 1975 only in
those cases where an adjustment is re-
quired as a result of an election made
under section 963 prior to the Act.

(2) Taxes paid or accrued on or with re-
spect to earnings and profits of foreign
corporation. For purposes of paragraph
(c)(1) of this section, the foreign in-
come taxes paid or accrued by a first-
, second- or third-tier corporation on or
with respect to its earnings and profits
for its taxable years shall be the total
amount of the foreign income taxes
paid or accrued by such foreign cor-
poration for such taxable year.

(3) Exclusion of earnings and profits
and taxes of a first-, second-, or third-tier
corporation having income excluded
under section 959(b). If in the case of a
first-, second-, or third-tier corporation
to which paragraph (c)(1)(i) or (c)(1)(ii)
of this section is applied—

(i) The earnings and profits of such
foreign corporation for its taxable year
consist of (A) earnings and profits at-
tributable to dividends received from
an immediately lower-tier corporation
which are attributable to amounts in-
cluded in the gross income of a domes-
tic corporation under section 951 with
respect to the immediately lower- or
lower-tier corporations, and (B) other
earnings and profits, and

(ii) The effective rate of foreign in-
come taxes paid or accrued by such for-
eign corporation in respect to the divi-
dends to which its earnings and profits
described in paragraph (c)(3)(i)(A) of
this section are attributable is higher
or lower than the effective rate of for-
eign income taxes paid or accrued by
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such foreign corporation in respect to
the income to which its earnings and
profits described in paragraph
(c)(3)(i)(B) of this section are attrib-
utable,
then, for the purposes of applying para-
graph (c)(1)(i) or (c)(1)(ii) of this sec-
tion to the foreign income taxes paid,
accrued, or deemed to be paid, by such
foreign corporation on or with respect
to its earnings and profits for such tax-
able year, the earnings and profits of
such foreign corporation for such tax-
able year shall be considered not to in-
clude the earnings and profits de-
scribed in paragraph (c)(3)(i)(A) of this
section and only the foreign income
taxes paid, accrued, or deemed to be
paid, by such foreign corporation in re-
spect to the income to which its earn-
ings and profits described in paragraph
(c)(3)(i)(B) of this section are attrib-
utable shall be taken into account. For
purposes of applying this paragraph
(c)(3), the effective rate of foreign in-
come taxes paid or accrued in respect
to income shall be determined consist-
ently with the principles of paragraphs
(b)(3)(iv) and (viii) and (c) of § 1.954–1.
Thus, for example, the effective rate of
foreign income taxes paid or accrued in
respect to dividends received by such
foreign corporation shall be deter-
mined by taking into account any
intercorporate dividends received de-
duction allowed to such corporation for
such dividends.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A. Both corporations use
the calendar year as the taxable year. For
1978, N Corporation is required under section
951 to include in gross income $50 attrib-
utable to the earnings and profits of A Cor-
poration for such year, but A Corporation
does not distribute any earnings and profits
for such year. The foreign income taxes paid
by A Corporation for 1978 which are deemed
paid by N Corporation for such year under
section 960(a)(1) are determined as follows
upon the basis of the facts assumed:

Pretax earnings and profits of A Corporation .......... $100.00
Foreign income taxes (20%) .................................... 20.00
Earnings and profits ................................................. 80.00
Amount required to be included in N Corporation’s

gross income under section 951 .......................... 50.00
Dividends paid to N Corporation ............................. 0

Foreign income taxes paid on or with respect to
earnings and profits of A Corporation .................. 20.00

Foreign income taxes of A Corporation deemed
paid by N Corporation under section 960(a)(1)
($50/$80×$20) ...................................................... 12.50

Example 2. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $45 attributable to
the earnings and profits of B Corporation for
such year, but is not required to include any
amount in gross income under section 951 at-
tributable to the earnings and profits of A
Corporation for such year. Neither B Cor-
poration nor A Corporation distributes any
earnings and profits for 1978. The foreign in-
come taxes paid by B Corporation for 1978
which are deemed paid by N Corporation for
such year under section 960(a)(1) are deter-
mined as follows upon the basis of the facts
assumed:

Pretax earnings and profits of B Corporation .......... $100.00
Foreign income taxes (40%) .................................... 40.00
Earnings and profits ................................................. 60.00
Amounts required to be included in N Corpora-

tion’s gross income under section 951 with re-
spect to B Corporation ......................................... 45.00

Dividends paid ......................................................... 0
Foreign income taxes paid on or with respect to

earnings and profits of B Corporation .................. 40.00
Foreign income taxes of B Corporation deemed

paid by N Corporation under section 960(a)(1)
($45/$60×$40) ...................................................... 30.00

Example 3. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B, which owns all the one class of stock
of foreign corporation C. All such corpora-
tions use the calendar year as the taxable
year. For 1978, N Corporation is required
under section 951 to include in gross income
$80 attributable to the earnings and profits
of C Corporation for such year, $45 attrib-
utable to the earnings and profits of B Cor-
poration for such year and $50 attributable
to the earnings and profits of A Corporation
for such year. Neither C Corporation nor B
corporation distributes any earnings and
profits for 1978. The foreign income taxes
which are deemed paid by N Corporation for
such year under section 960(a)(1) are deter-
mined as follows upon the basis of the facts
assumed:

C Corporation (third-tier corporation):

Pretax earnings of C Corporation ............................ $150.00
Foreign income taxes (40%) .................................... 60.00
Earnings and profits ................................................. 90.00
Amounts required to be included in N Corpora-

tion’s gross income under section 951 ................ 80.00
Dividends paid to B Corporation .............................. 0
Foreign income taxes paid on or with respect to

earnings and profits of C Corporation .................. 60.00

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00378 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



383

Internal Revenue Service, Treasury § 1.960–1

B Corporation (second-tier corporation):

Pretax earnings of B Corporation ............................ $100.00
Foreign income taxes (40%) .................................... 40.00
Earnings and profits ................................................. 60.00
Amount required to be included in N Corporation’s

gross income under section 951 .......................... 45.00
Dividends paid to A Corporation .............................. 0
Foreign income taxes paid on or with respect to

earnings and profits of B Corporation .................. 40.00

A Corporation (first-tier corporation):

Pretax earnings and profits of A Corporation .......... $100.00
Foreign income taxes (20%) .................................... 20.00
Earnings and profits ................................................. 80.00
Amount required to be included in N Corporation’s

gross income under section 951 .......................... 50.00
Dividends paid to N Corporation ............................. 0
Foreign income taxes paid on or with respect to

earnings and profits of A Corporation .................. 20.00

N Corporation (domestic corporation):

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1):

Taxes of C Corporation $80/$90×$60 .............. $53.33
Taxes of B Corporation $45/$60×$40 .............. 30.00
Taxes of A Corporation $50/$80×$20 .............. 12.50

Total taxes deemed paid under section
960(a)(1) ................................................ $95.83

Example 4. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns 5 percent of
the one class of stock of controlled foreign
corporation B. N Corporation also directly
owns 95 percent of the one class of stock of
B Corporation. (Under these facts, B Cor-
poration is only a first-tier corporation with
respect to N Corporation) all such corpora-
tions use the calendar year as the taxable
year. For 1978, N Corporation is required
under section 951 to include in gross income
$60 attributable to the earnings and profits
of B Corporation and $79.20 attributable to
the earnings and profits of A Corporation.
For 1978, B Corporation distributes $19 to N
Corporation and $1 to A Corporation, but A
Corporation makes no distribution to N Cor-
poration. The foreign income taxes paid by N
Corporation for such year under section
960(a)(1) are determined as follows upon the
basis of the facts assumed in accordance
with § 1.960–1(c)(1)(i):

B Corporation (first-tier corporation):

Pretax earnings and profits ...................................... $100.00
Foreign income taxes (40%) .................................... 40.00
Earnings and profits ................................................. 60.00
Amount required to be included in N Corporation’s

gross income under section 951 with respect to
B Corporation ....................................................... 60.00

A Corporation (first-tier corporation):

Pretax earnings and profits (including $1 dividend
from B Corporation) .............................................. $100.00

Foreign income taxes (20%) .................................... 20.00
Earnings and profits ................................................. 80.00

Amount required to be included in N Corporation’s
gross income with respect to A Corporation
($99¥[$99×0.20] .................................................. 79.20

N Corporation (domestic corporation):

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) with respect to—

B Corporation ([$60×0.95/$60]×$40) ................ $38.00
A Corporation ($79.20/$80×$20) ...................... 19.80

Total taxes deemed paid under section
960(a)(1) ................................................ $57.80

Example 5. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $175 attributable to
the earnings and profits of A Corporation for
such year. For 1978, B Corporation has earn-
ings and profits of $225, on which it pays for-
eign income taxes of $75. In 1978, B Corpora-
tion distributes $150, which, under paragraph
(b) of § 1.960–2, consists of $100 to which sec-
tion 902(b)(1) does not apply (from B Corpora-
tion’s earnings and profits attributable to an
amount required under section 951 to be in-
cluded in N Corporation’s gross income with
respect to B Corporation) and $50 to which
section 902(b)(1) applies (from B Corpora-
tion’s other earnings and profits). The coun-
try under the laws of which A Corporation is
incorporated imposes an income tax of 40
percent on all income but exempts from tax
dividends received from a subsidiary cor-
poration. A Corporation makes no distribu-
tion for 1978. Under paragraph (b) of § 1.960–2,
A Corporation is deemed to have paid $25
($50/$150×$75) of the $75 foreign income taxes
paid by B Corporation on its pretax earnings
and profits of $225. The foreign income taxes
deemed paid by N Corporation for 1978 under
section 960(a)(1) with respect to A Corpora-
tion are determined as follows upon the basis
of the following assumed facts:

Pretax earnings and profits of A Corporation:
Dividends received from B Corporation ............... $150.00
Other income ........................................................ 250.00

Total pretax earnings and profits ...................... $400.00

Foreign income taxes:
On dividends received from B Cor-

poration ........................................... 0
On other income ($250×0.40) ............ 100.00

Total foreign income taxes ............................... 100.00

Earnings and profits:
Attributable to dividends received

from B Corporation which are attrib-
utable to amounts included in N
Corporation’s gross income under
section 951 with respect to B Cor-
poration ........................................... 100.00
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Attributable to other income:
Attributable to dividends

received from B Cor-
poration which are at-
tributable to amounts
not included in N Cor-
poration’s gross in-
come under 951 with
respect to B Corpora-
tion ............................. $50.00

Attributable to other in-
come ($250¥$100
[$250×0.40]) ............... 150.00 $200.00

Total earnings and profits ............................. $300.00

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) with respect to A
Corporation:
Tax paid by A Corporation in respect to its in-

come other than dividends received from B
Corporation attributable to amounts included in
N Corporation’s gross income under section
951 with respect to B Corporation ($175/
$200×$100) ....................................................... 87.50

Tax of B Corporation deemed paid by A Cor-
poration under section 902(b)(1) in respect to
such income ($175/$200×$25) ......................... 21.88

Total foreign income taxes deemed paid by N
Corporation under section 960(a)(1) with re-
spect to A Corporation .................................. $109.38

(d) Time for meeting stock ownership re-
quirements—(1) In general. For the pur-
poses of applying paragraph (c) of this
section to amounts included in the
gross income of a domestic corporation
attributable to the earnings and profits
of a first-, second-, or third-tier cor-
poration, the stock ownership require-
ments of paragraph (b)(1), (2), and (3) of
this section and the percentage of vot-
ing stock requirements of paragraph
(c)(1)(i) and (ii) of this section, if appli-
cable, must be satisfied on the last day
in the taxable year of such first-, sec-
ond-, or third-tier corporation, as the
case may be, on which such foreign cor-
poration is a controlled foreign cor-
poration. For paragraph (c) to apply to
amounts included in a domestic cor-
poration’s gross income attributable to
the earnings and profits of a second-
tier corporation, the requirements of
paragraph (b)(1) and (2) of this section
and the percentage of voting stock re-
quirement of paragraph (c)(1)(i) of this
section must be met on such date. For
paragraph (c) to apply to amounts in-
cluded in a domestic corporation’s
gross income attributable to the earn-
ings and profits of a third-tier corpora-
tion, the requirements of paragraph
(b)(1), (2), and (3) of this section and the

percentage of voting stock requirement
of paragraph (c)(1)(ii) of this section
must be met on such date.

(2) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation N is re-
quired for its taxable year ending June 30,
1978, to include in gross income under sec-
tion 951 an amount attributable to the earn-
ings and profits of controlled foreign cor-
poration A for 1977 and another amount at-
tributable to the earnings and profits of con-
trolled foreign corporation B for such year.
Corporations A and B use the calendar year
as the taxable year. Such amounts are re-
quired to be included in N Corporation’s
gross income by reason of its ownership of
stock in A Corporation and in turn by A Cor-
poration’s ownership of stock in B Corpora-
tion. Corporation A is a controlled foreign
corporation throughout 1977, but B Corpora-
tion is a controlled foreign corporation only
from January 1, 1977, through September 30,
1977. Corporation N may obtain credit under
section 960(a)(1) for the year ending June 30,
1978, for foreign income taxes paid by A Cor-
poration for 1977, only if N Corporation owns
at least 10 percent of the voting stock of A
Corporation on December 31, 1977. Corpora-
tion N may obtain credit under section
960(a)(1) for the year ending June 30, 1978, for
foreign income taxes paid by B Corporation
for 1977, only if on September 30, 1977, N Cor-
poration owns at least 10 percent of the vot-
ing stock of A Corporation, A Corporation
owns at least 10 percent of the voting stock
of B Corporation, and the percentage of vot-
ing stock requirement of paragraph (c)(1)(i)
of this section is met.

Example 2. The facts are the same as in ex-
ample 1, except that A Corporation is a con-
trolled foreign corporation only from Janu-
ary 1, 1977, through March 31, 1977. Corpora-
tion N may obtain credit under section
960(a)(1) for the year ending June 30, 1978, for
foreign income taxes paid by A Corporation
for 1977, only if N Corporation owns at least
10 percent of the voting stock of A Corpora-
tion on March 31, 1977. Corporation N may
obtain credit under section 960(a)(1) for the
year ending June 30, 1978, for foreign income
taxes paid by B Corporation for 1977, only if
on September 30, 1977, N Corporation owns at
least 10 percent of the voting stock of A Cor-
poration, A Corporation owns at least 10 per-
cent of the voting stock of B Corporation,
and the percentage of voting stock require-
ment of paragraph (c)(1)(i) of this section is
met.

Example 3. Domestic Corporation N owns
100 percent of the stock of controlled foreign
corporation A. A Corporation owns 20 per-
cent of the stock of controlled foreign cor-
poration B. B Corporation owns 10 percent of
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the voting stock of controlled foreign cor-
poration C. For calendar year 1983, N Cor-
poration is required to include amounts in
its gross income attributable to the earnings
and profits of A, B, and C Corporations. A, B,
and C Corporations were all controlled for-
eign corporations throughout their respec-
tive taxable years ending as follows: A Cor-
poration, December 31, 1983; B Corporation,
November 31, 1983; and C Corporation, Au-
gust 31, 1983. Paragraph (c) of this section ap-
plies to amounts included in gross income of
N Corporation with respect to the earnings
and profits of A Corporation because the 10
percent ownership requirement of paragraph
(b)(1) of this section is met on December 31,
1983. Paragraph (c) of this section applies to
amounts included in the gross income of N
Corporation with respect to the earnings and
profits of B Corporation because the 10 per-
cent stock ownership requirements of para-
graphs (b)(1) and (2) of this section are met
on November 30, 1983, and the percentage of
voting stock requirement of paragraph
(c)(1)(i) of this section (5 percent) is also met
on such date. The percentage of voting stock
in A Corporation owned by N Corporation
(100 percent) multiplied by the percentage of
voting stock in B Corporation owned by A
Corporation (20 percent) is 20 percent. Para-
graph (c) of this section will not apply to
amounts included in N Corporation’s gross
income attributable to the earnings and
profits of C Corporation even though on Au-
gust 31, 1983, the 10 percent stock ownership
requirements of paragraphs (b)(1), (2), and (3)
of this section are met, because the percent-
age of voting stock requirement of paragraph
(c)(1)(ii) of this section (5 percent) is not met
on such date. The percentage of voting stock
of C Corporation owned by B Corporation (10
percent) multiplied by 20 percent (the per-
centage of voting stock of A Corporation
owned by N Corporation multiplied by the
percentage of voting stock of B Corporation
owned by A Corporation) is 2 percent.

(e) Information to be furnished. If the
credit for foreign income taxes claimed
under section 901 includes taxes
deemed paid under section 960(a)(1), the
domestic corporation must furnish the
same information with respect to the
taxes so deemed paid as it is required
to furnish with respect to the taxes ac-
tually paid or accrued by it and for
which credit is claimed. See § 1.905–2.
For other information required to be
furnished by the domestic corporation
for the annual accounting period of
certain foreign corporations ending
with or within such corporation’s tax-
able year, see section 6038(a) and the
regulations thereunder.

(f) Reduction of foreign income taxes
paid or deemed paid. For reduction of
the amount of foreign income taxes
paid or deemed paid by a foreign cor-
poration for purposes of section 960, see
section 6038(c) (as amended by section
338 of the Tax Equity and Fiscal Re-
sponsibility Act of 1982) and the regula-
tions thereunder, relating to failure to
furnish information with respect to
certain foreign corporations. For re-
duction of the foreign income taxes
deemed paid by a domestic corporation
under section 960 with respect to for-
eign oil and gas extraction income, see
section 907(a).

(g) Amounts under section 951 treated
as distributions for purposes of applying
effective dates. For purposes of applying
section 902 in determining the amount
of credit allowed under section 960(a)(1)
and paragraph (c) of this section, the
effective date provisions of the regula-
tions under section 902 shall apply, and
for purposes of so applying the regula-
tions under section 902, any amount at-
tributable to the earnings and profits
for the taxable year of a first-, second-
, or third-tier corporation which is in-
cluded in the gross income of a domes-
tic corporation under section 951 shall
be treated as a distribution received by
such domestic corporation on the last
day in such taxable year on which such
foreign corporation is a controlled for-
eign corporation.

(h) Source of income and country to
which tax is deemed paid—(1) Source of
income. For purposes of section 904—

(i) The amount included in gross in-
come of a domestic corporation under
section 951 for the taxable year with re-
spect to a first-, second-, or third-tier
corporation, plus

(ii) Any section 78 dividend to which
such section 951 amount gives rise by
reason of taxes deemed paid by such
domestic corporation under section
960(a)(1),
shall be deemed to be derived from
sources within the foreign country or
possession of the United States under
the laws of which such first-tier cor-
poration, or the first-tier corporation
in the same chain of ownership as such
second- or third-tier corporation, is
created or organized.

(2) Country to which taxes deemed paid.
For purposes of section 904, the foreign
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income taxes paid by the first-, second-
, or third-tier corporation and deemed
to be paid by the domestic corporation
under section 960(a)(1) by reason of the
inclusion of the amount described in
paragraph (h)(1)(i) of this section in the
gross income of such domestic corpora-
tion shall be deemed to be paid to the
foreign country or possession of the
United States under the laws of which
such first-tier corporation, or the first-
tier corporation in the same chain of
ownership as such second- or third-tier
corporation, is created or organized.

(3) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. Domestic corporation N owns all
the one class of stock of controlled foreign
corporation A, incorporated under the laws
of foreign country X, which owns all the one
class of stock of controlled foreign corpora-
tion B, incorporated under the laws of for-
eign country Y. All such corporations use
the calendar year as the taxable year. For
1978, N Corporation is required under section
951 to include in gross income $45 attrib-
utable to the earnings and profits of B Cor-
poration for such year and $50 attributable
to the earnings and profits of A Corporation
for such year. For 1978, because of the inclu-
sion of such amounts in gross income, N Cor-
poration is deemed under section 960(a)(1)
and paragraph (c) of this section to have paid
$15 of foreign income taxes paid by B Cor-
poration for such year and $10 of foreign in-
come taxes paid by A Corporation for such
year. For purposes of section 904, the amount
($95) included in N Corporation’s gross in-
come under section 951 attributable to the
earnings and profits of corporations A and B
is deemed to be derived from sources within
country X, and the section 78 dividend con-
sisting of the foreign income taxes ($25)
deemed paid by N Corporation under section
960(a)(1) with respect to such $95 is deemed to
be derived from sources within country X.
The $25 of foreign income taxes so deemed
paid by N Corporation are deemed to be paid
to country X for purposes of section 904.

(i) Computation of deemed-paid taxes in
post-1986 taxable years—(1) General rule.
If a domestic corporation is eligible to
compute deemed-paid taxes under sec-
tion 960(a)(1) with respect to an
amount included in gross income under
section 951(a), then, such domestic cor-
poration shall be deemed to have paid a
portion of the foreign corporation’s
post-1986 foreign income taxes deter-
mined under section 902 and the regula-
tions under that section in the same

manner as if the amount so included
were a dividend paid by such foreign
corporation (determined by applying
section 902(c) in accordance with sec-
tion 904(d)(3)(B)).

(2) Ordering rule for computing deemed-
paid taxes under sections 902 and 960. If a
domestic corporation computes
deemed-paid taxes under both sections
902 and 960 in the same taxable year,
section 960 shall be applied first. After
the deemed-paid taxes are computed
under section 960 with respect to a
deemed income inclusion, post-1986 un-
distributed earnings and post-1986 for-
eign income taxes in each separate cat-
egory shall be reduced by the appro-
priate amounts before deemed-paid
taxes are computed under section 902
with respect to a dividend distribution.

(3) Computation of post-1986 undistrib-
uted earnings. Post-1986 undistributed
earnings (or an accumulated deficit in
post-1986 undistributed earnings) are
computed under section 902 and the
regulations under that section.

(4) Allocation of accumulated deficits.
For purposes of computing post-1986
undistributed earnings under sections
902 and 960, a post-1986 accumulated
deficit in a separate category shall be
allocated proportionately to reduce
post-1986 undistributed earnings in the
other separate categories. However, a
deficit in any separate category shall
not permanently reduce earnings in
other separate categories, but after the
deemed-paid taxes are computed the
separate limitation deficit shall be car-
ried forward in the same separate cat-
egory in which it was incurred. In addi-
tion, because deemed-paid taxes may
not exceed taxes paid or accrued by the
controlled foreign corporation, in com-
puting deemed-paid taxes with respect
to an inclusion out of a separate cat-
egory that exceeds post-1986 undistrib-
uted earnings in that separate cat-
egory, the numerator of the deemed-
paid credit fraction (deemed inclusion
from the separate category) may not
exceed the denominator (post-1986 un-
distributed earnings in the separate
category).

(5) Examples. The application of this
paragraph (i) may be illustrated by the
following examples. See § 1.952–1(f)(4)
for additional illustrations of these
rules.
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Example 1. (i) A, a U.S. person, is the sole
shareholder of CFC, a controlled foreign cor-
poration formed on January 1, 1998, whose
functional currency is the u. In 1998 CFC
earns 100u of general limitation income de-
scribed in section 904(d)(1)(I) that is not sub-
part F income and 100u of foreign personal
holding company income that is passive in-
come described in section 904(d)(1)(A). In 1998
CFC also incurs a (50u) loss in the shipping
category described in section 904(d)(1)(D).
CFC’s subpart F income for 1998, 100u, does
not exceed CFC’s current earnings and prof-
its of 150u. Accordingly, all 100u of CFC’s
subpart F income is included in A’s gross in-
come under section 951(a)(1)(A). Under sec-
tion 904(d)(3)(B) of the Internal Revenue Code
and paragraph (i)(1) of this section, A in-
cludes 100u of passive limitation income in
gross income for 1998.

(ii) For purposes of computing post-1986
undistributed earnings under sections 902,
904(d) and 960 with respect to the subpart F
inclusion, the shipping limitation deficit of
(50u) is allocated proportionately to reduce
general limitation earnings of 100u and pas-
sive limitation earnings of 100u. Thus, gen-
eral limitation earnings are reduced by 25u
to 75u (100u general limitation earnings/200u
total earnings in positive separate categories
× (50u) shipping deficit = 25u reduction), and
passive limitation earnings are reduced by
25u to 75u (100u passive earnings/200u total
earnings in positive separate categories ×
(50u) shipping deficit = 25u reduction). All of
CFC’s post-1986 foreign income taxes with re-
spect to passive limitation earnings are
deemed paid by A under section 960 with re-
spect to the 100u subpart F inclusion of pas-
sive income (75u inclusion (numerator lim-
ited to denominator under paragraph (i)(4) of
this section)/75u passive earnings). After the
inclusion and deemed-paid taxes are com-
puted, at the close of 1998 CFC has 100u of
general limitation earnings, 0 of passive lim-
itation earnings (100u of foreign personal
holding company income — 100u inclusion),
and a (50u) deficit in shipping limitation
earnings.

Example 2. (i) The facts are the same as in
Example 1 with the addition of the following
facts. In 1999, CFC distributes 150u to A. CFC
has 100u of previously-taxed earnings and
profits described in section 959(c)(2) attrib-
utable to 1998, all of which is passive limita-
tion earnings and profits. Under section
959(c), 100u of the 150u distribution is deemed
to be made from earnings and profits de-
scribed in section 959(c)(2). The remaining
50u is deemed to be made from earnings and
profits described in section 959(c)(3). The en-
tire dividend distribution of 50u is treated as
made out of CFC’s general limitation earn-
ings and profits. See section 904(d)(3)(D).

(ii) For purposes of computing post-1986
undistributed earnings under section 902
with respect to the 1999 dividend of 50u, the

shipping limitation accumulated deficit of
(50u) reduces general limitation earnings and
profits of 100u to 50u. Thus, 100% of CFC’s
post-1986 foreign income taxes with respect
to general limitation earnings are deemed
paid by A under section 902 with respect to
the 1999 dividend of 50u (50u dividend/50u gen-
eral limitation earnings). After the deemed-
paid taxes are computed, at the close of 1999
CFC has 50u of general limitation earnings
(100u opening balance—50u distribution), 0 of
passive limitation earnings, and a (50u) defi-
cit in shipping limitation earnings.

(6) Effective date. This paragraph (i)
applies to taxable years of a controlled
foreign corporation beginning after
March 3, 1997.

[T.D. 7120, 36 FR 10852, June 4, 1971; 36 FR
11924, June 23, 1971, as amended by T.D. 7334,
39 FR 44211, Dec. 23, 1974; 40 FR 1014, Jan. 6,
1975; T.D. 7649, 44 FR 60088, 60089, Oct. 18,
1979; T.D. 7843, 47 FR 50472, Nov. 8, 1982; 47 FR
55477, Dec. 10, 1982; T.D. 7961, 49 FR 26225,
June 27, 1984; T.D. 8704, 62 FR 21, Jan. 2, 1997]

§ 1.960–2 Interrelation of section 902
and section 960 when dividends are
paid by third-, second-, or first-tier
corporation.

(a) Scope of this section. This section
prescribes rules for the application of
section 902 in a case where dividends
are paid by a third-, second-, or first-
tier corporation, as the case may be,
from its earnings and profits for a tax-
able year when an amount attributable
to such earnings and profits is included
in the gross income of a domestic cor-
poration under section 951, or when
such earnings and profits are attrib-
utable to an amount excluded from the
gross income of such foreign corpora-
tion under section 959(b) and § 1.959–2,
with respect to the domestic corpora-
tion. In making determinations under
this section, any portion of a distribu-
tion received from a first-tier corpora-
tion by the domestic corporation which
is excluded from the domestic corpora-
tion’s gross income under section 959(a)
and § 1.959–1, or any portion of a dis-
tribution received from an imme-
diately lower-tier corporation by the
third-, second-, or first-tier corporation
which is excluded from such foreign
corporation’s gross income under sec-
tion 959(b) and § 1.959–2, shall be treated
as a dividend for purposes of taking
into account under section 902 any for-
eign income taxes paid by such third-,
second-, or first-tier corporation which
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are not deemed paid by the domestic
corporation under section 960(a)(1) and
§ 1.960–1.

(b) Application of section 902(b) to divi-
dends received from an immediately lower-
tier corporation. For purposes of para-
graph (a) of this section and paragraph
(c)(1)(i) of § 1.960–1, section 902(b) shall
apply to all dividends received by the
first- or second-tier corporation from
the immediately lower-tier corporation
other than dividends attributable to
earnings and profits of such imme-
diately lower-tier corporation in re-
spect of which an amount is, or has
been, included in the gross income of a
domestic corporation under section 951
with respect to such immediately
lower-tier corporation.

(c) Application of section 902(a) to divi-
dends received by domestic corporation
from first-tier corporation. For purposes
of paragraph (a) of this section, section
902 (a) shall apply to all dividends re-
ceived by the domestic corporation for
its taxable year from the first-tier cor-
poration other than dividends attrib-
utable to earnings and profits of such
first-tier corporation in respect of
which an amount is, or has been, in-
cluded in the gross income of a domes-
tic corporation under section 951 with
respect to such first-tier corporation.

(d) Allocation of earnings and profits of
a first- or second-tier corporation having
income excluded under section 959(b)—(1)
First-tier corporations. If the first-tier
corporation for its taxable year re-
ceives dividends from the second-tier
corporation to which in accordance
with paragraph (b) of this section
902(b)(1) or section 902(b)(2) applies and
other dividends from the second-tier
corporation to which such sections do
not apply, then in applying section
902(a) pursuant to this section and in
applying section 960(a)(1) pursuant to
§ 1.960–1(c)(1)(i), with respect to the for-
eign income taxes paid and deemed
paid by the second-tier corporation
which are deemed paid by the first-tier
corporation for such taxable year
under section 902(b)(1)—

(i) The earnings and profits of the
first-tier corporation for such taxable
year shall be considered not to include
its earnings and profits which are at-
tributable to the dividends to which
section 902(b)(1) does not apply (in de-

termining the domestic corporation’s
credit for the taxes paid by the second-
tier corporation) or which are attrib-
utable to the dividends to which sec-
tions 902(b)(1) and 902(b)(2) do not apply
(in determining the domestic corpora-
tion’s credit for taxes deemed paid by
the second-tier corporation) and

(ii) For the purposes of so applying
section 902(a), distributions to the do-
mestic corporation from such earnings
and profits which are attributable to
the dividends to which section 902(b)(1)
does not apply (in determining the do-
mestic corporation’s credit for taxes
paid by the second-tier corporation) or
which are attributable to the dividends
to which sections 902(b)(1) and 902(b)(2)
do not apply (in determining the do-
mestic corporation’s credit for taxes
deemed paid by the second-tier cor-
poration) shall not be treated as a divi-
dend.

(2) Second-tier corporations. If the sec-
ond-tier corporation for its taxable
year receives dividends from the third-
tier corporation to which, in accord-
ance with paragraph (b) of this section,
section 902(b)(2) applies and other divi-
dends from the third-tier corporation
to which such section does not apply,
then in applying section 902(b)(1) pur-
suant to this section, and in applying
section 960(a)(1) pursuant to paragraph
(c)(1)(i) of § 1.960–1, with respect to the
foreign taxes deemed paid by the sec-
ond-tier corporation for such taxable
year under section 902(b)(2)—

(i) The earnings and profits of the
second-tier corporation for such tax-
able year shall be considered not to in-
clude its earnings and profits which are
attributable to such other dividends
from the third-tier corporation, and

(ii) For the purposes of so applying
section 902(b)(1), distributions to the
first-tier corporation from such earn-
ings and profits which are attributable
to such other dividends from the third-
tier corporation shall not be treated as
a dividend.

(e) Separate determinations under sec-
tions 902(a), 902(b)(1), and 902(b)(2) in
the case of a first-, second-, or third-tier
corporation having income excluded
under section 956(b). If in the case of a
first-, second-, or third-tier corpora-
tion to which paragraph (b) or (c) of
this section is applied—
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(1) The earnings and profits of such
foreign corporation for its taxable year
consist of—

(i) Dividends received from an imme-
diately lower-tier corporation which
are attributable to amounts included
in the gross income of a domestic cor-
poration under section 951 with respect
to the immediately lower- or lower-tier
corporations, and

(ii) Other earnings and profits, and
(2) The effective rate of foreign in-

come taxes paid or accrued by such for-
eign corporation on the dividends de-
scribed in paragraph (e)(1)(i) of this
section is higher or lower than the ef-
fective rate of foreign income taxes at-
tributable to its earnings and profits
described in paragraph (e)(1)(ii) of this
section,
then, for purposes of applying para-
graph (b) or (c) of this section to divi-
dends paid by such foreign corporation
to the domestic corporation or the
first- or second-tier corporation, sec-
tions 902(a), 902(b)(1), and 902(b)(2) shall
be applied separately to the portion of
the dividend which is attributable to
the earnings and profits described in
paragraph (e)(1)(i) of this section and
separately to the portion of the divi-
dend which is attributable to the earn-
ings and profits described in paragraph
(e)(1)(ii) of this section. In making a
separate determination with respect to
the earnings and profits described in
paragraph (e)(1)(i) or (e)(1)(ii) of this
section, only the foreign income taxes
paid or accrued (or, in the case of earn-
ings and profits of a first- or second-
tier corporation described in paragraph
(e)(1)(ii) of this section, deemed to be
paid) by such foreign corporation on
the income attributable to such earn-
ings and profits shall be taken into ac-
count. For purposes of applying this
paragraph (e), no part of the foreign in-
come taxes paid, accrued, or deemed to
be paid which are attributable to the
earnings and profits described in para-
graph (e)(1)(ii) of this section shall be
attributed to the dividend described in
paragraph (e)(1)(i) of this section; and
no part of the foreign income taxes
paid or accrued on the dividend de-
scribed in paragraph (e)(1)(i) of this
section shall be attributed to the earn-
ings and profits described in paragraph
(e)(1)(ii) of this section. Furthermore,

the effective rate of foreign income
taxes paid or accrued shall be deter-
mined consistently with the principles
of paragraphs (b)(3)(iv) and (viii) and
(c) of § 1.954–1. Thus, for example, the
effective rate of foreign income taxes
on dividends received by such foreign
corporation shall be determined by
taking into account any intercorporate
dividends received deduction allowed
to such corporation for such dividends.

(f) Illustrations. The application of
this section may be illustrated by the
following examples. In all of the exam-
ples other than examples 6, 7, 9 and 10,
it is assumed that the effective rate of
foreign income taxes paid or accrued
by the first- or second-tier corporation,
as the case may be, in respect to divi-
dends received from the immediately
lower-tier corporation, is the same as
the effective rate of foreign income
taxes paid or accrued by the first- or
second-tier corporation with respect to
its other income:

Example 1. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include $50 in gross income attributable to
the earnings and profits of A Corporation for
such year, but is not required to include any
amount in gross income under section 951 at-
tributable to the earnings and profits of B
Corporation. For such year, B Corporation
distributes a dividend of $45, but A Corpora-
tion does not make any distributions. The
foreign income taxes deemed paid by N Cor-
poration for 1978 under section 960(a)(1), after
applying section 902(b)(1) for such year of A
Corporation, are determined as follows upon
the basis of the facts assumed:

B Corporation (second-tier corporation):
Pretax earnings and profits .............................. $100.00
Foreign income taxes (40%) ............................ 40.00
Earnings and profits .......................................... 60.00
Dividends paid to A Corporation ...................... $45.00
Foreign income taxes paid by B Corporation

on or with respect to its accumulated profits 40.00
Foreign income taxes of B Corporation

deemed paid by A Corporation for 1978
under section 902(b)(1) ($45/$60×$40) ........ 30.00

A Corporation (first-tier corporation):
Pretax earnings and profits:

Dividends from B Corporation ... $45.00
Other income ............................. 100.00

Total pretax earnings and
profits ...................................... ............ 145.00

Foreign income taxes (20%) ............. ............ 29.00
Earnings and profits .......................... ............ 116.00
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Foreign income taxes paid, and deemed to be
paid, by A Corporation on or with respect to
its earnings and profits ($29+$30) ................ 59.00

Amount required to be included in N Corpora-
tion’s gross income under section 951 with
respect to A Corporation ............................... 50.00

Dividends paid to N Corporation ...................... 0
N Corporation (domestic corporation):

Foreign income taxes of A Corporation
deemed paid by N Corporation for 1978
under section 960(a)(1) ($50/$116×$59) ...... 25.43

Example 2. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $150 attributable to
the earnings and profits of B Corporation for
such year, which B Corporation distributes
during such year. Corporation N is not re-
quired for 1978 to include any amount in
gross income under section 951 attributable
to the earnings and profits of A Corporation,
but A Corporation distributes for such year
$135 from its earnings and profits attrib-
utable to B Corporation’s dividend. The for-
eign income taxes deemed paid by N Cor-
poration for 1978 under section 960(a)(1)(C)
and section 902(a) are determined as follows
upon the basis of the facts assumed:

B Corporation (second-tier corporation):
Pretax earnings and profits .............................. $250.00
Foreign income taxes (20%) ............................ 50.00
Earnings and profits .......................................... 200.00
Amounts required to be included in N Cor-

poration’s gross income under section 951
with respect to B Corporation ....................... 150.00

Dividends paid to A Corporation ...................... 150.00
Foreign income taxes paid on or with respect

to earnings and profits of B Corporation ...... 50.00
A Corporation (first-tier corporation):

Pretax earnings and profits:
Dividends from B Corporation $150.00
Other income ........................... 200.00

Total pretax earnings and profits ........... 350.00
Foreign income taxes (10%) ............................ 35.00
Earnings and profits .......................................... 315.00
Dividends paid to N Corporation ...................... 135.00
Foreign income taxes paid by A Corporation

on or with respect to its accumulated profits 35.00
N Corporation (domestic corporation):

Foreign income taxes of B Corporation
deemed paid by N Corporation for 1978
under section 960(a)(1) ($150/$200×$50) .... 37.50

Foreign income taxes of A Corporation
deemed paid by N Corporation for 1978
under section 902(a) ($135/$315×$35) ........ 15.00

Total foreign income taxes deemed
paid by N Corporation under section
901 ......................................................... 52.50

Example 3. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N

Corporation is required under section 951 to
include $180 in gross income attributable to
the earnings and profits of A Corporation for
such year, but is not required to include any
amount in gross income under section 951 at-
tributable to the earnings and profits of B
Corporation. Corporation B distributes from
its earnings and profits for 1978 a dividend of
$50. For 1978, A Corporation distributes $180
from its earnings and profits attributable to
the amount required under section 951 to be
included in N Corporation’s gross income for
such year with respect to A Corporation and
$20 from its other earnings and profits. The
foreign income taxes deemed paid by N Cor-
poration for 1978 under section 960(a)(1) and
section 902(a) are determined as follows upon
the basis of the facts assumed:

B Corporation (second-tier corporation):
Pretax earnings and profits .............................. $100.00
Foreign income taxes (40%) ............................ 40.00
Earnings and profits .......................................... 60.00
Dividends paid to A Corporation ...................... 50.00
Foreign income taxes paid by B Corporation

on or with respect to its accumulated profits 40.00
Foreign income taxes of B Corporation

deemed paid by A Corporation for 1978
under section 902(b)(1) ($50/$60×$40) ........ 33.33

A Corporation (first-tier corporation):
Pretax earnings and profits:

Dividends from B Corporation $50.00
Other income ........................... 200.00

Total pretax earnings and profits .............. 250.00
Foreign income taxes (10%) ............................ 25.00
Earnings and profits .......................................... 225.00
Foreign income taxes paid, and deemed to be

paid, by A Corporation on or with respect to
its earnings and profits ($25.00+$33.33) ...... 58.33

Amounts required to be included in N Cor-
poration’s gross income for 1978 under sec-
tion 951 with respect to A Corporation ......... 180.00

Dividends paid to N Corporation:
Dividends to which section

902(a) does not apply (from
A Corporation’s earnings and
profits in respect of which an
amount is required under
section 951 to be included in
N Corporation’s gross in-
come with respect to A Cor-
poration) ............................... 180.00

Dividends to which section
902(a) applies (from A Cor-
poration’s other earnings and
profits) ................................... 20.00

Total dividends paid to N Corporation ...... $200.00
N Corporation (domestic corporation):

Foreign income taxes of corporations A and B
deemed paid by N Corporation under sec-
tion 960(a)(1) ($180/$225×$58.33) ............... 46.66

Foreign income taxes of corporations A and B
deemed paid by N Corporation under sec-
tion 902(a) ($20/$225×$58.33) ..................... 5.18

Total foreign income taxes deemed
paid by N Corporation under section
901 ......................................................... 51.84

Example 4. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00386 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



391

Internal Revenue Service, Treasury § 1.960–2

class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $150 attributable to
the earnings and profits of B Corporation for
such year and $22.50 attributable to the earn-
ings and profits of A Corporation for such
year. For 1978, B Corporation distributes
$175, consisting of $150 from its earnings and
profits attributable to amounts required
under section 951 to be included in N Cor-
poration’s gross income with respect to B
Corporation and $25 from its other earnings
and profits. Corporation A does not distrib-
ute any dividends for 1978. The foreign in-
come taxes deemed paid by N Corporation for
1978 under section 960(a)(1) are determined as
follows upon the basis of the facts assumed:

B Corporation (second-tier corporation):
Pretax earnings and profits .............................. $250.00
Foreign income taxes (20%) ............................ 50.00
Earnings and profits .......................................... 200.00
Amounts required to be included in N Cor-

poration’s gross income under section 951
for 1978 with respect to B Corporation ......... 150.00

Dividends paid by B Corporation:
Dividends to which section

902(b) does not apply (from
B Corporation’s earnings and
profits in respect of which an
amount is required under
section 951 to be included in
N Corporation’s gross in-
come with respect to B Cor-
poration) ............................... $150.00

Dividends to which section
902(b)(1) applies (from B
Corporation’s other earnings
and profits) ........................... 25.00

Total dividends paid to A Corporation ... 175.00
Foreign income taxes paid by B Corporation

on or with respect to its accumulated profits 50.50
Foreign income taxes of B Corporation

deemed paid by A Corporation for 1978
under section 902(b)(1) ($25/$200×$50) ...... 6.25

A Corporation (first-tier corporation):
Pretax earnings and profits .............................. 175.00
Foreign income tax (10 percent) ...................... 17.50
Earnings and profits .......................................... 157.50
Earnings and profits after exclusion of

amounts attributable to dividends to which
section 902(b) does not apply ($157.50 less
[$150¥ ($150×0.10)]) ................................... 22.50

Amount required to be included in N Corpora-
tion’s gross income for 1978 under section
951 with respect to A Corporation ................ 22.50

Dividends paid to N Corporation ...................... 0
N Corporation (domestic corporation):

Foreign income taxes deemed paid
by N Corporation under section
960(a)(1)(C) with respect to A
Corporation:

Tax actually paid by A Cor-
poration ($22.50/
$157.50×$17.50) .................. 2.50

Tax of B Corporation deemed
paid by A Corporation under
section 902(b)(1) ($22.50/
$22.50×$6.25) ...................... 6.25

8.75

Foreign income taxes deemed paid by N Cor-
poration under section 960(a)(1)(C) with re-
spect to B Corporation ($150/$200×$50) ..... 37.50

Total taxes deemed paid under sec-
tion 960(a)(1)(C) ............................. 46.20

Example 5. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $150 attributable to
the earnings and profits of B Corporation for
such year and $22.50 attributable to the earn-
ings and profits of A Corporation for such
year. For 1978, B Corporation distributes
$175, consisting of $150 from its earnings and
profits attributable to amounts required
under section 951 to be included in N Cor-
poration’s gross income with respect to B
Corporation and $25 from its other earnings
and profits. For 1978, A Corporation distrib-
utes $225, consisting of $135 from its earnings
and profits attributable to the amount re-
quired under section 951 to be included in N
Corporation’s gross, income with respect to
B Corporation, $22.50 from its earnings and
profits attributable to the amount required
under section 951 to be included in N Cor-
poration’s gross income with respect to A
Corporation, and $67.50 from its other earn-
ings and profits. The foreign income taxes
deemed paid by N Corporation for 1978 under
section 960(a)(1) and section 902(a)(1) are de-
termined as follows upon the basis of the
facts assumed:

B Corporation (second-tier corporation):
Pretax earnings and profits .............................. $250.00
Foreign income taxes (20%) ............................ 50.00
Earnings and profits .......................................... 200.00
Amounts required to be included in N Cor-

poration’s gross income for 1978 under sec-
tion 951 with respect to B Corporation ......... 150.00

Dividends paid by B Corporation:
Dividends to which section

902(b) does not apply (from
B Corporation’s earnings and
profits in respect of which an
amount is required under
section 951 to be included in
N Corporation’s gross in-
come with respect to B Cor-
poration) ............................... $150.00

Dividends to which section
902(b) applies (from B Cor-
poration’s other earnings and
profits) ................................... $25.00

Total dividends paid to A Corporation ... $175.00
Foreign income taxes paid by B Corporation

on or with respect to its accumulated profits 50.00
Foreign income taxes of B Corporation

deemed paid by A Corporation for 1978
under section 902(b)(1) ($25/$200×$50) ...... 6.25

A Corporation (first-tier corporation):
Pretax earnings and profits:

Dividends received from B Cor-
poration ................................. 175.00
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Other income ........................... 100.00

Total pretax earnings and profits ........... 275.00
Foreign income taxes (10 percent) .................. 27.50
Earnings and profits .......................................... 247.50
Earnings and profits after exclusion of

amounts attributable to dividends to which
section 902(b) does not apply ($247.50 less
[$150 ¥($150×0.10)]) ................................... 112.50

Amount required to be included in N Corpora-
tion’s gross income for 1978 under section
951 with respect to A Corporation ................ 22.50

Distributions paid by A Corporation:
Dividends to which section 902(a)

does not apply (From A Corpora-
tion’s earnings and profits in re-
spect of which an amount is re-
quired under section 951 to be
included in N Corporation’s gross
income with respect to A Cor-
poration) ....................................... 22.50

Dividends to which section 902(a)
applies (from A Corporation’s
other earnings and profits) .......... 202.50

Total dividends paid to N Cor-
poration ................................. 225.00

N Corporation (domestic corporation):
Foreign income taxes deemed paid

by N Corporation under section
960(a)(1) with respect to—

B Corporation ($150/
$200×$50) ............................ .............. 37.50

A Corporation:
Tax paid by A Corporation

($22.50/
$247.50×$27.50) ........... 2.50

Tax of B Corporation
deemed paid by A Cor-
poration under section
902(b)(1) ($22.50/
$112.50×$6.25) ............. 1.25 3.75

Total taxes deemed paid under
section 960(a)(1) ..................... 41.25

Foreign income taxes deemed paid
by N Corporation under section
902(a)(1) with respect to A Cor-
poration:

Tax paid by A Corporation
($200.50/$247.50×$27.50) ... 22.50

Tax of B Corporation deemed
paid by A Corporation
($67.50/ $112.50×$6.25) ...... 3.75

Total taxes deemed paid under sec-
tion 902(a)(1) .................................. 26.52

Total foreign income taxes deemed paid
by N Corporation under section 901 ..... 67.05

Example 6. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. A and B cor-
porations are organized under the laws of
foreign country X. All of B corporation’s as-
sets used in a trade or business are located in
country X. Country X imposes an income tax
of 20 percent on B corporation’s income. For
1978, N Corporation is required under section
951 to include in gross income $100 attrib-
utable to the earnings and profits of B Cor-

poration for such year. For 1978, B Corpora-
tion distributes $150, consisting of $100 from
its earnings and profits attributable to the
amount required under section 951 to be in-
cluded in N Corporation’s gross income with
respect to B Corporation and $50 from its
other earnings and profits. Country X im-
poses an income tax of 10 percent on A Cor-
poration’s income but exempts from tax divi-
dends received from B Corporation. N is not
required to include any amount in gross in-
come under section 951 for 1978 attributable
to the earnings and profits of A Corporation
for such year. For 1978, A Corporation dis-
tributes $175, consisting of $100 from its earn-
ings and profits attributable to the amount
required under section 951 to be included in
N Corporation’s gross income with respect to
B Corporation, and $75 from its other earn-
ings and profits. The foreign income taxes
deemed paid by N Corporation for 1978 under
section 960(a)(1) and section 902(a) are deter-
mined as follows on the basis of the facts as-
sumed:

B Corporation (2d-tier corporation):
Pretax earnings and profits .............................. $200.00
Foreign income taxes (20%) ............................ 40.00
Earnings and profits .......................................... 160.00
Amount required to be included in N Corpora-

tion’s gross income for 1978 under section
951 with respect to B Corporation ................ 100.00

Dividends paid by B Corporation:
Dividends to which section 902(b)

does not apply (from B corpora-
tion’s earnings and profits in re-
spect of which an amount is re-
quired under section 951 to be
included in N corporation’s gross
income with respect to B cor-
poration) ....................................... $100.00

Dividends to which section
902(b)(1) applies (from B cor-
poration’s other earnings and
profits) .......................................... 50.00

Total dividends paid to A corporation ........... 150.00
Foreign income taxes of B corpora-

tion deemed paid by A corpora-
tion for 1978 under section
902(b)(1) ($50/$100× $40) .......... 12.50

A corporation (1st-tier corporation):
Pretax earnings and profits:

Dividends received from B cor-
poration ................................. 150.00

Other income ........................... 100.00

Total pretax earnings and
profits ............................. .............. 250.00

Foreign income taxes:
On dividends received from B

corporation ............................ None
On other income ($100×0.10) .. 10.00

Total foreign income taxes ... 10.00
Earnings and profits:

Attributable to dividends received from B cor-
poration to which section 902(b) does not
apply .............................................................. 100.00

Attributable to other income:
Attributable to dividends received

from B Corporation to which sec-
tion 902(b)(1) applies .................. 50.00
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Attributable to other income
($100¥$10) ................................. 90.00

Subtotal ......................................................... 140.00
Total earnings and profits ............................. 240.00

Earnings and profits after exclusion of
amounts attributable to dividends to which
section 902(b) does not apply ($240¥$100) 140.00

Amount required to be included in N corpora-
tion’s gross income for 1978 under section
951 with respect to A corporation ................. None

Dividends paid by A corporation:
Dividends to which section

902(a) does not apply (from
A corporation’s earnings and
profits in respect of which an
amount is required under
section 951 to be included in
N corporation’s gross income
with respect to A corpora-
tion) ....................................... None

Dividends to which section
902(a) applies (from A cor-
poration’s other earnings and
profits) ................................... $175.00

Total dividends paid to N corporation .... $175.00
N corporation (domestic corporation):

Foreign income taxes deemed paid by N cor-
poration under section 960(a)(1) with re-
spect to B corporation ($100/$160×$40) ...... 25.00

Foreign income taxes deemed paid
by N corporation under section
902(a) with respect to A corpora-
tion (allocation of earnings and
profits being made under pars.
(c)(2) and (d) of this section):

Tax paid by A corporation in
respect to dividends received
from B Corporation to which
section 902(b) does not
apply ($100/ $100×$0) ......... None

Tax paid by A corporation in
respect to its other income
($75/ $140×$10) ................... 5.36

Tax paid by B corporation
deemed paid by A corpora-
tion in respect to such other
income ($75/$140×$12.50) .. 6.70

Total taxes deemed paid under sec-
tion 902(a) ....................................... 12.06

Total foreign income taxes
deemed paid by N corpora-
tion under section 901 .......... 37.06

Example 7. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, N
Corporation is required under section 951 to
include in gross income $150 attributable to
the earnings and profits of B Corporation for
such year and $47.50 attributable to the earn-
ings and profits of A Corporation for such
year. For 1978, B Corporation distributes
$200, consisting of $150 from its earnings and
profits attributable to the amount required
under section 951 to be included in N Cor-
poration’s gross income with respect to B
Corporation and $50 from its other earnings
and profits. The country under the laws of

which A Corporation is incorporated imposes
an income tax of 5 percent on dividends re-
ceived from a subsidiary corporation and 20
percent on other income. For 1978, A Cor-
poration distributes $100 from its earnings
and profits to N Corporation, such amount
being attributable under paragraph (e) of
§ 1.959–3 to the amount required under sec-
tion 951 to be included in N Corporation’s
gross income with respect to B Corporation.
The foreign income taxes deemed paid by N
Corporation for 1978 under section 960(a)(1)
and section 902(a) are determined as follows
on the basis of the facts assumed:

B Corporation (2d-tier corporation):
Pretax earnings and profits .............................. $250.00
Foreign income taxes (20 percent) .................. 150.00
Earnings and profits .......................................... 200.00
Amount required to be included in N Corpora-

tion’s gross income for 1978 under section
951 with respect to B corporation ................. 150.00

Dividends paid by B corporation:
Dividends to which section

902(b) does not apply (from
B corporation’s earnings and
profits in respect of which an
amount is required under
section 951 to be included in
N corporation’s gross income
with respect to B corpora-
tion) ....................................... $150.00

Dividends to which section
902(b)(1) applies (from B
corporation’s other earnings
and profits) ........................... 50.00

Total dividends paid to A corporation ........... 200.00
Foreign income taxes of B corporation

deemed paid by A corporation for 1978
under section 902(b)(1) ($50/$200×$50) ...... 12.50

A corporation (1st-tier corporation):
Pretax earnings and profits:

Dividends received from B cor-
poration ................................. 200.00

Other income ........................... 100.00

Total pretax earnings and profits ........... 300.00
Foreign income taxes:

On dividends received from B corporation
to which section 902(b) does not apply
($150× 0.05) ........................................... 7.50

On other income:
Dividends received from B

corporation to which
section 902(b)(1) applies
($50× 0.05) .................... 2.50

Other income of A cor-
poration ($100×0.20) ..... 20.00

Total ....................................................... 22.50

Total foreign income taxes ........................ 30.00
Earnings and profits:

Attributable to dividends received from B cor-
poration to which section 902(b) does not
apply ($150¥$7.50) ...................................... 142.50

Attributable to other income:
Attributable to dividends re-

ceived from B corporation to
which section 902(b)(1) ap-
plies ($50¥$2.50) ................ 47.50
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Attributable to other income
($100¥$20 ........................... 80.00

Total ....................................................... 127.50

Total earnings and profits ...................... 270.00
Earnings and profits after exclusion of amounts at-

tributable to dividends to which section 902(b)
does not apply ($270 less $142.50) .................... 127.50

Amount required to be included in N corporation’s
gross income for 1978 under section 951 with
respect to A corporation ....................................... 47.50

Dividends paid by A Corporation:
Dividends to which section 902(a)

does not apply (from A corpora-
tion’s earnings and profits in re-
spect of which an amount is re-
quired under section 951 to be
included in N corporation’s gross
income with respect to A cor-
poration) ....................................... None

Dividends to which section
902(a)(1) applies (from A cor-
poration’s other earnings and
profits) .......................................... $100.00

Total dividends paid to N corporation .... $100.00
N Corporation (domestic corporation):

Foreign income taxes deemed paid by N cor-
poration under section 960(a)(1) with re-
spect to—B corporation ($150/$200×$50) 37.50

A corporation (allocation of earnings and prof-
its being made under § 1.960–1(c)(3) and
par. (d) of this section):

Tax paid by A corporation
($47.50/$127.50×$22.50) ..... 8.38

Tax of B corporation deemed
paid by A corporation under
section 902(b)(1) ($47.50/
$127.50×$12.50) .................. 4.66

Total ...................................... 13.04

Total taxes deemed paid
under section 960(a)(1) ........ .............. 50.54

Foreign income taxes deemed paid
by N corporation under section
902(a) with respect to A corpora-
tion (allocations of earnings and
profits being made under pars.
(c)(2) and (d) of this section)
($100/$142.50×$7.50) ................. 5.26

Total foreign income taxes deemed paid
by N Corporation under section 901 ..... 55.80

Example 8. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B, which owns all the one class of stock
of controlled foreign corporation C. All such
corporations use the calendar year as the
taxable year. For 1978, N Corporation is re-
quired under section 951 to include $50 attrib-
utable to the earnings and profits of C Cor-
poration and $15 attributable to the earnings
and profits of B Corporation in its gross in-
come. N Corporation is not required to in-
clude any amount in its gross income with
respect to A Corporation under section 951 in
1978. For such year, C Corporation distrib-
utes $75 to B Corporation. B Corporation in
turn distributes $60 of its earnings and prof-
its to A Corporation. A Corporation has no
other earnings and profits for 1978 and dis-
tributes $45 of its earnings and profits to N
Corporation. The foreign income taxes
deemed paid by N Corporation under section
960(a)(1) and section 902(a) are determined as
follows on the basis of the facts assumed:

C Corporation (third-tier corporation):

Pretax earnings and profits ...................................... $150.00
Foreign taxes paid by C Corporation (30%) ............ 45.00
Earnings and profits ................................................. 105.00
Amount required to be included in gross income of

N Corporation under section 951 with respect to
C Corporation ....................................................... 50.00

Dividend to B Corporation ....................................... 75.00
Dividend from earnings and profits

to which section 902(b)(2) does
not apply (attributable to amounts
included in N Corporation’s gross
income under section 951 with
respect to C Corporation) ............ 50.00

Dividend from earnings and profits
to which section 902(b)(2) ap-
plies (attributable to amounts not
included in N Corporation’s gross
income with respect to C Cor-
poration) ....................................... $25.00

Amount of foreign income taxes of C Corporation
deemed paid by B Corporation under section
902(b)(2) and § 1.960–2(b):

Dividend to BCorporation less portion
of dividend from earningsincluded in
N Corporation sgross income under
tion with respect to CCorporation

Earningsand profitsof CCorporation
Taxes paid by CCorporation

'
sec 951 ×

($25/$105×$45) ................................................. $10.71

B Corporation (second-tier corporation):

Pretax earnings and profits:
Dividend from C Corporation .......... $75.00
Other earnings and profits .............. 225.00

Total pretax earnings and profits .............. $300.00

Foreign income taxes paid by B Corporation (40%) 120.00
Earnings and profits ................................................. 180.00

Earnings and profits attributable to
amounts to which section
902(b)(2) does not apply
(amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion ($50¥($50×.40)) .................. 30.00
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Other earnings and profits .............. 150.00

Earnings and profits of B Corporation after exclu-
sion for amounts to which section 902(b)(2) does
not apply (amounts attributable to earnings and
profits which are included in N Corporation’s
gross income under section 951 with respect to
C Corporation) ($180¥$30) ................................. 150.00

Amount to be included in gross income under sec-
tion 951 of N Corporation with respect to B Cor-
poration ................................................................. 15.00

Amount of dividend to A Corporation ...................... 60.00
Dividend from earnings and profits

to which section 902(b)(2) does
not apply (attributable to amounts
included in N Corporation’s gross
income under section 951 with
respect to C Corporation) ............ 30.00

Dividend from earnings and profits
to which section 902(b)(1) does
not apply (attributable to amounts
included in N Corporation’s gross
income under section 951 with
respect to B Corporation) ............ 15.00

Dividend from other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income under section 951
with respect to B or C Corpora-
tion) .............................................. 15.00

Foreign income taxes of B Corporation deemed
paid by A Corporation under section 902(b)(1)
and § 1.960–2(b):

Dividend to A Corporation less portion of divi
dend from earningsincluded in N Corporation s

gross income under tion
with respect to BCorporation

Earningsand profitsof BCorporation
Taxes paid by BCorporation

−

×

'
sec 951

($45/$180×120) ................................................. $30.00

Foreign income taxes (of C Corporation) deemed
paid by B Corporation deemed paid by A Cor-
poration under section 902(b)(1) in accordance
with § 1.960–2(b) and § 1.960–2(d)(2)(i) and (ii):

Dividend to A Corporation less portion
of dividend from earningsincluded in
N Corporation' sgross income under

section 951with respect to
BCorporation and CCorporation

Earningsand profitsof BCorporation
lessearningsand profitsattributable to

amounts included in N Corporation' sgross
income with respect to CCorporation

Taxes paid by CCorporation
which are deemed paid by

BCorporation
×

($15/$150×$10.71) ............................................ 1.07

A Corporation (first-tier corporation):

Pretax earnings and profits:
Dividend from B Corporation .......... $60.00
Other earnings and profits .............. 0

Total pretax earnings and profits .............. $60.00

Foreign income taxes paid by A Corporation (10%) 6.00
Earnings and profits ................................................. 54.00

Earnings and profits attributable to
amounts to which section
902(b)(2) does not apply (attrib-
utable to amounts previously in-
cluded in N Corporation’s gross
income under section 951 with
respect to C Corporation)
($30¥($30X.10)) ......................... 27.00

Earnings and profits attributable to
amounts to which section
902(b)(1) does not apply (attrib-
utable to amounts included in N
Corporation’s gross income
under section 951 with respect to
B Corporation) ($15¥ ($15X.10)) 13.50

Other earnings and profits ($15—
($15X.10)) .................................... 13.50

Earnings and profits of A Corporation after exclu-
sion for amounts to which section 902(b)(1) does
not apply (attributable to amounts included in N
Corporation’s gross income under section 951
with respect to B Corporation) ($54.00¥$13.50) 40.50

Earnings and profits of A Corporation after exclu-
sion for amounts to which sections 902(b)(1) and
(2) do not apply (attributable to amounts in-
cluded in N Corporation’s gross income under
section 951 with respect to B or C Corporation)
($40.50¥$27.00) .................................................. 13.50

Dividend to N Corporation ....................................... 45.00
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Dividend from earnings and profits
to which section 902(b)(2) does
not apply (attributable to amounts
included in N Corporation’s gross
income under section 951 with
respect to C Corporation) ............ $27.00

Dividend from earnings and profits
to which section 902(b)(1) does
not apply (attributable to amounts
included in N Corporation’s gross
income under section 951 with
respect to B Corporation) ............ 13.50

Dividend from earnings and profits
to which section 902(a) does not
apply (attributable to amounts in-
cluded in N Corporation’s gross
income under section 951 with
respect to A Corporation) ............ 0

Dividend from other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income under section 951
with respect to A, B, or C Cor-
poration) ....................................... 4.50

N Corporation (domestic corporation):

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) and § 1.960–
1(c)(1)(ii) with respect to C Corporation:

Amount included in N Corporation' sgross income
under section 951with respect to C Corporation

Earningsand profitsof CCorporation
Taxes paid by CCorporation×

($50/$105×$45.00) ............................................ $21.43

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) and § 1.960–
1(c)(1)(i) with respect to B Corporation ............... 11.07

Taxes paid by B Corporation:

Amount included in N Corporation' sgross income
under section 951with respect to BCorporation

Earningsand profitsof BCorporation
Taxes paid by BCorporation×

($15/$180×$120) ............................. $10.00
Taxes deemed paid by B Corporation in ac-

cordance with § 1.960–2(d)(2)(i):

Amount included in N Corporation' sgross income
under section 951with respect to BCorporation

Earningsand profitsof BCorporation lessearnings
and profitsattributable toamounts included

in N Corporation' sgross income
with respect to CCorporation

Taxes paid by CCorporation
which are deemed paid by

BCorporation
×

($15/$150×$10.71) .......................... $1.07

Total taxes deemed paid by N Corpora-
tion under section 960(a)(1) .................. $32.50

Foreign income taxes deemed paid by N Corpora-
tion under section 902(a):

Taxes paid by A Corporation in accordance
with § 1.960–2(c):
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Dividend to N Corporation less portion
of dividend from earningsincluded in
N Corporation' sgross income under

section 951with respect to A Corporation

Earningsand profitsof A Corporation
Taxes paid by A Corporation×

($45/$54×$6) ................................... $5.00

Taxes paid by B Corporation
deemed paid by A Corporation in
accordance with §§ 1.960–2(c)
and 1.960–2(d)(1)(i) and (ii):

Dividend to N Corportion less portionof dividend
from earningsincluded

in N Corporation'sgross income
under section 951with respect to

A and BCorporations

Earningsand profitsof A Corporation
lessearningsand profitsattributable to
amounts included in N Corporation's
gross income under section 951with

respect to BCorporation

Taxes paid by BCorporation which
are deemed paid by A Corporation×

($31.50/$40.50×$30.00) .................. 23.33

Taxes (of C Corporation) deemed paid by B
Corporation deemed paid by A Corporation

in accordance with §§ 1.960–2(c) and 1.960–
2(d)(1)(i) and (ii):

Dividend to N Corporation less portion
of dividend from earningsincluded in N

Corporation'sgross income under section
951with respect to A,B,and CCorporations

Earningsand profitsof A Corporation less
earningsand profitsattributable toamounts
included in N Corporation'sgross income

under section 951with respect to B
and CCorporations

Taxesdeemed paid by B
Corporation which are deemed

paid by A Corporation
×

($4.50/$13.50×$1.07) ...................... .36

Total taxes deemed paid by N Corpora-
tion under section 902(a) ....................... $28.69

Total foreign income taxes
deemed paid by N Corpora-
tion under section 901 .......... $61.19

Example 9. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B, which owns all the one class of stock
of controlled foreign corporation C. A and B
Corporations are organized under the laws of
foreign country X. C Corporation is orga-
nized under the laws of foreign country Y.

All of B Corporation’s assets used in a trade
or business are located in country X. All
such corporations use the calendar year as
the taxable year. For 1978, N Corporation is
required to include in its gross income under
section 951, $50 attributable to the earnings
and profits of C Corporation and $100 attrib-
utable to the earnings and profits of B Cor-
poration. N Corporation is not required to
include any amount in its gross income
under section 951 with respect to A Corpora-
tion. Country X imposes an income tax of 10
percent on dividends from foreign subsidi-
aries, 20 percent on dividends from domestic
subsidiaries, and 40 percent on other earn-
ings and profits. For 1978, C Corporation dis-
tributes $75 to B Corporation. For such year,
B Corporation distributes $175 of its earnings
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and profits to A Corporation. A Corporation
has no other earnings and profits for 1978 and
distributes $130 of its earnings and profits to
N Corporation. The foreign income taxes
deemed paid by N Corporation under sections
960(a)(1) and 902(a) are determined as follows
on the basis of the facts assumed:

C Corporation (third-tier corporation):

Pretax earnings and profits ...................................... $150.00
Foreign income taxes paid by C Corporation (30%) 45.00
Earnings and profits ................................................. 105.00
Amount required to be included in gross income of

N Corporation under section 951 with respect to
C Corporation ....................................................... 50.00

Dividend to B Corporation ....................................... 75.00
Dividend to which section 902(b)(2)

does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion) .............................................. $50.00

Dividend to which section 902(b)(2)
applies (attributable to amounts
not included in N Corporation’s
gross income under section 951
with respect to C Corporation) .... 25.00

Amount of foreign income taxes of C Corporation
deemed paid by B Corporation under section
902(b)(2) and § 1.960–2(b) ($25/$105×$45) ........ 10.71

(For formula see § 1.960–2(g)(1)(i)(A))

B Corporation (second-tier corporation):

Pretax earnings and profits:
Dividend from C Corporation .......... $75.00
Other earnings and profits .............. 225.00

Total pretax earnings and profits .............. $300.00

Foreign income taxes paid by B Corporation .......... 97.50
On dividends received from C Cor-

poration to which section
902(b)(2) does not apply (attrib-
utable to amounts included in N
Corporation’s gross income
under section 951 with respect to
C Corporation) ($50×.10) ............ $5.00

On dividend from C Corporation to
which section 902(b)(2) applies
(attributable to amounts not in-
cluded in N Corporation’s gross
income under section 951 with
respect to C Corporation)
($25×.10) ..................................... 2.50

On other income of B Corporation
($225×.40) ................................... 90.00

Earnings and profits ................................................. 202.50
Attributable to dividend to which

section 902(b)(2) does not apply
(attributable to amounts included
in N Corporation’s gross income
under section 951 with respect to
C Corporation) ($50¥$5) ............ 45.00

Attributable to dividend from C Cor-
poration to which section
902(b)(2) applies (attributable to
amounts not included in N Cor-
poration’s gross income under
section 951 with respect to C
Corporation) ($25¥$2.50) ........... $22.50

Attributable to other income of B
Corporation ($225¥$90) ............. 135.00

Earnings and profits after exclusion of amounts at-
tributable to dividend to which section 902(b)(2)
does not apply (attributable to amounts included
in N Corporation’s gross income under section
951 with respect to C Corporation)
($202.50¥$45) ..................................................... $157.50

Amount required to be included in N Corporation’s
gross income under section 951 with respect to
B Corporation ....................................................... 100.00

Dividend paid by B Corporation ............................... 175.00
Dividend to which section 902(b)(2)

does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion) .............................................. $45.00

Dividend to which section 902(b)(1)
does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to B Corpora-
tion) .............................................. 100.00

Dividend from other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income with respect to B or
C Corporation) ............................. 30.00

Foreign income taxes of B Corporation deemed
paid by A Corporation under section 902(b)(1)
(separate tax rate applicable to dividend re-
ceived by B Corporation allocation in accordance
with § 1.960–2(e)) (for formula see § 1.960–
2(g)(1)(ii)(A)(2) (i) and (ii)):

Tax paid by B Corporation on earnings pre-
viously taxed with respect to C Corporation
or lower-tiers which is deemed paid by A
Corporation:

Portion of dividend to A Corporation
from earnings included in N Corporation s

gross income under tion with
respect to C Corporation or lower tiers

Earnings and profits of B Corporation
included in N Corporation s gross

income under tion with respect
to C Corporation or lower tiers

Tax paid by B Corporation on
dividend received by B Corporation
from earnings included in N Corpo
ration s gross income with respect

to C Corporation or lower tiers

'

-

'

-

-
'

-

sec

sec

951

951

×

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00394 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



399

Internal Revenue Service, Treasury § 1.960–2

($45/$45×$5) ..................................................... $5.00

Tax paid by B Corporation on earnings not
previously taxed with respect to C Corpora-

tion or lower-tiers which is deemed paid by A
Corporation:

Portion of dividend to A Corporation
which is from earnings not included

in N Corporation s gross income
under tion with respect
to B Corporation or lower tiers

Earnings and profits of B Corporation
not included in N Corporation s gross
income under tion with respect

to C Corporation or lower tiers

Tax paid by B Corporation on
earnings not included in N

Corporation s gross income with
respect to C Corporation or lower tiers

'

-

'

-

'
-

sec

sec

951

951

×

($30/157.50×$92.50) ......................................... $17.62

Foreign income taxes (of C Corporation) deemed
paid by B Corporation deemed paid by A Cor-
poration under section 902(b)(1) ($30/
$157.50×$10.71) .................................................. 2.04

(For formula see § 1.960–2(g)(1)(ii)(B)(1))

A Corporation (first-tier corporation):

Pretax earnings and profits:
Dividend from B Corporation .......... $175.00
Other income ................................... 0

Total pretax earnings and profits .............. $175.00

Foreign income taxes paid by A Corporation (20%) 35.00
Earnings and profits ................................................. 140.00

Attributable to dividend to which
section 902(b)(2) does not apply
(attributable to amounts included
in N Corporation’s gross income
under section 951 with respect to
C Corporation) ($45¥ ($45×.20)) $36.00

Attributable to amounts to which
section 902(b)(1) does not apply
(Attributable to amounts included
in N Corporation’s gross income
under section 951 with respect to
B Corporation)
($100¥($100×.20)) ..................... 80.00

Attributable to other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income with respect to B or
C Corporation) ............................. 24.00

Earnings and profits after exclusion for amounts to
which section 902(b)(1) does not apply (attrib-
utable to amounts included in N Corporation’s
gross income under section 951 with respect to
B Corporation) ($140¥$80) ................................. $60.00

Earnings and profits after exclusion for amounts to
which sections 902(b)(1) and 902(b)(2) do not
apply (attributable to amounts included in N Cor-
poration’s gross income under section 951 with
respect to B or C Corporation) ($60¥$36) ......... 24.00

Amount required to be included in N Corporation’s
gross income under section 1951 with respect to
A Corporation ....................................................... None

Dividend to N Corporation ....................................... $130.00
Dividend to which section 902(b)(2)

does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion) .............................................. $36.00

Dividend to which section 902(b)(1)
does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to B Corpora-
tion) .............................................. 80.00

Dividend to which section 902(a)
does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to A Corpora-
tion) .............................................. 0

Dividend from other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income with respect to A,
B, or C Corporation) .................... 14.00

N Corporation (domestic corporation):

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) and § 1.960–1(c)
with respect to C Corporation ($50/$105×$45) .... $21.43

(for formula see § 1.960–2(g)(2)(i)(A))
Foreign income taxes deemed paid by N Corpora-

tion under section 960(a)(1) with respect to B
Corporation (allocation of earnings and profits
being made in accordance with § 1.960–1(c)(3)
and § 1.960–2(e)) (Separate tax rate applicable
to dividend received by B Corporation) ............... 65.53

Taxes paid by B corporation (for formula
see § 1.960–2(g)(2)(ii) (A)(2)):
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Amount included in N Corporation s
gross income under tion with

respect to B Corporation

Earnings and profits of B Corporation
not included in N Corporation s gross
income under tion with respect

to C Corporation or lower tiers

Tax paid by B Corporation on earnings
not included in N Corporation s gross
income with respect to C Corporation

or lower tiers

'

'

'
sec

sec

951

951

×

($100/$157.50×$92.50) ................... $58.73
Taxes (of C Corporation) deemed

paid by B Corporation under sec-
tion 902(b)(2) which are deemed
paid by N Corporation under sec-
tion 960(a)(1) ($100/
$157.50×$10.71) .......................... 6.80

(for formula see § 1.960–
2(g)(2)(ii)(B)(1))

Total taxes deemed paid by N Corpora-
tion under section 960(a)(1) .................. $86.96

Foreign income taxes deemed paid by N Corpora-
tion under section 902(a):

Taxes paid by A Corporation ($130/
$140×$35) .................................... $32.50

(for formula see § 1.960–
2(g)(1)(iii)(A)(1))

Taxes paid by B Corporation deemed paid by
A Corporation (Separate tax rate applicable
to dividend received by B Corporation allo-
cation required by § 1.960–2(e)) (for formula
see § 1.960–2(g)(1)(iii)(B)(2) (i) and (ii)):

Tax paid by B Corporation on earn-
ings previously taxed with re-
spect to C Corporation or lower
tiers which is deemed paid by N
Corporation:

Portion of dividend to N Corporation which
is from earnings included in N Corporation s
gross income under tion with respect

to C Corporation or lower tiers

Earnings and profits of A Corporation
included in N Corporation s gross

income under tion with
respect to C Corporation or lower tiers

Tax paid by B Corporation on
earnings previously taxed with

respect to C Corporation or
lower tiers which is deemed

paid by A Corporation

'

'

sec

sec

951

951

×

($36/$36×$5) ................................... $5.00

Tax paid by B Corporation on earn-
ings not previously taxed with re-
spect to C Corporation or lower
tiers which is deemed paid by N
Corporation:

Portion of dividend to N Corporation
which is from earnings not included in

N Corporation s gross income under
tion with respect to

A Corporation or lower tiers

Earnings and profits of A Corporation
not included in N Corporation s gross
income under tion with respect

to B Corporation or lower tiers

Tax paid by B Corporation on earnings
not previously taxed with respect to

C Corporation or lower tiers which is
deemed paid by A Corporation

'

'

sec

sec

951

951

×

($14/$24×$17.62) ............................ $10.28
Taxes (of C Corporation) deemed

paid by B Corporation deemed
paid by A Corporation ($14/
$24×$2.04) ................................... 1.19

(for formula see § 1.960–
2(g)(1)(iii)(C)(1))

Total taxes deemed paid by N Corpora-
tion under section 902(a) ....................... $48.97

Total foreign income taxes deemed paid
by N Corporation under section 901 ..... 135.93
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Example 10. The facts are the same as in ex-
ample 9 except that A Corporation has other
earnings and profits of $200 in 1978 and coun-
try X imposes a tax of 50 percent on A Cor-
poration’s other earnings and profits. A Cor-
poration distributes $200 of its earnings and
profits to N Corporation in 1978. The foreign
income taxes paid by N Corporation under
sections 960 (a)(1) and 902 (a) are determined
as follows on the basis of the facts assumed:

C Corporation (third-tier corporation):

Pretax earnings and profits ...................................... $150.00
Foreign income taxes paid by C Corporation (30%) 45.00
Earnings and profits ................................................. 105.00
Amount required to be included in gross income of

N Corporation under section 951 with respect to
C Corporation ....................................................... $50.00

Dividend to B Corporation ....................................... 75.00
Dividend to which section 902(b)(2)

does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion) .............................................. 50.00

Dividend to which section 902(b)(2)
applies (attributable to amounts
not included in N Corporation’s
gross income under section 951
with respect to C Corporation) .... 25.00

Amount of foreign income taxes of C Corporation
deemed paid by B Corporation under section
902(b)(2) and § 1.960–2(b) ($25/$105×$45) ........ 10.71

(for formula see § 1.960–2(g)(1)(i)(A))

B Corporation (second-tier corporation):

Pretax earnings and profits:
Dividend from C Corporation .......... $75.00
Other earnings and profits .............. 225.00

Total pretax earnings and profits .............. $300.00

Foreign income taxes of B Corporation ................... $97.50
On dividends received from C Cor-

poration to which section
902(b)(2) does not apply (attrib-
utable to amounts included in N
Corporation’s gross income
under section 951 with respect to
C Corporation) ($50×.10) ............ $5.00

On dividend from C Corporation to
which section 902(b)(2) applies
(attributable to amounts not in-
cluded in N Corporation’s gross
income under section 951 with
respect to C Corporation)
($25×.10) ..................................... 2.50

On other income of B Corporation
($225×.40) ................................... 90.00

Earnings and profits ................................................. $202.50
Attributable to dividend to which

section 902(b)(2) does not apply
(attributable to amounts included
in N Corporation’s gross income
under section 951 with respect to
C Corporation) ($50–$5) ............. $45.00

Attributable to dividend from C Cor-
poration to which section
902(b)(2) applies (attributable to
amounts not included in N Cor-
poration’s gross income under
section 951 with respect to C
Corporation) ($25–$2.50) ............ 22.50

Attributable to other income of B
Corporation ($225–$90) .............. 135.00

Earnings and profits after exclusion of amounts at-
tributable to dividend to which section 902(b)(2)
does not apply (attributable to amounts included
in N Corporation’s gross income under section
951 with respect to C Corporation) ($202.50–
$45) ...................................................................... 157.50

Amount required to be included in N Corporation’s
gross income under section 951 with respect to
B Corporation ....................................................... 100.00

Dividend paid by B Corporation ............................... 175.00
Dividend to which section 902(b)(2)

does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to C Corpora-
tion) .............................................. $45.00

Dividend to which section 902(b)(1)
does not apply (attributable to
amounts included in N Corpora-
tion’s gross income under section
951 with respect to B Corpora-
tion) .............................................. 100.00

Dividend from other earnings and
profits (attributable to amounts
not included in N Corporation’s
gross income with respect to B or
C Corporation) ............................. 30.00

Foreign income taxes of B Corporation deemed
paid by A Corporation under section 902(b)(1)
with allocation required by § 1.960–2 (e):

($45/$45×$5) ..................................................... 5.00
($30/$157.50×$92.50) ....................................... 17.62
(for formula see § 1.960–2(g)(1)(ii)(A)(2) (i)

and (ii))
Foreign income taxes (of C Corporation) deemed

paid by B Corporation deemed paid by A Cor-
poration under section 902(b)(1): ($30/$157.50 ×
$10.71) 2.04

(for formula see § 1.960–2(g)(1)(ii)(B)(1))

A Corporation (first-tier corporation):

Pretax earnings and profits:
Dividend from B Corporation .......... $175.00
Other earnings and profits .............. 200.00

Total pretax earnings and profits .............. $375.00
Foreign income taxes paid by A Corporation .......... 135.00

On dividend received from B Cor-
poration to which section
902(b)(2) does not apply (attrib-
utable to amounts included in N
Corporation’s gross income
under section 951 with respect to
C Corporation) ($45×.20) ............ 9.00

On dividend received from B Cor-
poration to which section
902(b)(1) does not apply (attrib-
utable to amounts included in N
Corporation’s gross income
under section 951 with respect to
B Corporation) ($100×.20) ........... 20.00

On dividend from B Corporation at-
tributable to B Corporation’s
other earnings and profits (attrib-
utable to amounts not included in
N Corporation’s gross income
with respect to B or C Corpora-
tion) ($30×.20) ............................. 6.00

On other income of A Corporation
($200×.50) ................................... 100.00

Earnings and profits ................................................. 240.00
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Attributable to dividend to which
section 902(b)(2) does not apply
(attributable to amounts included
in N Corporation’s gross income
under section 951 with respect to
C Corporation) ($45¥$9) ............ 36.00

Attributable to dividend to which
section 902(b)(1) does not apply
(attributable to amounts included
in N Corporation’s gross income
with respect to B Corporation)
($100¥$20) ................................. 80.00

Attributable to other earnings and
profits of A Corporation (attrib-
utable to amounts not included in
N Corporation’s gross income
with respect to A, B, or C Cor-
poration)
[($30¥$6)+($200¥$100)] ........... 124.00

Amount required to be included in N Corporation’s
gross income under section 951 with respect to
A Corporation ....................................................... None

Earnings and profits after exclusion of amounts at-
tributable to dividend to which section 902(b)(1)
does not apply (attributable to amounts included
in N Corporation’s gross income under section
951 with respect to B Corporation) ...................... 160.00

Earnings and profits after exclusion of amounts at-
tributable to dividend to which sections 902(b)(1)
and 902(b)(2) do not apply (attributable to
amounts included in N Corporation’s gross in-
come under section 951 with respect to B and C
Corporation) .......................................................... 124.00

Dividend to N Corporation ....................................... 200.00
Dividend attributable to amounts to

which section 902(b)(2) does not
apply (attributable to amounts in-
cluded in N Corporation’s gross
income under section 951 with
respect to C Corporation) ............ $36.00

Dividend attributable to amounts to
which section 902(b)(1) does not
apply (attributable to amounts in-
cluded in N Corporation’s gross
income with respect to B Cor-
poration) ....................................... 80.00

Dividend attributable to amounts to
which section 902(a) does not
apply (attributable to amounts in-
cluded in N Corporation’s gross
income under section 951 with
respect to A Corporation) ............ 0

Dividend attributable to A Corpora-
tion’s other earnings and profits
(attributable to amounts not in-
cluded in N Corporation’s gross
income under section 951 with
respect to A, B, or C Corpora-
tion) .............................................. $84.00

N Corporation (domestic corporation).

Foreign income taxes deemed paid by N Corpora-
tion under section 960(a)(1) and § 1.960–1(c)
with respect to C Corporation ($50/$150×$45) .... $21.43

(for formula see § 1.960–2(g)(2)(i)(A))
Foreign income taxes deemed paid by N Corpora-

tion under section 960(a)(1) with respect to B
Corporation (allocation of earning and profits
being made in accordance with § 1.960–1(c)(3)
and § 1.960–2(e)) ................................................. 65.53

Taxes paid by B Corporation ($100/
$157.50×$92.50) .......................... $58.73

(for formula see § 1.960–
2(g)(2)(ii)(A)(2))

Taxes deemed paid by B Corpora-
tion ($100×$157.50×$10.71) ....... 6.80

(for formula see § 1.960–
2(g)(2)(ii)(B)(1))

Total taxes deemed paid by N Corpora-
tion under section 960(a)(1) .................. 86.96

Foreign income taxes deemed paid by N Corpora-
tion under section 902(a) (separate tax rate ap-
plicable to dividends received by A Corporation
allocation required by § 1.960–2(e)) (for formula
see § 1.960–2(g)(1)(iii)(A)(2) (i) and (ii)):

Tax paid by A Corporation on earnings pre-
viously taxed with respect to B Corporation
or lower tiers which is deemed paid by N Cor-
poration:

Portion of dividend to N Corpora
tion which is from earnings included

in N Corporation s gross income
under tion with respect to B

Corporation or lower tiers

Earnings and profits of A Corporation
included in N Corporation s gross

income under tion with respect
to B Corporation or lower tiers

Tax paid by A Corporation on dividends
received by A Corporation from
earnings included in N Corpora

tion s gross income with respect to
B Corporation or lower tiers

-

'

'

-
'

sec

sec

951

951

×

($116/$116×$29) ............................. $29.00

Tax paid by A Corporation on earn-
ings not previously taxed with re-
spect to B Corporation or lower
tiers which is deemed paid by N
Corporation:
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Portion of dividend to N Corporation
which is from earnings not included

in N Corporation s gross income
under tion with respect to A

Corporation or lower tiers

Earnings and profits of A Corporation
not included in N Corporation s gross
income under tion with respect

to B Corporation or lower tiers

Tax paid by A Corporation on earnings
not included in N Corporation s gross
income with respect to B Corporation

or lower tiers

'

'

'
sec

sec

951

951

×

($84/$124×$106) ............................. $71.81

Taxes (paid by B Corporation)
deemed paid by A Corporation
allocation required by § 1.960–
2(e):

($36/$36×$5) ................................... 5.00
($84/$124×$17.62) .......................... 11.94
(for formula see § 1.960–

2(g)(1)(iii)(B)(2) (i) and (ii))

Taxes (of C Corporation) deemed
paid by B Corporation deemed
paid by A Corporation ($84/
$124×$2.04) ................................. 1.38

(for formula see § 1.960–
2(g)(1)(iii)(C)(1))

Total taxes deemed paid by N Corpora-
tion under section 902(a) credit ............. $119.13

Total foreign income taxes deemed paid
by N Corporation under section 901 ..... 206.09

(g) Formulas. This paragraph contains
formulas for determining a domestic
corporation’s section 902 and 960 cred-
its when amounts distributed through

a chain of ownership have been in-
cluded in whole or in part in the gross
income of a domestic corporation
under section 951 with respect to first-
, second-, third-, or lower-tier corpora-
tions.

(1) Determination of the section 902
credit—(i) Section 902(b)(2) credit. If the
second-tier corporation receives a divi-
dend from a third-tier corporation at-
tributable in whole or in part to
amounts included in a domestic cor-
poration’s gross income under section
951 with respect to the third- or lower-
tier corporations, the second-tier cor-
poration’s credit for taxes paid by the
third-tier corporation under section
902(b)(2) is determined as follows:

(A) If the effective rate of tax on
dividends received by the third-tier
corporation is the same as the effective
rate of tax on its other earnings and
profits—

Dividend to ond tier corporation less portion of
dividend from earnings included in domestic
corporation s gross income under tion

with respect to third tier corporation

Earnings and profits of third tier corporation
Taxes paid by

third tier corporation

sec

sec

-

'
-

- -

951

×

(B) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-
fective rate of tax on its other earnings
and profits—

(1) Credit for tax paid by third-tier
corporation on earnings included in do-
mestic corporation’s gross income with
respect to fourth- or lower-tier cor-
porations—
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Portion of dividends to ond tier corporation which is
from earnings included in domestic corporation s gross

income under tion with respect to fourth or
lower tier corporations

Earnings and profits of third tier corporation included in
domestic corporation s gross income under tion

with respect to fourth or lower tier corporations

Tax paid by third tier
corporation on dividend

received by third tier
corporation from

earnings included in
domestic corporation s

sec

sec

sec

-
'

-
-

-
'

- -

-

-

'

951

951

×

grossgross income with
respect to fourth or

lower tier corporations
-

-

(2) Credit for tax paid by third-tier
corporation on earnings not included in
domestic corporation’s gross income

with respect to fourth- or lower-tier
corporations—

Portion of dividend to ond tier corporation
which is from earnings not included in domestic

corporation s gross income under tion
with respect to third or lower tier corporations

Earnings and profits of third tier corporation
not included in domestic corporation s gross

income under tion with respect
to fourth or lower tier corporations

Tax paid by third tier
corporation on earnings
not included in domestic

corporation s gross in
come with

sec

sec

sec

-

'
- -

-
'

- -

-

' -

951

951

×
respectrespect to

fourth or lower tier
corporations

- -

(ii) Section 902(b)(1) credit. If the first-
tier corporation receives a dividend
from a second-tier corporation attrib-
utable in a whole or in part to amounts
included in a domestic corporation’s
gross income under section 951 with re-
spect to the second- or lower-tier cor-
porations, the first-tier corporation’s
credit for taxes paid and deemed paid
by the second-tier corporation under

section 902(b)(1) is determined as fol-
lows:

(A) Taxes paid by the second-tier cor-
poration which are deemed paid by the
first-tier corporation—(1) If the effective
rate of tax on dividends received by the
second-tier corporation is the same as
the effective rate of tax on its other
earnings and profits—

Dividend to first tier corporation less portion of
dividend from earnings included in domestic
corporation s gross income under tion

with respect to ond tier corporation

Earnings and profits of ond tier corporation
Taxes paid by ond tier

corporation

-

'
-

-
-

sec
sec

sec
sec

951

×

(2) If the effective rate of tax on divi-
dends received by the second-tier cor-
poration is higher or lower than the ef-
fective rate of tax on its other earnings
and profits—

(i) Credit for tax paid by second-tier
corporation on earnings previously
taxed with respect to third- or lower-
tier corporations—
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Portion of dividend to first tier corporation which is
from earnings included in domestic corporation s
gross income under tion with respect to

third or lower tier corporations

Earnings and profits of ond tier corporation
included in domestic corporation s gross income
under section with respect to third or lower

tier corporations

Tax paid by ond tier
corporation on dividend
received by ond tier
corporation from earn

ings included in

-
'

- -

-
'

- -

-

-
-

sec

sec

sec

sec951

951

× domesticdomestic
corporation s gross income

with respect to third or
lower tier corporations

'
-

-

(ii) Credit for tax paid by second-tier
corporation on earnings not previously

taxed with respect to third- or lower-
tier corporations—

Portion of dividend to first tier corpora
tion which is from earningsnot included
in domesticcorporation sgross income

under tion with respect to
ond or lower tier corporations

Earningsand profitsof ond tier cor
poration not included in domesticcor
poration sgross income under tion

with respect to third or lower tier
corporations

Tax paid by ond tier corporation on
earningsnot included in domestic
corporation sgross income

- -

- -

- -
-

- -

-
'

sec
sec

sec

' sec

sec

'

951

951

× withwith
respect to third or lower tier

corporations
- -

(B) Taxes deemed paid by the second-
tier corporation which are deemed paid by
the first-tier corporation— (1) If the ef-
fective rate of tax dividends received

by the third-tier corporation is the
same as the effective rate of tax on its
other earnings and profits—

Dividend to first tier corporation less
portion of dividend from earningsincluded

in domesticcorporation sgross income
under tion with respect to

ond and third tier corporations

Earningsand profitsof ond tier corporation
lessearningsand profitsattributable toamounts

included in domesticcorporation sgross
income under tion

with respect to third tier corporation

Taxes paid by third tier
corporation which are deemed

paid by ond tier corporation

-

- -

-

-

-

-

'
sec

sec

sec

'
sec

sec

951

951

×

(2) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-
fective rate of tax on its other earnings
and profits—

(i) Credit for tax paid by third-tier
corporation on earnings previously
taxed with respect to fourth- or lower-
tier corporations—
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Portion of dividend to first tier corporation
which is from earningsincluded in domestic

corporation sgross income under
tion with respect to

fourth or lower tier corporations

Earningsand profitsof ond tier cor
porations included in domesticcorporation s
gross income under tion with respect

to fourth or lower tier corporations

Tax paid by third tier corporation
on earnings previously taxed with

respect to fourth or lower tier
corporations which is

-

- -

- -

- -

-

- -

'
sec

sec
'

sec

951

951

×
deemeddeemed paid

by ond tier corporationsec -

(ii) Credit for tax paid by third-tier
corporation on earnings not previously

taxed with respect to fourth- or lower-
tier corporations—

Portion of dividend to first tier corporation
which is from earningsnot included in
domesticcorporation sgross income

under tion with respect to
ond or lower tier corporations

Earningsand profitsof ond tier cor
poration not included in domestic
corporation sgross income under

tion with respect to third
or lower tier corporations

Tax paid by third tier corporation
on earningsnot previously taxed
with respect to fourth or lower

tier corporatio

-

- -

- -

-
-

-

- -

'
sec

sec

sec

'
sec

951

951

× nsns which is
deemed paid by ond tier

corporation
sec -

(iii) Section 902(a) credit. If the domes-
tic corporation receives a dividend
from a first-tier corporation attrib-
utable in whole or in part to amounts
included in a domestic corporation’s
gross income under section 951 with re-
spect to the first- or lower-tier cor-
porations, the domestic corporation’s
credit for taxes paid and deemed paid

by the first-tier corporation under sec-
tion 902(a) is determined as follows:

(A) Taxes paid by the first-tier corpora-
tion which are deemed paid by domestic
corporation—(1) If the effective rate of
tax on dividends received by the first-
tier corporation is the same as the ef-
fective rate of tax on its other earnings
and profits—

Dividend to domesticcorporation less
portion of dividend from earnings
included in domesticcorporation s

gross income under tion with
respect to first tier corporation

Earningsand profitsof first tier
corporation

Taxes paid by first tier corporation

'
sec 951

-

-
-×

(2) If the effective rate of tax on divi-
dends received by the first-tier cor-
poration is higher or lower than the ef-
fective rate of tax on its other earnings
and profits—

(i) Credit for tax paid by first-tier
corporation on earnings previously
taxed with respect to second- or lower-
tier corporations—
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Portion of dividend to domesticcorpora
tion which is from earningsincluded

in domesticcorporation sgross income
under tion with respect to

ond or lower tier corporations

Earningsand profitsof first tier corpora
tion included in domesticcorporation s
gross income under tion with

respect to ond or lower tier
corporations

Tax paid by first tier corporation on
dividends received by first tier cor
poration from earningsincluded in

domesticcorporation

-

- -

- -

- -

-
- -

'
sec

sec

'
sec

sec

951

951

× ''
sec
sgross in

come with respect to ond or
lower tier corporations

-
-

-

(ii) Credit for tax paid by first-tier
corporation on earnings not previously

taxed with respect to second- or lower-
tier corporations—

Portion of dividend to domesticcorpora
tion which is from earningsnot included
in domesticcorporation sgross income

under tion with respect to
first or lower tier corporations

Earningsand profitsof first tier corpora
tion not included in domesticcorporation s

gross income under tion with
respect to ond or lower tier

corporations

Tax paid by first tier corporation on
earningsnot included in domestic
corporation sgross income with
respect to ond

-

- -

- -

- -

-
'

sec

'
sec

sec

'
sec

951

951

×
-- -or lower tier

corporations

(B) Taxes (paid by second-tier corpora-
tion) deemed paid by first-tier corporation
which are deemed paid by domestic cor-
poration—(1) If the effective rate of tax

on dividends received by the second-
tier corporation is the same as its tax
rate on other earnings and profits—

Dividend to domesticcorporation less por
tion of dividend from earningsincluded
in domesticcorporation sgross income

under tion with respect to
first and ond tier corporations

Earningsand profitsof first tier corpora
tion lessearningsand profitsattributable to
amounts included in domesticcorporation s

gross income under tion with
respect to ond tier corporation

Taxes paid by ond tier corpora
tion which are deemed paid by

first tier corporatio

-

- -

- -

-

- -

-

'
sec

sec

'
sec

sec

sec
951

951

×
nn

(2) If the effective rate of tax on divi-
dends received by the second-tier cor-
poration is higher or lower than the ef-
fective rate of tax on its other earnings
and profits—

(i) Credit for tax paid by second-tier
corporation on earnings previously
taxed with respect to third-tier or
lower-tier corporations—
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Portion of dividend to domesticcorpora-
tion which is from earningsincluded in
domesticcorporation'sgross income

under section 951with respect to
third-or lower-tier corporations

Earningsand profitsof first-tier corpora-
tion included in domesticcorporation's
gross income under section 951with

respect to third-or lower-tier
corporations

Tax paid bysecond-tier corpora-
tion on earnings previously taxed

with respect to third-or lower-
tier corporations which is

deemed paid

×

byby first-tier corporation

(ii) Credit for tax paid by second-tier
corporation on earnings not previously

taxed with respect to third- or lower-
tier corporations—

Portion of dividend to domesticcorpora
tion which is from earningsnot included
in domesticcorporation sgross income

under tion with respect to
first or lower tier corporations

Earningsand profitsof first tier corpora
tion not included in domesticcorporation s

gross income under tion with
respect to ond or lower tier

corporations

Tax paid by ond tier corporation
on earningsnot previously taxed
with respect to third or lower

tier corporations

-

- -

- -

- -

-

- -

'
sec

'
sec

sec

sec
951

951

× whichwhich is
deemed paid by first tier

corporation
-

(C) Taxes (of third-tier corporation)
deemed paid by first-tier corporation
which are deemed paid by domestic cor-
poration—(1) If the effective rate of tax

on dividends received by the third-tier
corporation is the same as the effective
rate of tax on its other earnings and
profits—

Dividend to domesticcorporation less
portion of dividend from earnings
included in domesticcorporation s

gross income under tion
with respect to first ond
and third tier corporations

Earningsand profitsof first tier corpora
tion lessearningsand profitsattributable
toamounts included in domesticcorpora

tion sgross income with respect to
ond and third tier corporations

Taxesdeemed paid by ond tier
corporation which are deemed
paid by first tier corporatio

'
sec

sec

'
sec

sec

951
- -

-

- -

-

- -

-

-
×

nn

(2) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—

(i) Credit for tax (of third-tier cor-
poration) deemed paid by second-tier
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corporation on earnings previously
taxed with respect to fourth- or lower-
tier corporations—

Portion of dividend to domesticcorporation
which is from earningsincluded in

domesticcorporation sgross income
under tion with respect to
fourth or lower tier corporations

Earningsand profitsof first tier corpora
tion included in domesticcorpora
tion sgross income under tion

with respect to fourth or
lower tier corporations

Tax deemed paid by ond tier
corporation on earnings previ

ously taxed with respect to
fourth or lower tier cor

porations

'
sec

' sec

sec
951

951

- -

- -
-

-
-

-
-

- - -×
whichwhich isdeemed

paid by first tier corporation-

(ii) Credit for tax (of third-tier cor-
poration) deemed paid by second-tier
on earnings not previously taxed with

respect to fourth- or lower-tier cor-
porations—

Portion of dividend to domestic corporation
which is from earnings not included in
domestic corporation s gross income

under tion with respect to
first

corpora
not included in domestic corpa

tion s gross income under tion
with respect to ond

Tax deemed paid by ond tier
on earnings not pre

viously taxed with respect to
fourth lower

'
sec

' sec
sec

sec
951

951

- or lower-tier corporations

Earnings and profits of first-tier -
tion -

-  or
lower-tier corporations

-
corporation -

-  or -× tiertier corp
porations which is deemed

paid by first tier corporation

-

-

(2) Determination of domestic corpora-
tion’s section 960 credit for amounts in-
cluded in its gross income with respect to
a first-, second-, or third-tier corporation
which has received a distribution pre-
viously included in the gross income of a
domestic corporation under section 951—
(i) Third-tier credit. If a domestic cor-
poration is required to include an
amount in its gross income under sec-
tion 951 with respect to a third-tier
corporation which has received a dis-
tribution from a fourth-tier corpora-

tion of amounts included in a domestic
corporation’s gross income under sec-
tion 951 with respect to the fourth- or
lower-tier corporations, the domestic
corporation’s credit for taxes paid by
the third-tier corporation under sec-
tion 960(a)(1) is determined as follows:

(A) If the effective rate of tax on
dividends received by the third-tier
corporation is the same as the effective
rate of tax on its other earnings and
profits—
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Amount included in domestic corporation s
gross income under tion with

respect to third tier corporation

Earnings and profits of
third tier corporation

Taxes paid by third tier corporation

'
sec 951

-

-

-×

(B) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—

Amount included in domestic corporation s
gross income under tion with

respect to third tier corporation

Earnings and profits of third tier
corporation not included in domestic

corporation s gross income under tion
with respect to fourth or lower tier

corporations

Tax paid by third tier corporation
on earnings not included in
domestic corporation s gross

income with respect to fourth
or lower tier corporations

'
sec

' sec

'

951

951

-

-

- -

-

-
-

×

(ii) Second-tier credit. If a domestic
corporation is required to include an
amount in its gross income under sec-
tion 951 with respect to a second-tier
corporation which has received a dis-
tribution from a third-tier corporation
of amounts included in a domestic cor-
poration’s gross income under section
951 with respect to the third- or lower-
tier corporations, the domestic cor-
poration’s credit for taxes paid and

deemed paid by the second-tier cor-
poration under section 960(a)(1) is de-
termined as follows:

(A) Credit for taxes paid by the second-
tier corporation which are deemed paid by
the domestic corporation.

(1) If the effective rate of tax on divi-
dends received by the second-tier cor-
poration is the same as the effective
rate of tax on its other earnings and
profits—

Amount included in domestic corporation s
gross income under tion with

respect to ond tier corporation

Earning and profits of
ond tier corporation

Taxes paid by ond tier corporation

'
sec

sec

sec

sec

951
-

-

-×

(2) If the effective rate of tax on divi-
dends received by the second-tier is
higher or lower than the effective rate

of tax on its other earnings and prof-
its—
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Amount included in domestic corporation s
gross income under tion with

respect to ond tier corporation

Earnings and profits of ond tier
corporation not included in domestic

corporation sgross income under tion
with respect to third or lower tier

corporations

Tax paid by ond tier
corporation on earnings not

included in domestic
corporation s gross income

with respect to third or
lower tier corporations

'
sec

sec

sec

' sec

sec

'

951

951

-

-

- -

-

-
-

×

(B) Credit for taxes (of the third-tier
corporation) deemed paid by the second-
tier corporation under section 902(b)(2)—
(1) If the effective rate of tax on divi-

dends received by the third-tier cor-
poration is the same as the effective
rate of tax on its other earnings and
profits—

Amount included in domestic corporation s
gross income under tion with

respect to ond tier corporation

Earnings and profits of ond tier
corporation less earnings and profits
attributable to amounts included in
domestic corporation s gross income
with respect to third tier corporation

Taxes paid by third tier corporation
which are deemed paid by

ond tier corporation

'
sec

sec

sec

'

sec

951
-

-

-

-

-
×

(2) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—

Amount included in domestic corporation's
gross income under section 951 with

respect to second-tier corporation

Earnings and profits of second-tier
corporation not included in domestic

corporation's gross income under
section 951 with respect to third- or

lower-tier corporation

Tax paid by third-tier corporation
on earnings not previously taxed
with respect to fourth- or lower-
tier corproations which is deemed

paid by second-tier corporation

×

(iii) First-tier credit. If a domestic cor-
poration is required to include
amounts in its gross income under sec-
tion 951 with respect to a first-tier cor-
poration which has received a distribu-
tion from a second-tier corporation of
amounts included in a domestic cor-
poration’s gross income under section
951 with respect to the second- or
lower-tier corporations, the domestic
corporation’s credit for taxes paid and

deemed paid by the first-tier corpora-
tion under section 960(a)(1) shall be de-
termined as follows:

(A) Credit for taxes paid by the first-tier
corporation.

(1) If the effective rate of tax on divi-
dends received by the first-tier cor-
poration is the same as the effective
rate of tax on its other earnings and
profits—
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Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier corporations
Taxes paid by first tier corporation

'
sec 951

-

-
-×

(2) If the effective rate of tax on divi-
dends received by the first-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—

Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier
corporation not included in domestic

corporation s gross income under tion
with respect to ond or
lower tier corporations

Tax paid by first tier corpora
tion on earnings not included

in domestic corporation s gross
income with respect to ond

or lower tier corporations

'
sec

' sec
sec

'
sec

951

951

-

-

-
-

- -

-
-

×

(B) Credit for taxes paid by the second-
tier corporation deemed paid by the first-
tier corporation under section 902(b)(1).

(1) If the effective rate of tax on divi-
dends received by the second-tier cor-

poration is the same as the effective
rate of tax on its other earnings and
profits—

Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier
corporation lessearningsand profits
attributable toamounts included in

domesticcorporation sgross income
under tion with respect to

ond tier corporations

Tax paid by ond tier cor
poration which are deemed
paid by first

'
sec

'
sec

sec

sec
951

951

-

-

-

- -

-tier corporation
×

(2) If the effective rate of tax on divi-
dends received by the second-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—
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Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier
corporation not included in

domestic corporation s gross income
under tion with respect to

ond or lower tier corporations

Tax paid by ond tier corpora
tion on earnings not previously
taxed with respect to third or
lower tier corporations which
is deemed paid by first tier

corporation

'
sec

'
sec

sec

sec
951

951

-

-

- -

- -

-
-

-

×

(C) Credit for taxes (of the third-tier
corporation) deemed paid by the second-
tier corporation which are deemed paid by
first-tier corporation under section
902(b)(1).

(1) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is the same as the effective
rate of tax on its other earnings and
profits—

Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier
corporation less earnings and profits
attributable to amounts included in
domestic corporation s gross income

with respect to ond and
third tier corporation

Taxes deemed paid by ond tier
corporation which are deemed
paid by first tier corporation

'
sec

'
sec

sec
951

-

-

-
-

-

-
×

(2) If the effective rate of tax on divi-
dends received by the third-tier cor-
poration is higher or lower than the ef-

fective rate of tax on its other earnings
and profits—

Amount included in domestic corporation s
gross income under tion with

respect to first tier corporation

Earnings and profits of first tier
corporation not included in domestic

corporation s gross income under tion
with respect to ond or
lower tier corporation

Tax deemed paid by ond tier
corporation on earnings not

previously taxed with respect
to fourth or lower tier

corporations which is deemed
paid by first tier corporation

'
sec

' sec
sec

sec
951

951

-

-

-
-

-

- -

-

×

[T.D. 7120, 36 FR 10854, June 4, 1971; 36 FR
11924, June 23, 1971, as amended by T.D. 7334,
39 FR 44212, Dec. 23, 1974; 40 FR 1014, Jan. 6,
1975; 40 FR 2802, Jan. 16, 1975; T.D. 7649, 44 FR
60089, Oct. 18, 1979; T.D. 7843, 47 FR 50476,
Nov. 8, 1982; 47 FR 55477, Dec. 10, 1982]

§ 1.960–3 Gross-up of amounts included
in income under section 951.

(a) General rule for including taxes in
income. Any taxes deemed paid by a do-
mestic corporation for the taxable year
pursuant to section 960(a)(1) shall, ex-
cept as provided in paragraph (b) of
this section, be included in the gross
income of such corporation for such
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year as a dividend pursuant to section
78 and § 1.78–1.

(b) Certain taxes not included in in-
come. Any taxes deemed paid by a do-
mestic corporation for the taxable year
pursuant to section 902(a) or section
960(a)(1) shall not be included in the
gross income of such corporation for
such year as a dividend pursuant to
section 78 and § 1.78–1 to the extent that
such taxes are paid or accrued by the
first-, second-, or third-tier corpora-
tion, as the case may be, on or with re-
spect to an amount which is excluded
from the gross income of such foreign
corporation under section 959(b) and
§ 1.959–2 as distributions from the earn-
ings and profits of another controlled
foreign corporation attributable to an
amount which is, or has been, required
to be included in the gross income of
the domestic corporation under section
951.

(c) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B. All such corporations use the cal-
endar year as the taxable year. For 1978, B
Corporation, after having paid $20 of foreign
income taxes, has $80 in earnings and profits,
which are attributable to the amount re-
quired to be included in N Corporation’s
gross income for such year under section 951
with respect to B Corporation and all of
which are distributed to A Corporation in
such year. The dividend so received from B
Corporation is excluded from A Corpora-
tion’s gross income under section 959(b) and
§ 1.959–2. An income tax of 10 percent is re-
quired to be withheld from such dividend by
the foreign country under the laws of which
B Corporation is created, and the foreign
country under the laws of which A Corpora-
tion is created imposes an income tax of $22
on the dividend received from B Corporation.
For 1978, A Corporation’s earnings and prof-
its are $50 ($80¥[0.10×$80]¥$22), which it dis-
tributes in such year to N Corporation. For
1978, N Corporation is required under section
951 to include $80 in gross income with re-
spect to B Corporation and also is required
under the gross-up provisions of section 78 to
include in gross income $20 ($80/$80×$20), the
amount equal to the foreign income taxes of
B Corporation which are deemed paid by N
Corporation under section 960(a)(1). Under
paragraph (b) of this section N Corporation
is not required to include in gross income
the $30 ($8+$22) of foreign income taxes which

are paid by A Corporation in connection with
the dividend received from B Corporation
and which are deemed paid by N Corporation
under section 902(a) and paragraph (c) of
§ 1.960–2.

Example 2. Domestic corporation N owns
all the one class of stock of controlled for-
eign corporation A, which owns all the one
class of stock of controlled foreign corpora-
tion B, which in turn owns all the one class
of stock of controlled foreign corporation C.
All such corporations use the calendar year
as the taxable year. For 1978, C Corporation,
after having paid $20 of foreign income taxes,
has $80 in earnings and profits, which are at-
tributable to the amount required to be in-
cluded in N Corporation’s gross income for
such year under section 951 with respect to C
Corporation and all of which are distributed
to B Corporation in such year. After having
paid foreign income taxes of $10 on the divi-
dend received from C Corporation, B Cor-
poration distributes the balance of $70 to A
Corporation. After having paid foreign in-
come taxes of $5 on the dividend received
from B Corporation, A Corporation distrib-
utes the balance of $65 to N Corporation. The
dividend so received by B Corporation, and in
turn by A Corporation, is excluded from the
gross income of such corporations under sec-
tion 959(b) and § 1.959–2. Under paragraph (b)
of this section N Corporation is not required
to include in gross income the $15 ($10+$5) of
foreign income taxes which are paid by cor-
porations B and A, respectively, in connec-
tion with the dividend so received and which
are deemed paid by N Corporation under sec-
tion 902(a) and paragraphs (b) and (c) of
§ 1.960–2.

[T.D. 7120, 36 FR 10856, June 4, 1971, as
amended by T.D. 7481, 42 FR 20130, Apr. 18,
1977; T.D. 7649, 44 FR 60089, Oct. 18, 1979; T.D.
7843, 47 FR 50484, Nov. 8, 1982]

§ 1.960–4 Additional foreign tax credit
in year of receipt of previously
taxed earnings and profits.

(a) Increase in section 904(a) limitation
for the taxable year of exclusion—(1) In
general. The applicable limitation
under section 904(a) for a taxpayer’s
taxable year (hereinafter in this sec-
tion referred to as the ‘‘taxable year of
exclusion’’) in which he receives an
amount which is excluded from gross
income under section 959(a)(1) and
which is attributable to a controlled
foreign corporation’s earnings and
profits in respect of which an amount
was required to be included in the gross
income of such taxpayer under section
951(a) for a taxable year (hereinafter in
this section referred to as the ‘‘taxable
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year of inclusion’’) previous to the tax-
able year of exclusion shall be in-
creased under section 960(b)(1) by the
amount described in paragraph (b) of
this section if the conditions described
in subparagraph (2) of this paragraph
are satisfied.

(2) Conditions under which increase in
limitation is allowed for the taxable year
of exclusion. The increase in limitation
described in subparagraph (1) of this
paragraph for the taxable year of ex-
clusion shall be made only if the tax-
payer—

(i) For the taxable year of inclusion
either chose to claim a foreign tax
credit as provided in section 901 or did
not pay or accrue any foreign income
taxes,

(ii) Chooses to claim a foreign tax
credit as provided in section 901 for the
taxable year of exclusion, and

(iii) For the taxable year of exclusion
pays, accrues, or is deemed to have
paid foreign income taxes with respect
to the amount, described in subpara-
graph (1) of this paragraph, which is ex-
cluded from his gross income for such
year under section 959(a)(1).

(b) Amount of increase in limitation for
the taxable year of exclusion. The
amount of increase under section 960
(b)(1) in the applicable limitation
under section 904(a) for the taxable
year of exclusion shall be—

(1) The amount by which the applica-
ble section 904(a) limitation for the
taxable year of inclusion was in-
creased, determined as provided in
paragraph (c) of this section, by reason
of the inclusion of the amount in the
taxpayer’s income for such year under
section 951(a), reduced by

(2) The amount of foreign income
taxes allowed as a credit under section
901 for such taxable year of inclusion
and which were allowable to such tax-
payer solely by reason of the inclusion
of such amount in his gross income
under section 951(a), as determined
under paragraph (d) of this section, and
then by

(3) The additional reduction for such
taxable year of inclusion arising by
reason of increases in limitation under
section 960(b)(1) for taxable years inter-
vening between such taxable year of in-
clusion and such taxable year of exclu-
sion, as determined under paragraph (e)

of this section in respect of such inclu-
sion under section 951(a),
except that the amount of increase de-
termined under this paragraph for the
taxable year of exclusion shall in no
case exceed the amount of foreign in-
come taxes paid, accrued, or deemed to
be paid by such taxpayer for such tax-
able year of exclusion with respect to
the amount, described in paragraph
(a)(1) of this section, which is excluded
from gross income for such year under
section 959(a)(1).

(c) Determination of increase in limita-
tion for the taxable year of inclusion. The
amount of the increase in the applica-
ble limitation under section 904(a) for
the taxable year of inclusion which
arises by reason of the inclusion of the
amount in gross income under section
951(a) shall be the amount of the appli-
cable limitation under section 904(a)
for such year reduced by the amount
which would have been the applicable
limitation under section 904(a) for such
year if the amount had not been in-
cluded in gross income for such year
under section 951(a).

(d) Determination of foreign income
taxes allowed for taxable year of inclusion
by reason of section 951(a) amount. The
amount of foreign income taxes al-
lowed as a credit under section 901 for
the taxable year of inclusion which
were allowable solely by reason of the
inclusion of the amount in gross in-
come for such year under section 951(a)
shall be the amount of foreign income
taxes allowed as a credit under section
901 for such year reduced by the
amount of foreign income taxes which
would have been allowed as a credit
under section 901 for such year if the
amount had not been included in gross
income for such year under section
951(a). For purposes of this paragraph,
the term ‘‘foreign income taxes’’ in-
cludes foreign income taxes paid or ac-
crued, and foreign income taxes
deemed paid under section 902, section
904(d), and section 960(a), for the tax-
able year of inclusion.

(e) Additional reduction for the taxable
year of inclusion arising by reason of in-
creases in limitation for intervening years.
The amount of increase in the applica-
ble limitation under section 904(a) for
the taxable year of inclusion shall also
be reduced, after first deducting the
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foreign income taxes described in para-
graph (b)(2) of this section, by any in-
creases in limitation which arise under
section 960(b)(1)—by reason of any ear-
lier exclusions under section 959(a)(1)
in respect of the same inclusion under
section 951(a) for such taxable year of
inclusion—for the first, second, third,
fourth, etc., succeeding taxable years
of exclusion, in that order, which fol-
low such taxable year of inclusion and
precede the taxable year of exclusion
in respect of which the increase in lim-
itation under section 960(b)(1) and para-
graph (b) of this section is being deter-
mined. The amount of any increase in
limitation which arises under section
960(b)(1) for any such succeeding tax-
able year of exclusion shall be the
amount of foreign income taxes al-
lowed as a credit under section 901 for
each such taxable year reduced by the
amount of foreign income taxes which
would have been allowed as a credit
under section 901 for each such year if
the limitation for each such year were
not increased under section 960(b)(1).
For any such succeeding taxable year
of exclusion for which the taxpayer
does not choose to claim a foreign tax
credit as provided in section 901, the
same increase in limitation under sec-
tion 960(b)(1) shall be treated as having
been made, for purposes of this para-
graph, which would have been made for
such taxable year if the taxpayer had
chosen to claim the foreign tax credit
for such year.

(f) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Domestic corporation N owns
all of the one class of stock of controlled for-
eign corporation A. Corporation A, after pay-
ing foreign income taxes of $30, has earnings
and profits for 1978 of $70, all of which are at-
tributable to an amount required under sec-
tion 951(a) to be included in N Corporation’s
gross income for 1978. Both corporations use
the calendar year as the taxable year. For
1979 and 1980, A Corporation has no earnings
and profits attributable to an amount re-
quired to be included in N Corporation’s
gross income under section 951(a); for each
such year it makes a distribution of $35
(from its earnings and profits for 1978) from
which a foreign income tax of $6 is withheld.
For each of 1978, 1979, and 1980, N Corpora-
tion derives taxable income of $50 from
sources within the United States and claims
a foreign tax credit under section 901, deter-

mined by applying the overall limitation
under section 904(a)(2).

The United States tax payable by N Corpora-
tion is determined as follows, assuming a
corporate tax rate of 48 percent:

1978

Taxable income of N Corporation:
U.S. sources ................................................... $50.00
Sources without the U.S.:

Amount required to be in-
cluded in N Corporation’s
gross income under sec-
tion 951(a) ........................ $70.00

Foreign income taxes
deemed paid by N Cor-
poration under section
960(a)(1) and included in
N Corporation’s gross in-
come under section 78
($30×$70/$70) .................. 30.00 100.00

Total taxable income ............ ................ 150.00

U.S. tax payable for 1978:
U.S. tax before credit ($150×0.48) ................. 72.00
Credit: Foreign income taxes of $30, but not

to exceed overall limitation of $48 for 1978
($100/$150×$72) ......................................... 30.00

U.S. tax payable ............................................. 42.00

1979

Taxable income of N Corporation, consisting of
income from U.S. sources .................................. $50.00

U.S. tax before credit ($50×0.48) .......................... 24.00
Section 904(a)(2) overall limitation for 1979:

Limitation for 1979 before increase under
section 960(b)(1) ($24×$0/$50) .................. 0

Plus: Increase in overall limita-
tion for 1979 under section
960(b)(1):

Amount by which 1978 over-
all limitation was in-
creased by reason of in-
clusion in N Corporation’s
gross income under sec-
tion 951(a) for 1978
($48¥[($50×0.48)×$0/
$50]) ................................. $48.00

Less: Foreign income taxes
allowed as a credit for
1978 which were allow-
able solely by reason of
such section 951(a) inclu-
sion ($30¥$0) .................. 30.00

Balance ................................ 18.00
But: Such balance not to ex-

ceed foreign income taxes
paid by N Corporation for
1979 with respect to $35
distribution excluded
under section 959(a)(1)
($6 tax withheld) ............... 6.00 6.00

Overall limitation for 1979 ............................... 6.00

U.S. tax payable for 1979:
U.S. tax before credit ($50×0.48) ................... 24.00
Credit: Foreign income taxes of $6, but not to

exceed overall limitation of $6 for 1966 ...... 6.00
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1979

U.S. tax payable ............................................. 18.00

1980

Taxable income of N Corporation, consisting of in-
come from U.S. sources ........................................ $50.00

U.S. tax before credit ($50×0.48) .............................. 24.00

Section 904(a)(2) overall limitation for 1980:
Limitation for 1980 before increase under sec-

tion 960(b)(1) ($24×$0/$50) ............................ 0
Plus: Increase in overall limitation for

1980 under section 960(b)(1):
Amount by which 1978 overall

limitation was increased by rea-
son of inclusion in N Corpora-
tion’s gross income under sec-
tion 951(a) for 1978
($48¥[($50×0.48)×$0/$50]) ..... $48.00

Less: Foreign income taxes al-
lowed as a credit for 1978
which were allowable solely by
reason of such section 951(a)
inclusion ($30¥$0) .................. 30.00

Tentative balance ......................... 18.00
Less: Increase in overall limitation

under section 960(b)(1) for
1979 by reason of such section
951(a) inclusion ........................ $6.00

Balance ........................................ 12.00
But: Such balance not to exceed for-

eign income taxes paid by N Cor-
poration for 1980 with respect to
$35 distribution excluded under
section 959(a)(1) ($6 tax withheld) 6.00 $6.00

Overall limitation for 1980 ................................... 6.00

U.S. tax payable for 1980:
U.S. tax before credit ($50×0.48) ....................... 24.00
Credit: Foreign income taxes of $6, but not to

exceed overall limitation of $6 for 1967 .......... 6.00

U.S. tax payable ................................................. 18.00

Example 2. The facts for 1978, 1979, and 1980,
are the same as in example 1, except that in
1977, to which the section 904(a)(2) overall
limitation applies, N Corporation pays $18 of
foreign income taxes in excess of the overall
limitation and that such excess is not ab-
sorbed as a carryback to 1975 or 1976 under
section 904(c). Therefore, there is no increase
under section 960(b)(1) in the overall limita-
tion for 1979 or 1980 since the amount ($48) by
which the 1978 overall limitation was in-
creased by reason of the inclusion in N Cor-
poration’s gross income for 1978 under sec-
tion 951(a), less the foreign income taxes
($48) allowed as a credit which were allow-
able solely by reason of such inclusion, is
zero. The foreign income taxes so allowed as
a credit for 1978 which were allowable solely
by reason of such section 951(a) inclusion
consist of the $30 of foreign income taxes
deemed paid for 1978 under section 960(a)(1)
and the $18 of foreign income taxes for 1977
carried over and deemed paid for 1978 under
section 904(c).

Example 3. (a) Domestic corporation N
owns all the one class of stock of controlled
foreign corporation A, which in turn owns all
the one class of stock of controlled foreign
corporation B. All corporations use the cal-
endar years as the taxable year. Corporation
B, after paying foreign income taxes of $30,
has earnings and profits for 1978 of $70, all of
which is attributable to an amount required
under section 951(a) to be included in N Cor-
poration’s gross income for 1978, and $35 of
which it distributes in such year to A Cor-
poration. For 1978, A Corporation, after pay-
ing foreign income taxes of $5 on such divi-
dend from B Corporation, has total earnings
and profits of $30, all of which it distributes
in such year to N Corporation, a foreign in-
come tax of $3 being withheld therefrom.

(b) For 1979, B Corporation has no earnings
and profits, but distributes in such year to A
Corporation the $35 remaining of its earnings
and profits for 1965. For 1979, A Corporation,
after paying foreign income taxes of $5 on
such dividend from B Corporation, has total
earnings and profits of $30, all of which it
distributes to N Corporation, a foreign in-
come tax of $3 being withheld therefrom.

(c) For each of 1978 and 1979, N Corporation
has taxable income of $100 from United
States sources and claims a foreign tax cred-
it under section 901, determined by applying
the overall limitation under section 904(a)(2).
The United States tax payable by N Corpora-
tion is determined as follows, assuming a
corporate tax rate of 48 percent:

1978

Taxable income of N Corporation:
U.S. sources ......................................................... $100
Sources without the U.S.:

Amount required to be included in N
Corporation’s gross income under
section 951(a) with respect to B
Corporation ..................................... $70

Foreign income taxes deemed paid
by N Corporation under section
960(a)(1) and included in N Cor-
poration’s gross income under sec-
tion 78 ($30×$70/$70) .................... 30 100

Total taxable income ................................. ........ 200

U.S. tax payable for 1978:
U.S. tax before credit ($200×0.48) ....................... 96
Credit: Foreign income taxes of $38 ([$30×$70/

$70]+$3), but not to exceed overall limitation of
$48 ($96×$100/$200) ........................................ 38

U.S. tax payable ................................................... 58

1979

Taxable income of N Corporation, consisting of in-
come from U.S. sources ........................................ $100

U.S. tax before credit ($100×0.48) ............................ 48
Section 904(a)(2) overall limitation for 1979:

Limitation for 1979 before increase under sec-
tion 960(b)(1) ($48×$0/$100) .......................... 0
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1979

Plus: Increase in overall limitation for
1979 under section 960(b)(1):

Amount by which 1978 overall limi-
tation was increased by reason
of inclusion in N Corporation’s
gross income under section
951(a) for 1978
($48¥[($100×0.48)×$0/$100]) ... $48

Less: Foreign income taxes al-
lowed as a credit for 1978 which
were allowable solely by reason
of such section 951(a) inclusion
($38¥$0) .................................... 38

Balance ....................................... 10
But: Such balance not to exceed

foreign income taxes paid and
deemed paid by N Corporation
for 1979 with respect to $30 dis-
tribution excluded under section
959(a)(1) ([$5×$30/$30]+$3) ...... 8 8

Overall limitation for 1979 ..................... .......... 8

U.S. tax payable for 1979:
U.S. tax before credit ($100×0.48) ..................... 48
Credit: Foreign income taxes of $8 ($3+$5), but

not to exceed overall limitation of $8 for 1979 8

U.S. tax payable ................................................. 40

[T.D. 7120, 36 FR 10859, June 4, 1971, as
amended by T.D. 7649, 44 FR 60089, Oct. 18,
1979]

§ 1.960–5 Credit for taxable year of in-
clusion binding for taxable year of
exclusion.

(a) Taxes not allowed as a deduction for
taxable year of exclusion. In the case of
any taxpayer who—

(1) Chooses to claim a foreign tax
credit as provided in section 901 for the
taxable year for which he is required to
include in gross income under section
951(a) an amount attributable to the
earnings and profits of a controlled for-
eign corporation, and

(2) Does not choose to claim a foreign
tax credit as provided in section 901 for
a taxable year in which he receives an
amount which is excluded from gross
income under section 959(a)(1) and
which is attributable to such earnings
and profits of such controlled foreign
corporation,

No deduction shall be allowed under
section 164 for the taxable year of such
exclusion for any foreign income taxes
paid or accrued on or with respect to
such excluded amount.

(b) Illustration. The application of
this section may be illustrated by the
following example:

Example. Domestic Corporation N owns all
the one class of stock of controlled foreign
corporation A. Both corporations use the
calendar year as the taxable year. All of A
Corporation’s earnings and profits of $80 for
1978 (after payment of foreign income taxes
of $20 on its total income of $100 for such
year) are attributable to amount required
under section 951(a) to be included in N Cor-
poration’s gross income for 1978. For 1978, N
Corporation chooses to claim a foreign tax
credit for the $20 of foreign income taxes
which for such year are paid by A Corpora-
tion and deemed paid by N Corporation
under section 960(a)(1) and paragraph (c)(1) of
§ 1.960–1. For 1979, A Corporation distributes
the entire $80 of 1978 earnings and profits, a
foreign income tax of $8 being withheld
therefrom. Although N Corporation does not
choose to claim a foreign tax credit for 1979,
it may not deduct such $8 of foreign income
taxes under section 164. Corporation N may,
however, deduct under such section a foreign
income tax of $4 which is withheld from a
distribution of $40 by A Corporation during
1979 from its 1979 earnings and profits.

[T.D. 7120, 36 FR 10859, June 4, 1971, as
amended by T.D. 7649, 44 FR 60089, Oct. 18,
1979]

§ 1.960–6 Overpayments resulting from
increase in limitation for taxable
year of exclusion.

(a) Amount of overpayment. If an in-
crease in the limitation under section
960(b)(1) and § 1.960–4 for a taxable year
of exclusion exceeds the tax (deter-
mined before allowance of any credits
against tax) imposed by chapter 1 of
the Code for such year, the amount of
such excess shall be deemed an over-
payment of tax for such year and shall
be refunded or credited to the taxpayer
in accordance with chapter 65 (section
6401 and following) of the Code.

(b) Illustration. The application of
this section may be illustrated by the
following example:

Example. Domestic corporation N owns all
the one class of stock of controlled foreign
corporation A. Both corporations use the
calendar year as the taxable year. For 1978, A
Corporation has total income of $100,000 on
which it pays foreign income taxes of $20,000.
All of A Corporation’s earnings and profits
for 1978 of $80,000 are attributable to an
amount which is required under section
951(a) to be included in N Corporation’s gross
income for 1978. By reason of such income in-
clusion N Corporation is deemed for 1978 to
have paid under section 960(a)(1), and is re-
quired under section 78 to include in gross
income for such year, the $20,000
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($20,000×$80,000/$80,000) of foreign income
taxes paid by A Corporation for such year.
Corporation N also derives $100,000 taxable
income from sources within the United
States for 1978. For 1979, N Corporation has
$25,000 of taxable income, all of which is de-
rived from sources within the United States.
No part of A Corporation’s earnings and prof-
its for 1979 is attributable to an amount re-
quired under section 951(a) to be included in
N Corporation’s gross income. During 1979, A
Corporation makes one distribution consist-
ing of its $80,000 earnings and profits for 1978,
all of which is excluded under section
959(a)(1) from N Corporation’s gross income
for 1979, and from which distribution foreign
income taxes of $10,000 are withheld. For 1978
and 1979, N Corporation claims the foreign
tax credit under section 901, determined by
applying the overall limitation under section
904(a)(2). The United States tax of N Corpora-
tion is determined as follows for such years,
assuming a corporate tax rate of 22 percent,
a surtax of 26 percent and a surtax exemp-
tion of $25,000:

1978

Taxable income of N Corporation:
U.S. sources ............................................... $100,000
Sources without the U.S.:

Amount required to be
included in N Cor-
poration’s gross in-
come under section
951(a) ....................... $80,000

Foreign income taxes
deemed paid by N
Corporation under
section 960(a)(1) and
included in N Cor-
poration’s gross in-
come under section
78
($20,000×$80,000/
$80,000) ................... 20,000 100,000

Total taxable income .................... 200,000

U.S. tax payable for 1978:
U.S. tax before credit ([$200,000×

0.22]+[$175,000×0.26]) ........................... 89,500
Credit: Foreign income taxes of $20,000,

but not to exceed overall limitation of
$44,750 ($89,500×$100,000/$200,000) .. 20,000

U.S. tax payable ......................................... 69,500

1979

Taxable income of N Corporation, consisting of
income from U.S. sources .............................. $25,000

U.S. tax before credit ($25,000×0.22) ............... 5,500
Section 904(a)(2) overall limitation for 1979:

Limitation for 1979 before increase under
section 960(b)(1) ($5,500×$0/$25,000) .. 0

1979

Plus: Increase in overall lim-
itation for 1979 under
section 960(b)(1):

Amount by which 1978
overall limitation was
increased by reason
of inclusion in N Cor-
poration’s gross in-
come under section
951(a) for 1978
($44,750 ¥ [$41,500
× $0/$100,000]) ........ $44,750

Less: Foreign income
taxes allowed as a
credit for 1978 which
were allowable solely
by reason of such
section 951(a) inclu-
sion ($20,000¥$0) ... 20,000

Balance ..................... 24,750
But: Such balance not

to exceed foreign in-
come taxes paid by
N Corporation for
1979 with respect to
$80,000 distribution
excluded under sec-
tion 959(a)(1)
($10,000 tax with-
held) .......................... 10,000 10,000

Overall limitation for 1979 ........................... 10,000

U.S. tax payable for 1979:
U.S. tax before credit ($25,000×0.22) ........ 5,500
Credit: Foreign income taxes of $10,000,

but not to exceed overall limitation of
$10,000 for 1979 ..................................... 10,000

U.S. tax payable ......................................... None

Overpayment of tax for 1979:
Increase in limitation under section

960(b)(1) for 1979 ................................... 10,000
Less: Tax imposed for 1979 under chapter

1 of the Code .......................................... 5,500

Excess treated as overpayment ................. 4,500

[T.D. 7120, 36 FR 10859, June 4, 1971, as
amended by T.D. 7649, 44 FR 60089, Oct. 18,
1979]

§ 1.960–7 Effective dates.
(a) General rule. Except as provided in

paragraph (b), the rules contained in
§§ 1.960–1—1.960–6 shall apply to taxable
years of foreign corporations beginning
after December 31, 1962, and taxable
years of U.S. corporate shareholders
within which or with which the taxable
year of such foreign corporation ends.

(b) Exception for less developed country
corporations. If for any taxable year be-
ginning after December 31, 1962, and be-
fore January 1, 1976, a first-tier foreign
corporation qualified as a less devel-
oped country corporation as defined in
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26 CFR 1.902–2 revised as of April 1,
1978, the rules pertaining to less devel-
oped country corporations contained in
26 CFR 1.960–1—1.960–6 revised as of
April 1, 1978, shall apply to any
amounts required to be included in
gross income under section 951 for such
taxable year.

(c) Third-tier credit. The rules con-
tained in §§ 1.960–1—1.960–6 shall apply
to amounts included in the gross in-
come of a domestic corporation under
section 951 with respect to the earnings
and profits of third-tier corporations
(as defined in § 1.960–1) in taxable years
beginning after December 31, 1976.

[T.D. 7649, 44 FR 60089, Oct. 18, 1979, as
amended by T.D. 7843, 47 FR 50484, Nov. 8,
1982]

§ 1.961–1 Increase in basis of stock in
controlled foreign corporations and
of other property.

(a) Increase in basis—(1) In general.
Except as provided in subparagraph (2)
of this paragraph, the basis of a United
States shareholder’s—

(i) Stock in a controlled foreign cor-
poration; or

(ii) Property (as defined in paragraph
(b)(1) of this section) by reason of the
ownership of which he is considered
under section 958(a)(2) as owning stock
in a controlled foreign corporation
shall be increased under section 961(a),
as of the last day in the taxable year of
such corporation on which it is a con-
trolled foreign corporation, by the
amount required to be included with
respect to such stock or such property
in such shareholder’s gross income
under section 951(a) for his taxable
year in which or with which such tax-
able year of such corporation ends. The
increase in basis provided by the pre-
ceding sentence shall be made only to
the extent to which such amount re-
quired to be included in gross income
under section 951(a) was so included in
gross income.

(2) Limitation on amount of increase in
case of election under section 962. In the
case of a United States shareholder
who makes the election under section
962 for the taxable year, the amount of
the increase in basis provided by sub-
paragraph (1) of this paragraph shall
not exceed the amount of United
States tax paid in accordance with

such election with respect to the
amounts included in such shareholder’s
gross income under section 951(a) for
such year (as determined under § 1.962–
1).

(b) Rules of application—(1) Property
defined. The property of a United
States shareholder referred to in para-
graph (a)(1)(ii) of this section shall con-
sist of—

(i) Stock in a foreign corporation;
(ii) An interest in a foreign partner-

ship; or
(iii) A beneficial interest in a foreign

estate or trust (as defined in section
7701(a)(31)).

(2) Increase with respect to each share
of stock. Any increase under paragraph
(a) of this section in the basis of a
United States shareholder’s stock in a
foreign corporation shall be made in
the amount included in gross income
under section 951(a) or in the amount
of United States tax paid in accordance
with an election under section 962, as
the case may be, with respect to each
share of such stock.

(c) Illustration. The application of
this section may be illustrated by the
following examples:

Example 1. Domestic corporation M owns
800 of the 1,000 shares of the one class of
stock in controlled foreign corporation R
which owns all of the one class of stock in
controlled foreign corporation S. Corpora-
tions M, R, and S use the calendar year as a
taxable year. In 1964, S Corporation has
$100,000 of earnings and profits after the pay-
ment of $11,250 of foreign income taxes, and
$100,000 of subpart F income. Corporation R
has no earnings and profits. With respect to
S Corporation, M Corporation is required to
include in gross income $80,000 (800/
1,000×$100,000) under section 951(a), and $9,000
($80,000/$100,000×$11,250) under section 78. On
December 31, 1964, M Corporation must in-
crease the basis of each share of its stock in
R Corporation by $100 ($80,000/800).

Example 2. A, an individual United States
shareholder, owns all of the 1,000 shares of
the one class of stock in controlled foreign
corporation T. Corporation T and A use the
calendar year as a taxable year. In 1964, T
Corporation has $80,000 of earnings and prof-
its after the payment of $20,000 of foreign in-
come taxes, and $80,000 of subpart F income.
A makes the election under section 962 for
1964 and in accordance with such election
pays a United States tax of $23,000 with re-
spect to the $80,000 included in his gross in-
come under section 951(a). On December 31,
1964, A must increase the basis of each share

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00416 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



421

Internal Revenue Service, Treasury § 1.961–2

of his stock in T Corporation by $23 ($23,000/
1,000).

[T.D. 6850, 30 FR 11854, Sept. 16, 1978]

§ 1.961–2 Reduction in basis of stock in
foreign corporations and of other
property.

(a) Reduction in basis—(1) In general.
Except as provided in subparagraph (2)
of this paragraph, the adjusted basis of
a United States person’s—

(i) Stock in a foreign corporation;
(ii) Interest in a foreign partnership;

or
(iii) Beneficial interest in a foreign

estate or trust (as defined in section
7701(a)(31)),
with respect to which such United
States person receives an amount
which is excluded from gross income
under section 959(a), shall be reduced
under section 961(b), as of the time
such person receives such excluded
amount, by the sum of the amount so
excluded and any income, war profits,
or excess profits taxes imposed by any
foreign country or possession of the
United States on or with respect to the
earnings and profits attributable to
such excluded amount when such earn-
ings and profits were actually distrib-
uted directly or indirectly through a
chain of ownership described in section
958(a)(2).

(2) Limitation on amount of reduction
in case of election under section 962. In
the case of a distribution of earnings
and profits attributable to amounts
with respect to which an election under
section 962 has been made, the amount
of the reduction in basis provided by
subparagraph (1) of this paragraph
shall not exceed the sum of—

(i) The amount of such distribution
which is excluded from gross income
under section 959(a) after the applica-
tion of section 962(d) and § 1.962–3; and

(ii) Any income, war profits, or ex-
cess profits taxes imposed by any for-
eign country or possession of the
United States on or with respect to the
earnings and profits attributable to
such excluded amount when such earn-
ings and profits were actually distrib-
uted directly or indirectly through a
chain of ownership described in section
958(a)(2).

(b) Reduction with respect to each share
of stock. Any reduction under para-

graph (a) of this section in the adjusted
basis of a United States person’s stock
in a foreign corporation shall be made
with respect to each share of such
stock in the sum of—

(1)(i) The amount excluded from
gross income under section 959(a); or

(ii) The amount excluded from gross
income under section 959(a) after the
application of section 962(d) and § 1.962–
3; and

(2) The amount of any income, war
profits, or excess profits taxes imposed
by any foreign country or possession of
the United States on or with respect to
the earnings and profits attributable to
such excluded amount when such earn-
ings and profits were actually distrib-
uted directly or indirectly through a
chain of ownership described in section
958(a)(2).

(c) Amount in excess of basis. To the
extent that the amount of the reduc-
tion in the adjusted basis of property
provided by paragraph (a) of this sec-
tion exceeds such adjusted basis, the
amount shall be treated as gain from
the sale or exchange of property.

(d) Illustration. The application of
this section may be illustrated by the
following examples:

Example 1. (a) Domestic corporation M
owns all of the 1,000 shares of the one class
of stock in controlled foreign corporation R,
which owns all of the 500 shares of the one
class of stock in controlled foreign corpora-
tion S. Each share of M Corporation’s stock
in R Corporation has a basis of $200. Corpora-
tions M, R, and S use the calendar year as a
taxable year. In 1963, S Corporation has
$100,000 of earnings and profits after the pay-
ment of $50,000 of foreign income taxes and
$100,000 of subpart F income. For 1963, M Cor-
poration includes $100,000 in gross income
under section 951(a) with respect to S Cor-
poration. In accordance with the provisions
of § 1.961–1, M Corporation increases the basis
of each of its 1,000 shares of stock in R Cor-
poration to $300 ($200+$100,000/1,000) as of De-
cember 31, 1963.

(b) On July 31, 1964, M Corporation sells 250
of its shares of stock in R Corporation to do-
mestic corporation N at a price of $350 per
share. Corporation N satisfies the require-
ments of paragraph (d) of § 1.959–1 so as to
qualify as M Corporation’s successor in in-
terest. On September 30, 1964, the earnings
and profits attributable to the $100,000 in-
cluded in M Corporation’s gross income
under section 951(a) for 1963 are distributed
to R Corporation which incurs a withholding
tax of $10,000 on such distribution (10 percent
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of $100,000) and an additional foreign income
tax of 331⁄3 percent or $30,000 by reason of the
inclusion of the net distribution of $90,000
($100,000 minus $10,000) in its taxable income
for 1964. On June 30, 1965, R Corporation dis-
tributes the remaining $60,000 of such earn-
ings and profits to corporations M and N:
Corporation M receives $45,000 (750/
1,000×$60,000) and excludes such amount from
gross income under section 959(a); Corpora-
tion N receives $15,000 (250/1,000×$60,000) and,
as M Corporation’s successor in interest, ex-
cludes such amount from gross income under
section 959(a). As of June 30, 1965, M Corpora-
tion must reduce the adjusted basis of each
of its 750 shares of stock in R Corporation to
$200 ($300 minus ($45,000/750+$10,000/
1,000+$30,000/1,000)); and N Corporation must
reduce the basis of each of its 250 shares of
stock in R Corporation to $250 ($350 minus
($15,000/250+$10,000/1,000+$30,000/1,000)).

Example 2. The facts are the same as in
paragraph (a) of example 1, except that in ad-
dition, on July 31, 1964, R Corporation sells
its 500 shares of stock in S Corporation to
domestic corporation P at a price of $600 per
share. Corporation P satisfies the require-
ments of paragraph (d) of § 1.959–1 so as to
qualify as M Corporation’s successor in in-
terest. On September 30, 1964, S Corporation
distributes $100,000 of earnings and profits to
P Corporation, which earnings and profits
are attributable to the $100,000 included in M
Corporation’s gross income under section
951(a) for 1963. Corporation P incurs a with-
holding tax of $10,000 on the distribution
from S Corporation (10 percent of $100,000).
As M Corporation’s successor in interest, P
Corporation excludes the $90,000 it receives
from gross income under section 959(a). As of
September 30, 1964, P Corporation must re-
duce the basis of each of its 500 shares of
stock in S Corporation to $400 ($600 minus
($90,000/500+$10,000/500)).

[T.D. 6850, 30 FR 11854, Sept. 16, 1965]

§ 1.962–1 Limitation of tax for individ-
uals on amounts included in gross
income under section 951(a).

(a) In general. An individual United
States shareholder may, in accordance
with § 1.962–2, elect to have the provi-
sions of section 962 apply for his tax-
able year. In such case—

(1) The tax imposed under chapter 1
of the Internal Revenue Code on all
amounts which are included in his
gross income for such taxable year
under section 951(a) shall (in lieu of the
tax determined under section 1) be an
amount equal to the tax which would
be imposed under section 11 if such
amounts were received by a domestic
corporation (determined in accordance

with paragraph (b)(1) of this section),
and

(2) For purposes of applying section
960(a)(1) (relating to foreign tax credit)
such amounts shall be treated as if re-
ceived by a domestic corporation (as
provided in paragraph (b)(2) of this sec-
tion).

Thus, an individual United States
shareholder may elect to be subject to
tax at corporate rates on amounts in-
cluded in his gross income under sec-
tion 951(a) and to have the benefit of a
credit for certain foreign taxes paid
with respect to the earnings and profits
attributable to such amounts. Section
962 also provides rules for the treat-
ment of an actual distribution of earn-
ings and profits previously taxed in ac-
cordance with an election of the bene-
fits of this section. See § 1.962–3. For
transitional rules for certain taxable
years, see § 1.962–4.

(b) Rules of application. For purposes
of this section—

(1) Application of section 11. For pur-
poses of applying section 11 for a tax-
able year as provided in paragraph
(a)(1) of this section in the case of an
electing United States shareholder—

(i) Determination of taxable income.
The term ‘‘taxable income’’ as used in
section 11 shall mean the sum of—

(a) All amounts required to be in-
cluded in his gross income under sec-
tion 951(a) for such taxable year; plus

(b) All amounts which would be re-
quired to be included in his gross in-
come under section 78 for such taxable
year with respect to the amounts re-
ferred to in (a) of this subdivision if
such shareholder were a domestic cor-
poration.

For purposes of this section, such sum
shall not be reduced by any deduction
of the United States shareholder even
if such shareholder’s deductions exceed
his gross income.

(ii) Limitation on surtax exemption.
The surtax exemption provided by sec-
tion 11(c) shall not exceed an amount
which bears the same ratio to $25,000
($50,000 in the case of a taxable year
ending after December 31, 1974, and be-
fore January 1, 1976) as the amounts in-
cluded in his gross income under sec-
tion 951(a) for the taxable year bear to
his pro rata share of the earnings and
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profits for the taxable year of all con-
trolled foreign corporations with re-
spect to which such United States
shareholder includes any amount in his
gross income under section 951(a) for
the taxable year.

(2) Allowance of foreign tax credit—(i)
In general. Subject to the applicable
limitation of section 904 and to the pro-
visions of this subparagraph, there
shall be allowed as a credit against the
United States tax on the amounts de-
scribed in subparagraph (1)(i) of this
paragraph the foreign income, war
profits, and excess profits taxes deemed
paid under section 960(a)(1) by the
electing United States shareholder
with respect to such amounts.

(ii) Application of section 960(a)(1). In
applying section 960(a)(1) for purposes
of this subparagraph in the case of an
electing United States shareholder, the
term ‘‘domestic corporation’’ as used
in sections 960(a)(1) and 78, and the
term ‘‘corporation’’ as used in section
901, shall be treated as referring to
such shareholder with respect to the
amounts described in subparagraph
(1)(i) of this paragraph.

(iii) Carryback and carryover of excess
tax deemed paid. For purposes of this
subparagraph, any amount by which
the foreign income, war profits, and ex-
cess profits taxes deemed paid by the
electing United States shareholder for
any taxable year under section 960(a)(1)
exceed the limitation determined
under subdivision (iv)(a) of this sub-
paragraph shall be treated as a
carryback and carryover of excess tax
paid under section 904(d), except that
in no case shall excess tax paid be
deemed paid in a taxable year if an
election under section 962 by such
shareholder does not apply for such
taxable year. Such carrybacks and
carryovers shall be applied only
against the United States tax on
amounts described in subparagraph
(1)(i) of this paragraph.

(iv) Limitation on credit. For purposes
of determining the limitation under
section 904 on the amount of the credit
for foreign income, war profits, and ex-
cess profits taxes—

(a) Deemed paid with respect to
amounts described in subparagraph

(1)(i) of this paragraph, the electing
United States shareholder’s taxable in-
come shall be considered to consist
only of the amounts described in such
subparagraph (1)(i), and

(b) Paid with respect to amounts
other than amounts described in sub-
paragraph (1)(i) of this paragraph, the
electing United States shareholder’s
taxable income shall be considered to
consist only of amounts other than the
amounts described in such subpara-
graph (1)(i).

(v) Effect of choosing benefits of sec-
tions 901 to 905. The provisions of this
subparagraph shall apply for a taxable
year whether or not the electing
United States shareholder chooses the
benefits of subpart A of part III of sub-
chapter N of chapter 1 (sections 901 to
905) of the Internal Revenue Code for
such year.

(c) Illustration. The application of
this section may be illustrated by the
following example:

Example. Throughout his taxable year end-
ing December 31, 1964, A, an unmarried indi-
vidual who is not the head of a household,
owns 60 of the 100 shares of the one class of
stock in foreign corporation M and 80 of the
100 shares of the one class of stock in foreign
corporation N. A and corporations M and N
use the calendar year as a taxable year, cor-
porations M and N are controlled foreign cor-
porations throughout the period here in-
volved, and neither corporation is a less de-
veloped country corporation. The earnings
and profits and subpart F income of, and the
foreign income taxes paid by, such corpora-
tions for 1964 are as follows:

M N

Pretax earnings and profits ............ $500,000 $1,200,000
Foreign income taxes ..................... 200,000 400,000
Earnings and profits ....................... 300,000 800,000
Subpart F income ........................... 150,000 750,000

Apart from his section 951(a) income, A has
gross income of $200,600 and $100,000 of deduc-
tions attributable to such income. He is re-
quired to include $90,000 (0.60×$150,000) in
gross income under section 951(a) with re-
spect to M Corporation and $600,000
(0.80×$750,000) with respect to N Corporation.
A elects to have the provisions of section 962
apply for 1964 and computes his tax as fol-
lows:

Tax on amounts included under section 951(a):
Income under section 951(a) from M Corporation ...................................... $90,000
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Gross-up under sections 960(a)(1) and 78 ($90,000/$300,000×$200,000) 60,000
Income under section 951(a) from N Corporation ...................................... 600,000
Gross-up under sections 960(a)(1) and 78 ($600,000/

$800,000×$400,000) ................................................................................ 300,000

Taxable income under section 11 ............................................................... 1,050,000
Normal tax (0.22×$1,050,000) ................................................................................................ $231,000
Surtax exemption ([$90,000+$600,000]/

[0.60×$300,000+(0.80×$800,000)]×$25,000) .......................................... 21,036
Subject to surtax under section 11 ($1,050,000¥$21,036) ....................... 1,028,964
Surtax (0.28×$1,028,964) ....................................................................................................... 288,110

Tentative U.S. tax ................................................................................................................... 519,110
Foreign tax credit ($60,000+$300,000) ....................................................... 360,000

Total U.S. tax payable on amounts included under section 951(a) ........................................................... $159,110
Tax with respect to other income:

Gross income .......................................................................................................................... 200,600
Less:

Personal exemption ............................................................................. 600
Deductions ........................................................................................... 100,000

100,600

Taxable income ....................................................................................................................... 100,000
Tax with respect to such other taxable income .......................................... ........................ 59,340

Total tax ($159,110+$59,340) ..................................................................................................................... 218,450

[T.D. 6858, 30 FR 13695, Oct. 28, 1965, as amended by T.D. 7413, 41 FR 12640, Mar. 26, 1976]

§ 1.962–2 Election of limitation of tax
for individuals.

(a) Who may elect. The election under
section 962 may be made only by a
United States shareholder who is an in-
dividual (including a trust or estate).

(b) Time and manner of making elec-
tion. Except as provided in § 1.962–4, a
United States shareholder shall make
an election under this section by filing
a statement to such effect with his re-
turn for the taxable year with respect
to which the election is made. The
statement shall include the following
information:

(1) The name, address, and taxable
year of each controlled foreign cor-
poration with respect to which the
electing shareholder is a United States
shareholder and of all other corpora-
tions, partnerships, trusts, or estates
in any applicable chain of ownership
described in section 958(a);

(2) The amounts, on a corporation-
by-corporation basis, which are in-
cluded in such shareholder’s gross in-
come for his taxable year under section
951(a);

(3) Such shareholder’s pro rata share
of the earnings and profits (determined
under § 1.964–1) of each such controlled
foreign corporation with respect to
which such shareholder includes any

amount in gross income for his taxable
year under section 951(a) and the for-
eign income, war profits, excess profits,
and similar taxes paid on or with re-
spect to such earnings and profits;

(4) The amount of distributions re-
ceived by such shareholder during his
taxable year from each controlled for-
eign corporation referred to in subpara-
graph (1) of this paragraph from ex-
cludable section 962 earnings and prof-
its (as defined in paragraph (b)(1)(i) of
§ 1.962–3), from taxable section 962 earn-
ings and profits (as defined in para-
graph (b)(1)(ii) of § 1.962–3), and from
earnings and profits other than section
962 earnings and profits, showing the
source of such amounts by taxable
year; and

(5) Such further information as the
Commissioner may prescribe by forms
and accompanying instructions relat-
ing to such election.

(c) Effect of election—(1) In general.
Except as provided in subparagraph (2)
of this paragraph and § 1.962–4, an elec-
tion under this section by a United
States shareholder for a taxable year
shall be applicable to all controlled for-
eign corporations with respect to
which such shareholder includes any
amount in gross income for his taxable
year under section 951(a) and shall be
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binding for the taxable year for which
such election is made.

(2) Revocation. Upon application by
the United States shareholder, an elec-
tion made under this section may, sub-
ject to the approval of the Commis-
sioner, be revoked. Approval will not
be granted unless a material and sub-
stantial change in circumstances oc-
curs which could not have been antici-
pated when the election was made. The
application for consent to revocation
shall be made by the United States
shareholder’s mailing a letter for such
purpose to Commissioner of Internal
Revenue, Attention: T:R, Washington,
DC 20224, containing a statement of the
facts upon which such shareholder re-
lies in requesting such consent.

[T.D. 6858, 30 FR 13696, Oct. 28, 1965]

§ 1.962–3 Treatment of actual distribu-
tions.

(a) In general. Section 962(d) provides
that the earnings and profits of a for-
eign corporation attributable to
amounts which are, or have been, in-
cluded in the gross income of an indi-
vidual United States shareholder under
section 951(a) by reason of such share-
holder’s ownership (within the meaning
of section 958(a)) of stock in such cor-
poration and with respect to which
amounts an election under § 1.962–2 ap-
plies or applied shall, when such earn-
ings and profits are distributed to such
shareholder with respect to such stock,
notwithstanding the provisions of sec-
tion 959(a)(1), be included in his gross
income to the extent that such earn-
ings and profits exceed the amount of
income tax paid by such shareholder
under this chapter on the amounts to
which such election applies or applied.
Thus, when such shareholder receives
an actual distribution of section 962
earnings and profits (as defined in
paragraph (b)(1) of this section) from a
foreign corporation, only the exclud-
able section 962 earnings and profits (as
defined in paragraph (b)(1)(i) of this
section) may be excluded from his
gross income.

(b) Rules of application. For purposes
of this section—

(1) Section 962 earnings and profits de-
fined. With respect to an individual
United States shareholder, the term
‘‘section 962 earnings and profits’’

means the earnings and profits of a for-
eign corporation referred to in para-
graph (a) of this section. Such earnings
and profits include—

(i) Excludable section 962 earnings and
profits. Excludable section 962 earnings
and profits which are the amount of
the section 962 earnings and profits
equal to the amount of income tax paid
under this chapter by such shareholder
on the amounts included in his gross
income under section 951(a); and

(ii) Taxable section 962 earnings and
profits. Taxable section 962 earnings
and profits which are the excess of sec-
tion 962 earnings and profits over the
amount described in subdivision (i) of
this subparagraph.

(2) Determinations made separately for
each taxable year. If section 962 earn-
ings and profits attributable to more
than one taxable year are distributed
by a foreign corporation the deter-
minations under this section shall be
made separately with respect to each
such taxable year.

(3) Source of distributions—(i) In gen-
eral. Except as otherwise provided in
this subparagraph, the provisions of
paragraphs (a) through (d) of § 1.959–3
shall apply in determining the source
of distributions of earnings and profits
by a foreign corporation.

(ii) Treatment of section 962 earnings
and profits under § 1.959–3. For purposes
of a section 959(c) amount and year
classification under paragraph (b) of
§ 1.959–3, a distribution of earnings and
profits by a foreign corporation shall
be first allocated to earnings and prof-
its other than section 962 earnings and
profits (as defined in subparagraph (1)
of this paragraph) and then to section
962 earnings and profits. Thus distribu-
tions shall be considered first attrib-
utable to amounts described in para-
graph (b)(1) of § 1.959–3 which are not
section 962 earnings and profits and
then to amounts described in such
paragraph (b)(1) which are section 962
earnings and profits (first for the cur-
rent taxable year and then for prior
taxable years beginning with the most
recent prior taxable year), secondly to
amounts described in paragraph (b)(2)
of § 1.959–3 which are not section 962
earnings and profits and then to
amounts described in such paragraph
(b)(2) which are section 962 earnings
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and profits (first for the current tax-
able year and then for prior taxable
years beginning with the most recent
prior taxable year), and finally to the
amounts described in paragraph (b)(3)
of § 1.959–3 (first for the current taxable
year and then for prior taxable years
beginning with the most recent prior
taxable year).

(iii) Allocation to excludable section 962
earnings and profits. A distribution of
section 962 earnings and profits by a
foreign corporation for any taxable
year shall be considered first attrib-
utable to the excludable section 962
earnings and profits (as defined in sub-
paragraph (1)(i) of this paragraph) and
then to taxable section 962 earnings
and profits.

(iv) Allocation of deficits in earnings
and profits. A United States sharehold-
er’s pro rata share (determined in ac-
cordance with the principles of para-
graph (e) of § 1.951–1) of a foreign cor-
poration’s deficit in earnings and prof-
its (determined under § 1.964–1) for any
taxable year shall be applied in accord-
ance with the provisions of paragraph
(c) of § 1.959–3 except that such deficit
shall also be applied to taxable section
962 earnings and profits (as defined in
subparagraph (1)(ii) of this paragraph).

(4) Distribution in exchange for stock.
The provisions of this section shall not
apply to a distribution of section 962
earnings and profits which is treated as
in part or full payment in exchange for
stock under subchapter C of chapter 1
of the Internal Revenue Code. The ap-
plication of this subparagraph may be
illustrated by the following example:

Example. Individual United States share-
holder A owns 60 percent of the only class of
stock in foreign corporation M, the basis of
which is $10,000. Both A and M Corporation
use the calendar year as a taxable year. In
each of the taxable years 1964, 1965, and 1966,
M Corporation has $1,000 of earnings and
profits and $1,000 of subpart F income. With

respect to each such amount, A includes $600
in gross income under section 951(a), makes
the election under section 962, and pays a
United States tax of $132 (22 percent of $600).
Accordingly, A increases the basis of his
stock in M corporation under section 961(a)
by $132 in each of the years 1964, 1965, and
1966, and thus on December 31, 1966, the ad-
justed basis for A’s stock in M Corporation is
$10,396. In 1967, M Corporation is completely
liquidated (in a transaction described in sec-
tion 331) and A receives $13,800, consisting of
$1,800 of earnings and profits attributable to
the amounts which A included in gross in-
come under section 951(a) in 1964, 1965, and
1966, and $12,000 attributable to the other as-
sets of M Corporation. No amount of the
$3,404 gain realized by A on such distribution
($13,800 minus $10,396) may be excluded from
gross income under section 959(a)(1). How-
ever, section 962(d) will not prevent any part
of such $3,404 from being treated as a capital
gain under section 331.

(5) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. (a) M, a controlled foreign cor-
poration is organized on January 1, 1963; A
and B, individual United States sharehold-
ers, own 50 percent and 25 percent, respec-
tively, of the only class of stock in M Cor-
poration. Corporation M, A, and B use the
calendar year as a taxable year, and M Cor-
poration is a controlled foreign corporation
throughout the period here involved. For the
taxable years 1963, 1964, 1965, and 1966, A and
B must include amounts in gross income
under section 951(a) with respect to M Cor-
poration. For the years 1963, 1965, and 1966, A
makes the election under section 962. On
January 1, 1967, B sells his 25-percent inter-
est in M Corporation to A; A satisfies the re-
quirements of paragraph (d) of § 1.959–1 so as
to qualify as B’s successor in interest. As of
December 31, 1967, M Corporation’s accumu-
lated earnings and profits of $675 (before tak-
ing into account distributions made in 1967)
applicable to A’s interest (including his in-
terest as B’s successor in interest) in such
corporation are classified under § 1.959–3 and
this section for purposes of section 962(d) as
follows:

CLASSIFICATION OF EARNINGS AND PROFITS FOR PURPOSES OF § 1.962–3

Year

Section 959(c)(1) Section 959(c)(2)

Section
959 (c)(3)

Non-sec-
tion 962
earnings
and prof-

its

Exclud-
able sec-
tion 962
earnings
and prof-

its

Taxable
section

962,
earnings
and prof-

its

Non-sec-
tion 962
earnings
and prof-

its

Exclud-
able sec-
tion 962
earnings
and prof-

its

Taxable
section

962 earn-
ings and

profits

1963 ............................................................ $25 $11 $39 ................ ................ ................ ................
1964 ............................................................ 75 ................ ................ $60 ................ ................ $15
1965 ............................................................ ................ ................ ................ 75 $33 $117 ................
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CLASSIFICATION OF EARNINGS AND PROFITS FOR PURPOSES OF § 1.962–3—Continued

Year

Section 959(c)(1) Section 959(c)(2)

Section
959 (c)(3)

Non-sec-
tion 962
earnings
and prof-

its

Exclud-
able sec-
tion 962
earnings
and prof-

its

Taxable
section

962,
earnings
and prof-

its

Non-sec-
tion 962
earnings
and prof-

its

Exclud-
able sec-
tion 962
earnings
and prof-

its

Taxable
section

962 earn-
ings and

profits

1966 ............................................................ ................ ................ ................ 50 22 78 ................
1967 ............................................................ ................ ................ ................ ................ ................ ................ 75

(b) During 1967, M Corporation makes three
separate distributions to A of $200, $208, and
$267. The source of such distributions under
§ 1.959–3 and this section is as follows:

Distribution Amount Year
Classification of distribu-
tions under sections 959

and 962(d)

No. 1 ........... $75
25
11
39
50

1964
1963
1963
1963
1966

(c)(1) non-section 962.
Do.

(c)(1) excludable section
962.

(c)(1) taxable section 962.
(c)(2) non-section 962.

Total ......... 200

No. 2 ........... 22
78
75
33

1966
1966
1965
1965

(c)(2) excludable section
962

(c)(2) taxable section 962.
(c)(2) non-section 962.
(c)(2) excludable section

962.

Total ......... 208

No. 3 ........... 117
60
75
15

1965
1964
1967
1964

(c)(2) taxable section 962.
(c)(2) non-section 962.
(c)(3).

Do.

Total ......... 267

(c) A must include $324 in his gross income
for 1967. The source of these amounts is as
follows:

Distribution Amount Year Classification

No. 1 ........... $39 1963 (c)(1) taxable section 962.
No. 2 ........... 78 1966 (c)(2) taxable section 962.
No. 3 ........... 117

75
15

1965
1967
1964

Do.
(c)(3).

Do.

Total ......... 324

(c) Treatment of shareholder’s successor
in interest—(1) In general. If a United
States person (as defined in § 1.957–4)
acquires from any person any portion
of the interest in the foreign corpora-
tion of a United States shareholder re-
ferred to in this section, the rules of
paragraphs (a) and (b) of this section
shall apply to such acquiring person.

However, no exclusion of section 962
earnings and profits under paragraph
(a) of this section shall be allowed un-
less such acquiring person establishes
to the satisfaction of the district direc-
tor his right to such exclusion. The in-
formation to be furnished by the ac-
quiring person to the district director
with his return for the taxable year to
support such exclusion shall include:

(i) The name, address, and taxable
year of the foreign corporation from
which a distribution of section 962
earnings and profits is received and of
all other corporations, partnerships,
trusts, or estates in any applicable
chain of ownership described in section
958(a);

(ii) The name and address of the per-
son from whom the stock interest was
acquired;

(iii) A description of the stock inter-
est acquired and its relation, if any, to
a chain of ownership described in sec-
tion 958(a);

(iv) The amount for which an exclu-
sion under paragraph (a) of this section
is claimed; and

(v) Evidence showing that the section
962 earnings and profits for which an
exclusion is claimed are attributable to
amounts which were included in the
gross income of a United States share-
holder under section 951(a) subject to
an election under § 1.962–2, that such
amounts were not previously excluded
from the gross income of a United
States person, and the identity of the
United States shareholder including
such amount.
The acquiring person shall also furnish
to the district director such other in-
formation as may be required by the
district director in support of the ex-
clusion.

(2) Taxes previously deemed paid by an
individual United States shareholder. If a
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corporate successor in interest of an
individual United States shareholder
receives a distribution of section 962
earnings and profits, the income, war
profits, and excess profits taxes paid to
any foreign country or to any posses-
sion of the United States in connection
with such earnings and profits shall
not be taken into account for purposes
of section 902, to the extent such taxes
were deemed paid by such individual
United States shareholder under para-
graph (b)(2) of § 1.962–1 and section
960(a)(1) for any prior taxable year.

[T.D. 6858, 30 FR 13696, Oct. 28, 1965]

§ 1.962–4 Transitional rules for certain
taxable years.

(a) Extension of time for making or re-
voking election. Paragraphs (b) and (c)
of this section provide additional rules
with respect to making or revoking an
election under section 962 which apply
only to a taxable year of a United
States shareholder for which the last
day prescribed by law for filing his re-
turn (including any extensions of time
under section 6081) occurs or occurred
on or before January 31, 1966.

(b) Manner of making election not pre-
viously made. If a United States share-
holder who has not previously made an
election under section 962 for any tax-
able year referred to in paragraph (a) of
this section desires to make such an
election, he may do so by filing his re-
turn or an amended return for such
taxable year together with a statement
setting forth the information required
under paragraph (b) of § 1.962–2. Such
return or amended return and state-
ment shall be filed on or before Janu-
ary 31, 1966.

(c) Revocation of election previously
made. If a United States shareholder
who has made an election under sec-
tion 962 on or before November 1, 1965,
for any taxable year referred to in
paragraph (a) of this section desires to
revoke such election, he may do so by
filing an amended return to which is
attached a statement that the election
previously made is revoked. Such
amended return and statement shall be
filed on or before January 31, 1966.

[T.D. 6858, 30 FR 13698, Oct. 28, 1965]

§ 1.963–0 Repeal of section 963; effec-
tive dates.

(a) Repeal of section 963. Except as
provided in paragraphs (b) and (c) of
this section, the provisions of section
963 and §§ 1.963–1 through 1.963–7 are re-
pealed for taxable years of foreign cor-
porations beginning after December 31,
1975, and for taxable years of United
States shareholders (within the mean-
ing of section 951(b), within which or
with which such taxable years of such
foreign corporations end.

(b) Transitional rules for chain or group
election—(1) In general. If a United
States shareholder (within the mean-
ing of section 951(b) makes either a
chain election pursuant to § 1.963–1(e)
or a group election pursuant to § 1.963–
1(f) for a taxable year of such share-
holder beginning after December 31,
1975, then a foreign corporation shall
be includible in such election only if—

(i) It has a taxable year beginning be-
fore January 1, 1976, which ends within
such taxable year of the United States
shareholder, and

(ii) It is either—
(A) A controlled foreign corporation

or
(B) A foreign corporation by reason

of ownership of stock in which such
shareholder indirectly owns (within the
meaning of section 958(a)(2)) stock in a
controlled foreign corporation to which
this subparagraph applies.

(2) Series rule. If any foreign corpora-
tion in a series of foreign corporations
is excluded by subparagraph (i) of this
paragraph from a chain or group elec-
tion of a United States shareholder for
its taxable year, then any foreign cor-
poration in which the United States
shareholder owns stock indirectly by
reason of ownership of stock in such
excluded corporation shall also be ex-
cluded from such election to the extent
of such indirect ownership regardless of
when its taxable year begins.

(3) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. (a) M is a domestic corporation,
A, B, D, and E are controlled foreign cor-
porations, and C is a foreign corporation
other than a controlled foreign corporation.
All five foreign corporations, each have only
one class of stock outstanding. M owns di-
rectly all of the stock of A, which in turn
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owns directly all of the stock of B, which in
turn owns directly 60 percent of the stock of
D, which in turn owns directly all of the
stock of E. M also owns directly 40 percent of
the stock of C, which in turn owns directly
the remaining 40 percent of the stock of D. M
is a United States shareholder with respect
to no other foreign corporation. M and B
each use the calendar year as the taxable
year. A, C, D, and E each use a fiscal year
ending on November 30 as the taxable year.
For calendar year 1976, M may make either a
first-tier election with respect to A, a chain
election with respect to C and D (to the ex-
tent of M’s indirect 16-percent stock interest
in D by reason of its direct ownership of 40
percent of the stock of C) or a group election
with respect to A, C, D (to the extent of such
16-percent stock interest) and E (to the ex-
tent of M’s indirect 16-percent stock interest
in E).

(b) M’s indirect 100 percent stock interest
in B will be excluded from any chain or
group election made by M for calendar year
1976 since B is a controlled foreign corpora-
tion which does not have a taxable year be-
ginning before January 1, 1976, which ends
within the taxable year of M beginning after
December 31, 1975, for which M has made ei-
ther a chain or group election.

(c) M’s indirect 60 percent stock interest
through A and B in D and E will be excluded
from any chain or group election made by M
for calendar year 1976 since such 60 percent
interests are indirectly owned by M by rea-
son of its indirect ownership of stock in B,
which is a foreign corporation which does
not have a taxable year beginning before
January 1, 1976, which ends within the tax-
able year of M beginning after December 31,
1975, for which M has made either a chain or
group election.

(d) If C used the calendar year as its tax-
able year and was therefore excluded from a
chain election made with respect to it and D,
then D would also be excluded from such an
election, since D would then be a foreign cor-
poration in which M owns stock indirectly
by reason of ownership of stock in C, which
is excluded from such election.

(c) Deficiency distributions. The rules
relating to deficiency distributions
under section 963(e)(2) and § 1.963–6
shall continue to apply to a taxable
year beginning after the effective date
of the repeal of section 963 in which it
is determined that a deficiency dis-
tribution must be made for an earlier
taxable year for which a United States
shareholder made an election to secure
the exclusion under section 963 but
failed to receive a minimum distribu-
tion.

(d) Special adjustments pursuant to sec-
tion 963 to be taken into account for tax-
able years subsequent to the repeal of sec-
tion 963. If a United States shareholder
of a controlled foreign corporation
elects to receive a minimum distribu-
tion under section 963 for a taxable
year, section 963 and the regulations
thereunder may require certain elec-
tions and adjustments to be made in
subsequent taxable years. These elec-
tions and adjustments shall be taken
into account for subsequent taxable
years as if section 963 were still in ef-
fect and no election to receive a mini-
mum distribution were made after the
effective date of the repeal of section
963. Examples of these elections and
special adjustments include, but are
not limited to, the election which may
be made pursuant to § 1.963–3(g)(2), re-
lating to the special extended distribu-
tion period, and the special adjust-
ments to be made pursuant to § 1.963–4,
relating to the minimum overall tax
burden test.

[T.D. 7545, 43 FR 19652, May 8, 1978]

§ 1.963–1 Exclusion of subpart F in-
come upon receipt of minimum dis-
tribution.

(a) In general—(1) Purpose of section
963. Section 963 sets forth an exception
to section 951(a)(1)(A)(i) by providing
that a United States corporate share-
holder may exclude from its gross in-
come the subpart F income of a con-
trolled foreign corporation if for the
taxable year such shareholder elects
such exclusion and, where necessary,
receives a distribution of the earnings
and profits of such foreign corporation
sufficient to bring the aggregate U.S.
and foreign income taxes on the pretax
earnings and profits of that corpora-
tion to a percentage level approaching
the U.S. tax rate for such year on the
income of a domestic corporation. The
election to secure an exclusion under
section 963 may be made with respect
to a ‘‘single first-tier corporation’’ or a
‘‘chain’’ or ‘‘group’’ of controlled for-
eign corporations. This section defines
the terms ‘‘single first-tier corpora-
tions,’’ ‘‘chains,’’ ‘‘group,’’ and certain
other terms and prescribes the manner
in which such an election is to be
made. Section 1.963–2 describes the
manner in which the amount of the

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00425 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



430

26 CFR Ch. I (4–1–98 Edition)§ 1.963–1

minimum distribution for any taxable
year is to be determined. Section 1.963–
3 specifies the distributions counting
toward a minimum distribution. Sec-
tion 1.963–4 sets forth the requirement
with respect to a minimum distribu-
tion from a chain or group that the
overall U.S. and foreign income tax
must equal either 90 percent of the U.S.
corporate tax rate applied against con-
solidated pretax and predistribution
earnings and profits or, with the appli-
cation of the special rules set forth in
that section, the total U.S. and foreign
income taxes which would have been
incurred in respect of a pro rata mini-
mum distribution from the chain or
group. Section 1.963–5 provides special
rules for applying section 963 in certain
cases in which the rate of foreign in-
come tax incurred by a foreign corpora-
tion varies with the amount of dis-
tributions it makes for the taxable
year. Section 1.963–6 outlines the defi-
ciency distribution procedure that may
be followed if for reasonable cause a
U.S. corporate shareholder fails to re-
ceive a complete minimum distribution
for a taxable year for which it elects
the exclusion under section 963. Sec-
tion 1.963–7 provides transitional rules
for the application of section 963 for
certain taxable years of U.S. sharehold-
ers ending on or before the 90th day
after September 30, 1964. Section 1.963–
8 provides rules for the determination
of the required minimum distribution
during the period the § surcharge im-
posed by section 51 is in effect.

(2) Conditions for exclusion of subpart F
income. To qualify for an exclusion
under section 963 for any taxable year
with respect to the subpart F income of
a controlled foreign corporation, a cor-
porate United States shareholder
must—

(i) Elect such exclusion on or before
the last day (including any extensions
of time under section 6081) prescribed
by law for filing its return of the tax
imposed by chapter 1 of the Code for
the taxable year;

(ii) Receive, if and to the extent nec-
essary, distributions of the type de-
scribed in paragraph (a) of § 1.963–3 suf-
ficient in amount to constitute a mini-
mum distribution;

(iii) Incur, in the case of a chain or
group election, income tax with respect

to such minimum distribution suffi-
cient to satisfy the requirements of
paragraph (a) of § 1.963–4, relating to
the minimum overall tax burden; and

(iv) Consent, on or before such last
day for making the election, to the reg-
ulations under section 963 applicable to
such taxable year and to any amend-
ments thereof duly prescribed before
such last day.
The making of the election under sec-
tion 963 by filing the return on or be-
fore such last day shall constitute the
consent to the regulations under such
section prescribed before such last day.
For an extension of the time for receiv-
ing a minimum distribution and mak-
ing the consent for certain taxable
years ending on or before the 90th day
after September 30, 1964, see § 1.963–7.

(3) Subpart F income excluded. An ex-
clusion under section 963 for a taxable
year of a United States shareholder for
which the election is made under such
section shall apply only to the subpart
F income for the taxable year of the
single first-tier corporation to which
the election applies or of each con-
trolled foreign corporation in the chain
or group to which the election applies.
Only those amounts attributable to the
stock interest to which the election re-
lates may be excluded. Thus, in case of
a first-tier election with respect to
stock of a controlled foreign corpora-
tion owned directly within the mean-
ing of section 958(a)(1)(A), the cor-
porate United States shareholder may
not exclude any subpart F income of
such foreign corporation which is in-
cludible in its gross income under sec-
tion 951(a)(1)(A)(i) by virtue of its indi-
rect ownership of stock in such foreign
corporation through the operation of
section 958(a)(2). Subpart F income of a
controlled foreign corporation which is
excluded from the gross income of a
United States shareholder by reason of
the receipt of a minimum distribution
to which section 963 applies shall not
be considered to be excluded under sec-
tion 954(b)(1) or section 970(a).

(4) Affiliated group of corporations. An
affiliated group of domestic corpora-
tions which makes a consolidated re-
turn under section 1501 for the taxable
year shall be treated as a single United
States shareholder for purposes of ap-
plying section 963 for such year if the
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common parent corporation in its re-
turn for such affiliated group makes
any first-tier election, chain election,
or group election under section 963 for
such affiliated group; in such case, no
member of such affiliated group may
separately make any first-tier election,
chain election, or group election under
section 963 for the taxable year. If the
common parent of such an affiliated
group so making a consolidated return
makes no first-tier election, chain elec-
tion, or group election for such affili-
ated group, then any member may
make a first-tier election, chain elec-
tion, or group election to the same ex-
tent that it could so elect if such affili-
ated group had not filed a consolidated
return; in such case, the affiliated
group will not be treated as a single
United States shareholder.

(b) Definitions. For purposes of sec-
tion 963 and §§ 1.963–1 through 1.963–8—

(1) Controlled foreign corporation. The
term ‘‘Controlled foreign corporation’’
shall have the meaning accorded to it
by section 957 and the regulations
thereunder but shall not include any
foreign corporation for a taxable year
beginning before January 1, 1963.

(2) Single first-tier corporation. The
term ‘‘single first-tier corporation’’
means a controlled foreign corporation
described in paragraph (d) of this sec-
tion with respect to which a first-tier
election has been made for the taxable
year.

(3) Chain. The term ‘‘chain’’ means
collectively the foreign corporations
described in paragraph (e) of this sec-
tion with respect to which a chain elec-
tion has been made for the taxable
year.

(4) Group. The term ‘‘group’’ means
collectively the foreign corporations
described in paragraph (f) of this sec-
tion with respect to which a group
election has been made for the taxable
year.

(5) First-tier election, etc. The term
‘‘first-tier election’’ means an election
described in paragraph (c)(1)(i)(a) of
this section; the term ‘‘chain election’’
means an election described in para-
graph (c)(1)(i)(b) of this section; and
the term ‘‘group election’’ means an
election described in paragraph
(c)(1)(ii) of this section.

(6) Taxable year. (i) The term ‘‘tax-
able year of a single first-tier corpora-
tion,’’ ‘‘taxable year of a corporation in
a chain,’’ or ‘‘taxable year of a corpora-
tion in a group,’’ means, respectively,
the taxable year of such corporation
ending with or within the taxable year
of the electing United States share-
holder for which is made under para-
graph (c)(1) of this section the election
establishing it as a single first-tier cor-
poration, a corporation in a chain, or
corporation in a group, as the case may
be.

(ii) The term ‘‘taxable year’’ when
used in reference to a chain or group
refers collectively to the respective
taxable years of the foreign corpora-
tions in such chain or group to which
applies the election establishing such
chain or group status, such taxable
year being, in the case of each respec-
tive corporation in the chain or group,
such corporation’s taxable year ending
with or within the taxable year of the
electing United States shareholder,
whether or not such taxable year of the
corporation is the same as that of any
other foreign corporation in the chain
or group.

(7) Foreign income tax. The term ‘‘for-
eign income tax’’ means income, war
profits, and excess profits taxes, and
taxes included in the term ‘‘income,
war profits, and excess profits taxes’’
by reason of section 903, paid or ac-
crued to a foreign country or posses-
sion of the United States and taken
into account for purposes of sections
901 through 905. Except in determining
the foreign tax credit under section 901,
the term shall not include any tax
which is deemed paid by a foreign cor-
poration under section 902(b).

(c) Election to exclude subpart F in-
come—(1) Foreign corporations included
in election. A corporate United States
shareholder may for any taxable year
exercise the election to secure an ex-
clusion under section 963 either—

(i)(a) Separately with respect to any
foreign corporation which as to such
shareholder is described in paragraph
(d) of this section, and/or

(b) Separately with respect to the
foreign corporation or corporations
which as to such shareholder are in a
series described in paragraph (e) of this
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section, except to the extent of any in-
terest (of such shareholder in any such
corporation) with respect to which an
election has otherwise been made
under this subdivision (i); or

(ii) With respect to all foreign cor-
porations which as to such shareholder
are described in paragraph (f) of this
section.

(2) Manner of making election. An elec-
tion under subparagraph (1) of this
paragraph to secure an exclusion under
section 963 and the consent to the regu-
lations under such section shall be
made for a taxable year by filing with
the return for such taxable year—

(i) A written statement stating that
such election is made for such taxable
year,

(ii) The names of the foreign corpora-
tions to which the election applies, the
taxable year, country or incorporation,
earnings and profits (as determined
under paragraph (d) of § 1.963–2), foreign
income tax taken into account under
paragraph (e) of § 1.963–2, and outstand-
ing capital stock, of each such corpora-
tion,

(iii) In case of a group election, the
names of all foreign corporations ex-
cluded from such group under para-
graph (f)(2) and (3) of this section and
identifying characterizations for all
foreign branches included in, and ex-
cluded from, such group under para-
graph (f)(4) of this section, together
with the authority for such exclusion
or inclusion, and

(iv) Such other information relating
to the election made as the Commis-
sioner may prescribe by instructions or
schedules to support such return.

(3) Duration of election—(i) Year-by-
year requirement. An election under sub-
paragraph (1) of this paragraph to se-
cure an exclusion under section 963
may be made for each taxable year of
the United States shareholder but shall
be effective only with respect to the
taxable year for which made. An elec-
tion made for any taxable year shall be
irrevocable with respect to that tax-
able year once the period for the mak-
ing of such election has expired, except
to the extent provided by subdivision
(ii) of this subparagraph.

(ii) Revocation or modification of elec-
tion for reasonable cause—(a) Conditions
under which allowed. If, after the mak-

ing of an election under subparagraph
(1) of this paragraph, the United States
shareholder establishes to the satisfac-
tion of the Commissioner that reason-
able cause exists for revocation or
modification of such election, it may
withdraw that election; change from a
group election to first-tier elections
and/or chain elections or from a chain
election to a first-tier election: change
from a first-tier election to a chain
election or from first-tier elections
and/or chain elections to a group elec-
tion; or, in the case of a chain or group
election, alter the composition of the
chain or group by adding or eliminat-
ing corporations. The United States
shareholder shall be allowed to revoke
or modify elections pursuant to this
subdivision only once for any taxable
year of such shareholder and then only
at a time prior to the expiration of the
period prescribed by law for making an
assessment of the tax imposed by chap-
ter 1 of the Code for such taxable year
and for any subsequent taxable year for
which the tax liability of such share-
holder would be affected by such rev-
ocation or modification of election.
The Commissioner may, as a condition
to such revocation or modification of
the election, require a consent by the
United States shareholder under sec-
tion 6501 to extend, for the taxable year
and such subsequent years affected by
the revocation or modification, the pe-
riod for the making of assessments,
and the bringing of distraint or a pro-
ceeding in court for collection, in re-
spect of a deficiency and all interest,
additional amounts, and assessable
penalties.

(b) Nature of reasonable cause. Reason-
able cause shall be deemed to exist for
the revocation or modification of an
election only if, after the making of
such election, a material and substan-
tial change in circumstances affecting
the election occurs which reasonably
could not have been anticipated when
the election was made and which, to a
significant degree, was beyond the con-
trol of the electing United States
shareholder. For example, reasonable
cause would exist if the minimum dis-
tribution were computed on the basis
of a contested foreign income tax as-
serted by a foreign tax authority
which, as a consequence of litigation

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00428 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



433

Internal Revenue Service, Treasury § 1.963–1

occurring after the filing of the United
States shareholder’s return, is re-
funded, with the result that the United
States shareholder is not entitled
under the election which was made to
an exclusion under section 963.

(c) Request for revocation or modifica-
tion. A United States shareholder desir-
ing to revoke or modify the election
shall mail to the Commissioner of In-
ternal Revenue, Attention: T:R, Wash-
ington, DC, 20224, a letter requesting
such revocation or modification; such
letter shall set forth the information
required by subparagraph (2) of this
paragraph with respect to any new
election and the facts and cir-
cumstances which the shareholder con-
siders reasonable cause for such rev-
ocation or modification. The share-
holder shall also consent, if required,
to the extension of assessment period
referred to in (a) of this subdivision
and shall furnish such other informa-
tion as may be required by the Com-
missioner in support of such request. If
the Commissioner is satisfied that rea-
sonable cause exists for the revocation
or modification, the United States
shareholder shall file an amended re-
turn consistent with any new election
which is made.

(d) Corporations to which a first-tier
election may apply—(1) Includible inter-
est. A corporate United States share-
holder may make a first-tier election
for the taxable year only with respect
to a single controlled foreign corpora-
tion in which it owns stock directly
within the meaning of section
958(a)(1)(A) and only with respect to
the stock so owned. The election must
apply to all of the stock so owned by
such shareholder and shall relate only
to the subpart F income of such cor-
poration which would otherwise be re-
quired to be included in gross income
by reason of owning such stock. The
shareholder may for the same taxable
year make a first-tier election with re-
spect to one or more controlled foreign
corporations in which it directly owns
stock and not with respect to other
controlled foreign corporations in
which it directly owns stock.

(2) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation M di-
rectly owns all the one class of stock in each
of the controlled foreign corporations A, B,
and C. Corporation M may make a first-tier
election for a taxable year with respect to
any one of corporations A, B, and C; with re-
spect to corporations A and B, respectively;
with respect to corporations A and C, respec-
tively; with respect to corporations B and C,
respectively; or with respect to corporations
A, B, and C, respectively.

Example 2. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A and 20 percent
of the one class of stock of controlled foreign
corporation B. Corporation A directly owns
80 percent of the stock of B Corporation. All
such corporations use the calendar year as
the taxable year. For 1964, M Corporation
makes a first-tier election with respect to
corporations A and B, respectively, and re-
ceives a minimum distribution from each.
An exclusion under section 963 for 1964 will
be allowed for all of A Corporation’s subpart
F income for such year but only for the
amount of B Corporation’s subpart F income
which M Corporation would (without regard
to section 963) be required to include in gross
income for such year under section
951(a)(1)(A)(i) by reason of directly owning 20
percent of the stock of B Corporation. Cor-
poration M may not exclude any amount
which it would be required (without regard
to section 963) to include in gross income
under section 951(a)(1)(A)(i) for such year
with respect to the subpart F income of B
Corporation by reason of its indirect owner-
ship (through the operation of section
958(a)(2)) of 80 percent of the stock of B Cor-
poration, unless M Corporation separately
elects such exclusion and receives a mini-
mum distribution with respect to such inter-
est. See paragraph (e) of this section relating
to chain elections.

(e) Corporations to which a chain elec-
tion may apply—(1) Includible interests.
A Corporate United States shareholder
may make a chain election for the tax-
able year with respect to one or more
controlled foreign corporations in any
series which includes only one foreign
corporation described in subdivision
(i), any one or more controlled foreign
corporations described in subdivision
(ii), and all foreign corporations de-
scribed in subdivision (iii) of this sub-
paragraph:

(i) A foreign corporation, whether or
not a controlled foreign corporation, to
the extent of stock owned by such
shareholder—

(a) Directly (within the meaning of
section 958(a)(1)(A)) in such corpora-
tion, or
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(b) Indirectly (through the operation
of section 958(a)(2)) by virtue of the di-
rect ownership (within the meaning of
section 958(a)(1)(A)) of stock in such
corporation by a foreign trust, foreign
estate, or foreign partnership, in which
such shareholder is a beneficiary or
partner;

(ii) To the extent that such share-
holder so elects, any controlled foreign
corporation to the extent that, by rea-
son of its ownership of stock described
in subdivision (i) of this subparagraph,
such shareholder indirectly owns with-
in the meaning of section 958(a)(2)
stock in such controlled foreign cor-
poration; and

(iii) All foreign corporations, whether
or not controlled foreign corporations,
by reason (and to the extent) of owner-
ship of stock in which such shareholder
indirectly owns within the meaning of
section 958(a)(2) stock in a controlled
foreign corporation included in the se-
ries by reason of subdivision (ii) of this
subparagraph.
Notwithstanding the preceding sen-
tence, a corporate United States share-
holder may make a chain election for
the taxable year with respect to a sin-
gle foreign corporation, but only if
such foreign corporation is a controlled
foreign corporation described in sub-
division (i)(b) of this subparagraph. The
shareholder may for the same taxable
year make a chain election with re-
spect to one or more series, and not
with respect to other series, to which
this subparagraph applies.

(2) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A, which in turn
directly owns 80 percent of the one class of
stock of controlled foreign corporation B.
Corporation M may make a chain election
with respect to corporations A and B.

Example 2. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A, which in turn
directly owns 80 percent of the one class of
stock of controlled foreign corporation B,
which in turn directly owns all the one class
of stock of controlled foreign corporation C.
Corporation M also directly owns 20 percent
of the stock of B Corporation. Corporation M
may make a chain election either with re-
spect to corporations A and B or with respect
to corporations A, B, and C. In either case

corporations B and C can be included in the
chain only to the extent of M Corporation’s
indirect 80-percent stock interest in such
corporations by reason of its direct owner-
ship of 100 percent of the stock of A Corpora-
tion. Corporation M may also make a chain
election with respect to corporations B and
C, in which case the chain would include cor-
porations B and C to the extent of the 20-per-
cent stock interest which M Corporation
owns directly in B Corporation, and indi-
rectly owns in C Corporation by reason of its
direct ownership of such stock interest in B
Corporation.

Example 3. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A, which in turn
directly owns all the one class of stock of
controlled foreign corporations B and C. Cor-
poration M may make a chain election ei-
ther with respect to corporations A, B, and
C; or with respect to corporations A and B;
or with respect to corporations A and C.

Example 4. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A and 40 percent
of the one class of stock of foreign corpora-
tion B, not a controlled foreign corporation.
Corporation A directly owns 30 percent of
the one class of stock of controlled foreign
corporation C, and B Corporation directly
owns the remaining 70 percent of the stock
of C Corporation. Corporation M may make a
chain election with respect to corporations A
and C, but in such case C Corporation can be
included in the chain only to the extent of M
Corporation’s indirect 30-percent stock in-
terest in such corporation by reason of its di-
rect ownership of 100 percent of the stock of
A Corporation. Corporation M may instead
make a chain election with respect to cor-
porations B and C, but in such case C Cor-
poration can be included in the chain only to
the extent of M Corporation’s indirect 28-per-
cent stock interest in such corporation by
reason of its direct ownership of 40 percent of
the stock of B Corporation. In the latter
case, B Corporation must be included in the
chain even though it is not a controlled for-
eign corporation. Corporation M may also
make two chain elections, one with respect
to corporations A and C, and the other with
respect to corporations B and C, as described
above.

Example 5. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporation A, which in turn
directly owns all the one class of stock of
controlled foreign corporation B and 40 per-
cent of the one class of stock of foreign cor-
poration C, not a controlled foreign corpora-
tion. Corporation M may make a chain elec-
tion with respect to corporations A and B.
Corporation C may not be included in the
chain since M Corporation does not, by rea-
son of its indirect ownership of stock in C
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Corporation, own stock in any controlled
foreign corporation.

Example 6. Domestic corporation M di-
rectly owns a 60-percent partnership interest
in foreign partnership D and by reason of
such interest owns indirectly, within the
meaning of section 958(a)(2), 60 percent of the
one class of stock of controlled foreign cor-
poration E (all of the stock of which is di-
rectly owned by D Partnership) and 60 per-
cent of the one class of stock of controlled
foreign corporation F (all the stock of which
is also directly owned by D Partnership). By
virtue of its direct interest in D Partnership,
M Corporation may make a chain election
with respect to E Corporation alone or with
respect to F Corporation alone. Corporation
M may also make two chain elections, one
with respect to E Corporation, the other
with respect to F Corporation.

(f) Corporations to which a group elec-
tion may apply—(1) Includible interests.
A corporate United States shareholder
may make a group election for the tax-
able year with respect to a group of
foreign corporations which includes,
except as provided in subparagraphs (2)
and (3) of this paragraph, all of the fol-
lowing corporations:

(i) All controlled foreign corpora-
tions in which such shareholder owns
stock either directly within the mean-
ing of section 958(a)(1)(A) or indirectly
within the meaning of section 958(a)(2),
and

(ii) All foreign corporations, whether
or not controlled foreign corporations,
by reason (and to the extent) of owner-
ship of stock in which such share-
holder, indirectly owns within the
meaning of section 958(a)(2) stock in a
controlled foreign corporation de-
scribed in subdivision (i) of this sub-
paragraph.
A first-tier election or chain election
may not be made for any taxable year
with respect to any foreign corporation
which for such taxable year has been
excluded under subparagraph (2) or (3)
of this paragraph from a group with re-
spect to which a group election has
been made for such year. The applica-
tion of this subparagraph may be illus-
trated by the following examples:

Example 1. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporations A and B and is a
United States shareholder with respect to no
other foreign corporation. M Corporation
may make a group election with respect to
corporations A and B.

Example 2. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporations A and B, and B
Corporation directly owns 80 percent of the
one class of stock of controlled foreign cor-
poration C. Corporation M is a United States
shareholder only with respect to corpora-
tions A, B, and C. If M Corporation makes a
group election, it must make the election
with respect to corporations A, B, and C.

Example 3. Domestic corporation M di-
rectly owns all the one class of stock of con-
trolled foreign corporations A and B. Cor-
poration A directly owns 70 percent of the
one class of stock of controlled foreign cor-
poration C. Corporation B directly owns 40
percent of the one class of stock of foreign
corporation D, not a controlled foreign cor-
poration, and D Corporation directly owns 30
percent of the stock of C Corporation. Cor-
poration M is a United States shareholder
with respect to no other foreign corporation.
If M Corporation makes a group election, it
must make the election with respect to cor-
porations A, B, C, and D. Corporation D must
be included in the group even though it is
not a controlled foreign corporation.

(2) Less developed country corporations.
If the United States shareholder so
elects, it may for any taxable year ex-
clude from a group for purposes of a
group election every controlled foreign
corporation which is a less developed
country corporation as defined in sec-
tion 955(c) and § 1.955–5 for the taxable
year of such foreign corporation ending
with or within such taxable year of the
shareholder but only if, by reason of
ownership of stock in such foreign cor-
poration, the shareholder does not indi-
rectly own within the meaning of sec-
tion 958(a)(2) stock in any other con-
trolled foreign corporation which is not
a less developed country corporation
for its taxable year ending with or
within such taxable year of the share-
holder. The election under this sub-
paragraph to exclude a less developed
country corporation is required to be
made with respect to all less developed
country corporations of which the
electing shareholder is a United States
shareholder and which, under the pre-
ceding sentence, are eligible to be ex-
cluded.

Example. Domestic corporation M directly
owns all the one class of stock of controlled
foreign corporations A and B, not less devel-
oped country corporations. Corporation A di-
rectly owns all of the one class of stock of
controlled foreign corporation C, B Corpora-
tion directly owns all the one class of stock

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00431 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



436

26 CFR Ch. I (4–1–98 Edition)§ 1.963–1

of controlled foreign corporation D, and D
Corporation directly owns all the one class
of stock of controlled foreign corporation E.
Corporations C, D, and E are less developed
country corporations under section 955(c).
Corporation M may make a group election
with respect to corporations A, B, C, D, and
E; it may also exclude the less developed
country corporations and make a group elec-
tion with respect to corporations A and B
only. If E Corporation were not a less devel-
oped country corporation, however, neither
D Corporation nor E Corporation could be
excluded since, by reason of ownership of
stock in D Corporation, M Corporation would
indirectly own stock in E Corporation, a con-
trolled foreign corporation which is not a
less developed country corporation.

(3) Foreign corporations with blocked
foreign income. If the United States
shareholder so elects, it may for any
taxable year exclude from a group for
purposes of a group election any for-
eign corporation with respect to which
it is established to the satisfaction of
the Commissioner that an amount of
earnings and profits of such corpora-
tion sufficient to constitute its share
of a pro rata minimum distribution (as
defined in paragraph (a)(2)(i) of § 1.963–
4) by the group cannot be distributed
to such United States shareholder be-
cause of currency or other restrictions
or limitations imposed under the laws
of any foreign country. If, by reason of
ownership of stock in a foreign cor-
poration which is excluded from the
group under the preceding sentence, a
United States shareholder owns stock
in another foreign corporation an
amount of whose earnings and profits
sufficient to constitute its share of a
pro rata minimum distribution by the
group cannot be distributed to such
United States shareholder through
such excluded foreign corporation be-
cause of currency or other restrictions
or limitations imposed under the laws
of any foreign country, such other for-
eign corporation must also be excluded
from the group for purposes of the
group election. For purposes of this
subparagraph, the determination as to
whether earnings and profits cannot be
distributed because of currency or
other restrictions or limitations im-
posed under the laws of a foreign coun-
try shall be made in accordance with
the regulations under section 964(b),
except that such restrictions or limita-
tions shall be considered to exist not-

withstanding that distributions are
made by the foreign corporation in a
foreign currency if, assuming the dis-
tributee to be the United States share-
holder, the distributed amounts would
be excludable from the distributee’s
gross income for the taxable year of re-
ceipt under a method of accounting in
which the reporting of blocked foreign
income is deferred until the income
ceases to be blocked.

(4) Treatment of foreign branches of do-
mestic corporation as foreign subsidiary
corporations—(i) In general. If the
United States shareholder so elects, all
branches (other than a branch excluded
under subdivision (iii) of this subpara-
graph) maintained by such shareholder
in foreign countries and possessions of
the United States shall be treated, for
purposes of applying subparagraph (1)
of this paragraph, as wholly owned for-
eign subsidiary corporations of such
shareholder organized under the laws
of such respective foreign countries or
possessions of the United States. Each
branch treated as such a foreign sub-
sidiary corporation shall be included in
the group by the United States share-
holder making the group election and
shall be regarded, for purposes of sec-
tion 963, as having distributed to such
shareholder all of its earnings and prof-
its for the taxable year, irrespective of
the statutory percentage applied for
the taxable year under paragraph (b) of
§ 1.963–2. As used in this subparagraph,
the term ‘‘branch’’ shall mean a perma-
nent organization maintained in a for-
eign country or a possession of the
United States to engage in the active
conduct of a trade or business. Whether
a permanent organization is main-
tained in a foreign country or posses-
sion of the United States shall depend
upon the facts and circumstances of
the particular case. As a general rule, a
permanent organization shall be con-
sidered to be maintained in such coun-
try or possession if the United States
shareholder maintains therein a sig-
nificant work force or significant man-
ufacturing, mining, warehousing, sales,
office, or similar business facilities of a
fixed or permanent nature. If a United
States shareholder so operates that it
satisfies the branch test with respect
to each of several foreign countries or
possessions, each such branch shall be
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treated as a separate wholly owned for-
eign subsidiary corporation organized
under the laws of such country or pos-
session in respect of which it satisfies
such test. In no event shall a branch
which is treated as a wholly owned for-
eign subsidiary corporation under this
subparagraph be also treated as a less
developed country corporation. The
term ‘‘possession of the United
States,’’ as used in this subparagraph,
shall be construed to have the same
meaning as that contained in para-
graph (b)(2) of § 1.957–3.

(ii) Earnings and profits and taxes of a
foreign branch. The earnings and profits
(or deficit in earnings and profits) for a
taxable year of a branch treated as a
wholly owned foreign subsidiary cor-
poration under this subparagraph shall
be determined by applying against the
gross income (as defined in section 61)
of the branch its allowable deductions
other than any net operating loss de-
duction. Any excess of gross income
over such deductions shall constitute
earnings and profits. Any excess of
such deductions over gross income
shall constitute a deficit in earnings
and profits. For purposes of this sub-
paragraph, the gross income of a
branch is that which is produced by the
trade or business activities separately
conducted by it outside the United
States and which is derived from
sources without the United States
under the provisions of sections 861
through 864 and the regulations there-
under; the allowable deductions of a
branch are those which are properly al-
locable to or chargeable against its
gross income and which are allowable
under chapter 1 of the Code to the cor-
poration of which it is a branch. Only
the foreign income tax allocable to the
gross income of the branch shall be
considered paid or accrued by such
branch. Solely for the purpose of deter-
mining under paragraph (c)(2) of § 1.963–
2 the effective foreign tax rate of a
group which includes a branch treated
as a wholly owned foreign subsidiary
corporation, the foreign income tax
considered paid or accrued by the
branch shall be treated as an allowable
deduction of such branch even though
the United States shareholder chooses
to take the benefits of section 901 for
the taxable year.

(iii) Excluded branches. For purposes
of subdivision (i) of this subparagraph,
a branch maintained by the United
States shareholder in a possession of
the United States shall not be treated
as a wholly owned foreign subsidiary
corporation of the United States share-
holder for the taxable year unless such
branch would be a controlled foreign
corporation (as defined in section 957
and the regulations thereunder) for
such taxable year if it were incor-
porated under the laws of such posses-
sion and unless the gross income of
such shareholder for such taxable year
includes for purposes of the tax im-
posed by Chapter 1 of the Code the in-
come, if any, derived by such share-
holder from sources within possessions
of the United States, as determined
under the provisions of sections 861
through 864 and the regulations there-
under.

(iv) Illustrations. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Throughout 1964, domestic cor-
poration M directly owns all of the one class
of stock of controlled foreign corporations A
and B. All corporations use the calendar year
as the taxable year. During 1964, M Corpora-
tion engages in foreign country X in the
manufacture and sale of steel tubing and
rods, maintaining therein a significant work
force and significant manufacturing and
sales facilities for such purpose. Corporation
M also engages in foreign country Y in the
mining and sale of iron ore, maintaining
therein a significant work force and substan-
tial mining and sales facilities for such pur-
pose. For 1964, M Corporation may make a
group election with respect to corporations
A and B and the branches operated in coun-
try X and country Y, treating such branches
as wholly owned foreign subsidiary corpora-
tions. If corporation M elects to include one
such branch in the group election, it must
include both.

Example 2. Throughout 1964, domestic cor-
poration M directly owns all the one class of
stock of controlled foreign corporations A
and B. All corporations use the calendar year
as the taxable year. During 1964, M Corpora-
tion exports tractors to foreign country Z, in
which country its sole activities consist of
arranging for title to the tractors to pass to
the purchasers in that country. Corporation
M’s only facility in country Z in 1964 is a
small rented office, and its work force there-
in consists only of a few clerical employees.
The activities of M Corporation in country Z
do not constitute the maintenance of a
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branch therein for purposes of this subpara-
graph. Corporation M may make a group
election, only with respect to corporations A
and B.

[T.D. 6759, 29 FR 13325, Sept. 25, 1964; 29 FR
13896, Oct. 8, 1964, as amended by T.D. 6767, 29
FR 14877, Nov. 3, 1964; T.D. 7100, 36 FR 5335,
Mar. 20, 1971]

§ 1.963–2 Determination of the amount
of the minimum distribution.

(a) Application of statutory percentage
to earnings and profits. The amount of
the minimum distribution required to
be received by a United States share-
holder with respect to stock to which
the election under paragraph (c) of
§ 1.963–1 applies for the taxable year in
order to qualify for a section 963 exclu-
sion for such year shall be the amount,
if any, determined by the multiplica-
tion of the statutory percentage appli-
cable for the taxable year by—

(1) In the case of a first-tier election,
such shareholder’s proportionate share
(as determined under paragraph (d)(2)
of this section) of the earnings and
profits for the taxable year of the sin-
gle first-tier corporation to which the
election relates,

(2) In the case of a chain election, the
consolidated earnings and profits (as
determined under paragraph (d)(3) of
this section) with respect to such
shareholder for the taxable year of the
chain to which the election relates, or

(3) In the case of a group election, the
consolidated earnings and profits (as
determined under paragraph (d)(3) of
this section) with respect to such
shareholder for the taxable year of the
group to which the election relates.
For the requirement that the overall
United States and foreign income tax
incurred in respect of a minimum dis-
tribution from a chain or group must
equal or exceed either 90 percent of the
United States corporate tax rate ap-
plied against pretax and
predistribution consolidated earnings
and profits or, with the application of
the special rules set forth therein,
must equal or exceed the overall
United States and foreign income tax
which would have resulted from a pro
rata minimum distribution, see para-
graph (a)(1) of § 1.963–4.

(b) Statutory percentage. The statu-
tory percentage (referred to in para-

graph (a) of this section) for the tax-
able year shall be determined by apply-
ing the effective foreign tax rate (as
defined in paragraph (c) of this section)
for such year with respect to the single
first-tier corporation, chain, or group,
as the case may be, against—

(1) The table set forth in section
963(b)(1) in the case of an election to se-
cure an exclusion under section 963 for
a taxable year of the United States
shareholder beginning in 1963 and a
taxable year entirely within the sur-
charge period ending before January 1,
1970.

(2) The table set forth in section
963(b)(2) in the case of an election to se-
cure an exclusion under section 963 for
a taxable year of the U.S. shareholder
beginning in 1964 or for a taxable year
of such shareholder beginning in 1969
and ending in 1970 to the extent sub-
paragraph (B) of section 963(b)(3) ap-
plies,

(3) The table set forth in section
963(b)(3) in the case of an election to se-
cure an exclusion under section 963 for
a taxable year of the U.S. shareholder
beginning after December 31, 1964 ex-
cept a taxable year which includes any
part of the surcharge period, or

(4) The table set forth in paragraph
(b) of § 1.963–8 in the case of an election
to secure an exclusion under section
963 for the calendar year 1970.

Example. Domestic corporation M owns all
the one class of stock in controlled foreign
corporation A. Corporation M uses the cal-
endar year as its taxable year, and A Cor-
poration uses a fiscal year ending August 31.
For 1964, M Corporation makes a first-tier
election in order to exclude from gross in-
come for such year the subpart F income of
A Corporation for its taxable year ending on
August 31, 1964. Although, such election ap-
plies to the taxable year of A Corporation be-
ginning on September 1, 1963, the applicable
table, for purposes of determining the statu-
tory percentages to be used under paragraph
(a) of this section for the taxable year, is
that set forth in section 963(b)(2), which re-
lates to taxable years of United States share-
holders beginning in 1964. Thus, if for the
taxable year of A Corporation ending August
31, 1964, the effective foreign tax rate is 30
percent, A Corporation would have to dis-
tribute 72 percent of its earnings and profits
for such year in order for M Corporation to
be entitled to an exclusion under section 963
for 1964.
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(c) Effective foreign tax rate—(1) Single
first-tier corporation. For purposes of
section 963 the term ‘‘effective foreign
tax rate’’ for a taxable year means,
with respect to a single first-tier cor-
poration, the percentage which—

(i) The United States shareholder’s
proportionate share (as determined
under paragraph (e)(1) of this section)
of the foreign income tax of such cor-
poration for such taxable year is of—

(ii) The sum of—
(a) The United States shareholder’s

proportionate share (as determined
under paragraph (d)(2) of this section)
of the earnings and profits of such cor-
poration for such taxable year, and

(b) The amount referred to in subdivi-
sion (i) of this subparagraph.

(2) Chain or group of corporations. For
purposes of section 963, the term ‘‘ef-
fective foreign tax rate’’ for a taxable
year means, with respect to a chain or
group, the percentage which—

(i) The consolidated foreign income
taxes (as determined under paragraph
(e)(2) of this section) of such chain or
group with respect to the United
States shareholder for such taxable
year is of—

(ii) The sum of—
(a) The consolidated earnings and

profits (as determined under paragraph
(d)(3) of this section) of such chain or
group with respect to such United
States shareholder for such taxable
year, and

(b) The amount referred to in subdivi-
sion (i) of this subparagraph.

(3) Treatment of United States tax as
foreign tax. For the purpose solely of
determining the effective foreign tax
rate under this paragraph, if a foreign
corporation has pretax earnings and
profits attributable to income from
sources within the United States for
the taxable year upon which it pays
United States income tax and if dis-
tributions from the earnings and prof-
its of such corporation for such year to
the electing United States shareholder
with respect to stock to which the elec-
tion to secure an exclusion under sec-
tion 963 relates do not entitled such
shareholder to the dividends-received
deduction under section 245, the
amount of the United States income
tax shall be taken into account as
though such tax were foreign income

tax. The amount so treated as foreign
income tax shall not exceed 90 percent
of an amount determined by multiply-
ing such pretax earnings and profits at-
tributable to income from sources
within the United States by a percent-
age which is the sum of the normal tax
rate and the surtax rate (determined
without regard to the surtax exemp-
tion) prescribed by section 11 for the
taxable year of the United States
shareholder.

(d) Determination of proportionate
share of earnings and profits and consoli-
dated earnings and profits—(1) Earnings
and profits of foreign corporations. For
purposes of §§ 1.963–1 through 1.963–8,
the earnings and profits, or deficit in
earnings and profits, for the taxable
year, of a single first-tier corporation
or of a foreign corporation in a chain
or group shall be the amount of its
earnings and profits for such year, de-
termined under section 964(a) and
§ 1.964–1 but without reduction for for-
eign income tax or for distributions
made by such corporation, less—

(i) In the case of a foreign corpora-
tion included in a chain or group, the
amount of any distributions received
(computed without reduction for any
income tax paid or accrued by such
corporation with respect to such dis-
tributions) by such corporation during
its taxable year from the earnings and
profits (whether or not from earnings
and profits of the taxable year to which
the election under section 963 applies)
of another foreign corporation in the
chain or group.

(ii) In the case of every foreign cor-
poration, the amount of foreign income
tax paid or accrued by such corpora-
tion during its taxable year other than
foreign income tax referred to in sub-
division (i) and (iii) of this subpara-
graph, and

(iii) In the case of a foreign corpora-
tion included in a chain or group, the
foreign income tax paid or accrued by
such corporation with respect to dis-
tributions from the earnings and prof-
its of any other foreign corporation in
the chain or group for the taxable year
of such other corporation to which the
election under section 963 applies, but
only if the U.S. shareholder chooses
under this subdivision to take such tax
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into account in determining the effec-
tive foreign tax rate rather than count
it toward the amount of the minimum
distribution as provided in paragraph
(b)(2) of § 1.963–3.
In the event that the foreign income
tax of a corporation included in a chain
or group depends upon the extent to
which distributions are made by such
corporation, the amount of foreign in-
come tax referred to in subdivision (ii)
of this subparagraph shall, only for
purposes of determining the effective
foreign tax rate, be the amount which
would have been paid or accrued if no
distributions had been made. For the
rules in other cases involving corpora-
tions whose foreign income tax varies
with distributions, see § 1.963–5. For the
manner of computing the earnings and
profits of a foreign branch treated as a
wholly owned foreign subsidiary cor-
poration see paragraph (f)(4)(ii) of
§ 1.963–1.

(2) Shareholder’s proportionate share of
earnings and profits—(i) Corporation
with earnings and profits—(a) In general.
A United States shareholder’s propor-
tionate share, with respect to stock to
which the election to secure an exclu-
sion under section 963 relates, of the
earnings and profits of a foreign cor-
poration (not including a foreign
branch described in (b) of this subdivi-
sion) for its taxable year shall be the
share which such shareholder would re-
ceive if the total amount of such cor-
poration’s earnings and profits, as de-
termined under subparagraph (1) of this
paragraph, for such year were distrib-
uted on the last day of such corpora-
tion’s taxable year on which such cor-
poration is a controlled foreign cor-
poration or is a foreign corporation by
reason of the ownership of stock in
which the United States shareholder
indirectly owns within the meaning of
section 958(a)(2) stock in a controlled
foreign corporation.

(b) Foreign branch treated as a foreign
subsidiary corporation. A United States
shareholder’s proportionate share of
the earnings and profits, for the tax-
able year, of a branch treated as a
wholly owned foreign subsidiary cor-
poration and included in a group under
paragraph (f)(4) of § 1.963–1 shall be the
total earnings and profits of such
branch for the taxable year, as deter-

mined under paragraph (f)(4)(ii) of such
section.

(c) Indirectly held foreign corporations.
If the proportionate share to be deter-
mined is of earnings and profits of a
foreign corporation the stock of which
is owned by the United States share-
holder by reason of its ownership of
stock (with respect to which the elec-
tion relates) in another corporation,
such shareholder’s proportionate share
of such earnings and profits for the
taxable year shall be determined on the
basis of the amount such shareholder
would receive from such foreign cor-
poration with respect to stock in such
foreign corporation if there were dis-
tributed for the taxable year all such
earnings and profits, as determined
under subparagraph (1) of this para-
graph, and of all the earnings and prof-
its of all other corporations through
which such earnings and profits must
pass in order to be received by such
shareholder with respect to the stock
to which the election relates. For pur-
poses of the preceding sentence, the
amount received by the shareholder
from the earnings and profits of a for-
eign corporation shall be determined
without taking into account deduc-
tions (whether or not allowable under
chapter 1 of the Code) of other foreign
corporations through which such earn-
ings and profits are distributed.

(d) More than one class of stock. If a
foreign corporation for a taxable year
has more than one class of stock out-
standing, the earnings and profits of
such corporation for such year which
shall be taken into account with re-
spect to any one class of such stock
shall be the earnings and profits which
would be distributed with respect to
such class if all earnings and profits of
such corporation for such year were
distributed on the last day of such cor-
poration’s taxable year, on which such
corporation is a controlled foreign cor-
poration or is a foreign corporation by
reason of the ownership of stock in
which the United States shareholder
indirectly owns within the meaning of
section 958(a)(2) stock in a controlled
foreign corporation. If an arrearage in
dividends for prior taxable years exists
with respect to a class of preferred
stock of such corporation, the earnings
and profits for the taxable year shall be
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attributed to such arrearage only to
the extent such arrearage exceeds the
earnings and profits of such corpora-
tion remaining from prior taxable
years beginning after December 31,
1962. For example, if a controlled for-
eign corporation, using the calendar
year as its taxable year, has earnings
and profits for 1963 of $100 accumulated
at December 31, 1963, and an arrearage
of $150 for such year in respect of pre-
ferred stock, the earnings and profits
for 1964 attributable to such arrearage
may not exceed $50 ($150¥$100).

(e) Discretionary power to allocate
earnings to different classes of stock. If
the allocation of a foreign corpora-
tion’s earnings and profits for the tax-
able year between two or more classes
of stock depends upon the exercise of
discretion by that body of persons
which exercises with respect to such
corporation the power ordinarily exer-
cised by the board of directors of a do-
mestic corporation, the allocation of
such earnings and profits to such class-
es shall be made for purposes of this
subdivision as if such classes con-
stituted one class of stock in which
each share has the same rights to divi-
dends as any other share, unless a dif-
ferent method of allocation of such
earnings and profits is made by such
body not later than 90 days after the
close of such taxable year.

(f) Illustrations. The application of
this subdivision may be illustrated by
the following examples:

Example 1. Domestic corporation M di-
rectly owns 80 percent of the one class of
stock of controlled foreign corporation A,
which directly owns 60 percent of the one
class of stock of controlled foreign corpora-
tion B. Each such corporation has earnings
and profits of $70 for the taxable year, as de-
termined under subparagraph (1) of this
paragraph. Corporation M’s proportionate
share of the earnings and profits is $56
(0.80×$70) as to A Corporation and $33.60
(0.80×0.60×$70) as to B Corporation.

Example 2. Throughout 1964 controlled for-
eign corporation A, which uses the calendar
year as the taxable year, has outstanding 40
shares of common stock and 60 shares of 6-
percent, nonparticipating, noncumulative
preferred stock with a par value of $100 per
share. Corporation A has earnings and prof-
its of $1,000, for 1964, as determined under
subparagraph (1) of this paragraph. In such
case, $360 (0.06×$100×60) of earnings and prof-
its would be taken into account with respect

to the preferred stock and $640 ($1,000¥$360),
with respect to the common stock. Thus, if a
United States shareholder owns 10 shares of
common stock and 30 shares of preferred
stock for 1964, its proportionate share of the
earnings and profits for such year is $340 ([10/
40×$640]+[30/60×$360]).

(ii) Deficit in earnings and profits of a
corporation in a chain or group. A
United States shareholder’s propor-
tionate share, with respect to stock to
which the election to secure an exclu-
sion under section 963 relates, of a defi-
cit in earnings and profits of a foreign
corporation in a chain or group for a
taxable year shall be the portion of
such deficit which, if such corporation
had earnings and profits for such year
as determined under subparagraph (1)
of this paragraph and all of such earn-
ings and profits were distributed on the
date described in subdivision (i)(a) of
this subparagraph, the share of such
earnings and profits such shareholder
would receive bears to the total of the
earnings and profits which would be so
distributed on such date. For the deter-
mination of the deficit of a foreign
branch treated as a wholly owned for-
eign subsidiary corporation and in-
cluded in a group, see paragraph
(f)(4)(ii) of § 1.963–1. A United States
shareholder’s proportionate share of
the deficit of such a branch shall be the
total deficit of such branch for the tax-
able year.

(iii) Controlled foreign corporation for
part of year. If—

(a) Stock in a foreign corporation is
owned within the meaning of section
958(a) by a United States shareholder
on the last day in the taxable year of
such corporation for which such cor-
poration is a controlled foreign cor-
poration to which applies an election
by such shareholder to secure an exclu-
sion under section 963 with respect to
such stock, or

(b) Stock in a foreign corporation
which is not a controlled foreign cor-
poration is owned within the meaning
of section 958(a) by a United States
shareholder on the last day in the tax-
able year of such corporation on which
another foreign corporation (which, by
reason of the stock so owned, is owned
by such shareholder within the mean-
ing of section 958(a)) is a controlled for-
eign corporation to which applies an
election by such shareholder to secure
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an exclusion under section 963 with re-
spect to such stock,
the earnings and profits of such foreign
corporation for the taxable year which
are taken into account in determining
such shareholder’s proportionate share
thereof shall be an amount of such
earnings and profits, determined as
provided in subparagraph (1) of this
paragraph, which bears to the total of
such earnings and profits the same
ratio which the part (computed on a
daily basis) of such year during which
such corporation is a controlled foreign
corporation (or, in case such corpora-
tion is not a controlled foreign cor-
poration, during which such other cor-
poration is a controlled foreign cor-
poration) bears to the total taxable
year. If the United States shareholder
by sufficient records and accounts es-
tablishes to the satisfaction of the dis-
trict director the gross income re-
ceived or accrued, and the deductions
paid or accrued, for the part of such
year during which such corporation is
a controlled foreign corporation (or, in
case such corporation is not a con-
trolled foreign corporation, during
which such other corporation is a con-
trolled foreign corporation), the
amount of earnings and profits based
on such records and accounts may be
used in lieu of the amount determined
under the preceding sentence. The ap-
plication of this subdivision may be il-
lustrated by the following examples:

Example 1. Domestic corporation M on
June 30, 1963, purchases 60 percent of the one
class of stock of A Corporation which on
July 1 becomes a controlled foreign corpora-
tion and remains such throughout the re-
mainder of 1963. Both corporations use the
calendar year as the taxable year. Corpora-
tion M makes a first-tier election with re-
spect to A Corporation. For 1963, A Corpora-
tion has $100 of earnings and profits, as de-
termined under subparagraph (1) of this
paragraph. Corporation M’s proportionate
share of such earnings and profits for 1963 is
$30.25 (0.60×[184/365×$100]).

Example 2. (a) Throughout 1963 domestic
corporation M directly owns 20 percent of
the one class of stock of foreign corporation
A, not a controlled foreign corporation at
any time, which directly owns 50 percent of
the one class of stock of foreign corporation
B, which becomes a controlled foreign cor-
poration on July 1, 1963, and remains such
throughout the remainder of 1963. All such
corporations use the calendar year as the

taxable year. Each of corporations A and B
has earnings and profits for 1963 of $100, as
determined under subparagraph (1) of this
paragraph. Corporation M makes a chain
election for 1963 with respect to corporations
A and B. Corporation M’s proportionate
share of the earnings and profits of A Cor-
poration for 1963 is $10.08 (0.20×[184/365×$100]).
Corporation M’s proportionate share of the
earnings and profits of B Corporation for 1963
is $5.04 (0.20×0.50×[184/365×$100]).

(b) If B Corporation had been a controlled
foreign corporation throughout 1963, M Cor-
poration’s proportionate share of the earn-
ings and profits of corporations A and B for
1963 would have been $20 (0.20×$100) and $10
(0.20×0.50×$100), respectively.

(c) If corporations A and B had each been
a controlled foreign corporation only for the
period of January 1, 1963, through June 30,
1963, M Corporation’s proportionate share of
the earnings and profits of such corporations
would have been $9.92 (0.20×[181/365×$100]) and
$4.98 (0.20×0.50×[181/365× $100]), respectively.

(d) If A Corporation had been a controlled
foreign corporation throughout 1963 or dur-
ing the period of July 1, 1963, through De-
cember 31, 1963, but B Corporation had been
a controlled foreign corporation only during
the period of January 1, 1963, through June
30, 1963, M Corporation’s proportionate share
of the earnings and profits of such corpora-
tions would have been $20 (0.20×$100) and $4.96
(0.20×0.50×[181/365×$100]), respectively.

(3) Consolidated earnings and profits
with respect to United States shareholder.
The consolidated earnings and profits
of a chain or group with respect to any
United States shareholder for the tax-
able year shall be the sum of such
shareholder’s proportionate shares of
the earnings and profits, and of the def-
icit in earnings and profits, determined
under subparagraph (2) of this para-
graph, for such year of all foreign cor-
porations, whether or not controlled
foreign corporations, in such chain or
group.

(e) Foreign income taxes used in deter-
mining effective foreign tax rate. For pur-
poses of determining the effective for-
eign tax rate under paragraph (c) of
this section—

(1) Shareholder’s proportionate share of
taxes of a foreign corporation. The for-
eign income tax of a foreign corpora-
tion for a taxable year shall consist of
the foreign income tax referred to in
paragraph (d)(1)(ii) of this section with
respect to such year and, if the United
States shareholder chooses to take the
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foreign income tax described in para-
graph (d)(1)(iii) of this section into ac-
count in determining the effective for-
eign tax rate of a chain or group which
includes such foreign corporation, the
foreign income tax referred to in such
paragraph with respect to such year. A
United States shareholder’s propor-
tionate share, with respect to stock to
which the election to secure an exclu-
sion under section 963 applies, of the
foreign income tax of such foreign cor-
poration for a taxable year shall be the
same proportion of such foreign income
tax that such shareholder’s propor-
tionate share (as determined under
paragraph (d)(2)(i) of this section) of
the earnings and profits of such cor-
poration for such year bears to the
total earnings and profits of such cor-
poration for such year. A United States
shareholder’s proportionate share of
the foreign income tax, for the taxable
year, of a branch treated as a wholly
owned foreign subsidiary corporation
and included in a group under para-
graph (f)(4) of § 1.963–1 shall be the total
foreign income tax of such branch for
the taxable year.

(2) Consolidated foreign income taxes
with respect to United States shareholder.
The consolidated foreign income taxes
of a chain or group with respect to a
United States shareholder for the tax-
able year of such chain or group shall
be the sum of such shareholder’s pro-
portionate shares (as determined under
subparagraph (1) of this paragraph) of
the foreign income tax of all foreign
corporations, whether or not controlled
foreign corporations, in such chain or
group.

(3) Taxes paid by foreign corporation on
distributions received during its distribu-
tion period. If a distribution received by
a foreign corporation in a chain or
group from another foreign corporation
in such chain or group after the close
of the recipient’s taxable year but dur-
ing its distribution period for such year
is allocated to the earnings and profits
of such recipient corporation for such
year under paragraph (c)(2) of § 1.963–3,
then any foreign income tax paid or ac-
crued by such recipient corporation on
such distribution shall be treated as
paid or accrued for such taxable year.

(f) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. For 1966, domestic corporation
M makes a first-tier election with respect to
controlled foreign corporation A, 80 percent
of the one class of stock of which M Corpora-
tion owns directly. Both corporations use
the calendar year as the taxable year. For
1966, A Corporation has earnings and profits
(before reduction for foreign income tax) of
$100 with respect to which it pays foreign in-
come tax of $30. Its earnings and profits are
$70 ($100¥$30). Corporation M’s proportionate
share of such earnings and profits is $56
(0.80×$70), and its proportionate share of the
foreign income tax is $24 ($56/$70×$30). The ef-
fective foreign tax rate is 30 percent ($24/
[$56+$24]). Based on such effective foreign tax
rate, the statutory percentage under section
963(b)(3) for 1966 is 69 percent. Thus, the
amount of the minimum distribution which
M Corporation must receive from A Corpora-
tion’s 1966 earnings and profits is a dividend
of $38.64 (0.69×$56).

Example 2. For 1966, domestic corporation
M makes a first-tier election with respect to
controlled foreign corporation A, all of
whose one class of stock M Corporation owns
directly. Both corporations use the calendar
year as the taxable year. For 1966, A Cor-
poration has earnings and profits (before re-
duction for income tax) of $100, of which $40
is attributable to income from sources with-
in the United States on which $12 United
States income tax is paid. The foreign coun-
try in which A Corporation is incorporated
imposes an income tax at 30 percent on the
$100 but allows a credit against its tax for
the $12 of United States income tax, so that
it imposes a net foreign income tax of $18 for
1966. In determining the effective foreign tax
rate of A Corporation for 1966, such $12 of
United States income tax may be treated as
foreign income tax to the extent it does not
exceed $17.28 ($40×0.90×0.48). Corporation A
has earnings and profits of $70 for 1966. Al-
though A Corporation’s effective foreign tax
rate for 1966 is 30 percent, determined by di-
viding $30 by the sum of $70 plus $30, none of
the United States tax which is taken into ac-
count in determining such rate shall be
treated as foreign income tax for purposes of
determining the foreign tax credit of M Cor-
poration under section 902. Based on such ef-
fective foreign tax rate, the statutory per-
centage under section 963(b)(3) for 1966 is 69
percent. Thus, the amount of the minimum
distribution which M Corporation must re-
ceive from A Corporation’s 1966 earnings and
profits is a dividend of $48.30 (0.69×$70).

Example 3. Domestic corporation M di-
rectly owns throughout 1966, 60 percent of
the one class of stock of controlled foreign
corporation A, not a less developed country
corporation under section 902(d), which has
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for 1966 earnings and profits of $70 (all of
which is attributable to subpart F income)
after having paid foreign income tax of $30.
Both corporations use the calendar year as
the taxable year. Corporation A is created
under the laws of a foreign country which
imposes a 6-percent dividend withholding
tax. Corporation M would be required, but
for section 963, to include $42 (0.60×$70) of A
Corporation’s subpart F income in gross in-
come under section 951(a)(1)(A)(i). For 1966,
however, M Corporation makes a first-tier
election with respect to A Corporation. Since
the tax withheld on distributions made by A
Corporation is considered to have been paid
by M Corporation, the effective foreign tax
rate applicable to A Corporation for 1966 is
only 30 percent, the percentage which such
$30 of foreign income tax is of $100 (the sum
of $30 plus $70). Thus, the statutory percent-
age under section 963(b) for 1966 is 69 percent.
The amount of the minimum distribution
which M Corporation must receive from A
Corporation’s 1966 earnings and profits is the
distribution M Corporation will receive if A
Corporation distributes 69 percent of its
earnings and profits for 1966. Thus, if M Cor-
poration receives a distribution of 69 percent
of its proportionate share of such earnings
and profits or $28.98 (0.69×0.60×$70), it may ex-
clude from gross income for 1966 $42 other-
wise required to be included in gross income
under section 951(a)(1)(A)(i) and will deter-
mine its income tax, assuming no other in-
come and no surtax exemption under section
11(c), as follows:

Dividend ..................................................................... $28.98
Gross-up under section 78 ($28.98/ $70×$30) ......... 12.42
Taxable income .......................................................... 41.40
U.S. tax before foreign tax credit ($41.40×0.48) ....... 19.87
Foreign tax credit ($12.42+[0.06 ×$28.98]) ............... 14.16
U.S. tax payable ........................................................ 5.71

Example 4. (a) For 1966 domestic corpora-
tion M makes a chain election with respect
to controlled foreign corporation A, all of
whose one class of stock it directly owns,
and controlled foreign corporation B, all of
whose one class of stock is directly owned by
A Corporation. Both foreign corporations are
subject to a foreign income tax at a flat rate
of 30 percent, and all corporations use the
calendar year as a taxable year. For 1966, B
Corporation has pretax earnings and profits
of $100 and distributes $51.50. For 1966, A Cor-
poration has pretax earnings and profits of
$151.50, consisting of $100 from selling activi-
ties and $51.50 received as a distribution from
B Corporation, upon which it pays a foreign
income tax of $45.45 (i.e., 30 percent of
$151.50).

(b) Corporation M chooses under paragraph
(d)(1)(iii) of this section to take the foreign
tax paid by A Corporation on the dividend
received from B Corporation into account in
determining the effective foreign tax rate of
the chain rather than count it toward the

amount of the minimum distribution. Thus,
to determine consolidated earnings and prof-
its of the chain for 1966, A Corporation’s
pretax earnings and profits of $151.50 are first
reduced by the intercorporate dividend of
$51.50 received from B Corporation so that A
Corporation has pretax and predistribution
earnings and profits of $100 ($151.50 less
$51.50). Corporation A’s pretax and
predistribution earnings and profits of $100
are then reduced by the foreign income tax
of $30 (30 percent of $100) paid on such earn-
ings and profits, resulting in predistribution
earnings and profits of $70 ($100 less $30).
Since M Corporation chooses to count to-
ward the effective foreign tax rate, rather
than toward the minimum distribution, A
Corporation’s foreign income tax of $15.45
(0.30×51.50) imposed on the dividend received
from B Corporation, such predistribution
earnings and profits of $70 of A Corporation
are further reduced by such $15.45 of tax to
$54.55 ($70¥$15.45). Corporation B, having re-
ceived no dividends from any other corpora-
tion in the chain, has predistribution earn-
ings and profits of $70 ($100 less foreign in-
come tax of $30).

(c) The consolidated earnings and profits of
the chain for 1966 are $124.55 ($54.55+$70). The
consolidated foreign income taxes for such
year are $75.45 ($30+$15.45+$30). The effective
foreign tax rate of the chain for 1966 is 37.73
percent ($75.45/[$124.55+$75.45]). The statutory
percentage for 1966 under section 963(b)(3) is
51 percent. Thus, the amount of the mini-
mum distribution which M Corporation must
receive from the 1966 consolidated earnings
and profits of the chain is $63.52 (0.51×$124.55).

Example 5. The facts are the same as in ex-
ample 4 except that M Corporation does not
choose under paragraph (d)(1)(iii) of this sec-
tion to take into account, in determining the
effective foreign tax rate, the foreign income
tax of $15.45 paid by A Corporation on the
distribution of $51.50 received from B Cor-
poration. In such case, the consolidated
earnings and profits of the chain are $140
($70+$70) and the consolidated foreign income
taxes are $60 ($30+$30), the latter amount
being determined without taking into ac-
count A Corporation’s foreign income tax of
$15.45 on the distribution of $51.50 received
from B Corporation. The effective foreign
tax rate for 1966 is 30 percent ($60/[$140+$60]),
and the statutory percentage under section
963(b) is 69 percent. Thus, the amount of the
minimum distribution which must be made
from the 1966 consolidated earnings and prof-
its of the chain is $96.60 (0.69×$140). For the
counting of such $15.45 of A Corporation’s tax
toward the $96.60 amount of the minimum
distribution, see paragraph (b)(2) of § 1.963–3.

Example 6. For 1966 domestic corporation M
directly owns the following percentages of
the one class of stock of the following con-
trolled foreign corporations in respect of
which it makes a group election: 80 percent
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of A Corporation, 60 percent of B Corpora-
tion, and 70 percent of C Corporation. All
corporations use the calendar year as the
taxable year; none of the foreign corpora-
tions is a less developed country corporation
under section 902(d). Each foreign corpora-
tion makes distributions during 1966. The
consolidated earnings and profits, and the
consolidated foreign income taxes, of the
group for 1966 with respect to M Corporation,
and the amount of the minimum distribution
which M Corporation must receive, are de-
termined as follows, based on the earnings
and profits and foreign income tax shown in
the following table:

Controlled foreign
corporations

A B C

Predistribution and pretax earnings
and profits ..................................... $100 $100 $100.00

Foreign income tax .......................... 15 25 35.00
Predistribution earnings and profits 85 75 65.00
M Corporation’s proportionate share

of earnings and profits:
(0.80×$85) ................................. 68 ........ ..............
(0.60×$75) ................................. ........ 45 ..............
(0.70×$65) ................................. ........ ........ 45.50

Consolidated earnings and profits
with respect to M Corporation
($68+$45+$45.50) ........................ ........ ........ 158.50

M Corporation’s proportionate share
of foreign income tax:

($15×[$68/$85]) ......................... 12 ........ ..............
($25×[$45/$75]) ......................... ........ 15 ..............
($35×[$45.50/$65]) .................... ........ ........ 24.50

Consolidated foreign income taxes
with respect to M Corporation
($12+$15+$24.50) ........................ ........ ........ 51.50

The effective foreign tax rate for 1966 is 24.5
percent ($51.50/[$158.50+$51.50]) and the statu-
tory percentage under section 963(b)(3) for

such year is 76 percent. Thus, the amount of
the minimum distribution which M Corpora-
tion must receive from the 1966 consolidated
earnings and profits of the group is $120.46
(0.76×$158.50).

Example 7. (a) For 1966 domestic corpora-
tion M makes a chain election with respect
to the following controlled foreign corpora-
tions: A Corporation, 80 percent of whose one
class of stock M Corporation owns directly;
B Corporation, 60 percent of whose one class
of stock is directly owned by A Corporation;
and C Corporation, 70 percent of whose one
class of stock is directly owned by B Cor-
poration. All corporations use the calendar
year as the taxable year; none of the foreign
corporations is a less developed country cor-
poration under section 902(d). The
predistribution and pretax earnings and prof-
its of each foreign corporation are $100. Each
foreign corporation pays a flat rate of for-
eign income tax on all income computed
without reduction for dividends paid and de-
termined by including dividends received.
Such rate is 15 percent for A Corporation, 25
percent for B Corporation, and 35 percent for
C Corporation. Corporation C distributes $65,
and B Corporation distributes $100, for 1966.
Corporation M chooses under paragraph
(d)(1)(iii) of this section to count toward the
effective foreign tax rate, rather than toward
the amount of the minimum distribution,
the foreign income tax paid by corporations
A and B, respectively, on distributions re-
ceived from corporations B and C, respec-
tively.

(b) The consolidated earnings and profits,
and the consolidated foreign income taxes, of
the chain, and the amount of the minimum
distribution for 1966, with respect to M Cor-
poration are determined as follows:

Controlled foreign corporations

A B C Total

Pretax earnings and profits ............................................................................................ $160.00 $145.50 $100.00 ..............
Reduction for intercorporate dividends:

(0.60×$100) ............................................................................................................. 60.00 .............. .............. ..............
(0.70×$65) ............................................................................................................... .............. 45.50 .............. ..............

Pretax and predistribution earnings and profits ............................................................. 100.00 100.00 100.00 ..............
Reduction for foreign income tax on such pretax and predistribution earnings and

profits:
(0.15×$100) ............................................................................................................. 15.00 .............. .............. ..............
(0.25×$100) ............................................................................................................. .............. 25.00 .............. ..............
(0.35×$100) ............................................................................................................. .............. .............. 35.00 ..............

Predistribution earnings and profits ............................................................................... 85.00 75.00 65.00 ..............
Reduction for foreign income tax on intercorporate distributions of 1966 earnings and

profits:
(0.15×$60) ............................................................................................................... 9.00 .............. .............. ..............
(0.25×$45.50) .......................................................................................................... .............. 11.38 .............. ..............

76.00 63.62 65.00

Consolidated earnings and profits with respect to M Corporation:
(0.80×$76) ............................................................................................................... 60.80 .............. .............. ..............
(0.80×0.60×$63.62) ................................................................................................. .............. 30.54 .............. ..............
(0.80×0.60×0.70×$65) ............................................................................................. .............. .............. 21.84 $113.18
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Controlled foreign corporations

A B C Total

Consolidated foreign income taxes with respect to M Corporation:
($60.80/$76×[$15+$9]) ............................................................................................ 19.20 .............. .............. ..............
($30.54/$63.62×[$25+$11.38]) ................................................................................ .............. 17.46 .............. ..............
($21.84/$65×$35) .................................................................................................... .............. .............. 11.76 $48.42

Effective foreign tax rate ($48.42/[$113.18+$48.42]) .................................................... .............. .............. .............. 29.96%
Statutory percentage under section 963(b) ................................................................... 69%
Amount of minimum distribution which M Corporation must receive from 1966 con-

solidated earnings and profits (0.69×$113.18), no amount of the tax on intercor-
porate distributions being counted toward the minimum distribution ......................... .............. .............. .............. $78.0

Example 8. The facts are the same as in ex-
ample 7 except that M Corporation does not
choose under paragraph (d)(1)(iii) of this sec-
tion to take into account, in determining the
effective foreign tax rate, the foreign income
tax paid by the recipient corporations on the

intercorporate distributions. The consoli-
dated earnings and profits, the consolidated
foreign income taxes, of the chain, and the
amount of the minimum distribution which
M Corporation must receive, for 1966 are de-
termined as follows:

Controlled foreign corporations

A B C Total

Pretax earnings and profits ............................................................................................ $160.00 $145.50 $100.00 ..............
Reduction for intercorporate dividends:

(0.60×$100) ............................................................................................................. 60.00 .............. .............. ..............
(0.70×$65) ............................................................................................................... .............. 45.50 .............. ..............

Pretax and predistribution earnings and profits ............................................................. 100.00 100.00 100.00 ..............
Reduction for foreign income tax on such pretax and predistribution earnings and

profits:
(0.15×$100) ............................................................................................................. 15.00 .............. .............. ..............
(0.25×$100) ............................................................................................................. .............. 25.00 .............. ..............
(0.35×$100) ............................................................................................................. .............. .............. 35.00 ..............

Predistribution earnings and profits ............................................................................... 85.00 75.00 65.00 ..............
Consolidated earnings and profits with respect to M Corporation:

(0.80×$85) ............................................................................................................... 68.00 .............. .............. ..............
(0.80×0.60×$75) ...................................................................................................... .............. 36.00 .............. ..............
(0.80×0.60×0.70×$65) ............................................................................................. .............. .............. 21.84 $125.84

Consolidated foreign income taxes with respect to M Corporation:
($68/$85×$15) ......................................................................................................... 12.00 .............. .............. ..............
($36/$75×$25) ......................................................................................................... .............. 12.00 .............. ..............
($21.84/$65×$35) .................................................................................................... .............. .............. 11.76 $35.76

Effective foreign tax rate ($35.76/[$125.84+$35.76]) .................................................... .............. .............. .............. 22.13%
Statutory percentage under section 963(b) ................................................................... .............. .............. .............. 76%
Amount of minimum distribution to be made from 1966 consolidated earnings and

profits with respect to M Corporation: (0.76×$125.84) .............................................. .............. .............. .............. $95.64
Foreign income tax on intercorporate distributions of 1966 earnings and profits which

is counted toward the minimum distribution (see § 1.963–3(b)(2)):
($68/$85×[0.15×$60]) .............................................................................................. 7.20 .............. .............. ..............
($36/$75×[0.25×$45.50]) ......................................................................................... .............. 5.46 .............. $12.66

Amount of minimum distribution which M Corporation must actually receive from the
chain ($95.64¥$12.66) .............................................................................................. .............. .............. .............. $82.98

[T.D. 6759, 29 FR 13329, Sept. 25, 1964, as amended by T.D. 6767, 29 FR 14877, Nov. 3, 1964; T.D.
7100, 36 FR 5335, Mar. 20, 1971]

§ 1.963–3 Distributions counting to-
ward a minimum distribution.

(a) Conditions under which earnings
and profits are counted toward a mini-
mum distribution—(1) In general. A dis-
tribution to the United States share-
holder by a single first-tier corporation
or by a foreign corporation included in

a chain or group shall count toward a
minimum distribution for the taxable
year of such shareholder to which the
election under section 963 relates only
to the extent that—

(i) It is received by such shareholder
during such year or within 180 days
thereafter,
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(ii) It is a distribution of the type de-
scribed in paragraph (b) of this section,

(iii) Under paragraph (c) of this sec-
tion, it is deemed to be distributed
from the earnings and profits of the
foreign corporations for the taxable
year of such corporation to which the
election relates, and

(iv) Such shareholder chooses to in-
clude it in gross income for the taxable
year of such shareholder to which the
election relates notwithstanding that
such distribution, by reason of its re-
ceipt after the close of such year,
would ordinarily be includible in the
gross income of a subsequent year.
Amounts taken into account under this
subparagraph as gross income of the
United States shareholder for the tax-
able year to which the election relates
shall not be considered to be includible
in the gross income of such shareholder
for a subsequent taxable year. For pur-
poses of determining the foreign tax
credit under sections 901 through 905,
foreign income tax paid or accrued by
such shareholder on or with respect to
such amounts shall be treated as paid
or accrued during the taxable year of
such election.

(2) Distributions made prior to acquisi-
tion of stock. A United States share-
holder which owns within the meaning
of section 958(a) stock in a foreign cor-
poration with respect to which such
shareholder elects to secure an exclu-
sion under section 963 for the taxable
year may count toward the minimum
distribution any distribution made
with respect to such stock, and before
its acquisition by the United States
shareholder, to any other domestic cor-
poration not exempt from income tax
under chapter 1 of the Code, to the ex-
tent that such distribution is made out
of the United States shareholder’s pro-
portionate share, as determined under
paragraph (d)(2) of § 1.963–2, of such cor-
poration’s earnings and profits for the
taxable year and would have counted
toward a minimum distribution if it
had been distributed to such United
States shareholder. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Controlled foreign corporation
A, which uses the calendar year as the tax-
able year, has for 1963 $100 of earnings and
profits and 100 shares of only one class of

stock outstanding. Domestic corporation M,
not exempt from income tax under chapter 1
of the Code, directly owns all of such shares
during the period from January 1, 1963,
through June 30, 1963. On June 30, 1963, M
Corporation transfers all of such shares to
domestic corporation N, which owns them
throughout the remainder of 1963 and elects
to secure an exclusion under section 963 for
such year with respect to the subpart F in-
come of A Corporation. During June 1963, M
Corporation receives a dividend of $75 from A
Corporation, which would count toward a
minimum distribution if it had been distrib-
uted to N Corporation for such year. Cor-
poration N’s proportionate share of the earn-
ings and profits of A Corporation for 1963 is
$100; N Corporation may count toward a min-
imum distribution for 1963 the entire divi-
dend of $75 paid to M Corporation.

Example 2. The facts are the same as in ex-
ample 1 except that M is a nonresident alien
individual. Since A Corporation is not a con-
trolled foreign corporation from January 1,
1963, through June 30, 1963, N Corporation’s
proportionate share of the earnings and prof-
its of A Corporation for 1963 is $50.41
($100×184/365), as determined under paragraph
(d)(2)(iii) of § 1.963–2. Although $25.41
($75¥$49.59) of the $75 distribution to M is
paid from N Corporation’s proportionate
share of A Corporation’s 1963 earnings and
profits, N Corporation may not count toward
a minimum distribution any part of the $75
dividend distributed to M, since M is not a
domestic corporation.

(b) Qualifying distributions—(1)
Amounts not counted toward a minimum
distribution. No distribution received by
a United States shareholder shall
count toward a minimum distribution
for the taxable year with respect to
such shareholder to the extent the dis-
tribution is excludable from gross in-
come to the extent gain on the dis-
tribution is not recognized, or to the
extent the distribution is treated as a
distribution in part or full payment in
exchange for stock. Undistributed
amounts required to be included in
gross income under section 551 as un-
distributed foreign personal holding
company income or under section 951
as undistributed amounts of a con-
trolled foreign corporation shall not
count toward a minimum distribution
under section 963. An amount received
by a United States shareholder as a
distribution which under section 302 or
section 331 is treated as a distribution
in part or full payment in exchange for
stock shall not count toward a mini-
mum distribution even though such
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amount is includible in gross income
under section 1248 as a dividend. For
purposes of this subparagraph, any por-
tion of a distribution of earnings and
profits which is attributable to an in-
crease in current earnings, invested in
United States property which, but for
paragraph (e) of this section, would be
included in the gross income of the
United States shareholder under sec-
tion 951(a)(1)(B) shall not be treated as
an amount excludable from gross in-
come.

(2) Inclusion of tax on intercorporate
distributions. In the case of a chain or
group election, the United States
shareholder’s proportionate share of
the amount of the foreign income tax
paid or accrued for the taxable year by
a foreign corporation in the chain or
group with respect to distributions re-
ceived by such corporation from the
earnings and profits, of another foreign
corporation in such chain or group, for
the taxable year of such other corpora-
tion to which the election relates shall
count toward a minimum distribution
from such chain or group for the tax-
able year, but only if the United States
shareholder does not choose under
paragraph (d)(1)(iii) of § 1.963–2 to take
such tax into account in determining
the effective foreign tax rate of such
chain or group for the taxable year. To
the extent that foreign income tax
counts toward a minimum distribution
under this subparagraph, it shall be ap-
plied against and reduce the amount of
the minimum distribution required to
be received by the United States share-
holder, determined without regard to
this paragraph.

(c) Rules for allocation of distributions
to earnings and profits for a taxable year.
To determine whether a distribution to
the United States shareholder by a sin-
gle first-tier corporation or by a for-
eign corporation in a chain or group is
made from the earnings and profits of
such corporation for the taxable year
to which the election under section 963
relates, the following subparagraphs
shall apply:

(1) Exception to section 316. Section 316
shall apply except that a distribution
of earnings and profits made by a for-
eign corporation either to another for-
eign corporation or to the United
States shareholder shall be treated as

having been paid from the earnings and
profits of the distributing corporation
for the taxable year of such corpora-
tion to which the election relates only
if it is made during its distribution pe-
riod (described in paragraph (g) of this
section) for such year.

(2) Distributions from other corpora-
tions. The earnings and profits of a for-
eign corporation shall be determined in
accordance with paragraph (d)(1) of
§ 1.963–2 (applied as though the United
States shareholder had chosen under
subparagraph (1)(iii) of such paragraph
to take the tax described therein into
account in determining the effective
foreign tax rate) except that, in the
case of a chain or group election, a dis-
tribution received by a foreign corpora-
tion in the chain or group from another
foreign corporation in such chain or
group shall be taken into account as
earnings and profits of the recipient
corporation for the taxable year of
such recipient corporation to which the
election relates but only to the extent
that—

(i) The distribution is received by the
recipient corporation during the dis-
tribution period for the taxable year of
such recipient corporation to which the
election relates,

(ii) If the distribution had been re-
ceived by the United States share-
holder, it would have constituted a dis-
tribution of the type described in para-
graph (b) of this section, and

(iii) The distribution is made from
the earnings and profits of the distrib-
uting corporation for the taxable year
of such distributing corporation to
which the election relates.

(d) Year of inclusion in income of for-
eign corporation and effect upon subpart
F income. To the extent that a distribu-
tion to the United States shareholder
counting toward a minimum distribu-
tion from a chain or group consists of
earnings and profits distributed to a
foreign corporation in the chain or
group after the close of the recipient
corporation’s taxable year but during
its distribution period for such year by
another foreign corporation in such
chain or group, such amount shall be
treated as received by the recipient
corporation on the last day of such tax-
able year and shall not be regarded as
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foreign personal holding company in-
come (within the meaning of section
553(a) or 954(c)) of such corporation for
the taxable year in which such amount
is actually received. The extent to
which a distribution counting toward a
minimum distribution consists of earn-
ings and profits distributed to a foreign
corporation in a chain or group shall be
determined under the ordering rules of
paragraph (b)(3) of § 1.963–4 (applied in
each instance as though the United
States shareholder had not chosen
under paragraph (d)(1)(iii) of § 1.963–2 to
take the tax described therein into ac-
count in determining the effective for-
eign tax rate). However, for such pur-
pose, the amount of foreign income
tax, if any, which counts toward the
minimum distribution shall be deter-
mined without regard to paragraph
(b)(2) of this section but in accordance
with paragraph (b)(3)(iii) of § 1.963–4.

(e) Distribution of current earnings in-
vested in United States property. A dis-
tribution made by a foreign corpora-
tion during its distribution period for a
taxable year shall, notwithstanding
section 959(c), first be attributed to
earnings and profits for such year de-
scribed in section 959(c)(3) and then to
other earnings and profits. For such
purposes, earnings and profits of such
foreign corporation for such year at-
tributable to amounts which would
otherwise be included in gross income
of the United States shareholder under
section 951(a)(1)(B) for such year shall
be treated as earnings and profits to
which section 959(c)(3) applies, shall
not be excluded from gross income
under section 959 (a) or (b), and shall
count toward a minimum distribution
for such year. See paragraph (c)(1)(v) of
§ 1.960–1 and paragraph (a) of § 1.960–2.

(f) Cumulative dividends in arrears. A
distribution in satisfaction of arrear-
ages shall be treated as being made out
of earnings and profits of the foreign
corporation for the taxable year to
which the election under section 963
applies only to the extent the dividend
is not attributed, under paragraph
(d)(2)(i)(d) of § 1.963–2, to the earnings
and profits of such corporation remain-
ing from prior taxable years beginning
after December 31, 1962. The applica-
tion of this paragraph may be illus-
trated by the following example:

Example. For 1963, single first-tier corpora-
tion A, which uses the calendar year as the
taxable year, has earnings and profits of $50;
for 1964, a deficit in earnings and profits of
$20; for 1965, earnings and profits of $100; and
for 1966, earnings and profits of $240. For
each of such years preferred dividends accu-
mulate at the rate of $60; but no dividend is
paid until 1966 during which year the current
dividend is paid and $180 is distributed to-
ward the arrearages. Of this $180, only $50
($180¥$130) shall be treated as paid from 1966
earnings and profits.

(g) Distribution period of a foreign cor-
poration—(1) General distribution period.
Except as provided by subparagraph (2)
of this paragraph, the distribution pe-
riod with respect to a foreign corpora-
tion for its taxable year shall begin im-
mediately after the close of the dis-
tribution period for the preceding tax-
able year and shall end with the close
of the 60th day of the next succeeding
taxable year. If no election to secure
an exclusion under section 963 applied
to the preceding taxable year, the dis-
tribution period for the taxable year
shall begin with the 61st day of the tax-
able year.

(2) Special extended distribution period.
If the United States shareholder of the
foreign corporation so elects in state-
ment filed with its return for the tax-
able year for which the election to se-
cure the exclusion under section 963 is
made, the distribution period with re-
spect to such foreign corporation for
its taxable year to which the election
to secure the exclusion applies shall
end with any day which occurs no ear-
lier than the last day of such taxable
year of such foreign corporation and no
later than the 180th day after the close
of such taxable year. The statement
shall designate the day so elected as
the end of the distribution period.

(h) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. For 1963 domestic corporation M
makes a chain election with respect to con-
trolled foreign corporation A, all of whose
one class of stock M Corporation directly
owns, and controlled foreign corporation B,
all of whose one class of stock is directly
owned by A Corporation. All such corpora-
tions use the calendar year as the taxable
year, and the distribution periods of corpora-
tions A and B for 1963 coincide. Corporations
A and B each have earnings and profits (be-
fore distributions) of $100 for 1963. On June 1,

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00445 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



450

26 CFR Ch. I (4–1–98 Edition)§ 1.963–4

1963, B Corporation distributes earnings and
profits of $120, of which $100 is from its earn-
ings and profits for 1963 and $20 is from prior
earnings. For 1963, A Corporation pays no in-
come tax and distributes earnings and prof-
its of $150 to M Corporation. Under para-
graph (c) of this section, such $150 is allo-
cated to A Corporation’s earnings and profits
of $200 for 1963, consisting of its total earn-
ings and profits for that year of $220 less the
$20 received as a distribution from B Cor-
poration’s prior earnings.

Example 2. Domestic corporation M di-
rectly owns all of the one class of stock of
controlled foreign corporation A. Both cor-
porations use the calendar year as the tax-
able year, and A Corporation’s taxable year
and its distribution period for 1963 coincide.
For 1963, $50 is included in the gross income
of M Corporation under section 951(a)(1)(B)
as A Corporation’s increase in earnings in-
vested for such year in United States prop-
erty. For 1964, M Corporation makes a first-
tier election with respect to A Corporation.
For 1964, A Corporation has earnings and
profits of $100, including $10 attributable to
an increase in earnings invested for such
year in United States property. During 1964,
A Corporation distributes earnings and prof-
its of $80 to M Corporation. Without regard
to paragraph (e) of this section, $10 of this
distribution is attributable under section
959(c)(1) to A Corporation’s 1964 earnings and
profits required to be included in M Corpora-
tion’s gross income under section
951(a)(1)(D). Pursuant to paragraph (e) of this
section, however, the entire distribution of
$80 counts toward a minimum distribution
for 1964 and is considered to be from earnings
and profits of A Corporation for 1964 de-
scribed in section 959(c)(3). Thus the entire
distribution of $80 is included in M Corpora-
tion’s gross income as a dividend and the for-
eign tax credit in respect of such amount is
determined in accordance with section 902 as
modified by the regulations under section
963. On the other hand, if A Corporation
made no distributions for 1964, no part of the
$10 of A Corporation’s increase in earnings
invested in United States property for such
year would count toward a minimum dis-
tribution for any other year but would be in-
cluded in the gross income for M Corporation
for 1964 under section 951(a)(1)(B), and the
foreign tax credit in respect of such amount
would be determined in accordance with
§ 1.960–1.

Example 3. For 1964 domestic corporation M
makes a chain election with respect to con-
trolled foreign corporation A, all the one
class of stock of which is owned directly by
M Corporation, and controlled foreign cor-
poration B, all the one class of stock of
which is owned directly by A Corporation.
Corporation M makes no election under sec-
tion 963 for 1963 or 1965. Corporations M and
B use the calendar year as the taxable year,

and A Corporation uses for its taxable year a
fiscal year ending on September 30. Corpora-
tion M elects to have the distribution period
for each controlled foreign corporation end
on March 29, 1965, such date being the 180th
day after the close of A Corporation’s tax-
able year ending on September 30, 1964. Cor-
poration A’s distribution period for its tax-
able year ending on September 30, 1964, be-
gins on November 30, 1963, the 61st day of
such taxable year. The distribution period of
B Corporation for 1964 begins on March 1,
1964, the 61st day of such taxable year. A dis-
tribution counting toward a minimum dis-
tribution for 1964 may be made from the
earnings and profits of B Corporation only if
the amount thereof is distributed by B Cor-
poration to A Corporation, and in turn by A
Corporation to M Corporation, during the pe-
riod of March 1, 1964, through March 29, 1965.

Example 4. The facts are the same as in ex-
ample 3, except that for their taxable years
ending in 1964, corporations A and B each
have earnings and profits (before distribu-
tions) of $100. On March 10, 1965, B Corpora-
tion distributes to A Corporation a dividend
of $80 upon which A Corporation incurs for-
eign income tax at the rate of 10 percent. On
March 15, 1965, A Corporation distributes to
M Corporation a dividend of $50. Corporation
M chooses to take into account as gross in-
come for 1964 from such distribution only
$40. For purposes of applying this section,
the distribution counting toward a minimum
distribution is $44.44, consisting of the $40 of
earnings and profits actually received by M
Corporation plus the $4.44 ($40/$72×$8) of for-
eign income tax incurred by A Corporation
attributable thereto; A Corporation is
deemed to have received $44.44 ($40÷0.90) of
the distribution from B Corporation on Sep-
tember 30, 1964, the last day of the taxable
year of A Corporation to which the election
relates; and the foreign personal holding
company income derived by A Corporation
for its taxable year ending in 1965 from the
distribution from B is only $35.56
($80¥$44.44). Assuming that no exceptions,
exclusions, or exemptions were applicable,
subpart F income would be realized by A
Corporation for its taxable year ending on
September 30, 1965, upon the distribution by
B Corporation to A Corporation, but only in
the amount of $32 ($35.56 less a deduction
under section 954(b)(5) for taxes of $3.56).

[T.D. 7100, 36 FR 10860, June 4, 1971; 36 FR
11924, June 23, 1971, as amended by T.D. 7334,
39 FR 44214, Dec. 23, 1974]

§ 1.963–4 Limitations on minimum dis-
tribution from a chain or group.

(a) Minimum overall tax burden—(1) In
general. Notwithstanding the fact that
distributions of the type described in
paragraph (a) of § 1.963–3 are made by a
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chain or group to the United States
shareholder in an amount sufficient to
constitute a minimum distribution for
the taxable year of such shareholder to
which the chain or group election re-
lates, no exclusion shall be allowable
under section 963 to such shareholder
with respect to such chain or group for
such year unless—

(i) Without applying the special rules
set forth in paragraphs (b) and (c) of
this section, the overall United States
and foreign income tax (as defined in
subparagraph (2)(ii) of this paragraph)
for the taxable year with respect to the
distribution which is made equals or
exceeds 90 percent of an amount deter-
mined by multiplying the sum of the
consolidated earnings and profits (as
determined under paragraph (d)(3) of
§ 1.963–2) and the consolidated foreign
income taxes (as determined under
paragraph (e)(2) of § 1.963–2) of such
chain or group for the taxable year
with respect to such shareholder by a
percentage which equals the sum of the
normal tax rate and the surtax rate
(determined without regard to the sur-
tax exemption) prescribed by section 11
for the taxable year of the shareholder,
or

(ii) With the application of the spe-
cial rules set forth in paragraphs (b)
and (c) of this section—

(a) Such shareholder receives a pro
rata minimum distribution (as defined
in subparagraph (2)(i) of this para-
graph) from such chain or group for
such taxable year, or

(b) To the extent necessary, the
amount of the foreign income tax al-
lowable as a credit for such year under
section 901 with respect to the distribu-
tion which is made is reduced and cred-
it for the reduction is deferred, as pro-
vided in paragraph (c)(3) of this sec-
tion, so that the overall United States
and foreign income tax for the taxable
year with respect to such distribution
equals or exceeds the lesser of—

(1) The overall United States and for-
eign income tax which would be paid or
accrued for such year with respect to a
pro rata minimum distribution re-
ceived by such shareholder from such
chain or group for such year, and

(2) Ninety percent of an amount de-
termined by multiplying the sum of
the consolidated earnings and profits

(as determined under paragraph (b)(1)
of this section) and the consolidated
foreign income taxes (as determined
under paragraph (b)(1) of this section)
of such chain or group for the taxable
year with respect to such shareholder
by a percentage which equals the sum
of the normal tax rate and the surtax
rate (determined without regard to the
surtax exemption) prescribed by sec-
tion 11 for the taxable year of the
shareholder.

(2) Definitions. For purposes of
§§ 1.963–1 through 1.963.8—

(i) Pro rata minimum distribution. A
pro rata minimum distribution from a
chain or group for the taxable year is a
distribution of earnings and profits to
the United States shareholder, with re-
spect to stock to which the chain or
group election relates, which is the
statutory percentage (applicable with
respect to such chain or group as deter-
mined under paragraph (b) of § 1.963–2)
of the United States shareholder’s pro-
portionate share of the taxable year’s
earnings and profits of each foreign
corporation in such chain or group (de-
termined in accordance with paragraph
(d)(2) of § 1.963–2 but without making
any deduction under paragraph
(d)(1)(iii) of such section).

(ii) Overall United States and foreign
income tax. The overall United States
and foreign income tax for any taxable
year of a chain or group with respect to
a minimum distribution is the sum of—

(a) The consolidated foreign income
taxes of the chain or group for such
year with respect to the United States
shareholder making the chain or group
election,

(b) Any other foreign income tax paid
or accrued by a foreign corporation in
the chain or group by reason of the re-
ceipt of any distributions counting to-
ward such minimum distribution from
such chain or group for that year, and

(c) The foreign income tax, if any,
and United States income tax paid or
accrued by such shareholder upon
amounts counting toward such mini-
mum distribution from such chain or
group for such year.
Such overall United States and foreign
income tax shall be determined with
respect to such minimum distribution
without taking into account any for-
eign income tax which is deemed paid
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for such year under section 904(d), re-
lating to carryback and carryover of
excess tax paid. For purposes of this
subdivision, the consolidated foreign
income taxes of the chain or group
shall be determined under paragraph
(e)(2) of § 1.963–2, applied without regard
to the second sentence of paragraph
(d)(1) of that section.

(3) Taxes paid by foreign corporation on
distributions received during its distribu-
tion period. For purposes of determining
foreign income tax deemed paid by the
United States shareholder for the tax-
able year under section 902, if a dis-
tribution received by a foreign corpora-
tion in a chain or group from another
foreign corporation in such chain or
group after the close of the recipient’s
taxable year but during its distribution
period for such year is allocated to the
earnings and profits of such recipient
corporation for such year under para-
graph (c)(2) of § 1.963–3, any foreign in-
come tax paid or accrued by such recip-
ient corporation on such distribution
shall be treated as paid or accrued for
such taxable year.

(4) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. (a) Domestic corporation M di-
rectly owns all of the one class of stock of
foreign corporation A, which in turn directly
owns all of the one class of stock of foreign
corporation B. Corporation M makes a chain
election with respect to A Corporation and B
Corporation. All such corporations use the
calendar year as the taxable year. Assuming
that A Corporation does not incur foreign
tax on amounts distributed by B Corpora-
tion, the foreign income tax and earnings
and profits of corporations A and B, the ef-
fective foreign tax rate, and the statutory
percentage for 1966, are as follows:

A B Consoli-
dated

Pretax and predistribution earnings
and profits ..................................... $100 $100 $200

Foreign income tax .......................... 20 40 60

Earnings and profits ......................... 80 60 140

Effective foreign tax rate ($60/
[$140+$60]) .................................. ........ ........ 30%

Statutory percentage under section
963(b) ........................................... ........ ........ 69%

(b) Corporation M is entitled for 1966 to ex-
clude its pro rata share of the subpart F in-
come of corporations A and B for such year
if it receives from the 1966 consolidated earn-

ings and profits of the chain distributions to-
taling at least $96.60 (0.69×$140) and if—

(1) The sum of the consolidated foreign in-
come taxes ($60) of the chain for 1966 and of
the United States income tax for 1966 (deter-
mined by taking into account the foreign tax
credit under section 901 without regard to
paragraph (c) of this section) imposed on
such distributions equals at least $86.40
(0.90×0.48×$200);

(2) Under the special rules of paragraphs
(b) and (c) of this section, the distributions
received consist of a distribution from each
of corporations A and B which is 69 percent
of the earnings and profits for 1966 of such
corporation, that is, a distribution of $55.20
(0.69×$80) from A Corporation and of $41.40
(0.69×$60) from B Corporation; or

(3) Under the special rules of paragraphs
(b) and (c) of this section, the foreign tax
credit is reduced and deferred to such an ex-
tent that the sum of the consolidated foreign
income taxes ($60) of the chain for 1966 and of
the United States income tax for 1966 (deter-
mined by taking into account the foreign tax
credit under section 901 as modified by para-
graph (c) of this section) imposed on such
distributions equals the lesser of $86.40
(0.90×0.48×$200) and the amount which the
sum of such taxes would be if M Corporation
were to receive a distribution of $55.20
(0.69×$80) from the 1966 earnings and profits
of A Corporation and $41.40 (0.69×$60) from
the 1966 earnings and profits of B Corpora-
tion.

(b) Special rules for determining earn-
ings and profits and foreign income taxes.
For purposes of determining the mini-
mum overall tax burden under para-
graph (a)(1)(ii) of this section, §§ 1.963–2
and 1.963–3 shall apply as modified by
the following subparagraphs:

(1) Exclusion of tax on intercorporate
distributions. The consolidated earnings
and profits and consolidated foreign in-
come taxes of a chain or group for the
taxable year shall be determined in ac-
cordance with § 1.963–2, except that for-
eign income tax referred to in para-
graph (d)(1)(iii) of such section may be
taken into account in determining the
effective foreign tax rate only—

(i) To the extent that such tax is not
deemed paid by the United States
shareholder under section 902 (as modi-
fied by paragraph (c) of this section)
for its taxable year to which the chain
or group election relates, or

(ii) If, by taking the tax into ac-
count, the effective foreign tax rate
with respect to such chain or group, as
determined under paragraph (c)(2) of
§ 1.963–2, exceeds the highest effective
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foreign tax rate requiring a distribu-
tion under section 963(b) for such year
of the shareholder.

(2) Allocation of deficits. For purposes
of determining the amount of each for-
eign corporation’s share of a pro rata
minimum distribution from a chain or
group for the taxable year and for pur-
poses of determining the foreign tax
credit under paragraph (c) of this sec-
tion of the United States shareholder
with respect to any minimum distribu-
tion from a chain or group for the tax-
able year—

(i) Deficits of foreign corporations. The
total of the United States sharehold-
er’s proportionate shares, as deter-
mined under paragraph (d)(2)(ii) of
§ 1.963–2, of the deficit of every foreign
corporation in the chain or group hav-
ing a deficit for the taxable year shall
be allocated against and shall reduce
such shareholder’s proportionate share,
as determined under paragraph (d)(2)(i)
of § 1.963–2, of the earnings and profits
for the taxable year of each other for-
eign corporation in the chain or group
having earnings and profits for such
year in an amount which bears to such
total of shares of deficit the same ratio
which such share of earnings and prof-
its bears to the total of such sharehold-
er’s proportionate shares, as so deter-
mined, of the earnings and profits of all
foreign corporations in the chain or
group having earnings and profits for
the taxable year.

(ii) Deficits of foreign branches. If for
the taxable year a group includes under
paragraph (f)(4) of § 1.963–1 foreign
branches the aggregate of whose allow-
able deductions (other than any net op-
erating loss deduction) exceeds the ag-
gregate of their gross incomes for the
taxable year, determined as provided in
paragraph (f)(4)(ii) of such section, the
amount of such excess shall be allo-
cated as provided by subdivision (i) of
this subparagraph.

(3) Distributions through a chain or
group. In determining whether and to
what extent a distribution for any tax-
able year has been made out of the
earnings and profits of a foreign cor-
poration included in a chain of owner-
ship described in section 958(a) consist-
ing of two or more corporations in a
chain or group for the taxable year, the
following subdivisions shall apply:

(i) Allocation first to income received as
a distribution. If any foreign corpora-
tion included in the chain or group for
the taxable year receives a distribution
for such year from another foreign cor-
poration in the chain or group and in
turn makes a distribution for the tax-
able year, the distribution so made
shall first be allocated to the earnings
and profits, to the extent thereof, at-
tributable to the distribution so re-
ceived; if distributions are received
from more than one other corporation
in the chain or group, the distribution
made by the recipient corporation shall
be apportioned among all such
amounts. For purposes of determining
whether a distribution is made or re-
ceived for the taxable year, see para-
graph (c) of § 1.963–3.

(ii) Successive distributions through a
chain or group. If any foreign corpora-
tion included in the chain or group for
the taxable year distributes an amount
from its earnings and profits of such
year, the amount so distributed shall
be considered to be received from such
earnings and profits by the United
States shareholder to the extent the
amount is distributed by successive
distributions made by each other for-
eign corporation in the chain or group
for the taxable year through the chain
of ownership described in section 958(a)
into the hands of such shareholder.

(iii) Distribution determined without re-
duction by taxes of intervening corpora-
tions. If, for the taxable year to which
the election to secure an exclusion
under section 963 applies, the United
States shareholder receives a distribu-
tion to which subdivision (ii) of this
subparagraph applies, the entire
amount distributed by the foreign cor-
poration from such shareholder’s pro-
portionate share of its earnings and
profits for the taxable year shall, ex-
cept where taxes referred to in para-
graph (d)(1)(iii) of § 1.963–2 are taken
into account as provided by subpara-
graph (1) of this paragraph, count to-
ward a minimum distribution and shall
not be reduced for such purpose by an
foreign income tax paid or accrued on
such amount by another foreign cor-
poration in the chain or group through
which such amount is distributed by
successive distributions into the hands
of such shareholder. The application of
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this subdivision may be illustrated by
the following examples:

Example 1. For 1966, domestic corporation
M makes a chain election with respect to
controlled foreign corporation A, all the one
class of stock of which is directly owned by
M Corporation, and controlled foreign cor-
poration B, all the one class of stock of
which is directly owned by A Corporation.
All corporations use the calendar year as the
taxable year. Corporation M complies with
the special rules of this paragraph and para-
graph (c) of this section for the taxable year.
Corporation A’s only income for 1966 is a div-
idend of $52.50 distributed in such year by B
Corporation, on which A Corporation is sub-
ject to an income tax of $10.50. The remain-
ing $42 ($52.50 less $10.50) is distributed by A
Corporation for 1966 to M Corporation. The
full $52.50 distributed by B Corporation
counts toward a minimum distribution by
the chain for 1966.

Example 2. For 1966, domestic corporation
M makes a chain election with respect to
controlled foreign corporation A, all the one
class of stock of which it owns directly, and
controlled foreign corporation B, all the one
class of stock of which A Corporation own di-
rectly. All corporations use the calendar
year as the taxable year. Corporation M
complies with the special rules of this para-
graph and paragraph (c) of this section for
the taxable year. The predistribution and
pretax earnings and profits for 1966 of B Cor-
poration are $100, and of A Corporation, $0.
Corporation B pays foreign income tax of $30
and during the year distributes $70. On such
$70, A Corporation pays foreign income tax
of $14. By applying paragraph (d)(1)(iii) of
§ 1.963–2, the consolidated foreign income
taxes of the chain for 1966 are $44 ($30+$14)
and the consolidated earnings and profits of
the chain are $56 ($70¥$14); in such case, the
effective foreign tax rate of the chain for 1966
is 44 percent ($44/[$56+$44]) and thus in excess
of the highest effective foreign tax rate re-
quiring a distribution for such year under
section 963(b). Since M Corporation may thus
take A Corporation’s tax of $14 into account,
the statutory percentage under section 963(b)
for 1966 is zero percent and the amount of the
minimum distribution required to be made
by the chain is $0.

(c) Special foreign tax credit rules—(1)
In general. In determining the mini-
mum overall tax burden under para-
graph (a)(1)(ii) of this section, the for-
eign tax credit of the United States
shareholder with respect to a minimum
distribution received for the taxable
year from the chain or group shall be
determined under the provisions of sec-
tions 901 through 905 as modified by
§ 1.963–3 except that—

(i) Under subparagraph (2) of this
paragraph—

(a) Taxes of a second-tier corporation
making a distribution through a first-
tier corporation shall not be averaged
with taxes of such first-tier corpora-
tion,

(b) Taxes of a first-tier corporation or
a second-tier corporation on a distribu-
tion made through such corporation
shall not be averaged with such cor-
poration’s taxes on its other income;
and

(c) Taxes of a first-tier corporation or
a second-tier corporation shall not be
deemed paid with respect to distribu-
tions from the earnings and profits of
such corporation which are offset by a
deficit allocated under paragraph (b)(2)
of this section to the United States
shareholder’s proportionate share of
the earnings and profits of such cor-
poration; and

(ii) The foreign tax credit may be re-
duced and the reduction deferred under
subparagraph (3) of this paragraph to
another taxable year of the United
States shareholder.

(2) Nonaveraging of tax—(i) Year of
minimum distribution—(a) Taxes deemed
paid by a first-tier corporation and taxes
actually paid by such corporation. If, by
successive distributions through a
chain or group, a United States share-
holder receives for a taxable year a dis-
tribution of the earnings and profits
for such year of any corporation in
such chain or group, and if both section
902(a) and section 902(b) apply with re-
spect to such distribution, all the taxes
deemed paid under section 902(b) by the
first-tier corporation described in sec-
tion 902(a) with respect to such dis-
tribution of such earnings and profits
shall be deemed paid by the United
States shareholder for such taxable
year under section 902(a) with respect
to the earnings and profits so distrib-
uted and, notwithstanding the rules
otherwise applicable under section 902,
no part of the taxes so deemed paid by
such first-tier corporation shall be at-
tributed to other earnings and profits
of such first-tier corporation for such
year and no part of the taxes paid or
accrued with respect to such other
earnings and profits shall be attributed
to the earnings and profits so received
as a distribution.
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(b) Taxes of a foreign corporation paid
on intercorporate distributions and on
other income. If, by successive distribu-
tions through a chain or group, a
United States shareholder receives for
a taxable year a distribution of the
earnings and profits for such year of
any corporation in such chain or group,
then in applying section 902(a) with re-
spect to such distribution through a
first-tier corporation described in sec-
tion 902(a), or in applying section 902(b)
with respect to such distribution
through a second-tier corporation de-
scribed in section 902(b), as the case
may be, the taxes of such corporation
which shall be taken into account in
determining taxes deemed paid under
such section shall be the foreign in-
come tax actually paid or accrued for
the taxable year by such first-tier or
second-tier corporation, as the case
may be, with respect to such distribu-
tion; and, notwithstanding the rules
otherwise applicable under section 902,
no part of the taxes so paid by such
first-tier or second-tier corporation
shall be attributed to other earnings
and profits of such corporation for such
year and no part of the taxes paid or
accrued with respect to such other
earnings and profits shall be attributed
to the earnings and profits so received
as a distribution.

(c) Corporation with earnings and prof-
its reduced by allocated deficits. In the
application of section 902, a United
States shareholder’s proportionate
share of the earnings and profits for
the taxable year of a foreign corpora-
tion to which the chain or group elec-
tion applies shall reflect the reduction
of such earnings and profits by deficits
allocated thereto under paragraph
(b)(2) of this section. No taxes paid or
accrued by such corporation shall be
deemed paid under section 902 with re-
spect to a distribution to such share-
holder from the earnings and profits of
such corporation for such year to the
extent that such distribution exceeds
the shareholder’s proportionate share
as so reduced.

(ii) Year of distribution of remaining
earnings and profits. If for a taxable
year in respect of which a United
States shareholder receives a minimum
distribution pursuant to an election
under section 963 and in respect of

which the provisions of this subpara-
graph are applied—

(a) The foreign income tax which is
paid or accrued by a foreign corpora-
tion for such year, by reason of the re-
ceipt and payment of earnings and
profits counting toward such minimum
distribution, is deemed paid under sub-
division (i) (a) or (b) of this subpara-
graph,

(b) The pretax and predistribution
earnings and profits for such year of a
foreign corporation in a chain or group
with respect to stock on which such
minimum distribution is received are
reduced by reason of the deduction
under paragraph (d)(1)(i) of § 1.963–2 of
distributions received from other cor-
porations in such chain or group, or

(c) Such shareholder’s proportionate
share of the earnings and profits for
such year of a foreign corporation in a
chain or group making a distribution
counting toward such minimum dis-
tribution is reduced by the allocation
thereto under paragraph (b)(2) of this
section of a portion of the deficits of
foreign branches or other foreign cor-
porations in such chain or group,
the pretax and predistribution earnings
and profits of such foreign corporation
for such year to which such minimum
distribution is attributable and the for-
eign income tax which is taken into ac-
count in determining tax deemed paid
under section 902 on such pretax and
predistribution earnings and profits
shall not be taken into account in the
application of section 902 when other
earnings and profits of such foreign
corporation for such year are distrib-
uted in a subsequent taxable year of
such foreign corporation to such share-
holder. For the purpose of applying the
preceding sentence to a case in which
(c) of this subdivision applies, the
pretax and predistribution earnings
and profits of the foreign corporation
for such year to which the minimum
distributed is attributable shall be the
amount of such corporation’s earnings
and profits which are distributed and
count toward the minimum distribu-
tion plus the foreign income tax of
such foreign corporation allocated
thereto in determining the taxes
deemed paid under section 902 for the
taxable year of the minimum distribu-
tion.
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(iii) Illustrations. The application of
this subparagraph may be illustrated
by the following examples:

Example 1. Domestic corporation M makes
a chain election for 1966 with respect to con-
trolled foreign corporation A, which is whol-
ly owned directly by M Corporation, and con-
trolled foreign corporation B, which is whol-
ly owned directly by A Corporation. Each
corporation uses the calendar year as the
taxable year. In 1966, corporations A and B
are subject to foreign income tax at the
rates of 20 percent and 30 percent, respec-
tively, with no deduction being allowed for

dividends received or paid; each such cor-
poration has pretax and predistribution
earnings and profits of $100. Corporation M
receives from the chain a pro rata minimum
distribution for such year and applies there-
to the special rules of this paragraph and
paragraph (b) of this section. Corporation A
is not a less developed country corporation
under section 902(d). The 1966 foreign income
tax of corporations A and B which is deemed
paid by M Corporation under section 902(a)
for 1966, and the remaining tax which is allo-
cated to earnings and profits to be distrib-
uted to M Corporation in future years, are
determined as follows:

A B Total

Pretax and predistribution earnings and profits ............................................................. $100.00 $100.00 $200.00
Foreign income tax ........................................................................................................ 20.00 30.00 50.00
Consolidated earnings and profits ................................................................................. 80.00 70.00 150.00
Effective foreign tax rate ($50/[$150+$50]) ................................................................... .................... .................... 25%
Statutory percentage under section 963(b) ................................................................... .................... .................... 76%
Amount distributed as pro rata minimum distribution for 1966:

(0.76×$80) ............................................................................................................... 60.80 .................... ....................
(0.76×$70) ............................................................................................................... .................... 53.20 114.00

Amount received by M Corporation as pro rata minimum distribution:
A Corporation’s distribution .................................................................................... $60.80 .................... ....................
B Corporation’s distribution ($53.20 ¥ [0.20 × $53.20]), or ($53.20 ¥ $10.64) .. .................... $42.56 $103.36

Amount of tax counted toward minimum distribution .................................................... .................... .................... 10.64
Tax deemed paid by M Corporation for 1966 for purposes of gross-up under section

78 and foreign tax credit:
($60.80/$80×$20) .................................................................................................... 15.20 .................... ....................
([$42.56/$42.56×$10.64] +[$53.20/$70×$30]) or ($10.64+$22.80) ........................ .................... 33.44 48.64

Remaining 1966 earnings and profits for future distribution to M Corporation:
($80¥$60.80) ......................................................................................................... 19.20 .................... ....................
($70¥$53.20) ......................................................................................................... .................... 16.80 36.00

Foreign income tax attributable to 1966 earnings and profits remaining for future dis-
tribution to M Corporation:

($19.20/$80×$20) .................................................................................................... 4.80 .................... ....................
($16.80/$70×$30) .................................................................................................... .................... 7.20 12.00

Example 2. The facts are the same as in ex-
ample 1 except that A Corporation pays for-
eign income tax at the rate of 30 percent and
B Corporation, at the rate of 20 percent; and
A Corporation is allowed a deduction, in
computing its income subject to tax, for the
full amount of dividends received. The deter-
mination of tax deemed paid for 1966 is as
follows:

A B Total

Pretax and predistribution
earnings and profits .......... $100.00 $100.00 $200.00

Foreign income tax .............. 30.00 20.00 50.00
Consolidated earnings and

profits ................................ 70.00 80.00 50.00
Effective foreign tax rate

($50/[$150+$50]) .............. .............. .............. 25%
Statutory percentage under

section 963(b) ................... .............. .............. 76%
Amount distributed by for-

eign corporations as a pro
rata minimum distribution
for 1966 and amount re-
ceived by M Corporation:
(0.76×$70) ........................ $53.20 .............. ..............
(0.76×$80) ........................ .............. $60.80 $114.00

A B Total

Tax deemed paid by M Cor-
poration for 1966 for pur-
poses of gross-up under
section 78 and foreign tax
credit:
($53.20/$70×$30) ............. 22.80 .............. ..............
($60.80/$80×$20) ............. .............. 15.20 38.00

Remaining 1966 earnings
and profits for future dis-
tribution to M Corporation:
($70¥$53.20) ................... 16.80 .............. ..............
($80¥$60.80) ................... .............. 19.20 36.00

Foreign income tax attrib-
utable to 1966 earnings
and profits remaining for
future distribution to M
Corporation:
($16.80/$70×$30) ............. 7.20 .............. ..............
($19.20/$80×$20) ............. .............. 4.80 12.00

Example 3. For 1966, domestic corporation
M makes a group election with respect to
controlled foreign corporations A and B,
both of which are wholly owned directly by
M Corporation, and foreign branch C of M
Corporation. All such corporations use the
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calendar year as the taxable year. Corpora-
tion M receives a pro rata minimum dis-
tribution from the group for 1966 and applies
thereto the special rules of this paragraph
and paragraph (b) of this section. Neither
foreign corporation is a less developed coun-
try corporation under section 902(d). Cor-
porations A and B pay foreign income tax at

a flat rate of 20 percent and 30 percent, re-
spectively. The 1966 foreign income tax of
corporations A and B which is deemed paid
by M Corporation under section 902(a) for
1966, and the remaining tax which is allo-
cated to earnings and profits to be distrib-
uted to M Corporation in future years, are
determined as follows:

A B Branch C Total

Pretax and predistribution earnings and profits (and deficit) of the group .................. $60.00 $60.00 ($20) $100.00
Foreign income tax ...................................................................................................... 12.00 18.00 ................ 30.00
Earnings and profits (and deficit) ................................................................................. 48.00 42.00 (20) 70.00
Allocation of deficit of Branch C:

($48/[$48+$42]×$20) ............................................................................................. (10.67) .............. ................ ..............
($42/[$48+$42]×$20) ............................................................................................. .............. (9.33) ................ ..............

Consolidated earnings and profits of the group .......................................................... 37.33 32.67 ................ 70.00
Effective foreign tax rate ($30/$100) ........................................................................... .............. .............. ................ 30%
Statutory percentage under section 963(b) ................................................................. .............. .............. ................ 69%
Amount received by M Corporation as pro rata minimum distribution for 1966:

(0.69×$37.33) ........................................................................................................ 25.76 .............. ................ ..............
(0.69×$32.67) ........................................................................................................ .............. 22.54 ................ $48.30

Tax deemed paid by M Corporation for 1966 for purposes of gross-up under sec-
tion 78 and foreign tax credit:

($25.76/$37.33×$12) ............................................................................................. 8.28 .............. ................ ..............
($22.54/$32.67×$18) ............................................................................................. .............. 12.42 ................ 20.70

Remaining 1966 earnings and profits for future distribution to M Corporation:
($48¥$25.76) ....................................................................................................... 22.24 .............. ................ ..............
($42¥$22.54) ....................................................................................................... .............. 19.46 ................ 41.70

Foreign income tax attributable to 1966 earnings and profits remaining for future
distribution to M Corporation:

($12¥$8.28) ......................................................................................................... 3.72 .............. ................ ..............
($18¥$12.42) ....................................................................................................... .............. 5.58 ................ 9.30

Example 4. The facts are the same as in ex-
ample 3 except that the group does not make
a pro rata minimum distribution but distrib-
utes $48.30, consisting of $40 distributed by A
Corporation and $8.30 distributed by B Cor-
poration. Corporation M complies with the
special rules of this paragraph and paragraph
(b) of this section. The 1966 foreign income
tax of corporations A and B which is deemed

paid by M Corporation under section 902(a)
for 1966, and the remaining tax which is allo-
cated to earnings and profits to be distrib-
uted to M Corporation in future years, are
determined as follows, the minimum overall
tax burden for 1966 being such as to satisfy
the requirement of paragraph (a)(1)(ii)(b) of
this section:

A B Branch C Total

Amount received by M Corporation ............................................................................. $40.00 $8.30 ................ $48.30
Tax deemed paid by M Corporation for 1966 for purposes of gross-up under sec-

tion 78 and foreign tax credit:
($37.33/$37.33×$12) ............................................................................................. 12.00 .............. ................ ..............
($8.30/$32.67×$18) ............................................................................................... .............. 4.57 ................ 16.57

Remaining 1966 earnings and profits for future distribution to M Corporation:
($48¥$40) ............................................................................................................ 8.00 .............. ................ ..............
($42¥$8.30) ......................................................................................................... .............. 33.70 ................ 41.70

A B Branch C Total

Foreign income tax attributable to 1966 earnings and profits remaining for future
distribution to M Corporation:

($12¥$12) ............................................................................................................ 0 .............. ................ ..............
($18¥$4.57) ......................................................................................................... .............. 13.43 ................ 13.43

(3) Reduction and deferral of the for-
eign tax credit—(i) In general. To the ex-
tent specified in paragraph (a)(1)(ii)(b)
of this section a reduction shall be

made in the foreign tax credit allow-
able under section 901 for the taxable
year with respect to distributions
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counting toward a minimum distribu-
tion for such year from the chain or
group; and such reduction in credit
shall be allocated, as provided in sub-
division (ii) of this subparagraph, to
foreign corporations in such chain or
group and deferred, as provided in sub-
division (iii) of this subparagraph, to
subsequent taxable years of the United
States shareholder.

(ii) Allocation of reduction in foreign
tax credit. The amount of any reduction
in foreign tax credit for the taxable
year which is made under subdivision
(i) of this subparagraph with respect to
a minimum distribution for any tax-
able year from the chain or group shall
be allocated among any first-tier and
second-tier corporations described in
section 902 (a) and (b), respectively,
which are in such chain or group. The
amount of any such reduction in for-
eign tax credit shall be allocated
among such first-tier and second-tier
corporations in the ratio which the
United States shareholder’s propor-
tionate share of undistributed earnings
and profits of each such corporation for
the taxable year bears to the total of
such shareholder’s proportionate
shares of the undistributed earnings
and profits of all such corporations for
such year. None of such reduction shall
be allocated to any other corporations
in the chain or group or to any foreign
branches included under paragraph
(f)(4) of § 1.963–1 in the group as wholly
owned foreign subsidiary corporations.

(iii) Deferral of allocated credit—(a) Al-
lowance of credit in subsequent years.
The reduction in foreign tax credit al-
located to a first-tier or second-tier
corporation in the chain or group for a
taxable year under subdivision (ii) of
this subparagraph shall be deemed paid
under the principles of section 902 (ap-
plicable to foreign corporations which
are not less developed country corpora-
tions) with respect to distributions, to
the extent made by such corporation to
the United States shareholder referred
to in subdivision (ii) of this subpara-
graph, in a subsequent taxable year
from the undistributed earnings and
profits of such corporation for such
year of allocation. Thus, for example,
in the case of a distribution in the sub-
sequent year from such earnings and
profits by a first-tier corporation, the

tax deemed paid shall be an amount
which bears to the total of such reduc-
tion in foreign tax credit the same
ratio that the distribution to the
shareholder in the subsequent year
bears to such shareholder’s propor-
tionate share of such undistributed
earnings and profits for the year of al-
location.

(b) Limitations on use of deferred credit.
The deferred tax so deemed paid shall
be deemed paid for such subsequent
taxable year and shall be allowed under
section 901 (without regard to the limi-
tations under section 904) as a credit
against the income tax imposed for
such year by chapter 1 of the Code, but
the amount of such credit shall not ex-
ceed the excess of the tax so imposed
for such year over the credit (deter-
mined without regard to this subdivi-
sion (iii) allowed under sections 901
through 905 for such year. Any amount
by which the deferred tax so deemed
paid in such subsequent taxable year
exceeds the limitation under the pre-
ceding sentence shall not be carried
back or carried over under section
904(d) to another taxable year of the
United States shareholder. No credit
shall be allowed under this subdivision
for the subsequent taxable year to the
extent that the credit would reduce the
tax of the United States shareholder
under chapter 1 of the Code on any
minimum distribution for such year to
which section 963 applies.

(c) Gross-up not applicable. Any
amount allowed as a credit for a subse-
quent taxable year under this subdivi-
sion shall not be included in the gross
income of the United States share-
holder for such year under section 78.

(d) Illustrations. The application of
this section may be illustrated by the
following examples, in which the sur-
tax exemption provided by section 11(c)
is disregarded:

Example 1. (a) For 1966, domestic corpora-
tion M makes a chain election with respect
to controlled foreign corporation A, which it
wholly owns directly, and controlled foreign
corporation B, which A Corporation wholly
owns directly. Corporation A is not a less de-
veloped country corporation under section
902(d). All corporations use the calendar year
as the taxable year. For 1966, M Corporation
complies with the special rules of paragraphs
(b) and (c) of this section. Corporation A has
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pretax and predistribution earnings and prof-
its for 1966 of $40 and is subject to foreign in-
come tax at a flat rate of 36 percent, with no
deduction being allowed for dividends re-
ceived or paid. B Corporation has pretax and
predistribution earnings and profits of $60 for
1966 and is subject to a foreign income tax at
a flat rate of 20 percent, with no deduction
being allowed for dividends received or paid.
For 1967, B Corporation has no earnings and
profits, A Corporation has no earnings and
profits other than a dividend of $21.22 from B
Corporation, and M Corporation has taxable
income of $20.98 from United States sources.
Corporation M uses the overall limitation
under section 904(a)(2) on the foreign tax
credit.

(b) If a pro rata minimum distribution
were made for 1966, the overall United States
and foreign income tax for such year with re-
spect to such distribution would be $41.30, de-
termined as follows:

A B Total

Pretax and predistribution
earnings and profits .......... $40.00 $60.00 $100.00

Foreign income tax:
(0.36×$40) ........................ 14.40 .............. ..............
(0.20×$60) ........................ .............. 12.00 $26.40

Consolidated earnings and
profits ................................ 25.60 48.00 73.60

Effective foreign tax rate
($26.40/[$73.60+$26.40]) .............. .............. 26.4%

Statutory percentage under
section 963(b) ................... .............. .............. 69%

Amount distributed as pro
rata minimum distribution:
(0.69×$25.60) ................... 17.66 .............. ..............
(0.69×$48) ........................ .............. 33.12 $50.78

Amount received by M Cor-
poration as pro rata mini-
mum distribution:
Corporation’s distribution .. 17.66 .............. ..............
B Corporation’s distribu-

tion ($33.12¥[0.36×
$33.12]), or
($33.12¥$11.92) .......... .............. 21.20 38.86

Gross-up under section 78:
($17.66/$25.60×$14.40) ... 9.94 .............. ..............

A B Total

($21.20/$21.20×
[$11.92+($33.12/
$48×$12)]), or
($11.92+$8.28) .............. .............. 20.20 30.14

Taxable income of M Cor-
poration ............................. .............. .............. 69.00

U.S. tax before foreign tax
credit ($69×0.48) .............. .............. .............. 33.12

Foreign tax credit (as deter-
mined under gross-up
above) ............................... .............. .............. 30.14

U.S. tax payable ................... .............. .............. 2.98

Overall U.S. and foreign in-
come tax with respect to
pro rata minimum distribu-
tion
($26.40+$11.92+$2.98) .... .............. .............. 41.30

(c) The chain, however, does not make a
pro rata distribution for 1966, but distributes
$24 from A Corporation’s earnings and profits
and $26.78 from B Corporation’s earnings and
profits, the total distribution of $50.78 being
equal to the statutory percentage of the con-
solidated earnings and profits (0.69×$73.60) of
the chain with respect to M Corporation.
Thus, M Corporation must make such a re-
duction in its foreign tax credit that the
overall United States and foreign income tax
for 1966 with respect to the distribution
equals the lesser of $41.30 (the overall United
States and foreign income tax which would
be paid with respect to a pro rata minimum
distribution) and $43.20 (90 percent of 48 per-
cent of pretax and predistribution consoli-
dated earnings and profits of $100). The re-
maining 1956 earnings and profits of the
chain are distributed late in 1967. Corpora-
tion M determines its tax as follows for such
years:

1966

A B Total

Distributions made ........................................................................................................................... $24.00 $26.78 $50.78
Amount received by M Corporation:

A Corporation’s distribution ............................................................................................... 24.00 .............. ..............
B Corporation’s distribution ($26.78¥[0.36× 26.78]), or ($26.78¥$9.64) ....................... .............. 17.14 41.14

Gross-up under section 78:
($24/$25.60×$14.40) ................................................................................................................. 13.50 .............. ..............
($17.14/$17.14× [$9.64+ ($26.78/$48×$12)]), or ($9.64+$6.70) ........................................... .............. 16.34 29.84

Taxable income of M Corporation ................................................................................................... .............. .............. $70.98

Tentative U.S. tax before foreign tax credit ($70.98×.48) ............................................................... .............. .............. 34.07
Less: Tentative foreign tax credit (as computed under gross-up above) ....................................... .............. .............. 29.84

Tentative U.S. tax payable .............................................................................................................. .............. .............. 4.23

Tentative overall U.S. and foreign income tax ($26.40+$9.64+$4.23) ........................................... .............. .............. 40.27
Overall U.S. and foreign tax which would be paid with respect to a pro rata minimum distribu-

tion (part (b) of this example) ....................................................................................................... .............. .............. 41.30
Insufficient overall U.S. and foreign income tax ($41.30¥$40.27) ................................................. .............. .............. 1.03
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1966

A B Total

Reduced foreign tax credit ($29.84¥$1.03) ................................................................................... .............. .............. 28.81
U.S. tax payable ($34.07¥$28.81) ................................................................................................. .............. .............. 5.26
Overall U.S. and foreign income tax ($26.40+$9.64+$5.26) ........................................................... .............. .............. 41.30
Reduction in foreign tax credit to be deferred ($29.84¥$28.81) .................................................... .............. .............. 1.03
Remaining 1966 earnings and profits of:

A Corporation ($25.60¥$24) ................................................................................................... $1.60 .............. ..............
B Corporation ($48¥$26.78) ................................................................................................... .............. $21.22 22.82

Allocation of reduction in foreign tax credit to remaining 1966 earnings and profits of:
A Corporation ($1.60/22.82×$1.03) .......................................................................................... .07 .............. ..............
B Corporation ($21.22/$22.82×$1.03) ...................................................................................... .............. .96 1.03

Foreign income tax attributable to remaining 1966 earnings and profits of:
A Corporation ($1.60/$25.60×$14.40) ...................................................................................... .90 .............. ..............
B Corporation ($21.22/$48×$12) .............................................................................................. .............. 5.30 6.20

1967

Taxable income of M Corporation consisting of distributions from:
A Corporation’s remaining 1966 earnings and profits .............................................................. 1.60 .............. ..............
B Corporation’s remaining 1966 earnings and profits ($21.22¥[.36×21.22]), or

($21.22¥$7.64) .................................................................................................................... .............. 13.58 15.18
Gross-up under section 78:

($1.60/$1.60×$0.90) .................................................................................................................. .90 .............. ..............
($13.58/$13.58× [$7.64+($21.22/ 21.22×$5.30)]) ..................................................................... .............. 12.94 13.84

Taxable income from sources without the U.S. .............................................................................. .............. .............. 29.02
Taxable income from sources within the U.S. ................................................................................. .............. .............. 20.98

Total taxable income of M Corporation .................................................................................... .............. .............. 50.00

U.S. tax before foreign tax credit (0.48×$50) .................................................................................. .............. .............. 24.00
Foreign tax credit:

Tax deemed paid under section 902:
$13.84, but not to exceed section 904 limitation of $13.93 ($29.02/$50×$24) (see

gross-up above) ............................................................................................................. .............. .............. 13.84
Tax deemed paid under the principles of section 902:

($1.60/$1.60×$0.07) .......................................................................................................... .07 .............. ..............
($21.22/$21.22× 0.96) ....................................................................................................... .............. .96 1.03

U.S. tax payable ($24¥[$13.84+$1.03]) ......................................................................................... .............. .............. 9.13

Example 2. (a) For 1963, domestic corpora-
tion M makes a group election with respect
to controlled foreign corporations A and B,
both of which M Corporation wholly owns di-
rectly. All such corporations use the cal-
endar year as the taxable year. Corporation
A is created under the laws of foreign coun-
try X, and B Corporation is created under
the laws of foreign country Y; neither of
such corporations is a less developed country
corporation under section 902(d). Corporation
M complies with the special rules of para-
graphs (b) and (c) of this section. Each for-
eign corporation has pretax earnings and
profits of $100 for 1963. The income of A Cor-
poration is subject to a foreign income tax
rate of 20 percent, and the income of B Cor-
poration is subject to a foreign income tax
rate of 30 percent. Corporation M uses the
per-country limitation under section
904(a)(1) on the foreign tax credit.

(b) If a pro rata minimum distribution
were made for 1963, the group would distrib-
ute $123 based upon an effective foreign tax
rate of 25 percent ($50/[$50+$150]) and a statu-
tory percentage of 82 percent under section
963(b); of this amount $57.40 (0.82×$70) would

be distributed from B Corporation’s earnings
and profits and $65.60 (0.82×$80) would be dis-
tributed from A Corporation’s earnings and
profits. In such case, the overall United
States and foreign income tax for 1963 with
respect to the pro rata minimum distribu-
tion would be determined as follows, using
the 52 percent United States corporate in-
come tax rate applicable for such year:

Taxable income of M Corporation from
sources in—

Y Country:
B Corporation dividend ............ $57.40 ..............

Gross-up under section 78 ($57.40/
$70×$30) ...................................... 24.60 $82.00

X Country:
A Corporation dividend ................... 65.60 ..............
Gross-up under section 78 ($65.60/

$80×$20) ...................................... 16.40 82.00

Taxable income ........................ .............. 164.00

U.S. tax before tax credit (0.52×$164) ... .............. 85.28
Foreign tax credit:

Y Country tax .................................. 24.60 ..............
X Country tax .................................. 16.40 41.00
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U.S. tax payable ..................................... .............. 44.28

Overall U.S. and foreign income tax
with respect to pro rata minimum dis-
tribution ($44.28+ $50) ....................... .............. 94.28

(c) The group, however, does not make a
pro rata minimum distribution for 1963 but
distributes $123, consisting of $70 from B Cor-
poration’s earnings and profits and $53 from
A Corporation’s earnings and profits. Thus,
M Corporation must make such a reduction
in its foreign tax credit that the overall
United States and foreign income tax for 1963
with respect to the distribution equals the
lesser of $94.28 (the overall United States and
foreign income tax which would be paid with
respect to a pro rata minimum distribution)
and $93.60 (90 percent of 52 percent of pretax
and predistribution consolidated earnings
and profits of $200). The remaining 1963 earn-
ings and profits of the group are distributed
late in 1964. Neither A Corporation nor B
Corporation has earnings and profits for 1964.
Corporation M determines its tax as follows
for such years, assuming a 52 percent (in-
stead of 50 percent) United States corporate
income tax rate for 1964:

1963

Taxable income of M Corporation from
sources in—

Y Country:
B Corporation dividend ............ $70.00 ..............
Gross-up under section 78

($70/$70×$30) ...................... 30.00 $100.00

X Country:
A Corporation dividend ................... 53.00 ..............

Gross-up under section 78
($53/$80×$20) ...................... 13.25 66.25

Taxable income for 1963 .. .............. 166.25

U.S. tax before foreign tax credit
(0.52×$166.25) .................................... .............. 86.45

Less: Tentative foreign tax credit:
Y Country tax ($30.00 but not

to exceed ($100.00/
$166.25×$86.45)) ................. 30.00 ..............

X Country tax ($13.25 but not
to exceed ($66.25/
$166.25×$86.45)) ................. 13.24 43.25

Tentative U.S. tax payable ..................... .............. 43.20

Tentative overall U.S. and foreign in-
come tax ($50+$43.20) ...................... .............. 93.60

Insufficient overall U.S. and foreign in-
come tax ($93.60¥$93.20) ................ .............. .40

Reduced foreign tax credit
($43.25¥$0.40) .................................. .............. 42.85

U.S. tax payable for 1963
($86.45¥$42.85) ................................ .............. 43.00

Overall U.S. and foreign income tax
($50+$43.60) ...................................... .............. 93.60

Reduction in foreign tax credit to be de-
ferred ($43.25¥$42.85) ..................... .............. .40

Remaining 1963 earnings and profits of:
A Corporation ($80¥$53) ............... 27.00 ..............
B Corporation ($70¥$70) ............... 0 27.00

1963

Allocation of reduction in foreign tax
credit to remaining 1963 earnings and
profits of A Corporation ($27/$27×
$0.40) .................................................. .............. .40

Foreign income tax attributable to re-
maining 1963 earnings and profits of:

A Corporation ($20¥$13.25) .......... 6.75 ..............
B Corporation ($30¥$30) ............... 0 6.75

1964

Taxable income of M Corporation from
sources in X Country:

A Corporation dividend ................... .............. 27.00
Gross-up under section 78 ($27/

$27× $6.75) ................................. .............. 6.75

Taxable income for 1964 ......... .............. 33.75

U.S. tax before foreign tax credit
($33.75×0.52) ...................................... .............. 17.55

Less: Foreign tax credit:
Tax deemed paid under sec-

tion 902 (as computed under
gross-up, but not to exceed
$33.75/$33.75 × $17.55) ...... 6.75 ..............

Tax deemed paid under the
principles of section 902
($27/$27×$0.40) ................... .40 7.15

U.S. tax payable for 1964 ...................... .............. 10.40

Example 3. (a) For 1966, domestic corpora-
tion M makes a chain election with respect
to controlled foreign corporation A, which it
wholly owns directly, and controlled foreign
corporation B, which A Corporation wholly
owns directly. Corporation A is a less devel-
oped country corporation under section
902(d). All corporations use the calendar year
as the taxable year. For 1966, each of the for-
eign corporations has pretax and
predistribution earnings and profits of $100.
The income of A Corporation is subject to a
foreign income tax rate of 20 percent, with
no deduction being allowed for dividends re-
ceived or paid; and the income of B Corpora-
tion is subject to a foreign income tax rate
of 30 percent on such basis. During 1966, B
Corporation distributes $50 to A Corporation,
and A Corporation distributes $104 to M Cor-
poration. During 1967 the remaining 1966
earnings and profits of such corporations are
distributed to M Corporation.

(b) If M Corporation were not to comply
with the special rules of paragraphs (b) and
(c) of this section and were to deduct foreign
income tax on intercorporate distributions
under paragraph (d)(1)(iii) of § 1.963–2, the
chain would not be considered to make a
minimum distribution for 1966 because, al-
though it makes a distribution which is suf-
ficient in amount to constitute a minimum
distribution, the overall United States and
foreign income tax for such year with re-
spect to such distribution would be insuffi-
cient under paragraph (a)(1)(i) of this sec-
tion. The determination that M Corporation
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would not be entitled to the section 963 ex-
clusion for 1966 by reason of such distribu-
tion in such circumstances is made as fol-
lows:

A B Total

Pretax earnings and profits .......... $150 $100 ..............
Reduction for intercorporate divi-

dends ........................................ 50 .......... ..............

Pretax and predistribution earn-
ings and profits ......................... 100 100 $200.00

Reduction for foreign income tax
on such pretax and
predistribution earnings and
profits ........................................ 20 30 50.00

Predistribution earnings and prof-
its .............................................. 80 70 150.00

Reduction for foreign income tax
on intercorporate distributions
of 1966 earnings and profits
($50×0.20) ................................ 10 .......... 10.00

Consolidated earnings and profits
of the chain ............................... 70 70 140.00

Consolidated foreign income
taxes ($30+$20+$10) ............... .......... .......... 60.00

Effective foreign tax rate ($60/
[$140+$60]) .............................. .......... .......... 30%

Statutory percentage under sec-
tion 963(b) ................................ .......... .......... 69%

Amount of a minimum distribution
($140×0.69) .............................. .......... .......... 96.60

Overall United States and foreign
income tax required to be paid
(part (a)(1)(i) of this section)
(0.90× [0.22+0.26]×$200) ......... .......... .......... 86.40

Tentative taxable income of M
Corporation ............................... .......... .......... $104.00

Tentative U.S. tax before foreign
tax credit (0.48×$104) .............. .......... .......... 49.92

Tentative foreign tax credit ($104/
$120×[($120/$150×$30)+($50/
$100×$30)] or ($104/$120×$39) .......... .......... 33.80

Tentative U.S. tax payable
($49.92¥ $33.80) ..................... .......... .......... 16.12

Overall U.S. and foreign income
tax ($60+$16.12) ...................... .......... .......... 76.12

Insufficient overall U.S. and for-
eign income tax
($86.40¥$76.12) ...................... .......... .......... 10.28

(c) By complying with the special rules of
paragraphs (b) and (c) of this section, how-
ever, M Corporation will receive a minimum
distribution for 1966 if it receives the statu-
tory percentage of consolidated earnings and
profits and if the overall United States and
foreign income tax with respect to the dis-
tribution which is made is at least the lesser
of $86.40 (0.90×0.48×$200) and of the overall
United States and foreign income tax which
would be paid with respect to a pro rata min-
imum distribution from the chain. If a pro
rata minimum distribution were made for
1966, the chain would be required to distrib-
ute earnings and profits of $114, based upon
an effective foreign tax rate of 25 percent
($50/[$50+$150]) and a statutory percentage of
76 percent under section 963(b); of this

amount $53.20 (0.76×$70) would be distributed
from B Corporation’s earnings and profits
and $60.80 (0.76×$80) would be distributed
from A Corporation’s earnings and profits.
The overall United States and foreign in-
come tax with respect to such a pro rata
minimum distribution would be $73.62, deter-
mined as follows:

Taxable income of M Corporation
($60.80+[$53.20¥($53.20×0.20)]) ..... .............. $103.36

U.S. tax before foreign tax credit (0.48
×$103.36) ............................................ .............. 49.61

Foreign tax credit:
B Corporation’s distribution ($53.20/

[$70+$30]×$30)+ ($42.56+
$10.64]×$10.64) ........................... $24.47 ..............

A Corporation’s distribution ($60.80/
[$80+20]×$20) ............................. 12.16 36.63

U.S. tax payable ..................................... .............. 12.98

Overall U.S. and foreign income tax
with respect to pro rata minimum dis-
tribution ($50+ $10.64+$12.98) .......... .............. 73.62

(d) The United States income tax of M Cor-
poration for 1966 and 1967 is determined as
follows, assuming that the minimum overall
tax burden is determined under paragraph
(a)(1)(ii)(b) of this section:

1966

Dividend from earnings and profits of—
B Corporation ($50 minus tax of

$10 on A Corporation at the rate
of 20 percent) .............................. .............. $40.00

A Corporation .................................. .............. 64.00

Taxable income of M Corporation .......... .............. 104.00

U.S. tax before foreign tax credit
(0.48×$104) ......................................... .............. $49.92

Less: Foreign tax credit:
B Corporation’s distribution ($50/

[$70+$30]×$30+($40/
[$40+$10]×$10), or ($15+$8) ...... $23.00 ..............

A Corporation’s distribution ($64/
$80+$20]×$20) ............................ 12.80 35.80

U.S. tax payable ..................................... .............. $14.12

Overall U.S. and foreign income tax
with respect to actual distribution
($50+$10+$14.12) .............................. .............. 74.12

Overall U.S. and foreign income tax that
would be paid with respect to a pro
rata minimum distribution (part (c) of
this example) ...................................... .............. 73.62

Remaining 1966 earnings and profits for
future distribution by:

B Corporation ($70¥$50) ............... .............. 20.00
A Corporation ($80¥$64) ............... .............. 16.00

Total ............................................. .............. 36.00

Foreign income tax attributable to re-
maining 1966 earnings and profits of:

B Corporation ($20/$70×$30) ......... .............. 8.57
A Corporation ($16/$80×$20) ......... .............. 4.00
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1966

1967

Dividend from remaining 1966 earnings
and profits of—

B Corporation ($20 minus tax of $4
on A Corporation at the rate of
20 percent) .................................. .............. 16.00

A Corporation .................................. .............. 16.00

Taxable income of M Corporation .......... .............. 32.00

U.S. tax before foreign tax credit
(0.48×$32) ........................................... .............. 15.36

Less: Foreign tax credit:
B Corporation’s distribution ($20/

[$20+$8.57]×$8.57)+($16/
[$16+$4] ×$4), or ($6+$3.20) ...... $9.20 ..............

A Corporation’s distribution ($16/
[$16+$4]×$4) ............................... 3.20 12.40

U.S. tax payable ..................................... .............. 2.96

Example 4. (a) Domestic corporation M di-
rectly owns 90 percent of the one class of
stock of controlled foreign corporation A,
which directly owns 80 percent of the one
class of stock of controlled foreign corpora-
tion B, which in turn directly owns 60 per-
cent of the one class of stock of controlled
foreign corporation C. None of the foreign
corporations are less developed country cor-
porations under section 902(d); all corpora-
tions use the calendar year as the taxable
year. For 1963, M Corporation makes a chain
election with respect to corporations A, B,
and C and receives a distribution from the
consolidated earnings and profits of the
chain which does not constitute a pro rata
minimum distribution. The remaining 1963
consolidated earnings and profits of the

chain are distributed late in 1964, for which
year it is assumed that the United States
corporate income tax rate is the same (52
percent) as for 1963. No corporation in the
chain has earnings and profits for 1964 other
than from distributions received from re-
maining 1963 earnings and profits of another
corporation in the chain. The foreign coun-
try under the laws of which A Corporation is
created does not tax dividends which are re-
ceived by such corporation from B Corpora-
tion, but B Corporation is taxed on dividends
received from C Corporation. Corporation M
complies with the special rules of paragraphs
(b) and (c) of this section and determines the
minimum overall tax burden under para-
graph (a)(1)(ii)(b) of this section with respect
to the distribution which is made. Corpora-
tion M uses the overall limitation under sec-
tion 904(a)(2) on the foreign tax credit. The
distribution received by M Corporation for
1963 from the consolidated earnings and prof-
its of the chain is sufficient in amount to
constitute a minimum distribution. The
overall United States and foreign income tax
for 1963 with respect to the distribution
which is made must be at least equal to the
lesser of $32.21 (the amount payable, as de-
termined under paragraph (b) of this exam-
ple, with respect to a pro rata minimum dis-
tribution) and $31.34 (90 percent of 52 percent
of pretax and predistribution consolidated
earnings and profits of $66.96).

(b) If the chain were to make a pro rata
minimum distribution, the distributions and
the overall United States and foreign income
tax for 1963 with respect to the minimum dis-
tribution would be determined as follows,
based upon the facts assumed:

A B C Total

Pretax and predistribution earnings and profits ..................................................... $20.00 $50.00 $30.00
Reduction for foreign income tax on such earnings and profits (10%, 40%, and

10%, respectively) .............................................................................................. 2.00 20.00 3.00

Predistribution earnings and profits ....................................................................... 18.00 30.00 27.00

Consolidated earnings and profits with respect to M Corporation:
(0.90×$18) ....................................................................................................... 16.20
(0.90×0.80×$30) or (0.72×$30) ....................................................................... ................ 21.60
(0.90×0.80×0.60×$27) or (0.432×$27) ............................................................ ................ ................ 11.66 $49.46

Consolidated foreign income taxes with respect to M Corporation:
($16.20/$18×$2) .............................................................................................. 1.80
($21.60/$30×$20) ............................................................................................ ................ 14.40
($11.66/$27×$3) .............................................................................................. ................ ................ 1.30 17.50

Effective foreign tax rate of the chain for 1963 ($17.50/[$49.46+$17.50]), or
($17.50/ $66.96) ................................................................................................. ................ ................ ................ 26.14%

Statutory percentage under section 963(b) ........................................................... ................ ................ ................ 82%
Pro rata minimum distribution (before reduction of dividend from C Corpora-

tion’s share by B Corporation tax paid on such amount):
(0.82×$16.20) .................................................................................................. 13.28
(0.82×$21.60) .................................................................................................. ................ 17.71
(0.82×$11.66) .................................................................................................. ................ ................ 9.56
(0.82×$49.46) .................................................................................................. ................ ................ ................ 40.56

Such amounts as reduced by further foreign income tax imposed on distribu-
tions through the chain:

No further foreign tax ...................................................................................... 13.28
No further foreign tax ...................................................................................... ................ 17.71
B Corporation tax ($9.56¥[0.40×$9.56]), or ($9.56¥$3.82) ......................... ................ ................ 5.74 36.73
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A B C Total

Gross-up under section 78:
($13.28/$16.20×$1.80) .................................................................................... 1.48
($17.71/$21.60×$14.40) .................................................................................. ................ 11.81
($5.74/$5.74×$3.82) ........................................................................................ ................ 3.82 ................ 17.11

M Corporation’s taxable income for 1963 attributable to minimum distribution
($36.73+$17.11) ................................................................................................. ................ ................ ................ 53.84

U.S. tax before foreign tax credit ($53.84×0.52) ................................................... ................ ................ ................ 28.00
Foreign tax credit (as determined under gross-up above) .................................... ................ ................ ................ 17.11
U.S. tax payable for 1963 ($28¥$17.11) .............................................................. ................ ................ ................ 10.89
Overall U.S. and foreign income tax with respect to pro rata minimum distribu-

tion ($17.50+$3.82+$10.89) ............................................................................... ................ ................ ................ 32.21

(c) Based upon the distributions which are
made by corporations A, B, and C, M. Cor-

poration pays United States tax as follows
for 1963 and 1964:

1963

A B C Total

Distribution made from consolidated earnings and profits of the chain ................ $9.36 $21.60 $9.60 $40.56
Excess of distribution over statutory percentage of consolidated earnings and

profits for 1963 ($40.56¥[0.82×$49.46]) ........................................................... ................ ................ ................ None
Determination of whether the overall U.S. and foreign income tax with respect

to the actual distribution is equal to, or exceeds, the lesser of $32.21 (para-
graph (b) of example) and $31.34 (paragraph (a) of example):

Amount received by M Corporation after reduction by further foreign in-
come tax imposed on distributions through the chain:

No further foreign tax ............................................................................... 9.36
No further foreign tax ............................................................................... ................ 21.60
B Corporation tax ($9.60¥[0.40×$9.60]), or ($9.60¥$3.84) .................. ................ ................ 5.76 36.72

Gross-up under section 78:
($9.36/$16.20×$1.80) ............................................................................... 1.04
($21.60/$21.60×$14.40) ........................................................................... ................ 14.40
($5.76/$5.76×$3.84) ................................................................................. ................ 3.84 ................ 19.28

Taxable income of M Corporation for 1963 attributable to actual distribution
($36.72+$19.28) ................................................................................................. ................ ................ ................ 56.00

U.S. tax before foreign tax credit ($56×0.52) ................................................. ................ ................ ................ 29.12
Tentative foreign tax credit (as determined under gross-up above) .............. ................ ................ ................ 19.28
Tentative U.S. tax payable ($29.12¥$19.28) ................................................ ................ ................ ................ 9.84
Overall U.S. and foreign income tax with respect to actual distribution

($17.50+ $3.84+$9.84) ................................................................................ ................ ................ ................ 31.18
Insufficient overall U.S. and foreign income tax ($31.34 [i.e.,

0.90×0.52×$66.96]¥ 31,18) ........................................................................ ................ ................ ................ .16
Reduced foreign tax credit ($19.28¥$0.16) .......................................................... ................ ................ ................ 19.12
U.S. tax payable for 1963 ($29.12¥$19.12) ......................................................... ................ ................ ................ 10.00
Overall U.S. and foreign income tax with respect to actual distribution

($17.50+$3.84+$10) ........................................................................................... ................ ................ ................ 31.34
Allocation of reduction in foreign tax credit to undistributed consolidated 1963

earnings and profits of A and B Corporations to be deemed paid by M Cor-
poration in future years:

Reduction in foreign tax credit ($19.28¥$19.12) ........................................... ................ ................ ................ .16
Undistributed 1963 consolidated earnings and profits of the chain:

($16.20¥$9.36) ....................................................................................... 6.84
($21.60¥$21.00) ..................................................................................... ................ 0
($11.66¥$9.60) ....................................................................................... ................ ................ $2.06 8.90

Allocation of reduction in credit:
($6.84/$6.84×$0.16) ................................................................................. .16 ................ ................ .16

Foreign income tax attributable to undistributed 1963 earnings and profits
of the chain to be taken into account in determining tax deemed paid
under section 902:

($1.80¥$1.04) ......................................................................................... .76 ................ ................ ................
($14.40¥$14.40) ..................................................................................... ................ ................ ................ .7

1964

Distribution from remaining 1963 consolidated earnings and profits of the chain:
($16.20¥$9.36) .............................................................................................. 6.84
($21.60¥$21.60) ............................................................................................ ................ 0
($11.66¥$9.60) .............................................................................................. ................ ................ 2.06 8.90

Such amounts as reduced by further foreign income tax imposed on distribu-
tions through the chain:

No further foreign tax ...................................................................................... 6.84
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1963

A B C Total

B Corporation tax ($2.06¥[0.40×$2.06]), or ($2.06¥$0.82) ......................... ................ 1.24 ................ 8.08
Gross-up under section 78:

($6.84/$6.84×$0.76) ........................................................................................ 0.76
($1.24/$1.24×$0.82) ........................................................................................ ................ 0.82 ................ 1.58

Taxable income of M Corporation for 1964 attributable to 1964 distribution
($8.08+$1.58) ..................................................................................................... ................ ................ ................ 9.66

U.S. tax before foreign tax credit ($9.66×0.52) ..................................................... ................ ................ ................ 5.02
Foreign tax credit:

Deferred credit in accordance with principles of section 902 ($6.84/
$6.84×$0.16) ............................................................................................... 0.16 ................ ................ 0.16

Tax deemed paid under section 902 (computed under gross-up above) ...... ................ ................ ................ 1.58
U.S. tax payable for 1964 ($5.02¥[$0.16+$1.58]) ................................................ ................ ................ ................ 3.28

Example 5. (a) Domestic corporation M di-
rectly owns all the one class of stock of each
of controlled foreign corporations A, B, C,
and D. All such corporations use the cal-
endar year as the taxable year. None of the
foreign corporations is a less developed coun-
try corporation under section 902(d). For
1963, M Corporation makes a group election
with respect to corporations A, B, C, and D
and receives from the 1963 consolidated earn-
ings and profits of the group a distribution
which is not a pro rata minimum distribu-
tion. None of the foreign corporations has
earnings and profits for 1964, but the remain-
ing 1963 earnings and profits of the group are
distributed late in 1964, for which year it is
assumed that the United States corporate in-
come tax rate is the same (52 percent) as for
1963. The overall limitation under section
904(a)(2) on the foreign tax credit applies for
both years.

(b) Assume that M Corporation does not
comply with the special rules of paragraphs
(b) and (c) of this section and that for 1963 it

draws a distribution of all of B Corporation’s
earnings and profits and enough of C Cor-
poration’s earnings and profits to receive the
amount of a minimum distribution and to
assure that the overall United States and
foreign income tax for such year with re-
spect to the distribution from the group sat-
isfies the overall minimum tax requirement
of paragraph (a)(1)(i) of this section. In such
case, the overall United States and foreign
income tax for 1963 with respect to the dis-
tribution which is made, determined by
using the foreign tax credit under section 901
without applying the special credit rules of
paragraph (c) of this section, must at least
equal $37.44 (90 percent of 52 percent of
pretax and predistribution consolidated
earnings and profits of $80). Corporation M’s
United States income tax for 1963 and 1964
with respect to the distribution of the 1963
earnings and profits of the group is deter-
mined as follows, based upon the facts as-
sumed:

1963

A B C D Total

Pretax and predistribution earnings and profits (and deficits) of the
group ............................................................................................... $25.00 $25.00 $50.00 ($20.00) $80.00

Consolidated foreign income taxes .................................................... 2.50 12.50 15.00 ................ 30.00
Consolidated earnings and profits ..................................................... 22.50 12.50 35.00 (20.00) 50.00
Effective foreign tax rate ($30/[$50+$30]) ......................................... ................ ................ ................ ................ 37.5%
Statutory percentage under section 963(b) ....................................... ................ ................ ................ ................ 68%
Amount of a minimum distribution (0.68×$50) ................................... ................ ................ ................ ................ 34.00
Tentative distribution .......................................................................... ................ 12.50 21.50 ................ 34.00
Tentative gross-up under section 78:

($12.50/$12.50×$12.50) ................ 12.50 ................ ................ ................
($21.50/$35×$15) ................ ................ 9.21 ................ 21.71

Tentative taxable income of M Corporation ($34+$21.71) ................ ................ ................ ................ ................ 55.71
Tentative U.S. tax before foreign tax credit (0.52×$55.71) ............... ................ ................ ................ ................ 28.97
Tentative foreign tax credit (as computed under gross-up above) .... ................ ................ ................ ................ 21.71
Tentative U.S. tax payable ($28.97¥$21.71) .................................... ................ ................ ................ ................ 7.26
Tentative overall U.S. and foreign income tax ($30+$7.26) .............. ................ ................ ................ ................ 37.26
Minimum overall U.S. and foreign income tax required to be paid

(0.90× .52×$80) .............................................................................. ................ ................ ................ ................ 37.44
Insufficient overall U.S. and foreign income tax ($37.44¥$37.26) ... ................ ................ ................ ................ .18
Revised distribution ............................................................................ ................ 12.50 22.07 ................ 34.57
Gross-up under section 78:

($12.50/$12.50×$12.50) .............................................................. ................ 12.50 ................ ................ ................
($22.07/$35×$15) ........................................................................ ................ ................ 9.46 ................ 21.96

Taxable income of M Corporation ($34.57+$21.96) .......................... ................ ................ ................ ................ 56.53
U.S. tax before foreign tax credit (.52×$56.53) ................................. ................ ................ ................ ................ 29.40
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1963

A B C D Total

Foreign tax credit (as computed under gross-up above) .................. ................ ................ ................ ................ 21.96
U.S. tax payable ($29.40¥$21.96) .................................................... ................ ................ ................ ................ 7.44
Overall U.S. and foreign income tax on actual distribution

($30+$7.44) .................................................................................... ................ ................ ................ ................ 37.44

1964

Distribution of remaining 1963 consolidated earnings and profits:
($22.50¥$0) ............................................................................... 22.50
($12.50¥$12.50) ........................................................................ ................
($35¥$22.07) ............................................................................. ................ ................ 12.93 ................ 35.43

Gross-up under section 78:
($22.50/$22.50×$2.50) ................................................................ 2.50
($12.93/$35×$15) ........................................................................ ................ ................ 5.54 ................ 8.04

Taxable income of M Corporation ($35.43+$8.04) ............................ ................ ................ ................ ................ 43.47
U.S. tax before foreign tax credit ($43.47×0.52) ............................... ................ ................ ................ ................ 22.60
Foreign tax credit (as computed under gross-up above) .................. ................ ................ ................ ................ 8.04
U.S. tax payable ($22.60¥$8.04) ...................................................... ................ ................ ................ ................ 14.56

(c) Assume that M Corporation does com-
ply with the special rules of paragraphs (b)
and (c) of this section and for 1963 receives a
minimum distribution consisting of $20 from
A Corporation and $14 from C Corporation. In
such case, the overall United States and for-
eign income tax for 1963 with respect to the
minimum distribution must at least equal
the lesser of $37.44 (0.90 × 0.52 × $80) and the
overall United States and foreign income tax

of $37.89 that would be paid with respect to a
pro rata minimum distribution from the
group for such year. In such case, the deter-
minations would be made pursuant to sub-
paragraphs (1) and (2) of this paragraph.

(1) If a pro rata minimum distribution were
made for 1963 by the group, the overall
United States and foreign income tax for
such year with respect to such distribution
would be $37.89, determined as follows:

A B C D Total

Pretax and predistribution earnings and profits (and deficits) of the
group ............................................................................................... $25.00 $25.00 $50.00 ($20) $80.00

Consolidated foreign income taxes .................................................... 2.50 12.50 15.00 ................ 30.00
Consolidated earnings and profits before allocation of deficits ......... 22.50 12.50 35.00 ................ 70.00
Allocation of deficit of D Corporation:

($22.50/$70×$20) ........................................................................ (6.43)
($12.50/$70×$20) ........................................................................ ................ (3.57) ................ ................ ................
($35/$70×$20) ............................................................................. ................ ................ (10.00) ................ (20.00)

Consolidated earnings and profits ..................................................... 16.07 8.93 25.00 ................ 50.00
Effective foreign tax rate ($30/$80) .................................................... ................ ................ ................ ................ 37.50%
Statutory percentage under section 963(b) ....................................... ................ ................ ................ ................ 68%
Pro rata minimum distribution:

(0.68×$16.07) .............................................................................. 10.93
(0.68×$8.93) ................................................................................ ................ 6.07 ................ ................ ................
(0.68×$25) ................................................................................... ................ ................ 17.00 ................ 34.00

Gross-up under section 78:
($10.93/$16.07×$2.50) ................................................................ 1.70
($6.07/$8.93×$12.50) .................................................................. ................ 8.50 ................ ................ ................
($17/$25×$15) ............................................................................. ................ ................ 10.20 ................ 20.40

Taxable income of M Corporation ($34+$20.40) ............................... ................ ................ ................ ................ 54.40
U.S. tax before foreign tax credit (0.52×$54.40) ............................... ................ ................ ................ ................ 28.29
Foreign tax credit (as computed under the gross-up above) ............ ................ ................ ................ ................ 20.40
U.S. tax payable ($28.29¥$20.40) .................................................... ................ ................ ................ ................ 7.89
Overall U.S. and foreign income tax with respect to pro rata mini-

mum distribution ($30+$7.89) ......................................................... ................ ................ ................ ................ 37.89

(2) Corporation M’s United States income
tax for 1963 and 1964 with respect to the dis-

tribution of the 1963 earnings and profits of
the group is determined as follows:
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1963

A B C D Total

Distributions actually made ................................................................ $20.00 ................ $14.00 ................ $34.00
Gross-up under section 78:

($16.07/$16.07×$2.50) ................................................................ 2.50 ................ ................ ................ ................
($14/$25×$15) ............................................................................. ................ ................ 8.40 ................ 10.90

Taxable income of M Corporation ($34+$10.90) ............................... ................ ................ ................ ................ 44.90
U.S. tax before foreign tax credit (0.52×$44.90) ............................... ................ ................ ................ ................ 23.35
Foreign tax credit (as computed under gross-up above) .................. ................ ................ ................ ................ 10.90
U.S. tax payable ($23.35¥$10.90) .................................................... ................ ................ ................ ................ 12.45
Overall U.S. and foreign income tax with respect to the distribution

actually made ($30+$12.45), such amount being in excess of the
minimum overall tax burden of $37.44 ........................................... ................ ................ ................ ................ 42.45

1964

Earnings and profits for 1963 to which minimum distribution for
such year was not attributable:

($22.50¥$20) ............................................................................. $2.50 ................ ................ ................ ................
($12.50¥$0) ............................................................................... ................ $12.50 ................ ................ ................
($35.00¥$14) ............................................................................. ................ ................ $21.00 ................ $36.00

Foreign income tax for 1963 not taken into account in determining
tax deemed paid for such year on pretax earnings and profits to
which the minimum distribution for such year was attributable:

([$16.07¥$16.07]/$16.07×$2.50) ............................................... 0 ................ ................ ................ ................
([$8.93¥$0]/$8.93×$12.50) ........................................................ ................ 12.50 ................ ................ ................
([$25¥$14]/$25×$15) ................................................................. ................ ................ 6.60 ................ 19.10

Distributions to M Corporation in 1964 .............................................. 2.50 12.50 21.00 ................ 36.00
Gross-up under section 78:

($2.50/$2.50×$0) ......................................................................... 0 ................ ................ ................ ................
($12.50/$12.50×$12.50) .............................................................. ................ 12.50 ................ ................ ................
($21/$21×$6.60) .......................................................................... ................ ................ 6.60 ................ 19.10

Taxable income of M Corporation ($36+$19.10) ............................... ................ ................ ................ ................ 55.10
U.S. tax before foreign tax credit (0.52×$55.10) ............................... ................ ................ ................ ................ 28.65
Foreign tax credit (as computed under gross-up above) .................. ................ ................ ................ ................ 19.10
U.S. tax payable ($28.65¥$19.10) .................................................... ................ ................ ................ ................ 9.55

Example 6. Throughout 1963, domestic cor-
poration M directly owns all the one class of
stock of controlled foreign corporations A,
B, and C, and maintains in a foreign country
a branch which qualifies under paragraph
(f)(4) of § 1.963–1 for inclusion in a group as a
wholly owned foreign subsidiary corporation.
For 1963, a year for which the overall limita-
tion under section 904(a)(2) on the foreign tax
credit applies, M Corporation makes a group
election with respect to A, B, and C Corpora-
tions and the foreign branch. All such cor-

porations use the calendar year as the tax-
able year. The foreign branch has pretax and
predistribution earnings and profits of $40 for
1963, as determined under paragraph (f)(4)(ii)
of § 1.963–1. None of the foreign corporations
is a less developed country corporation under
section 902(d). Corporation M complies with
the special rules of paragraphs (b) and (c) of
this section. The United States income tax
of M Corporation for 1963 is as follows, based
upon the facts assumed:

A B C Branch Total

Pretax and predistribution consolidated earnings and profits of the
group ............................................................................................... $20.00 $30.00 $10 $40 $100.00

Consolidated income taxes ................................................................ 2.00 15.00 5 20 42.00
Effective foreign tax rate ($42/$100) .................................................. ................ ................ ................ ................ 42%
Statutory percentage under section 963(b) ....................................... ................ ................ ................ ................ 40%
Posttax and predistribution consolidated earnings and profits of the

group ............................................................................................... 18.00 15.00 5 20 58.00
U.S. tax which would be paid on a pro rata minimum distribution

from consolidated earnings and profits of the group:
Pro rata minimum distribution (and amount which would be re-

ceived by M Corporation):
(0.40×$18) ............................................................................ 7.20 ................ ................ ................ ................
(0.40×$15) ............................................................................ ................ 6.00 ................ ................ ................
(0.40×$5) .............................................................................. ................ ................ 2 ................ ................
(0.40×$40) ............................................................................ ................ ................ ................ 16 31.20

Gross-up under section 78:
($7.20/$18×$2) ..................................................................... .80 ................ ................ ................ ................
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A B C Branch Total

($6/$15×$15) ........................................................................ ................ 6.00 ................ ................ ................
($2/$5×$5) ............................................................................ ................ ................ 2 ................ 8.80

Taxable income of M Corporation ($31.20+$8.80) ..................... ................ ................ ................ ................ 40.00
U.S. tax before foreign tax credit (0.52×$40) ............................. ................ ................ ................ ................ 20.80
Foreign tax credit ($8.80, as computed under the gross-up,

plus 40 percent of $20) ........................................................... ................ ................ ................ ................ 16.80
U.S. tax payable ($20.80¥$16.80) ............................................ ................ ................ ................ ................ 4.00

Overall U.S. and foreign income tax with respect to a pro rata mini-
mum distribution for 1963 ($4+$42) ............................................... ................ ................ ................ ................ 46.00

Tentative tax on distribution actually received by M Corporation:
Actual distribution received ......................................................... ................ ................ $5 $40 $45.00
Gross-up under section 78 ($5/$5×$5) ....................................... ................ ................ 5 ................ 5.00
Taxable income of M Corporation ($45+$5) ............................... ................ ................ ................ ................ 50.00
U.S. tax before foreign tax credit (0.52×$50) ............................. ................ ................ ................ ................ 26.00
Tentative foreign tax credit ($5, as computed under the gross-

up above, plus 100 percent of $20) ........................................ ................ ................ ................ ................ 25.00
Tentative U.S. tax payable ($26¥$25) ...................................... ................ ................ ................ ................ 1.00

Insufficient overall U.S. and foreign income tax (the lesser of $46 or
$46.80 [0.90×0.52×$100] minus $43 [$1+$42]) ............................. ................ ................ ................ ................ 3.00

Reduced foreign tax credit ($25¥$3) ................................................ ................ ................ ................ ................ 22.00
U.S. tax payable ($26¥$22) .............................................................. ................ ................ ................ ................ 4.00
Overall U.S. and foreign income tax with respect to actual distribu-

tion for 1963 ($4+$42) .................................................................... ................ ................ ................ ................ 46.00
Reduction in foreign tax credit for 1963 ($25¥$22) ......................... ................ ................ ................ ................ 3.00
Allocation of reduction in foreign tax credit to undistributed 1963

consolidated earnings and profits of the group:
($18/[$18+$15]×$3.00) ................................................................ 1.64 ................ ................ ................ ................
($15/[$18+$15]×$3.00) ................................................................ ................ 1.36 ................ ................ 3.00

Example 7. Domestic group M, an affiliated
group of domestic corporations filing a con-
solidated return under section 1501, makes a
group election for 1963 with respect to a
group consisting of two controlled foreign
corporations C and D, all of whose one class
of stock is directly owned by group M, and
foreign branch B, a foreign branch of a West-
ern Hemisphere trade corporation (as defined
in section 921) included in group M. No dis-
tributions are received for the taxable year
from corporations C and D, but the foreign
group makes a minimum distribution by rea-
son of the deemed distribution of all of

branch B’s earnings and profits. Group M
complies with the special rules of paragraphs
(b) and (c) of this section. For 1963, a year for
which the United States corporate income
tax rate is 52 percent, the overall limitation
under section 904(a)(2) on the foreign tax
credit applies. All corporations use the cal-
endar year as the taxable year. None of the
foreign corporations is a less developed coun-
try corporation under section 902(d) for 1963.
The income, and the United States and for-
eign income tax for 1963, are determined as
follows, based upon the facts assumed:

Branch C D Total

Pretax and predistribution consolidated earnings and profits of the foreign group
(before Western Hemisphere trade corporation deduction) ............................... $100.00 $10.00 $10.00 $120.00

Western Hemisphere trade corporation deduction ($100×0.14/0.52) ................... 26.92 ................ ................ 26.92
Pretax and predistribution consolidated earnings and profits of the foreign group

(after Western Hemisphere trade corporation deduction) .................................. 73.08 10.00 10.00 93.08
Consolidated foreign income taxes (38%, 20%, and zero rate, respectively):

(0.38×$100) ..................................................................................................... 38.00 ................ ................ ................
(0.20×$10) ....................................................................................................... ................ 2.00 ................ 40.00
Consolidated earnings and profits of the foreign group ................................. 35.08 8.00 10.00 53.08

Effective foreign tax rate ($40/$93.08) .................................................................. ................ ................ ................ 43%
Statutory percentage under section 963(b) ........................................................... ................ ................ ................ 40%
Tax which would be paid with respect to a pro rata minimum distribution from

consolidated earnings and profits of the foreign group:
Pro rata minimum distribution:

(0.40×$73.08) ........................................................................................... 29.23 ................ ................ ................
(0.40×$8.00) ............................................................................................. ................ 3.20 ................ ................
(0.40×$10.00) ........................................................................................... ................ ................ 4.00 36.43

Gross-up under section 78: ($3.20/$8.00×$2) ................................................ ................ .80 ................ .80
Taxable income of group M ............................................................................ 29.23 4.00 4.00 37.23
U.S. tax before foreign tax credit:

(0.52×$29.23) ........................................................................................... 15.20 ................ ................ ................
(0.54×$4.00) ............................................................................................. ................ 2.16 ................ ................
(0.54×$4.00) ............................................................................................. ................ ................ 2.16 19.52
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Branch C D Total

Foreign tax credit ($0.80, as computed under the gross-up above, plus 40
percent of $38) ............................................................................................ 15.20 .80 ................ 16.00

U.S. tax payable ............................................................................................. ................ 1.36 2.16 3.52
Overall U.S. and foreign income tax with respect to pro rata minimum dis-

tribution ($3.52+$40) ................................................................................... ................ ................ ................ 43.52
Tentative tax on distribution actually received by group M:

Taxable income of branch .............................................................................. 73.08 ................ ................ 73.08
U.S. tax before foreign tax credit (0.52×$73.08) ............................................ 38.00 ................ ................ 38.00
Tentative foreign tax credit ............................................................................. 38.00 ................ ................ 38.00
Tentative U.S. tax payable ............................................................................. ................ ................ ................ 0

Insufficient overall U.S. and foreign income tax (the lesser of $43.52 or $43.56
[0.90×0.52×$93.08] minus $40) .......................................................................... ................ ................ ................ 3.52

Reduced foreign tax credit ($38¥$3.52) ............................................................... ................ ................ ................ 34.48
U.S. tax payable ($38¥$34.48) ............................................................................ ................ ................ ................ 3.52
Overall U.S. and foreign income tax ($3.52+$40.00) ............................................ ................ ................ ................ 43.52
Reduction in foreign tax credit for 1963 ($38¥$34.48) ........................................ ................ ................ ................ 3.52
Allocation of reduction in foreign tax credit to 1963 undistributed consolidated

earnings and profits of the foreign group:
($8/[$8+$10]×$3.52) ........................................................................................ ................ 1.56 ................ ................
($10/[$8+$10]×$3.52) ...................................................................................... ................ ................ 1.96 3.52

[T.D. 6759, 29 FR 13335, Sept. 25, 1964; 29 FR
13896, Oct. 8, 1964, as amended by T.D. 6767, 29
FR 14878, Nov. 3, 1964; T.D. 7100, 36 FR 5336,
Mar. 20, 1971]

§ 1.963–5 Foreign corporations with
variation in foreign tax rate be-
cause of distributions.

(a) Limited application of section. The
rules of this section shall apply to a
foreign corporation only if—

(1) Under the laws of a foreign coun-
try or possession of the United States
the foreign income tax of the corpora-
tion for the taxable year depends upon
the extent to which distributions are
made by such corporation from its
earnings and profits for the taxable
year, so that the rate of such tax for
the taxable year on income which is
distributed differs from the rate of
such tax for such year on the income
which is not distributed, and

(2) The corporation—
(i) Is a single first-tier corporation,

or
(ii) Is for the taxable year in a chain

or group from which the United States
shareholder receives a minimum dis-
tribution in respect of which the mini-
mum overall tax burden is determined
in accordance with paragraph (a)(1)(ii)
of § 1.963–4.

(b) Foreign income tax determined as
though no distributions were made. The
foreign income tax on the pretax and
predistribution earnings and profits of
the foreign corporation for the taxable
year shall (solely for the purpose of de-
termining the effective foreign tax rate

under paragraph (c) of § 1.963–2) be de-
termined as if the foreign corporation
made no distributions for the taxable
year. However, notwithstanding the
second sentence of paragraph (d)(1) of
§ 1.963–2, where the United States share-
holder owns the stock (with respect to
which the election under section 963 is
made) in such corporation by reason of
stock owned through a chain of owner-
ship described in section 958(a) and the
foreign income tax of such corporation
for the taxable year decreases as dis-
tributions are made from its earnings
and profits, the rule in the preceding
sentence shall not apply if the electing
United States shareholder does not ac-
tually receive for the taxable year its
proportionate share of the earnings and
profits which are actually distributed.
In such case, the foreign income tax on
pretax and predistribution earnings
and profits shall be the actual foreign
income tax of such corporation, com-
puted on the basis of the distributions
which are made. For example, assume
that a second-tier foreign corporation
in a chain has pretax and
predistribution earnings of $100 for the
taxable year and that foreign law im-
poses on such corporation a foreign in-
come tax of 50 percent of the pretax
earnings and profits minus dividends
for such year and of 20 percent of such
dividends. If the second-tier foreign
corporation distributes $20 of earnings
and profits to a first-tier foreign cor-
poration which is part of the same
chain, and if the first-tier corporation
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retains the dividend so received, the
foreign income tax of the second-tier
foreign corporation shall be considered
to be the tax actually paid for the tax-
able year, that is, $44 (50 percent of $80
plus 20 percent of $20). If the first-tier
foreign corporation distributes the div-
idend so received, the foreign income
tax of the second-tier foreign corpora-
tion shall be considered to be $50 (50
percent of $100). For purposes of this
paragraph, the principles of paragraph
(b)(3) of § 1.963–4 shall apply.

(c) Minimum distribution—(1) Single
first-tier corporation. A minimum dis-
tribution for a taxable year by a single
first-tier corporation described in para-
graph (a)(1) of this section shall be a
distribution which is equal to—

(i) The amount resulting from the
multiplication of the statutory per-
centage specified in paragraph (b) of
§ 1.963–2 for such year by the United
States shareholder’s proportionate
share of the earnings and profits of
such corporation, as determined under
paragraph (d)(2)(i) of § 1.963–2 but with-
out the deduction for foreign income
tax provided by paragraph (d)(1)(ii) and
(iii) of such section, reduced by

(ii) The foreign income tax on the
pretax amount determined under sub-
division (i) of this subparagraph which
would be paid or accrued by such cor-
poration by reason of distributing such
amount, less such tax, for such taxable
year.

(2) Corporation in a chain or group
making a pro rata minimum distribution.
In case of a corporation described in
paragraph (a)(2)(ii) of this section in a
chain or group, such corporation’s
share of a pro rata minimum distribu-
tion by the chain or group for the tax-
able year shall be—

(i) The amount resulting from the
multiplication of the statutory per-
centage specified in paragraph (b) of
§ 1.963–2 for the taxable year by the
United States shareholder’s propor-
tionate share of the earnings and prof-
its of such corporation, as determined
under paragraph (d)(3) of § 1.963–2 but
without the deduction for foreign in-
come tax provided by paragraph
(d)(1)(ii) and (iii) of such section, re-
duced by

(ii) The foreign income tax on the
pretax amount determined under sub-

division (i) of this subparagraph which
would be paid or accrued by such cor-
poration by reason of distributing such
amount, less such tax, for such taxable
year.

(3) A chain or group making a distribu-
tion other than a pro rata minimum dis-
tribution. If a chain or group contains
one or more foreign corporations de-
scribed in paragraph (a)(2)(ii) of this
section and such chain or group makes
a minimum distribution other than a
pro rata minimum distribution for the
taxable year, the amount of such mini-
mum distribution to the electing
United States shareholder shall be at
least—

(i) The amount resulting from the
multiplication of the statutory per-
centage specified in paragraph (b) of
§ 1.963–2 for the taxable year by the
consolidated earnings and profits of
such chain or group with respect to
such shareholder, as determined under
paragraph (d)(3) of such section but
without any deduction for foreign in-
come tax provided by paragraph
(d)(1)(ii) and (iii) of such section, re-
duced by

(ii) The foreign income tax on the
pretax amount determined under sub-
division (i) of this subparagraph which
would be paid or accrued by the foreign
corporations in the chain or group by
reason of distributing such amount,
less such tax, for such taxable year.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Domestic corporation M di-
rectly owns 80 percent of the one class of
stock of single first-tier corporation B,
which for 1964 has $100 of pretax earnings and
profits on which is imposed a foreign income
tax of 40 percent of pretax earnings and prof-
its minus dividends for the taxable year and
of 20 percent of the amount of such divi-
dends. Both corporations use the calendar
year as the taxable year. The effective for-
eign tax rate applicable to B Corporation, as
determined under paragraph (c) of § 1.963–2, is
40 percent, and the statutory percentage
under paragraph (b) of § 1.963–2 for 1964 is 38
percent. Corporation M receives a minimum
distribution for 1964 if it receives from B Cor-
poration’s earnings and profits for such year
$22.80, that is, 80 percent of $28.50, the dis-
tribution which would be made if there were
distributed that amount of earnings and
profits which, together with the foreign in-
come tax at the rate effectively applicable to
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pretax earnings and profits to which such
distribution is attributable, equals 38 per-
cent of $100. Such distribution may be deter-
mined by solving for ‘‘d’’ in the following
formula:

d=$38¥0.20d¥0.40($38¥d)
d=$38¥0.20d¥$15.20+0.40d
d=$22.80+0.20d

0.80 d=$22.80
d=$22.80/0.80
d=$28.50

Example 2. Domestic corporation M di-
rectly owns 80 percent of the one class of
stock of each of controlled foreign corpora-
tions A and B, which constitute a group and
each of which for 1964 has pretax earnings
and profits of $100. All corporations use the
calendar year as the taxable year. Corpora-
tion A is subject to foreign income tax at a
flat rate of 40 percent; and B Corporation is
subject to a foreign income tax of 40 percent
of $100 minus dividends for the taxable year
and of 20 percent of the amount of such divi-
dends. The effective foreign tax rate with re-
spect to the group, as determined under
paragraph (c) of § 1.963–2, is 40 percent, and
the statutory percentage under paragraph (b)
of § 1.963–2 for 1964 is 38 percent. Corporation
B distributes $25 for 1964 toward a minimum
distribution from the group which is not a
pro rata minimum distribution. The mini-
mum distribution by the group for 1964 with
respect to M Corporation is determined as
follows:

M Corporation’s proportionate share of B Corpora-
tion’s distribution (0.80×$25) .................................. $20.00

Pretax and predistribution consolidated earnings
and profits of the group (0.80×$200) ..................... 160.00

Statutory percentage of pretax and predistribution
consolidated earnings and profits (0.33×$160) ...... 60.80

Less: portion of such statutory percentage to which
the $20 dividend received from B Corporation is
attributable: Total dividend paid by B Corporation 25.00

Plus: Foreign income tax on B Corporation’s pretax
and predistribution earnings and profits to which
such dividend is attributable, letting ‘‘t’’ represent
such tax:

t=0.20 ($25)+0.40t .......................................
t=$5+0.40t ....................................................

0.60t=$5 ..............................................................
t=$5/0.60 ...................................................... 8.33

B Corporation’s pretax and predistribution earnings
and profits to which such dividend is attributable .. 33.33

M Corporation’s proportionate share of B Corpora-
tion’s pretax and predistribution earnings and
profits to which the dividend is attributable
(0.80×$33.33) ......................................................... 26.67

The statutory percentage of the pretax and
predistribution consolidated earnings and profits
of the group to which A Corporation’s distribution
must be attributable ................................................ 34.13

Dividend required to be received from A Corporation
($34.13¥[0.40×$34.13]) ......................................... 20.48

Minimum distribution to M Corporation of the taxable
year’s consolidated earnings and profits of the
group ($20+$20.48) ................................................ 40.48

Example 3. The facts are the same as in ex-
ample 2 except that the $25 distribution of
earnings and profits is made by A Corpora-
tion. The amount of the minimum distribu-
tion for 1964 is determined as follows:

M Corporation’s proportionate share of A Corpora-
tion’s distribution (0.80×$25) .................................. $20.00

Pretax and predistribution consolidated earnings
and profits of the group (0.80×$200) ..................... 160.00

Statutory percentage of pretax and predistribution
consolidated earnings and profits (0.38×$160) ...... 60.80

Less: Portion of such statutory percentage to which
the $20 dividend received from A Corporation is
attributable: Total dividend paid by A Corporation 25.00

Plus: Foreign income tax on A Corporation’s pretax
and predistribution earnings and profits to which
such dividend is attributable (0.40×[$25/0.60]) ...... 16.67

A Corporation’s pretax and predistribution earnings
and profits to which such dividend is attributable .. 41.67

M Corporation’s proportionate share of A Corpora-
tion’s pretax and predistribution earnings and
profits to which dividend is attributable
($41.67×0.80) ......................................................... 33.34

Portion of the statutory percentage of the pretax and
predistribution consolidated earnings and profits
of the group to which B Corporation’s distribution
must be attributable ................................................ 27.46

Dividend received from B Corporation, letting ‘‘d’’
represent the dividend:

d=$27.46¥0.20d¥0.40 ($27.46¥d) ..........
d=$27.46¥0.20d¥$10.98+0.40d ...............
d=$16.48+0.20d ...........................................

0.80d=$16.48 ......................................................
d=$16.48/0.80 .............................................. 20.60

Minimum distribution to M Corporation of the taxable
year’s consolidated earnings and profits of the
group ($20+$20.60) ................................................ 40.60

(d) Distributions through a chain or
group. In the application of paragraph
(b)(3)(i) of § 1.963–4, relating to the allo-
cation of dividend payments first to in-
come received as a distribution from
other foreign corporations in the chain
or group, if one or more of such other
foreign corporations is a corporation
whose foreign income tax rate de-
creases as the distributions are made,
the allocation under such paragraph
shall be made first to such corpora-
tions’ distributions.

(e) Foreign tax credit—(1) Year of mini-
mum distribution. If a United States
shareholder receives for a taxable year
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a distribution of the earnings and prof-
its for the taxable year of a foreign cor-
poration described in paragraph (a) of
this section and if for such year such
corporation is a first-tier corporation,
or a second-tier corporation described
in section 902 (a) or (b), as the case may
be, then, in applying paragraph (c)(2)(i)
of § 1.963–4, only the foreign income tax
which is effectively applicable to
pretax earnings and profits to which
are attributable the earnings and prof-
its which are distributed shall be
deemed paid for such year under sec-
tion 902 (a) or (b), as the case may be,
and the foreign income tax so paid or
accrued by such corporation shall not
be averaged, for purposes of such sec-
tion, with its foreign income tax paid
or accrued for such year on its pretax
earnings and profits to which are at-
tributable the earnings and profits
which are not distributed.

(2) Year of distribution of remaining
earnings and profits. If for a taxable
year a United States shareholder re-
ceives a minimum distribution from a
corporation described in paragraph (a)
of this section, the pretax and
predistribution earnings and profits of
such corporation for the taxable year
to which such minimum distribution is
attributable and the foreign income
tax which is taken into account, in ac-
cordance with paragraph (c)(2)(i) of
§ 1.963–4, in determining tax deemed
paid under section 902 on such pretax
and predistribution earnings and prof-
its shall not be taken into account in
the application of section 902 when
other earnings and profits of such for-
eign corporation for such year are dis-
tributed in a subsequent taxable year
of such foreign corporation to such
shareholder.

(3) Illustration. The application of this
paragraph may be illustrated by the
following examples:

Example 1. (a) All the income of controlled
foreign corporation B, wholly owned directly
by domestic corporation M, is taxed by for-
eign country Y, the tax laws of which impose
at the local level a corporate income tax of
10 percent of earnings and profits (before re-
duction for income taxes) and, at the na-
tional level, an income tax of 30 percent of
such earnings and profits reduced by the
local tax and by any profits which are dis-
tributed. Also, at the national level, a tax of
20 percent is imposed on B Corporation on

the dividends which are paid for the taxable
year. Both corporations use the calendar
year as the taxable year. For 1963, B Corpora-
tion has earnings and profits (before reduc-
tion by income taxes) of $100. B Corporation
is not a less developed country corporation
under section 902(d). For 1963, M Corporation
makes a first-tier election with respect to B
Corporation and receives a minimum dis-
tribution. Corporation B has no 1964 earnings
and profits, and its remaining 1963 earnings
and profits are distributed late in 1964. The
amount of the minimum distribution re-
quired to be received by M Corporation for
1963 and the United States tax with respect
to the 1963 earnings and profits of B Corpora-
tion are determined as follows, assuming a
United States corporate income tax rate of
52 percent (instead of 50 percent) for 1964 and
no surtax exemption under section 11(c) for
either year:

1963

Effective foreign tax rate which obtains
if no earnings and profits of B Cor-
poration are distributed [($100×0.10)+
([$100¥($100×0.10)]×0.30)]/$100 ..... 37%

Minimum percentage of earnings and
profits required under section 963(b)
to be distributed, given a 37 percent
effective foreign tax rate ..................... 68%

Amount of earnings and profits (before
reduction by foreign income tax) to
which minimum distribution would be
attributable if the effective foreign tax
rate of 37 percent obtained
(0.68×$100) ........................................ $68.00

Minimum distribution required to be re-
ceived by M Corporation, i.e., such
an amount that is $68 less the for-
eign income tax on such $68, deter-
mined by letting ‘‘d’’ equal the divi-
dend in the algebraic equation:

d=$68 ¥ (0.10 × $68) ¥ 0.30
($68 ¥ [0.10 × $68] ¥ d) ¥
0.20d ....................................

d=$68 ¥ $6.80 ¥ ($20.40 ¥
$2.04 ¥ 0.30d) ¥ 0.20d .....

d=$61.20 ¥ $20.40 + $2.04 +
0.30d ¥ 0.20d .....................

d=$42.84 + 0.10d ....................
0.90d=$42.84 ..................................

d=$42.84/0.90, or .................... $47.60
Gross-up under section 78, using the

actual foreign income tax imposed on
pretax profits to which are attributable
the earnings and profits distributed
($6.80+0.30 [$61.20¥$47.60]+0.20
[$47.60]) ............................................. $20.40

Taxable income of M Corporation for
1963 ($47.60+$20.40) ........................ $68.00

U.S. tax before foreign tax credit
($68×0.52) .......................................... $35.36

Foreign tax credit ($47.60/$47.60×
$20.40) ............................................... $20.40

U.S. tax payable for 1963 ($35.36¥
$20.40) ............................................... $14.96

Overall U.S. and foreign income tax
rate [$14.96+$20.40+($32×0.37)]/
$100 .................................................... 47.20%
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1963

1964

Dividend received by M Corporation
($32¥[0.37×$32]) ............................... $20.16

Gross-up under section 78, using the
foreign income tax paid or accrued
on pretax earnings and profits to
which are attributable 1963 earnings
and profits distributed during 1964
($20.16/$20.16×[$32× 0.37]) .............. $11.84

Taxable income of M Corporation for
1964 ($20.16+$11.84) ........................ $32.00

U.S. tax before foreign tax credit
($32×0.52) .......................................... $16.64

Foreign tax credit ($20.16/$20.16×
$11.84) ............................................... $11.84

U.S. tax payable ($16.64¥$11.84) ....... $4.80

(b) If B Corporation were a less developed
country corporation under section 902(d),
there would be no gross-up under section 78
and the foreign tax credit of M Corporation
would be $14.28 for 1963 ($47.60/[47.60+
$20.40]×$20.40), and $7.46 for 1964 ($20.16/
[$20.16+$11.84]×$11.84).

Example 2. For 1963, domestic corporation
M receives a dividend of $21 from B Corpora-
tion which counts toward a minimum dis-
tribution from a group, determined by apply-
ing the special rules of paragraphs (b) and (c)
of § 1.963–4. Both corporations use the cal-
endar year as the taxable year. Foreign law
imposes on B Corporation an income tax of
40 percent of the year’s pretax earnings and
profits, less dividends paid for such year, and
of 20 percent of such dividends. Corporation
M directly owns 70 percent of the one class of
stock of B Corporation, which for 1963 has
pretax and predistribution earnings and prof-
its of $100. Corporation B is not a less devel-
oped country corporation under section
902(d). In late 1964, M Corporation receives a
distribution of all of B Corporation’s 1964
earnings and profits and of $25.20 from its
1963 earnings and profits. The foreign income
tax of B Corporation deemed paid for 1963 by
M Corporation under section 902(a) is based
on the foreign income tax actually paid by B
Corporation on an amount of pretax earnings
and profits which, when reduced by the tax
so paid, equals the total dividend which is
paid. The determination of tax deemed paid
by M Corporation with respect to distribu-
tions from 1963 earnings and profits of B Cor-
poration is as follows:

1963

Pretax and predistribution earnings and profits of B
Corporation for 1963 .............................................. $100

Total dividend paid by B Corporation in 1963 ($21/
0.70) ....................................................................... 30

Total foreign income tax paid by B Corporation for
1963 (0.40[$100¥ $30]+[0.20×$30]) or ($28+$6) 34

Foreign income tax, represented by ‘‘t’’ in the follow-
ing equation, to be taken into account with re-
spect to total dividend in determining tax deemed
paid under section 902(a) by M Corporation:

t=(0.20×$30)+0.40t ......................................
t=$6+0.40t ....................................................

0.60t=$6 ..............................................................
t=$6/0.60, or ................................................ $10

Foreign income tax deemed paid by M Corporation
for 1963 ($21/$30×$10) .......................................... 7

1964

Remaining 1963 earnings and profits of B Corpora-
tion ([$100¥$34]¥$30) or ($66¥$30) ................. 36

Dividend received by M Corporation for 1964
(0.70×$36) .............................................................. 25.20

Foreign income tax deemed paid by M Corporation
for 1964 ($25.20/$36× [$34¥$10]) or ($25.20/
$36×$24) ................................................................ 16.80

[T.D. 6759, 29 Sept. 25, 1964; 29 FR 13896, Oct.
8, 1964, as amended by T.D. 6767, 29 FR 14879,
Nov. 3, 1964]

§ 1.963–6 Deficiency distribution.
(a) In general. Section 963(e)(2) and

this section provide a method under
which, by virtue of a deficiency dis-
tribution, a United States shareholder
may be relieved from the payment of a
deficiency in tax for any taxable year
arising by reason of failure to include
subpart F income in gross income
under section 951(a)(1)(A)(i), when it
has been determined that such share-
holder has failed to receive a minimum
distribution for such year in respect of
which it elected to secure the exclusion
under section 963. In addition, this sec-
tion provides rules with respect to a
credit or refund of part or all of any
such deficiency which has been paid.
Under the method provided, the benefit
of the exclusion of subpart F income
from gross income of the United States
shareholder is allowed retroactively for
the taxable year in respect of which
the election under section 963 applied,
but only if the subsequent deficiency
distribution meets the requirements of
this section. The benefits of the retro-
active exclusion will not, however, pre-
vent the assessment of interest, addi-
tional amounts, and assessable pen-
alties.

(b) Requirements for deficiency dis-
tribution—(1) Distribution made on or
after date of determination. If—

(i) A United States shareholder, in
making its return of the tax imposed
by chapter 1 of the Code for any tax-
able year, elects to secure an exclusion
under section 963 for such year,

(ii) It is subsequently determined
(within the meaning of paragraph (c) of
this section) that an exclusion under
section 963 of subpart F income with
respect to stock to which such election
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relates does not apply for such taxable
year because of the failure of such
shareholder to receive a minimum dis-
tribution for such year with respect to
such stock, and

(iii) Such failure is due to reasonable
cause, a deficiency distribution which
is received by such shareholder with re-
spect to such stock from a foreign cor-
poration which was the single first-tier
corporation, or a corporation in the
chain or group, as the case may be,
with respect to which the election was
made, shall count toward a minimum
distribution under section 963 for such
year of election if such deficiency dis-
tribution is received (except as pro-
vided by subparagraph (2) of this para-
graph) on, or within 90 days after, the
date of such determination and prior to
the filing of a claim under paragraph
(d)(1) of this section. Such claim must
be filed within 120 days after the date
of such determination, and the defi-
ciency distribution must be a dividend
of such a nature (except as otherwise
provided in this section) as would have
permitted it to count toward a mini-
mum distribution for the taxable year
of the election if it had been received
by the United States shareholder dur-
ing such year. No distribution shall
count as a deficiency distribution
under this subparagraph unless a claim
therefor is filed under paragraph (d)(1)
of this section.

(2) Distribution made before date of de-
termination. A deficiency distribution
may also be received by a United
States shareholder at any time prior to
the date on which the determination
required by subparagraph (1) of this
paragraph is made. A distribution will
count as a deficiency distribution
under this subparagraph—

(i) To the extent that such distribu-
tion otherwise satisfies the require-
ments of this section;

(ii) If the United States shareholder
files within 90 days after such distribu-
tion but before the determination date
an advance claim described in para-
graph (d)(2) of this section for treat-
ment of such distribution as a defi-
ciency distribution;

(iii) If such shareholder consents in
such claim to include such deficiency
distribution in gross income for the
taxable year of the election to the ex-

tent necessary to complete a minimum
distribution for such year and under
section 6501 to extend the period for
the making of assessments, and the
bringing of distraint or a proceeding in
court for collection, in respect of a de-
ficiency and all interest, additional
amounts, and assessable penalties for
such taxable year;

(iv) If, when requested by the district
director, such shareholder consents
under section 6501 in such claim to ex-
tend the period for the making of as-
sessments, and the bringing of dis-
traint or a proceeding in court for col-
lection, in respect of a deficiency and
all interest, additional amounts and as-
sessable penalties for the year of re-
ceipt of such distribution; and

(v) To the extent that such share-
holder makes advance payment of tax
which would result from the inclusion
of such distribution in gross income as
a minimum distribution for the year of
such deficiency.
To the extent that such distribution is
not necesasry under the determination
(when made under paragraph (c) of this
section) for a deficiency distribution, it
shall be included in the United States
shareholder’s gross income for the tax-
able year of receipt of such distribution
and paragraph (g) of this section shall
not apply.

(3) Earnings and profits of year of elec-
tion to be first distributed. If—

(i) In the case of a first-tier election,
the United States shareholder’s propor-
tionate share of the earnings and prof-
its of the foreign corporation which
was the single first-tier corporation, or

(ii) In the case of a chain or group
election, any portion of the share of
any corporation or corporations (which
were in the chain or group) of the con-
solidated earnings and profits with re-
spect to the United States shareholder,
for the taxable year of the election has
not been distributed on the stock with
respect to which the election was
made, then a distribution, in order to
be counted toward a deficiency dis-
tribution, must be made by such cor-
poration or corporations and from such
earnings and profits to the extent
thereof. Once all such earnings and
profits of such corporation or corpora-
tions have been completely distributed,
a deficiency distribution may be made
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from other earnings and profits of such
foreign corporation which was a single
first-tier corporation, or of such cor-
poration or corporations which were in
such chain or group, as the case may
be.

(4) Proof of reasonable cause. Reason-
able cause for failure to receive a mini-
mum distribution shall be deemed to
exist, in the absence of circumstances
demonstrating bad faith, if the electing
United States shareholder receives,
within the period prescribed by para-
graph (a)(1)(i) of § 1.963–3 with respect
to the year of election, at least 80 per-
cent of the amount of a minimum dis-
tribution (from the earnings and prof-
its to which the election for such year
relates) which if received during such
period would have satisfied the condi-
tions for the section 963 exclusion to
apply to such year. If less than 80 per-
cent of the amount of a minimum dis-
tribution is received during such pe-
riod, the existence of a reasonable
cause for failure to receive a minimum
distribution must be established by
clear and convincing evidence; how-
ever, the preceding sentence shall not
be taken as a limitation on the estab-
lishment of reasonable cause by any
other proof of reasonable cause. For ex-
ample, reasonable cause will exist if a
single first-tier corporation for its tax-
able year makes a distribution which
would be a minimum distribution but
for a refund of foreign income tax
which it has paid in good faith under
foreign law but which is found not to
be due after the United States income
tax return of the United States share-
holder has been filed.

(c) Nature and details of determination.
(1) A determination that the section
963 exclusion does not apply to a
United States shareholder for a taxable
year due to its failure to receive a min-
imum distribution for such year shall,
for the purposes of this section, be es-
tablished by—

(i) A decision by the Tax Court or a
judgment, decree, or other order by
any court of competent jurisdiction,
which has become final;

(ii) A closing agreement made under
section 7121; or,

(iii) An agreement which is signed by
the district director, or such other offi-
cial to whom authority to sign the

agreement is delegated, and by, or on
behalf of, such shareholder and which
relates to the liability of such share-
holder for the tax under chapter 1 of
the Code for such year.

(2) The date of determination by a de-
cision of the Tax Court shall be the
date upon which such decision becomes
final, as prescribed in section 7481.

(3) The date upon which a judgment
of a court becomes final shall be deter-
mined upon the basis of the facts in the
particular case. Ordinarily, a judgment
of a United States district court shall
become final upon the expiration of the
time allowed for taking an appeal, if no
such appeal is duly taken within such
time; and a judgment of the United
States Court of Claims shall become
final upon the expiration of the time
allowed for filing a petition for certio-
rari, if no such petition is duly filed
within such time.

(4) The date of determination by a
closing agreement made under section
7121 shall be the date such agreement is
approved by the Commissioner.

(5) The date of a determination made
by an agreement which is signed by the
district director, or such other official
to whom authority to sign the agree-
ment is delegated, shall be the date
prescribed by this subparagraph. The
agreement shall be sent to the United
States shareholder at his last known
address by either registered or certified
mail. If registered mail is used for such
purpose, the date of registration shall
be treated as the date of determina-
tion; if certified mail is used for such
purpose, the date of the postmark on
the sender’s receipt for such mail shall
be treated as the date of determina-
tion. However, if the deficiency dis-
tribution is received by such share-
holder before such registration or post-
mark date but on or after the date the
agreement is signed by the district di-
rector or such other official to whom
authority to sign the agreement is del-
egated, the date of determination shall
be the date on which the agreement is
so signed.

(6) The determination under this
paragraph shall find that, due to the
United States shareholder’s failure to
receive a minimum distribution, the
section 963 exclusion does not apply for
the taxable year with respect to stock
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to which the election under such sec-
tion relates. A determination described
in subdivision (ii) or (iii) of subpara-
graph (1) of this paragraph shall set
forth the amount of the deficiency dis-
tribution and the amount of additional
income tax for which the United States
shareholder is liable under Chapter 1 of
the Code by reason of not including in
gross income for such year the amount
of the deficiency distribution. If a de-
termination described in subdivision (i)
of subparagraph (1) of this paragraph
does not establish the amount of the
deficiency distribution and such
amount of additional tax, such
amounts may be established by an
agreement which is signed by the dis-
trict director, or such other official to
whom authority to sign the agreement
is delegated.

(d) Claim for treatment of distribution
as a deficiency distribution—(1) Claim
filed after date of determination. A claim
(including any amendments thereof)
for treatment of a deficiency distribu-
tion as counting toward a minimum
distribution for the taxable year of
election shall be filed in duplicate,
within 120 days after the date of the de-
termination described in paragraph (c)
of this section, with the requisite dec-
laration prescribed by the Commis-
sioner on the appropriate claim form
and shall be accompanied by—

(i) A copy of such determination and
a description of how it became final;

(ii) If requested by the district direc-
tor, or by such other official to whom
authority to sign the agreement re-
ferred to in paragraph (c)(1) or (6) of
this section is delegated, a consent by
the United States shareholder under
section 6501 to extend the period for
the making of assessments, and the
bringing of distraint or a proceeding in
court for collection, in respect of a de-
ficiency and all interest, additional
amounts, and assessable penalties for
the taxable year of election; and

(iii) Such other information as may
be required by the claim form or the
district director, or other official, in
support of the claim.

(2) Advance claim. An advance claim
for treatment of a deficiency distribu-
tion as counting toward a minimum
distribution for the taxable year of
election shall be filed in duplicate,

within 90 days after such distribution
but before the date of determination
described in paragraph (c) of this sec-
tion, and shall satisfy all requirements
of subparagraph (1) of this paragraph
other than subdivision (i) of such sub-
paragraph. However, within 120 days
after the date of the determination de-
scribed in paragraph (c) of this section,
the advance claim shall be completed
so that it satisfies all requirements of
subparagraph (1) of this paragraph.

(e) Computation of interest on defi-
ciencies in tax. If a United States share-
holder, for the taxable year of the elec-
tion under section 963, completes a
minimum distribution for such year by
receiving a deficiency distribution to
which this section applies, the interest
on the deficiency in tax due by reason
of the failure to include the amount of
such deficiency distribution in such
shareholder’s gross income for such
year shall be computed for the period
from the last date prescribed for pay-
ment of the tax for such year to the
date such deficiency in tax is paid. No
interest shall be due by reason of the
failure to include Subpart F income in
gross income for a taxable year in re-
spect of which a minimum distribution
under section 963 is completed by a de-
ficiency distribution to which this sec-
tion applies.

(f) Claim for credit or refund. If a defi-
ciency in tax is asserted for any tax-
able year by reason of failure to in-
clude Subpart F income in gross in-
come under section 951(a)(1)(A)(i) and
the United States shareholder has paid
any portion of such asserted deficiency,
such shareholder is entitled to a credit
or refund of such payment to the ex-
tent that such payment constitutes an
overpayment of tax as the result of the
receipt of a deficiency distribution to
which this section applies. To secure
credit or refund of such overpayment of
tax, the United States shareholder
must file a claim for refund in accord-
ance with § 301.6402–3, in addition to the
claim form required under paragraph
(d) of this section. No interest shall be
allowed on such credit or refund. For
other rules applicable to the filing of
claims for credit or refund of an over-
payment of tax, see section 6402 and
the regulations thereunder. For the
limitations applicable to the credit or
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refund for an overpayment of tax, see
section 6511 and the regulations there-
under.

(g) Effect of deficiency distribution—(1)
Allocation of distributions. The defi-
ciency distribution shall be allocated,
by applying the rules of § 1.963–3 (and
paragraph (b) of § 1.963–4, if applicable
for the year of election), as a distribu-
tion first from the earnings and profits
(to the extent thereof) of the foreign
corporation which was the single first-
tier corporation, or of the distributing
corporation or corporations which were
in the chain or group, as the case may
be, for the taxable year in respect of
which the election was made, and then
from earnings and profits (to the ex-
tent thereof) described in section
959(c)(3) and determined as provided in
section 959 for the most recent taxable
year and the first, second, etc., taxable
years preceding such recent taxable
years, in that order, of the distributing
corporation or corporations. In apply-
ing the preceding sentence to taxable
years other than the taxable year in re-
spect of which the election was made,
the deficiency distribution shall first
be allocated, in the order of allocation
prescribed by such sentence, first to
taxable years in respect of which no
election under section 963 was made
with respect to the stock on which
such distribution is received and then
to taxable years in respect of which an
election under such section was made.

(2) Year of receipt. Any deficiency dis-
tribution made with respect to a tax-
able year of the United States share-
holder shall be treated, except as pro-
vided in paragraph (b)(2) of this sec-
tion, as having been received by the
shareholder in that year for which such
shareholder elected to secure an exclu-
sion under section 963; and, for pur-
poses of the foreign tax credit under
section 901, the foreign income taxes
paid or accrued, or deemed paid, by the
United States shareholder by reason of
a distribution of any amount treated as
a deficiency distribution for such year
shall be treated as paid or accrued, or
deemed paid, for such year.

(3) Year of payment. A distribution
counting toward a deficiency distribu-
tion for a taxable year of election
shall, except as provided in paragraph
(b)(2) of this section, be treated for pur-

poses of applying paragraph (a) of
§ 1.963–3, relating to conditions under
which earnings and profits are counted
toward a minimum distribution, and
paragraph (b)(3) of § 1.963–4, relating to
rules for distributing through a chain
or group, as if it were distributed dur-
ing the distribution period (as defined
in paragraph (g) of § 1.963–3) with re-
spect to the distributing corporation
and each foreign corporation through
which such distribution is made to the
United States shareholder, for the tax-
able year to which the election under
section 963 applies; and the foreign in-
come taxes paid by any foreign cor-
poration by reason of such distribution
shall, in the application of section 902
and of the special rules of paragraph (c)
of § 1.963–4, be treated as paid or ac-
crued by such foreign corporation for
its taxable year to which such election
applies. The distribution shall not
count toward a minimum distribution
for any other taxable year.

(4) Allocation of reduction in tax credit.
If any portion of a deficiency distribu-
tion from a corporation which was in a
chain or group is paid from earnings
and profits of a taxable year other than
that in respect of which the election
was made, then the minimum distribu-
tion toward which such deficiency dis-
tribution counts may not be treated as
a pro rata minimum distribution for
purposes of § 1.963–4. Moreover, the
amount of the overall United States
and foreign income tax with respect to
such minimum distribution must sat-
isfy the minimum tax requirements of
paragraph (a)(1)(i), or paragraph (ii), of
§ 1.963–4, but, if the latter applies, with-
out any reduction and deferral under
paragraph (c)(3) of such section of the
foreign tax credit allowable under sec-
tion 901 with respect to the deficiency
distribution.

[T.D. 6759, 29 FR 13346, Sept. 25, 1964, as
amended by T.D. 6767, 29 FR 14879, Nov. 3,
1964; T.D. 7410, 41 FR 11020, Mar. 16, 1976]

§ 1.963–7 Transitional rules for certain
taxable years.

(a) Extension of time for making, revok-
ing, or changing election—(1) In general.
Subparagraphs (2) and (3) of this para-
graph provide additional rules which
apply only to a taxable year of a
United States shareholder for which
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the last day prescribed by law for filing
its return (including any extensions of
time under section 6081) occurs on or
before the 90th day after September 30,
1964.

(2) Manner of making the election. The
election of the United States share-
holder to secure the exclusion under
section 963 and the consent to the regu-
lations under such section may be
made for the taxable year—

(i) By filing with the return (or with
an amended return filed on or before
such 90th day) for such taxable year—

(a) A written statement stating that
such election is made for such taxable
year, and

(b) The names of the foreign corpora-
tions to which such election applies,
the taxable year, country of incorpora-
tion, pretax earnings and profits, for-
eign income taxes, earnings and prof-
its, and outstanding capital stock, of
each such corporation, and such other
information relating to the election
made as the Commissioner may pre-
scribe, on or before the date of filing,
by instructions or schedules to support
such return; or

(ii) In case of any extension of time
under section 6081 with respect to such
taxable year where the last day pre-
scribed by law for filing the return by
the electing United States shareholder
(not including any extensions thereof)
occurs on or before September 30, 1964,
by filing with the request for the first
such extension of time a written state-
ment stating that such election is
made for such taxable year and setting
forth the names of the foreign corpora-
tions to which each election applies.

(3) Revocation or change of election. An
election made in the manner provided
by subparagraph (2) of this paragraph
may be revoked or changed—

(i) By filing with the return on or be-
fore the 90th day after September 30,
1964, a written statement that such
election is revoked or changed, as the
case may be, and by setting forth with
respect to any such modified election
the information prescribed by subpara-
graph (2)(i)(b) of this paragraph, or

(ii) Where the return has been filed
on or before such 90th day, by filing on
or before such 90th day an amended re-
turn and an accompanying statement
that such election is revoked or

changed, as the case may be, and by
setting forth with respect to any such
modified election the information pre-
scribed by subparagraph (2)(i)(b) of this
paragraph.

(b) Extension of time for making a mini-
mum distribution—(1) In general. This
paragraph applies only with respect to
a taxable year of a United States
shareholder ending on or before Sep-
tember 30, 1964, for which an election
to secure an exclusion under section
963 is made where, in case of a first-tier
election, the distribution period of
such first-tier corporation with respect
to its taxable year to which such elec-
tion applies ends on or before the 90th
day after such date, and where, in the
case of a chain or group election, the
distribution period ends on or before
such 90th day with respect to the tax-
able year to which the election applies
of any of the foreign corporations in
such chain or group.

(2) Conditions for obtaining extension of
time. A distribution on stock with re-
spect to which the election under sec-
tion 963 was made which is received by
the United States shareholder from a
foreign corporation which was the sin-
gle first-tier corporation, or a corpora-
tion in the chain or group, as the case
may be, with respect to which the elec-
tion was made, shall count toward a
minimum distribution under section
963 for such year of election if—

(i) The distribution is made on or be-
fore such 90th day,

(ii) The shareholder, in a statement
attached to its return or amended re-
turn for such year (which is filed on or
before such 90th day) indicates the for-
eign corporation or corporations from
which the distribution is made and
states that, and the extent to which,
the distribution is to count toward
such minimum distribution,

(iii) The distribution is of such a na-
ture as would have permitted it to
count toward a minimum distribution
for such taxable year of the United
States shareholder if it had been made
on the last day of such year, and

(iv) The United States shareholder
includes the distribution in gross in-
come as if it were received on the last
day of such taxable year of election.
The distribution shall be applied
against the earnings and profits of the
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single first-tier corporation or the for-
eign corporations in the chain or group
for the taxable year of such corpora-
tion or corporations to which the elec-
tion applies.

(3) Year of receipt. To the extent that
a distribution counts toward a mini-
mum distribution under this paragraph
with respect to a taxable year of the
United States shareholder, it shall be
treated as having been received by the
shareholder in that year for the pur-
pose of determining gross income and
the assessment of interest, additional
amounts, and assessable penalties; and,
for purposes of the foreign tax credit
under section 901, the foreign income
taxes paid or accrued, or deemed paid,
by the United States shareholder by
reason of a distribution of any amount
treated as a distribution for such year
under this paragraph shall be treated
as paid or accrued, or deemed paid, for
such year.

(4) Year of payment. The distribution
shall be treated for purposes of apply-
ing paragraph (a) of § 1.963–3, relating
to conditions under which earnings and
profits are counted toward a minimum
distribution, and paragraph (b)(3) of
§ 1.963–4, relating to rules for distribut-
ing through a chain or group, as if it
were distributed during the distribu-
tion period (as defined in paragraph (g)
of § 1.963–3) with respect to the distrib-
uting corporation and each foreign cor-
poration through which such distribu-
tion is made to the United States
shareholder, for the taxable year to
which the election under section 963
applies; and the foreign income taxes
paid by any foreign corporation by rea-
son of such distribution shall, in the
application of section 902 and of the
special rules of paragraph (c) of § 1.963–
4, be treated as paid or accrued by such
foreign corporation for its taxable year
to which such election applies. The dis-
tribution shall not count toward a min-
imum distribution for any other tax-
able year.

[T.D. 6759, 29 FR 13348, Sept. 25, 1964, as
amended by T.D. 6767, 29 FR 14879, Nov. 3,
1964]

§ 1.963–8 Determination of minimum
distribution during the surcharge
period.

(a) Taxable years not wholly within the
surcharge period. In the case of a tax-
able year beginning before the sur-
charge period and ending within the
surcharge period, or beginning within
the surcharge period and ending after
the surcharge period, or beginning be-
fore January 1, 1970, and ending after
December 31, 1969, section 963(b) pro-
vides the method for determining the
required minimum distribution. Under
the method prescribed in section 963(b)
for such years, the required minimum
distribution is an amount equal to the
sums of:

(1) That portion of the minimum dis-
tribution which would be required if
the provisions of section 963(b)(1) were
applicable to the taxable year, which
the number of days in such taxable
year which are within the surcharge
period and before January 1, 1970, bears
to the total number of days in such
taxable year.

(2) That portion of the minimum dis-
tribution which would be required if
the provisions of section 963(b)(2) were
applicable to such taxable year, which
the number of days in such taxable
year which are within the surcharge
period and after December 31, 1969,
bears to the total number of days in
such taxable year, and

(3) That portion of the minimum dis-
tribution which would be required if
the provisions of section 963(b)(3) were
applicable to such taxable year, which
the number of days in such taxable
year which are not within the sur-
charge period bears to the total num-
ber of days in such taxable year.

(b) Calendar year 1970. For calendar
year 1970, the required minimum dis-
tribution shall be an amount deter-
mined in accordance with the following
table:

If the effective foreign tax rate is (percent-
age)—

The required
minimum dis-

tribution of
earnings and
profits is (per-

centage)—

Under 9 .......................................................... 84.983562
9 or over but less than 10 ............................. 82.967123
10 or over but less than 18 ........................... 80.983562
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If the effective foreign tax rate is (percent-
age)—

The required
minimum dis-

tribution of
earnings and
profits is (per-

centage)—

18 or over but less than 19 ........................... 79.471233
19 or over but less than 26 ........................... 77.487671
26 or over but less than 27 ........................... 73.958904
27 or over but less than 32 ........................... 70.487671
32 or over but less than 33 ........................... 67.463014
33 or over but less than 36 ........................... 63.991781
36 or over but less than 37 ........................... 57.942466
37 or over but less than 39 ........................... 51.991781
39 or over but less than 40 ........................... 44.934247
40 or over but less than 41 ........................... 37.495890
41 or over but less than 42 ........................... 31.446575
42 or over but less than 43 ........................... 19.446575
43 or over but less than 44 ........................... 12.893151
44 or over but less than 45 ........................... 6.446575
45 or over ...................................................... 0

(c) Surcharge period. For purposes of
this section the term ‘‘surcharge pe-
riod’’ means the period beginning Jan-
uary 1, 1968, and ending June 30, 1970.

(d) Illustration of principles. The appli-
cation of the rules set forth in para-
graphs (a), (b), and (c) of this section
may be illustrated by the following ex-
ample. It is assumed that all computa-
tions are carried to sufficient accuracy:

Example. (a) M, a domestic corporation,
and A, its controlled corporation (the one
class of stock of which is wholly owned by
M), both have a taxable year beginning De-
cember 1, 1969, and ending November 30, 1970.
For such taxable year M makes a first-tier
election with respect to A corporation. The
effective foreign tax rate for such year is 30
percent.

(b) Under section 963(b) and paragraph (b)
of this section the surcharge period ends
June 30, 1970. Therefore, of the 365 days in
the taxable year, 153 days are not within the
surcharge period. Of the remaining 212 days,
31 are within the surcharge period and before
January 1, 1970 and 181 days are within the
surcharge period and after December 31, 1969.
If section 963(b)(1) were applicable to the en-
tire taxable year, the required minimum dis-
tribution of earnings and profits would be 75
percent. If section 963(b)(2) were applicable
to the entire taxable year, the required mini-
mum distribution would be 72 percent. If sec-
tion 963(b)(3) were applicable to the entire
taxable year, the required minimum dis-
tribution would be 69 percent.

(c) Under section 963(b) and this section
the required minimum distribution of earn-
ings and profits is 71 percent, computed as
follows:

(75%×31÷365)+(72%×181÷365)
+(69%×153÷365)=71%.

[T.D. 7100, 36 FR 5336, Mar. 20, 1971]

§ 1.964–1 Determination of the earn-
ings and profits of a foreign cor-
poration.

(a) In general. For purposes of sec-
tions 951 through 964, the earnings and
profits (or deficit in earnings and prof-
its) of a foreign corporation for its tax-
able year shall, except as provided in
paragraph (f) of this section, be com-
puted substantially as if such corpora-
tion were a domestic corporation by—

(1) Preparing a profit and loss state-
ment with respect to such year from
the books of account regularly main-
tained by the corporation for the pur-
pose of accounting to its shareholders;

(2) Making the adjustments nec-
essary to conform such statement to
the accounting principles described in
paragraph (b) of this section;

(3) Making the further adjustments
necessary to conform such statement
to the tax accounting standards de-
scribed in paragraph (c) of this section;

(4) Translating the amounts shown
on such adjusted statement into United
States dollars in accordance with para-
graph (d) of this section, and

(5) Adjusting the amount of profit or
loss shown on such translated and ad-
justed statement in accordance with
paragraph (e) of this section to reflect
any exchange gain or loss determined
thereunder.

The computation described in the pre-
ceding sentence may be made by fol-
lowing the procedures described in
paragraphs (a)(1) through (5) of this
section in an order other than the one
listed, as long as the result so obtained
would be the same. In determining
earnings and profits, or the deficit in
earnings and profits, of a foreign cor-
poration under section 964, the amount
of any illegal bribe, kickback, or other
payment (within the meaning of sec-
tion 162(c), as amended by section 288
of the Tax Equity and Fiscal Respon-
sibility Act of 1982 in the case of pay-
ments made after September 3, 1982,
and the regulations thereunder) paid
after November 3, 1976, by or on behalf
of the corporation during the taxable
year of the corporation directly or in-
directly to an official, employee, or
agent in fact of a government shall not
be taken into account to decrease such
earnings and profits or to increase such
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deficit. No adjustment shall be re-
quired under subparagraph (2) or (3) of
this paragraph unless it is material.
Whether an adjustment is material de-
pends on the facts and circumstances
of the particular case, including the
amount of the adjustment, its size rel-
ative to the general level of the cor-
poration’s total assets and annual prof-
it or loss, the consistency with which
the practice has been applied, and
whether the item to which the adjust-
ment relates is of a recurring or merely
a nonrecurring nature. For the treat-
ment of earnings and profits whose dis-
tribution is prevented by restrictions
and limitations imposed by a foreign
government, see section 964(b) and the
regulations thereunder.

(b) Accounting adjustments—(1) In gen-
eral. The accounting principles to be
applied in making the adjustments re-
quired by paragraph (a)(2) of this sec-
tion shall be those accounting prin-
ciples generally accepted in the United
States for purposes of reflecting in the
financial statements of a domestic cor-
poration the operations of its foreign
affiliates, including the following:

(i) Clear reflection of income. Any ac-
counting practice designed for purposes
other than the clear reflection on a
current basis of income and expense for
the taxable year shall not be given ef-
fect. For example, an adjustment will
be required where an allocation is
made to an arbitrary reserve out of
current income.

(ii) Physical assets, depreciation, etc.
All physical assets (as defined in para-
graph (e)(5)(ii) of this section), includ-
ing inventory when reflected at cost,
shall be taken into account at histori-
cal cost computed either for individual
assets or groups of similar assets. The
historical cost of such an asset shall
not reflect any appreciation or depre-
ciation in its value or in the relative
value of the currency in which its cost
was incurred. Depreciation, depletion,
and amortization allowances shall be
based on the historical cost of the un-
derlying asset and no effect shall be
given to any such allowance deter-
mined on the basis of a factor other
than historical cost. For special rules
for determining historical cost where
assets are acquired during a taxable
year beginning before January 1, 1950,

or a majority interest in the foreign
corporation is acquired after December
31, 1949, but before October 27, 1964, see
subparagraph (2) of this paragraph.

(iii) Valuation of assets and liabilities.
Any accounting practice which results
in the systematic undervaluation of as-
sets or overvaluation of liabilities shall
not be given effect, even though ex-
pressly permitted or required under
foreign law, except to the extent allow-
able under paragraph (c) of this sec-
tion. For example, an adjustment will
be required where inventory is written
down below market value. For the defi-
nition of market value, see paragraph
(a) of § 1.471–4.

(iv) Income equalization. Income and
expense shall be taken into account
without regard to equalization over
more than one accounting period; and
any equalization reserve or similar pro-
vision affecting income or expense
shall not be given effect, even though
expressly permitted or required under
foreign law, except to the extent allow-
able under paragraph (c) of this sec-
tion.

(v) Foreign currency. If transactions
effected in a foreign currency other
than that in which the books of the
corporation are kept are translated
into the foreign currency reflected in
the books, such translation shall be
made in a manner substantially similar
to that prescribed by paragraph (d) of
this section for the translation of for-
eign currency amounts into United
States dollars.

(2) Historical cost. For purposes of this
section, the historical cost of an asset
acquired by the foreign corporation
during a taxable year beginning before
January 1, 1963, shall be determined, if
it is so elected by or on behalf of such
corporation—

(i) In the event that the foreign cor-
poration became a majority owned sub-
sidiary of a United States person (with-
in the meaning of section 7701(a)(30))
after December 31, 1949, but before Oc-
tober 27, 1964, and the asset was held by
such foreign corporation at that time,
as though the asset was purchased on
the date during such period the foreign
corporation first became a majority
owned subsidiary at a price equal to its
then fair market value, or
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(ii) In the event that subdivision (i)
of this subparagraph is inapplicable but
the asset was acquired by the foreign
corporation during a taxable year be-
ginning before January 1, 1950, as
though the asset were purchased on the
first day of the first taxable year of the
foreign corporation beginning after De-
cember 31, 1949, at a price equal to the
undepreciated cost (cost or other basis
minus book depreciation) of that asset
as of that date as shown on the books
of account of such corporation regu-
larly maintained for the purpose of ac-
counting to its shareholders.
For purposes of this subparagraph, a
foreign corporation shall be considered
a majority owned subsidiary of a
United States person if, taking into ac-
count only stock acquired by purchase
(as defined in section 334(b)(3)), the
United States person owns (within the
meaning of section 958(a)) more than 50
percent of the total combined voting
power of all classes of stock of the for-
eign corporation entitled to vote. The
election under this subparagraph shall
be made for the first taxable year be-
ginning after December 31, 1962, in
which the foreign corporation is a con-
trolled foreign corporation (within the
meaning of section 957), or for which it
is included in a chain or group under
section 963(c)(2)(B) or (3)(B) (applied as
if section 963 had not been repealed by
the Tax Reduction Act of 1975), or has
a deficit in earnings and profits sought
to be taken into account under section
952(d) or pays a dividend that is in-
cluded in the foreign base company
shipping income of a controlled foreign
corporation under § 1.954–6(f). Once
made, such an election shall be irrev-
ocable. For the time and manner in
which an election may be made on be-
half of a foreign corporation, see para-
graph (c)(3) of this section.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Corporation M is a controlled
foreign corporation which regularly main-
tains books of account for the purpose of ac-
counting to its shareholders in accordance
with the accounting practices prevalent in
country X, the country in which it operates.
As a consequence of those practices, the
profit and loss statement prepared from
these books of account reflects an allocation
to an arbitrary reserve out of current income

and depreciation allowances based on re-
placement values which are greater than his-
torical cost. Adjustments are necessary to
conform such statement to accounting prin-
ciples generally accepted in the United
States. Assuming these adjustments to be
material, the unacceptable practices, will
have to be eliminated from the statement,
an increase in the amount of profit (or a de-
crease in the amount of loss) thereby result-
ing.

Example 2. In 1973, Corporation N is a for-
eign corporation which is not a controlled
foreign corporation but which is included in
a chain, for minimum distribution purposes,
under section 963(c)(2)(B). Corporation N reg-
ularly maintains books of account for the
purpose of accounting to its shareholders in
accordance with the accounting practices of
country Y, the country in which it operates.
As a consequence of those practices, the
profit and loss statement prepared from
these books of account reflects the inclusion
in income of stock dividends and of cor-
porate distributions representing a return of
capital. Adjustments are necessary to con-
form such statement to accounting prin-
ciples generally accepted in the United
States. Assuming these adjustments to be
material, the unacceptable practices will
have to be eliminated from the statement, a
decrease in the amount of profit (or increase
in the amount of loss) thereby resulting.

(c) Tax adjustments—(1) In general.
The tax accounting standards to be ap-
plied in making the adjustments re-
quired by paragraph (a)(3) of this sec-
tion shall be the following:

(i) Accounting methods. The method of
accounting shall reflect the provisions
of section 446 and the regulations
thereunder.

(ii) Inventories. Inventories shall be
taken into account in accordance with
the provisions of sections 471 and 472
and the regulations thereunder.

(iii) Depreciation. Depreciation shall
be computed as follows:

(a) For any taxable year beginning
before July 1, 1972; depreciation shall
be computed in accordance with sec-
tion 167 and the regulations there-
under.

(b) If, for any taxable year beginning
after June 30, 1972, 20 percent or more
of the gross income from all sources of
the corporation is derived from sources
within the United States, then depre-
ciation shall be computed in accord-
ance with the provisions of § 1.312–15.

(c) If, for any taxable year beginning
after June 30, 1972, less than 20 percent
of the gross income from all sources of
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the corporation is derived from sources
within the United States, then depre-
ciation shall be computed in accord-
ance with section 167 and the regula-
tions thereunder.

(iv) Elections. Effect shall be given to
any election made in accordance with
an applicable provision of the Code and
the regulations thereunder and these
regulations.
Except as provided in subparagraphs (2)
and (3) of this paragraph, any require-
ments imposed by the Code or applica-
ble regulations with respect to making
an election or adopting or changing a
method of accounting must be satisfied
by or on behalf of the foreign corpora-
tion just as though it were a domestic
corporation if such election or such
adoption or change of method is to be
taken into account in the computation
of its earnings and profits.

(2) Adoption of method. For the first
taxable year beginning after December
31, 1962, in which the foreign corpora-
tion is a controlled foreign corporation
(within the meaning of section 957), or
for which it is included in a chain or
group under section 963(c)(2)(B) or
(3)(B) (applied as if section 963 had not
been repealed by the Tax Reduction
Act of 1975), or has a deficit in earnings
and profits sought to be taken into ac-
count under section 952(d), or pays a
dividend that is included in the foreign
base company shipping income of a
controlled foreign corporation under
§ 1.954–6(f), there may be adopted or
made by such corporation or on its be-
half any method of accounting or elec-
tion allowable under this section not-
withstanding that, in previous years,
its earnings and profits were computed,
or its books or financial statements
prepared, on a different basis and not-
withstanding that such election is re-
quired by the Code or regulations to be
made in a prior taxable year. For pur-
poses of determining the amount of a
deficit in earnings and profits taken
into account pursuant to section
952(c)(1)(B), if a different basis is used
in previous years, ratable adjustments
shall be made in the earnings and prof-
its attributable to such previous years
to prevent any duplication or omission
of amounts that would otherwise result
from the adoption of such method or
the making of such election. See sub-

paragraph (3) of this paragraph for the
manner in which a method of account-
ing or an election may be adopted or
made on behalf of the foreign corpora-
tion.

(3) Action on behalf of corporation—(i)
In general. An election shall be deemed
made, or an adoption or change in
method of accounting deemed effec-
tuated, on behalf of the foreign cor-
poration only if its controlling United
States shareholders (as defined in sub-
paragraph (5) of this paragraph)—

(a) Satisfy for such corporation any
requirements imposed by the Code or
applicable regulations with respect to
such election or such adoption or
change in method, such as the filing of
forms, the execution of consents, secur-
ing the permission of the Commis-
sioner, or maintaining books and
records in a particular manner,

(b) File the written statement de-
scribed in subdivision (ii) of this sub-
paragraph at the time and in the man-
ner prescribed therein, and

(c) Provide the written notice re-
quired by subdivision (iii) of this sub-
paragraph at the time and in the man-
ner prescribed therein.

For purposes of the preceding sentence,
the books of the foreign corporation
shall be considered to be maintained in
a particular manner if the controlling
United States shareholders or the for-
eign corporation regularly keep the
records and accounts required by sec-
tion 964(c) and the regulations there-
under in that manner. Any election re-
quired to be made or information re-
quired to be filed with a tax return
shall be deemed made or furnished on
behalf of the foreign corporation if its
controlling United States shareholders
file the written statement described in
subdivision (ii) of this subparagraph
with respect to such election within
the period specified therein. For a spe-
cial rule postponing the time for tak-
ing action by or on behalf of a foreign
corporation until the amount of its
earnings and profits becomes signifi-
cant, see subparagraph (6) of this para-
graph.

(ii) Written statement. The written
statement required by subdivision (i) of
this subparagraph shall be jointly exe-
cuted by the controlling United States
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shareholders, shall be filed with the Di-
rector of the Internal Revenue Service
Center, 11601 Roosevelt Blvd., Philadel-
phia, Pennsylvania 19155, within 180
days after the close of the taxable year
of the foreign corporation with respect
to which the election is made or the
adoption or change of method effected,
or before May 1, 1965, whichever is
later, and shall set forth the name and
country or organization of the foreign
corporation, the names, addresses, tax-
payer identification numbers (in the
case of statements required to be filed
after June 20, 1983), and stock interests
of the controlling United States share-
holders, the nature of the action taken,
the names, addresses, and (in the case
of statements required to be filed after
June 20, 1983) taxpayer identification
numbers of all other United States
shareholders notified of the election or
adoption or change of method, and
such other information as the Commis-
sioner may by forms require.

(iii) Notice. Prior to the filing of the
written statement described in subdivi-
sion (ii) of this subparagraph, the con-
trolling United States shareholders
shall provide written notice of the elec-
tion made or the adoption or change of
method effected to all other persons
known by them to be United States
shareholders who own (within the
meaning of section 958(a)) stock of the
foreign corporation. Such notice shall
set forth the name and country of orga-
nization of the foreign corporation, the
names, addresses, and stock interests
of the controlling United States share-
holders, the nature of the action taken,
and such other information as the
Commissioner may by forms require.
However, the failure of the controlling
United States shareholders to provide
such notice to a person required to be
notified thereunder shall not invali-
date the election made or the adoption
or change of method effected, if it is es-
tablished to the satisfaction of the
Commissioner that reasonable cause
existed for such failure.

(4) Effect of action by controlling
United States shareholders. Any action
taken by the controlling United States
shareholders on behalf of the foreign
corporation pursuant to subparagraph
(3) of this paragraph shall be reflected
in the computation of the earnings and

profits of such corporation under this
section to the extent that it bears upon
the tax liability of a United States
shareholder who either—

(i) Was a controlling United States
shareholder with respect to the action
taken;

(ii) Received the written notice pro-
vided by subparagraph (3)(iii) of this
paragraph;

(iii) Failed to file any of the returns
required by section 6046 and the regula-
tions thereunder within the period pre-
scribed by section 6046(d); or

(iv) Was notified by the Director of
the Philadelphia Service Center of the
action taken—

(a) Within 61 days after the last day
(including extensions of time) pre-
scribed with respect to the taxable
year of the foreign corporation by sub-
paragraph (3)(ii) of this paragraph for
filing the written statement described
in such subparagraph, or

(b) Within 180 days after the close of
the first taxable year in which such
shareholder becomes a United States
shareholder, whichever is later.

To the extent that the computation of
the earnings and profits of the foreign
corporation bears upon the tax liabil-
ity of any United States shareholder
other than those enumerated in the
preceding sentence, the computation
shall reflect the action taken only if
such shareholder assents to such treat-
ment. Such assent may be given at any
time, but not later than 90 days after
the shareholder is first apprised of such
action by the Director of the Philadel-
phia Service Center. The shareholder
shall signify his assent by filing a writ-
ten statement with the Director of the
Internal Revenue Service Center, 11601
Roosevelt Blvd., Philadelphia, Pennsyl-
vania, 19155, setting forth the name and
country of organization of the foreign
corporation, his own name, address,
and stock interest in the corporation,
the nature of the action being assented
to, and such other information as the
Commissioner may by forms require.

(5) Controlling United States sharehold-
ers. For purposes of this paragraph the
controlling United States shareholders
of a foreign corporation shall be those
United States shareholders (as defined
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in section 951(b)), who, in the aggre-
gate, own (within the meaning of sec-
tion 958(a)) more than 50 percent of the
total combined voting power of all
classes of the stock of such corporation
entitled to vote and who undertake to
act on its behalf. In the event that the
foreign corporation is not a controlled
foreign corporation but is included in a
chain or group under section
963(c)(2)(B) or (3)(B), the controlling
United States shareholder with respect
to such foreign corporation shall be
deemed to be the domestic corporation
which elects to receive the minimum
distribution from such chain or group.
In the event that the foreign corpora-
tion is neither a controlled foreign cor-
poration nor included in a chain or
group under section 963(c)(2)(B) or
(3)(B) but has a deficit in earnings and
profits sought to be taken into account
under section 952(d), the controlling
United States shareholder with respect
to such foreign corporation shall be the
shareholder seeking to take such defi-
cit into account. In the event that the
foreign corporation is a controlled for-
eign corporation but the United States
shareholders (as defined in section
951(b)) do not, in the aggregate, own
(within the meaning of section 958(a))
more than 50 percent of the total com-
bined voting power of all classes of the
stock of such corporation entitled to
vote, the controlling United States
shareholders of the foreign corporation
shall be all those United States share-
holders who own (within the meaning
of section 958(a)) stock of such corpora-
tion. In the event that a foreign cor-
poration is not a controlled foreign
corporation but pays a dividend to a
controlled foreign corporation that is
attributable to foreign base company
shipping income under § 1.954–6(f), the
controlling United States shareholders
(as defined in this subparagraph) of the
controlled foreign corporation shall be
considered the controlling United
States shareholders of the foreign cor-
poration.

(6) Action not required until significant.
Notwithstanding any other provision of
this paragraph, action by or on behalf
of a foreign corporation (other than a
foreign corporation subject to tax
under section 882) to make an election
or to adopt a method of accounting

shall not be required until 180 days
after the close of the first taxable year
for which—

(i) An amount is includible in gross
income with respect to such corpora-
tion under section 951(a);

(ii) It is sought to be established that
such corporation is a less developed
country corporation (within the mean-
ing of section 955(c), as in effect before
the enactment of the Tax Reduction
Act of 1975);

(iii) An amount is excluded from Sub-
part F income (within the meaning of
section 952) by section 952(c), section
952(d), or section 970(a);

(iv) Such corporation is the subject
of an election to secure an exclusion
under section 963 (applied as if section
963 had not been repealed by the Tax
Reduction Act of 1975); or

(v) It is sought to be established that
the corporation has foreign base com-
pany shipping income (within the
meaning of section 954(f)).
In the event that action by or on behalf
of the foreign corporation is not under-
taken by the time specified in the pre-
ceding sentence and such failure is
shown to the satisfaction of the Com-
missioner to be due to inadvertence or
a reasonable cause, such action may be
undertaken during any period of at
least 30 days occurring after such
showing is made which the Commis-
sioner may specify as appropriate for
this purpose. Where the action nec-
essary to make an election or to adopt
a method of accounting is undertaken
by or on behalf of the foreign corpora-
tion in accordance with this subpara-
graph, such election shall be deemed to
have been made, or such adoption of
accounting method effected, for the
first taxable year of the foreign cor-
poration beginning after December 31,
1962, in which such corporation is a
controlled foreign corporation (within
the meaning of section 957) or for
which it is included in a chain or group
under section 963(c)(2)(B) or (3)(B) (ap-
plied as if section 963 had not been re-
pealed by the Tax Reduction Act of
1975) or has a deficit in earnings and
profits sought to be taken into account
under section 952(d) or pays a dividend
that is included in the foreign base
company shipping income of a con-
trolled foreign corporation under

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00481 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



486

26 CFR Ch. I (4–1–98 Edition)§ 1.964–1

§ 1.954–6(f). For special rules for com-
puting earnings and profits for pur-
poses of section 1248 or income for pur-
poses of applying an exclusion set forth
in section 954(b) where the taxable year
of the foreign corporation occurs prior
to the making of elections or the adop-
tion of methods of accounting under
this subparagraph, see the regulations
under section 952 and section 1248.

(7) Revocation of election. Notwith-
standing any other provision of this
section, any election made by or on be-
half of a foreign corporation (other
than a foreign corporation subject to
tax under section 882) may be modified
or revoked by or on behalf of such cor-
poration for the taxable year for which
made whenever the consent of the
Commissioner is secured for such modi-
fication or revocation, even though
such election would be irrevocable but
for this subparagraph.

(8) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. X Corporation is a controlled
foreign corporation which maintains its
books, in accordance with the laws of the
country in which it operates, by taking
inventoriable items into account under the
‘‘first-in, first-out’’ method. A, B, and C, the
United States shareholders of X Corporation,
own 45 percent, 30 percent, and 25 percent of
its voting stock, respectively. For the first
taxable year of X Corporation beginning
after December 31, 1962, B and C adopt on its
behalf the ‘‘last-in, first-out’’ inventory
method, notifying A of the action taken.
Even though A may object to such action,
adjustments must be made to reflect the use
of the LIFO method of inventorying in the
computation of the earnings and profits of X
Corporation with respect to him as well as
with respect to B and C.

Example 2. Y Corporation is a controlled
foreign corporation which maintains its
books, in accordance with the laws of the
country in which it operates, by employing
the straight-line method of depreciation. D
and E, the United States shareholders of Y
Corporation, own 51 percent and 10 percent of
its voting stock, respectively. For the first
taxable year of Y Corporation beginning
after December 31, 1962, D adopts on its be-
half the declining balance method of depre-
ciation. However, not knowing that E is a
United States shareholder of the company, D
fails to provide him with notice of the action
taken. Assuming that E has filed the return
required by section 6046 and the regulations
thereunder within the period prescribed by
section 6046(d), adjustments in the computa-

tion of earnings and profits will not be re-
quired with respect to him unless the Direc-
tor of International Operations notifies him
of the action taken within 240 days after the
close of Y’s taxable year. If notice is not pro-
vided to E within this period, he will not be
compelled to make the adjustments. At his
option, however, he may accept the action
taken by assenting thereto not later than 90
days after he is first apprised of such action
by the Director of International Operations.

(d) Translation into United States dol-
lars—(1) In general—(i) General rule. Ex-
cept as provided in subdivisions (ii),
(iii), and (iv) of this subparagraph, the
amounts to be shown on the profit and
loss statement, adjusted pursuant to
paragraphs (b) and (c) of this section,
shall be translated into United States
dollars (as required by paragraph (a)(4)
of this section) at the appropriate ex-
change rate for the translation period
(as defined in subparagraph (6) of this
paragraph) to which they relate.

(ii) Cost of goods sold. Amounts rep-
resenting items of inventory reflected
in the cost of goods sold shall be trans-
lated—

(a) To the extent that such amounts
represent items included in the opening
inventory balance, so as to obtain the
same amount of United States dollars
which represented (after translation
and adjustment) such items in the clos-
ing inventory balance for the preceding
taxable year,

(b) To the extent that such amounts
represent items purchased or otherwise
first included in inventory during the
taxable year, at the appropriate ex-
change rate for the translation period
in which the historical cost of such
items was incurred, and

(c) To the extent that such amounts
represent items included in the closing
inventory balance, at the appropriate
exchange rate for the translation pe-
riod in which the historical cost of
such items was incurred, except that, if
such amounts are written down to mar-
ket value, such market value shall be
determined at the year-end rate. Not-
withstanding the preceding sentence,
amounts representing items of inven-
tory included in the closing inventory
balance may be translated at the year-
end rate even though not written down
to market value; however, once such a
rate is employed under those cir-
cumstances, translation may not be
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made for subsequent taxable years at
the appropriate exchange rate for the
translation period in which the histori-
cal cost of the items of inventory was
incurred unless the permission of the
Commissioner is secured.

(iii) Depreciation, depletion, and amor-
tization. Amounts representing allow-
ances for depreciation, depletion, or
amortization shall be translated at the
appropriate exchange rate for the
translation period in which the histori-
cal cost of the underlying asset was in-
curred or is deemed to have been in-
curred. For purposes of this subdivi-
sion, if the historical cost of an asset is
determined under paragraph (b)(2) of
this section, such cost shall be deemed
to have been incurred on the date the
asset is considered to have been pur-
chased under that paragraph.

(iv) Prepaid expenses or income.
Amounts representing expenses or in-
come paid or received in a prior tax-
able year shall be translated at the ap-
propriate exchange rate for the trans-
lation period during which they were
paid or received. Notwithstanding the
preceding sentence, amounts represent-
ing such prepaid income or expenses
may be translated at the year-end rate;
however, once such a rate is employed,
translation may not be made for subse-
quent taxable years at the appropriate
exchange rate for the translation pe-
riod during which such income or ex-
penses were paid or received unless the
permission of the Commissioner is se-
cured.

(2) Appropriate exchange rate—(i) In
general. Where the value of the foreign
currency relative to the United States
dollar does not fluctuate substantially
during a translation period, a single ex-
change rate shall be appropriate for all
amounts representing classes of items
which relate to such period, such rate
to be a simple average determined by
dividing the sum of the closing rates
for each of the calendar months ending
with or within such period by the num-
ber of such months. On the other hand,
where the value of the foreign currency
relative to the United States dollar
does fluctuate substantially during a
translation period, the exchange rate
appropriate to an amount representing
a class of items which relates to such
period shall be either (a) a simple aver-

age determined in accordance with the
preceding sentence, or (b) a weighted
average taking into account the vol-
ume of transactions (reflected by the
amount being translated) for the cal-
endar months ending with or within
such period, depending upon which av-
erage would produce a result more rep-
resentative of that which would have
been obtained by translating the indi-
vidual transactions reflected by that
amount at the closing rate for the
month to which each such transaction
relates. Whether the value of the for-
eign currency relative to the United
States dollar fluctuates substantially
during the translation period is a ques-
tion of fact, depending upon, among
other things, the extent to which the
volume of transactions varies from
month to month. In general, however,
the degree of fluctuation will be con-
sidered substantial if the closing rate
for any calendar month ending with or
within the translation period varies by
more than 10 percent from the closing
rate for any preceding calendar month
ending within that period.

(ii) Monthly rate. Notwithstanding
subdivision (i) of this subparagraph, if
it is so elected by or on behalf of the
foreign corporation, and if the closing
rate for any calendar month ending
with or within a translation period
does not vary by more than 3 percent
from the closing rate for any preceding
calendar month ending within that pe-
riod, the appropriate exchange rate for
amounts representing all classes of
items relating to such period shall be
any exchange rate which is designated
in the election and which does not vary
by more than 3 percent from the clos-
ing rate for any calendar month ending
with or within such period. An election
under this subdivision may be made
with respect to any translation period
of any taxable year of the foreign cor-
poration beginning after December 31,
1962. Such election shall be effective
only with respect to the translation pe-
riod for which it is made, and once
made shall be irrevocable with respect
to that period. See paragraph (c)(3) of
this section for the time and manner in
which an election may be made on be-
half of the foreign corporation.

(iii) Class of items. For purposes of
this subparagraph, the term ‘‘class of
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items’’ means any category which is
reflected separately on books of ac-
count or financial statements. For ex-
ample, sales is a class of items which is
reflected separately on the profit and
loss statement, and accounts receiv-
able is a class of items which is re-
flected separately on the balance sheet.

(3) Closing rate. The closing rate for
any calendar month shall be the ex-
change rate on the last day of that
month determined by reference to a
qualified source of exchange rates
within the meaning of subparagraph (5)
of this paragraph.

(4) Year-end rate. The year-end rate
shall be the closing rate for the last
calendar month of the taxable year.

(5) Qualified source of exchange rates.
A qualified source of exchange rates
shall be any source which is dem-
onstrated to the satisfaction of the dis-
trict director to reflect actual trans-
actions conducted in a free market and
involving representative amounts. In
the absence of such a demonstration,
the exchange rates taken into account
in the computation of the earnings and
profits of the foreign corporation shall
be determined by reference to the free
market rate set forth in the pertinent
monthly issue of ‘‘International Finan-
cial Statistics’’ or a successor publica-
tion of the International Monetary
Fund, or such other source of exchange
rates reflecting actual transactions
conducted in a free market and involv-
ing representative amounts as the
Commissioner may designate as appro-
priate for this purpose.

(6) Translation period—(i) In general.
Except as provided in subdivision (ii) of
this subparagraph, the translation pe-
riod shall be a taxable year.

(ii) Currency fluctuations. If it is so
elected by or on behalf of the foreign
corporation, the taxable year shall be
divided into groups consisting of a cal-
endar month or consecutive calendar
months as specified in the election,
each such group constituting a sepa-
rate translation period. Where the
value of the foreign currency relative
to the United States dollar fluctuates
substantially during the taxable year,
the use of the weighted average re-
ferred to in subparagraph (2)(i) of this
paragraph ordinarily may be avoided
by dividing the taxable year into trans-

lation periods so that the first trans-
lation period begins with the first day
of such year and each subsequent
translation period begins with the first
day of the first calendar month there-
after ending with or within such year
for which the closing rate varies by
more than 10 percent from the closing
rate for any month in the preceding
translation period. An election under
this subdivision may be made with re-
spect to any taxable year of the foreign
corporation beginning after December
31, 1962. Such election shall be effective
only with respect to the taxable year
for which it is made, and once made
shall be irrevocable with respect to
such year. For the time and manner in
which an election may be made on be-
half of the foreign corporation, see
paragraph (c)(3) of this section.

(7) Actual transactions. Notwithstand-
ing any other provisions of this para-
graph—

(i) Dollar transactions. Any trans-
action involving the payment or re-
ceipt of United States dollars shall be
reflected in the profit and loss state-
ment by the amount of United States
dollars involved in such transaction.

(ii) Conversion transactions. Any
transaction involving the conversion of
a foreign currency into United States
dollars, or the conversion of United
States dollars into a foreign currency,
shall be reflected in the profit and loss
statement by an amount expressed in
United States dollars and determined
by translation at the exchange rate at
which conversion was effected if the
foreign corporation knows, or reason-
ably should know, that exchange rate.

(iii) Daily rate. Any transaction other
than one described in subdivision (i) or
(ii) may be translated into United
States dollars at the exchange rate for
the day on which that transaction oc-
curred, such rate to be determined by
reference to a qualified source of ex-
change rates within the meaning of
subparagraph (5) of this paragraph.

No transaction shall be required to be
taken into account under subdivision
(i) or (ii) unless the United States dol-
lars involved are material in amount.

(8) Other methods. Notwithstanding
the other provisions of this paragraph,
translation into United States dollars
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may be made in accordance with a sys-
tem or method not otherwise described
in this paragraph, provided that such
system or method (i) was employed by
the corporation for purposes of ac-
counting to its shareholders prior to
January 1, 1963, and (ii) is shown to the
satisfaction of the Commissioner to
clearly reflect the earnings and profits
of the corporation.

(9) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. M Corporation, a controlled for-
eign corporation organized on January 1,
1963, employs the calendar year as its tax-
able year and maintains its books of account
in abbas, the currency of the country in
which it operates. During 1963 M Corpora-
tion’s monthly sales amounted to 100,000
abbas per month, its total payroll and other
expenses for the year amounted to 180,000
abbas, and its total inventory purchases
amounted to 1,050,000 abbas. Also during 1963,
M Corporation purchased depreciable assets
for 1,000,000 abbas. The value of the abba rel-
ative to the United States dollar fluctuated
only slightly in 1963; the monthly closing
rate moved between 19.8 abbas and 20.2 abbas
per United States dollar and stood at 19.9
abbas per United States dollar for most of
the year and at yearend. An election under
subparagraph (2)(ii) of this paragraph is
made on behalf of M Corporation to use the
par rate of 20 abbas per United States dollar
as the exchange rate appropriate for 1963. As-
suming that none of the amounts shown
therein reflects a transaction described in
subparagraph (7) of this paragraph, M Cor-
poration’s adjusted profit and loss statement
for 1963 would be translated into United
States dollars as follows:

Local cur-
rency

Exchange
rate

U.S.
dollars

Sales ................................ 1,200,000 20:1 60,000

Cost of goods sold:
Purchases ..................... 1,050,000 20:1 52,500
Less: Closing inventory (350,000) 20:1 (17,500)

700,000 ................ 35,000
Wages and other ex-

penses .......................... 180,000 20:1 9,000
Depreciation ..................... 200,000 20:1 10,000

Total costs and ex-
penses ................... 1,080,000 ................ 54,000

Operating profit ......... 120,000 ................ 6,000

Example 2. The facts are the same as in ex-
ample 1 and in addition during 1964 M Cor-
poration had annual sales of 1,470,000 abbas,
annual wages and other expenses of 252,000
abbas, and inventory purchases of 910,000

abbas. Also during 1964, M Corporation pur-
chased additional depreciable assets for
430,000 abbas, the bulk of such purchases
being made in the last half of the year. The
value of the abba relative to the United
States dollar gradually declined in 1964, the
monthly closing rate moving from 19.9 abbas
per United States dollar down to 22 abbas per
United States dollar. For most classes of
items, the appropriate exchange rate is a
simple average of monthly closing rates or 21
abbas per United States dollar. However,
since the bulk of the depreciable asset pur-
chases were made in the last half of the year,
the rate representative of those transactions
is a weighted average of 21.5 abbas per
United States dollar. Assuming that none of
the amounts shown therein reflects a trans-
action described in subparagraph (7) of this
paragraph and that closing inventory is
translated at historical rates, M Corpora-
tion’s adjusted profit and loss statement for
1964 would be translated into United States
dollars as follows:

Local cur-
rency

Exchange
rate

U.S.
dollars

Sales ................................ 1,470,000 21:1 70,000

Cost of goods sold:
Opening inventory ........ 350,000 20:1 17,500
Purchases ..................... 910,000 21:1 43,333
Less: Closing inventory (418,000) 21:1 (19,905)

842,000 ................ 40,928
Wages and other ex-

penses .......................... 252,000 21:1 12,000
Depreciation:

1963 assets .................. 150,000 20:1 7,500
1964 assets .................. 86,000 21.5:1 4,000

Total costs and ex-
penses ................... 1,330,000 ................ 64,428

Operating profit ........... 140,000 ................ 5,572

Example 3. The facts are the same as in ex-
amples 1 and 2 except that the 1964 sales of
M Corporation amounted to 1,260,000 abbas
plus $10,500 in United States dollars. Assum-
ing that closing inventory is translated at
historical rates, M Corporation’s adjusted
profit and loss statement for 1964 would be
translated as follows:

Local cur-
rency

Exchange
rate

U.S.
dollars

Sales—Abbas ................... 1,260,000 21:1 60,000
Sales—U.S. dollars .......... 215,250 (1) 10,500

Total sales .................. 1,475,250 ................ 70,500

Cost of goods sold:
Opening inventory ........ 350,000 20:1 17,500
Purchases ..................... 910,000 21:1 43,333
Less: Closing inventory (418,000) 21:1 19,905

842,000 ................ 40,928
Wages and other ex-

penses .......................... 252,000 21:1 12,000
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Local cur-
rency

Exchange
rate

U.S.
dollars

Depreciation:
1963 assets .................. 150,000 20:1 7,500
1964 assets .................. 86,000 21.5:1 4,000

Total costs and ex-
penses ................... 1,330,000 ................ 64,428

Operating profit ......... 145,250 ................ 6,072

1Transaction.

Example 4. The facts are the same as in ex-
amples 1 and 2. M Corporation continues to
operate during 1965 and the value of the abba
relative to the United States dollar declines
materially during that year; the monthly
closing rate drops from 22 abbas per United
States dollar to 26 abbas per United States
dollar, a decrease of more than 10 percent.
An election under subparagraph (6)(ii) of this
paragraph is made on behalf of M Corpora-
tion to divide the year into translation peri-
ods, the applicable periods being January 1
through July 31 and August 1 through De-
cember 31. For most classes of items, the ap-
propriate exchange rate for each of these
translation periods is a simple average of
monthly closing rates, or 23 abbas and 25
abbas per United States dollar, respectively.
However, all of the depreciable asset pur-
chases were made at the end of the first
translation period—January 1 through July
31—and, therefore, the rate representative of
those transactions is a weighted average of
24 abbas per United States dollar. The class-
es of items reflecting M Corporation’s 1965 fi-
nancial transactions and the representative
rates of exchange for such classes of items
are as follows:

Local cur-
rency

Exchange
rate

Sales:
Jan. 1–July 31 ............................ 1,000,000 23:1
Aug. 1–Dec. 31 ........................... 500,000 25:1

Inventory purchases:
Jan. 1–July 31 ............................ 559,000 23:1
Aug. 1–Dec. 31 ........................... 361,000 25:1

Expenses:
Jan. 1–July 31 ............................ 115,000 23:1
Aug. 1–Dec. 31 ........................... 145,000 25:1

Fixed asset purchases ....................... 216,000 24:1
Closing inventory ............................... 430,000 (1)

1Historical.

Assuming that M Corporation uses the first-
in, first-out method of inventory valuation,
the closing inventory is assumed in normal
circumstances to consist of purchases made
during the most recent translation period as
follows:

Local
currency

Exchange
rate

U.S.
dollars

All of the August-December
purchases ....................... 361,000 25:1 14,440

Local
currency

Exchange
rate

U.S.
dollars

Balance from January- July
purchases ....................... 69,000 23:1 3,000

Total closing inventory .. 430,000 ................ 17,440

Assuming that none of the amounts shown
therein reflects a transaction described in
subparagraph (7) of this paragraph, and that
closing inventory is translated at historical
rates, M Corporation’s adjusted profit and
loss statement for 1965 would be translated
into United States dollars as follows:

Local cur-
rency

Exchange
rate

U.S.
dollars

Sales:
Jan. 1–July 31 .............. 1,000,000 23:1 43,478
Aug. 1–Dec. 31 ............. 500,000 25:1 20,000

1,500,000 ................ 63,478

Cost of goods sold:
Opening inventory pur-

chases ....................... 418,000 21:1 19,905
Jan. 1–July 31 .............. 559,000 23:1 24,304
Aug. 1–Dec. 31 ............. 361,000 25:1 14,440

Less: Closing inventory .... (430,000) (1) (17,440)

908,000 ................ 41,209
Wages and other ex-

penses:
Jan. 1–July 31 .............. 115,000 23:1 5,000
Aug. 1–Dec. 31 ............. 145,000 25:1 5,800

Depreciation:
1963 assets .................. 120,000 20:1 6,000
1964 assets .................. 64,500 21.5:1 3,000
1965 assets .................. 43,200 24:1 1,800

Total costs and ex-
penses ....................... 1,395,700 ................ 62,809

Operating profit ............. 104,300 ................ 669

1Historical.

(e) Exchange gain or loss—(1) In gen-
eral. The exchange gain or loss deter-
mined in accordance with subpara-
graph (2) of this paragraph shall be ap-
plied against and reduce, or applied to
and increase, as the case may be, the
amount of profit or loss shown on the
profit and loss statement prepared pur-
suant to paragraph (a)(1) of this sec-
tion, as adjusted and translated pursu-
ant to paragraph (a)(2), (3), and (4) of
this section. For the manner in which
the exchange gain or loss is to be allo-
cated to or applied against Subpart F
income, see section 952 and the regula-
tions thereunder.

(2) Determination of exchange gain or
loss. The exchange gain (or loss) for the
taxable year shall be the amount which
equals—
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(i) The retained earnings for the tax-
able year as determined under subpara-
graph (3) of this paragraph, plus

(ii) The amount of any distributions
made during the taxable year trans-
lated at the exchange rate appropriate
to the translation period during which
such distributions were made (or taken
into account) in accordance with para-
graph (d)(7) of this section, if applica-
ble, minus

(iii) The amount representing re-
tained earnings for the preceding tax-
able year as determined under subpara-
graph (3) of this paragraph, minus

(iv) The amount of profit (or plus the
amount of any loss) shown on the prof-
it and loss statement for the taxable
year prepared pursuant to paragraph
(a)(1) of this section and adjusted and
translated pursuant to paragraph
(a)(2), (3), and (4) of this section.

(3) Retained earnings. The retained
earnings for any taxable year shall be
determined by first—

(i) Preparing a balance sheet as of
the end of such year from the books of
account regularly maintained by the
foreign corporation for the purpose of
accounting to its shareholders;

(ii) Making the adjustments nec-
essary to conform such balance sheet
to the accounting principles described
in paragraph (b) of this section;

(iii) Making the further adjustments
necessary to conform such balance
sheet to the tax accounting standards
described in paragraph (c) of this sec-
tion; and

(iv) Translating the amounts shown
on the balance sheet (other than
amounts representing retained earn-
ings) into United States dollars in ac-
cordance with subparagraph (4) of this
paragraph.
The retained earnings shall be an
amount equal to the excess of the ag-
gregate amount representing assets on
the balance sheet (as adjusted and
translated under this subparagraph)
over the aggregate amount represent-
ing liabilities, reserves (other than re-
serves out of current or accumulated
earnings), and paid- in capital on the
balance sheet (as adjusted and trans-
lated under this subparagraph).

(4) Translation of balance sheet.
Amounts shown on the balance sheet as
adjusted pursuant to subparagraphs

(3)(ii) and (iii) of this paragraph (other
than amounts representing retained
earnings) shall be translated into
United States dollars as follows:

(i) Financial assets. Amounts rep-
resenting financial assets shall be
translated at the year-end rate.

(ii) Physical assets. Amounts rep-
resenting physical assets (other than
inventory) shall be translated at the
appropriate exchange rate for the
translation period in which the histori-
cal cost of the asset was incurred or is
deemed to have been incurred. For spe-
cial rules for determining date on
which the historical cost of certain as-
sets acquired during taxable years be-
ginning before January 1, 1950, or
owned at the time a majority interest
in the corporation was acquired after
December 31, 1949, but before October
27, 1964, is deemed to have been in-
curred, see paragraph (b)(2) of this sec-
tion.

(iii) Depreciation and similar reserves.
Amounts representing depreciation, de-
pletion, and amortization reserves
shall be translated at the appropriate
exchange rate for the translation pe-
riod in which the historical cost of the
underlying asset was incurred or is
deemed to have been incurred.

(iv) Inventory. Amounts representing
items of inventory included in the clos-
ing inventory balance shall be trans-
lated in accordance with paragraph
(d)(1)(ii) of this section.

(v) Bad debt reserves. Amounts rep-
resenting bad debts reserves shall be
translated at the year-end rate.

(vi) Prepaid income or expense.
Amounts representing expenses or in-
come paid or received in a prior tax-
able year shall be translated in accord-
ance with paragraph (d)(1)(iv) of this
section.

(vii) Short-term liabilities. Amounts
representing short-term liabilities
shall be translated at the year-end
rate.

(viii) Long-term liabilities. Amounts
representing long-term liabilities shall
be translated at the appropriate ex-
change rate for the translation period
in which such liabilities were incurred.

(ix) Paid-in capital. Amounts rep-
resenting paid-in capital shall be trans-
lated at the appropriate exchange rate
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for the translation period in which
such capital was paid in.

Notwithstanding any other provisions
of this subparagraph, where the
amount representing an item shown on
the balance sheet reflects a transaction
described in paragraph (d)(7) of this
section, such transaction shall be
taken into account in accordance with
that paragraph.

(5) Definitions. For purposes of this
paragraph—

(i) Financial assets. A financial asset
shall be any asset reflecting a fixed
amount of foreign currency, such as
cash on hand, bank deposits, and loans
and accounts receivable. Securities
(within the meaning of section 1236(c))
shall be considered physical assets if
they have been or are reasonably ex-
pected to be held for at least six
months; if not they shall be considered
financial assets whether or not they re-
flect a fixed amount of foreign cur-
rency. Moreover, advances on open ac-
count to any corporation in which the
foreign corporation and any related
persons (within the meaning of section
954(d)(3) and the regulations there-
under) with respect thereto own at
least 10 percent of the combined voting
power of all classes of stock entitled to
vote shall not be considered financial
assets if such advances have remained
open for more than one year.

(ii) Physical assets. A physical asset
shall be any asset other than a finan-
cial asset and shall include goodwill,
patents, and other intangibles.

(iii) Short-term liabilities. A short-term
liability shall be any indebtedness of
the foreign corporation which is due or
overdue as of the date of the balance
sheet or which will become due within
1 year thereafter.

(iv) Long-term liabilities. A long- term
liability is any indebtedness of the for-
eign corporation other than a short-
term liability.

For the definition of ‘‘appropriate ex-
change rate’’, ‘‘year-end rate’’, and
‘‘translation period’’, see paragraphs
(d)(2), (4), and (6), respectively, of this
section.

(6) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. N Corporation is a controlled
foreign corporation which uses the calendar
year as its taxable year and which maintains
its books in yuccas, the currency of the
country in which it operates. For 1963, its op-
erating profit is 140,000 yuccas or $55,720. At
the end of the year, its balance sheet, as
translated and adjusted pursuant to subpara-
graph (3) of this paragraph, is as follows:

Local cur-
rency

Exchange
rate

U.S. dol-
lars

Cash ............................... 77,000 2.20:1 35,000
Accounts receivable ....... 209,000 2.20:1 95,000
Inventory ......................... 418,000 (1) 199,050
Fixed assets ................... 1,430,000 (1) 700,000
Less: Accumulated de-

preciation .................... (436,000) (1) (215,000)

Total assets ............. 1,698,000 ................ 814,050

Current liabilities ............. 338,000 2.20:1 153,640
Long-term liabilities ........ 300,000 (1) 150,000
Paid-in capital ................. 800,000 (1) 400,000
Retained earnings .......... 260,000 ................ 110,410

Total liabilities and
net worth ................. 1,698,000 ................ 814,050

1 Historical.

N Corporation’s retained earnings for 1962
are determined on the basis of its balance
sheet as of the end of that year, translated as
follows:

Local cur-
rency

Exchange
rate

U.S. dol-
lars

Cash ............................... 70,000 2.00:1 35,000
Accounts receivable ....... 180,000 2.00:1 90,000
Inventory ......................... 350,000 (1) 175,000
Fixed assets ................... 1,000,000 (1) 500,000
Less: Accumulated de-

preciation .................... (200,000) (1) (100,000)

Total assets ............. 1,400,000 ................ 700,000

Current liabilities ............. 180,000 2.00:1 90,000
Long-term liabilities ........ 300,000 (1) 150,000
Paid-in capital ................. 800,000 (1) 400,000
Retained earnings .......... 120,000 ................ 60,000

Total liabilities and
net worth ................. 1,400,000 ................ 700,000

1 Historical.

The exchange gain or loss of N Corporation
for 1963 may be computed as follows:

Retained earnings—1963 ..................... .............. $110,410
Less:

Retained earnings—1962 ............. $60,000 ................
Operating profit—1963 .................. 55,720 115,720

Exchange loss ...................................... .............. (5,310)

Example 2. Assume the same facts as in ex-
ample 1. For 1964, N Corporation’s operating
profit is 104,300 yuccas or $15,740. It pays a
dividend of 26,000 yuccas during a translation
period when the appropriate exchange rate is
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2.60 yuccas per United States dollar. At year-
end, its balance sheet, as translated and ad-
justed pursuant to subparagraph (3) of this
paragraph, is as follows:

Local cur-
rency

Exchange
rate

U.S. dol-
lars

Cash ............................... 91,000 2.60:1 35,000
Accounts receivable ....... 260,000 2.60:1 100,000
Inventory ......................... 430,000 (1) 174,400
Fixed assets ................... 1,646,000 (1) 790,000
Less: Accumulated de-

preciation .................... (663,700) (1) (323,000)

Total assets ............. 1,763,300 ................ 776,400

Current liabilities ............. 325,000 2.60:1 125,000
Long-term liabilities ........ 300,000 (1) 150,000
Paid-in capital ................. 800,000 (1) 400,000
Retained earnings .......... 338,300 ................ 101,400

Total liabilities and
net worth ................. 1,763,300 ................ 776,400

1 Historical.

The exchange gain or loss of N Corporation
for 1964 would be computed as follows:

Retained earnings—1964 ................... ................ $101,400
Add:

Dividends—1964 ......................... ................ 10,000

Predistribution earnings .............. ................ 111,400
Less:

Retained earnings—1963 ........... $110,410 ................
Operating profit—1964 ................ 15,740 126,150

Exchange loss .................................... ................ (14,750)

(f) Determination of earnings and prof-
its as if a domestic corporation—(1) In
general. If the books of account regu-
larly maintained by a foreign corpora-
tion for the purpose of accounting to
its shareholders are kept in U.S. dol-
lars and in accordance with accounting
principles generally accepted in the
United States, and if it is so elected by
or on behalf of such corporation, the
earnings and profits of the foreign cor-
poration for a taxable year shall, ex-
cept as otherwise provided in para-
graph (f)(2) of this section, be deter-
mined in every respect as if it were a
domestic corporation. Such election
shall be effective only for the taxable
year with respect to which the election
is made. Once made, such election shall
be irrevocable. See paragraph (c)(3) of
this section for the time and manner in
which an election may be made on be-
half of a foreign corporation.

(2) Illegal payments. The amount of
any illegal bribe, kickback, or other
payment (within the meaning of sec-
tion 162(c), as amended by section 288

of the Tax Equity and Fiscal Respon-
sibility Act of 1982 in the case of pay-
ments made after September 3, 1982,
and the regulations thereunder) paid
after November 3, 1976, by or on behalf
of the corporation during the taxable
year of the corporation directly or in-
directly to an official, employee, or
agent in fact of a government shall not
be taken into account to decrease earn-
ings and profits or increase the deficit
in earnings and profits otherwise deter-
mined under paragraph (f)(1) of this
section.

[T.D. 6764, 29 FR 14628, Oct. 27, 1964; 29 FR
15204, Nov. 11, 1964, as amended by T.D. 6787,
29 FR 18502, Dec. 29, 1964; T.D. 6995, 34 FR 832,
Jan. 18, 1969; T.D. 7221, 37 FR 24747, Nov. 21,
1972; T.D. 7322, 39 FR 30931, Aug. 27, 1974; T.D.
7545, 43 FR 19652, May 8, 1978; T.D. 7862, 47 FR
56491, Dec. 17, 1982; T.D. 7893, 48 FR 22510,
May 19, 1983]

§ 1.964–1T Special rules for computing
earnings and profits of controlled
foreign corporations in taxable
years beginning after December 31,
1986 (temporary).

(a)–(f) [Reserved]
(g)(1) Earnings and profits computed in

functional currency—(i) Rule. For tax-
able years of a controlled foreign cor-
poration (within the meaning of sec-
tion 957) beginning after December 31,
1986, earnings and profits shall be com-
puted in the controlled foreign corpora-
tion’s functional currency (determined
under section 985 and the regulations
thereunder) in accordance with § 1.964–1
as modified by this paragraph (g). Ac-
cordingly, § 1.964–1 (d), (e), and (f) and
(to the extent inconsistent with this
paragraph (g)) § 1.964–1(c) do not apply
for taxable years of a controlled for-
eign corporation beginning after De-
cember 31, 1986. For purposes of this
section, the term ‘‘earnings and prof-
its’’ includes a deficit in earnings and
profits.

(ii) Cross reference. In the case of a
controlled foreign corporation with a
functional currency other than the
United States dollar (dollar), see sec-
tions 986(b) and 989(b) for rules regard-
ing the time and manner of translating
distributions or inclusions of the con-
trolled foreign corporation’s earnings
and profits into dollars.
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(2) Election required when first signifi-
cant. Tax accounting methods or elec-
tions may be adopted or made by, or on
behalf of, a controlled foreign corpora-
tion in the manner prescribed by the
Code and regulations no later than 180
days after the close of the first taxable
year of the controlled foreign corpora-
tion in which the computation of its
earnings and profits is significant for
United States income tax purposes
with respect to its controlling United
States shareholders (as defined in
§ 1.964–1(c)(5)). For taxable years of a
controlled foreign corporation begin-
ning before January 1, 1989, only the
events listed in § 1.964–1(c)(6) are con-
sidered to cause a controlled foreign
corporation’s earnings and profits to
have United States tax significance.
For taxable years of a controlled for-
eign corporation beginning after De-
cember 31, 1988, events that cause a
controlled foreign corporation’s earn-
ings and profits to have United States
tax significance include, without limi-
tation—

(i) The events listed in § 1.964–1(c)(6),
(ii) A distribution from the con-

trolled foreign corporation to its share-
holders with respect to their stock,

(iii) Any event making the controlled
foreign corporation subject to tax
under section 882,

(iv) An election by the controlled for-
eign corporation’s controlling United
States shareholders to use the tax book
value method of allocating interest ex-
pense under section 864(e)(4), and

(v) A sale or exchange of the con-
trolled foreign corporation’s stock by
the controlling United States share-
holders.
The filing of the information return re-
quired by section 6038 shall not itself
constitute a significant event.

(3) Effect of failure to make required
election. If an accounting method or
election is not timely adopted or made
by, or on behalf of, a controlled foreign
corporation, and such failure is not
shown to the satisfaction of the Com-
missioner to be due to reasonable cause
under § 1.964–1(c)(6), earnings and prof-
its shall be computed in accordance
with this section. Such computation
shall be made as if no elections had
been made and any permissible ac-
counting methods not requiring an

election and reflected in the books of
account regularly maintained by the
controlled foreign corporation for the
purpose of accounting to its sharehold-
ers had been adopted. Thereafter, any
change in a particular accounting
method or methods may be made by, or
on behalf of, the controlled foreign cor-
poration only with the Commission’s
consent.

(4) Computation of earnings and profits
by a minority shareholder prior to major-
ity election or significant event. A minor-
ity United States shareholder (as de-
fined in section 951(b)) of a controlled
foreign corporation may be required to
compute a controlled foreign corpora-
tion’s earnings and profits before the
controlled foreign corporation or its
controlling United States shareholders
make, or are required under this sec-
tion to make, an election or adopt a
method of accounting for United States
tax purposes. In such a case, the minor-
ity United States shareholder must
compute earnings and profits in ac-
cordance with this section. Such com-
putation shall be made as if no elec-
tions had been made and any permis-
sible accounting methods not requiring
an election and reflected in the books
of account regularly maintained by the
controlled foreign corporation for the
purpose of accounting to its sharehold-
ers had been adopted. However, a later,
properly filed, and timely election or
adoption of method by, or on behalf of,
the controlled foreign corporation
shall not be treated as a change in ac-
counting method.

(5) Binding effect. For taxable years
beginning after December 31, 1986, ex-
cept as otherwise provided in the Code
or regulations, earnings and profits of
a controlled foreign corporation shall
be computed consistently under the
rules of sections 964(a) and 986(b) for all
federal income tax purposes. An elec-
tion or adoption of a method of ac-
counting for United States tax pur-
poses by a controlled foreign corpora-
tion, or on its behalf pursuant to
§ 1.964–1(c) or any other provision of the
regulations (e.g., § 1.985–2(c)(3)), shall
bind both the controlled foreign cor-
poration and its United States share-
holders as to the computation of the
controlled foreign corporation’s earn-
ings and profits under section 964(a) for
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the year of the election or adoption
and in subsequent taxable years unless
the Commissioner consents to a
change. The preceding sentence shall
apply regardless of—

(i) Whether the election or adoption
of a method of accounting was made in
a pre-1987 or a post-1986 taxable year;

(ii) Whether the controlled foreign
corporation was a controlled foreign
corporation at the time of the election
or adoption of method;

(iii) When ownership was acquired; or
(iv) Whether the United States share-

holder received the written notice re-
quired by § 1.964–1(c)(3).
Adjustments to the appropriate sepa-
rate category (as defined in § 1.904–
5(a)(1)) of earnings and profits and in-
come of the controlled foreign corpora-
tion shall be required using the prin-
ciples of section 481 to prevent any du-
plication or omission of amounts at-
tributable to previous years that would
otherwise result from any such elec-
tion or adoption.

(6) Examples. The following examples
illustrate the rules of this section.

Example 1—(i) P, a calendar year domestic
corporation, owns all of the outstanding
stock of FX, a calendar year controlled for-
eign corporation. None of the significant
events specified in § 1.964–1(c)(6) or this sec-
tion has occurred. In addition, neither P nor
FX has ever made or adopted, or been re-
quired to make or adopt, an election or
method of accounting for United States tax
purposes with respect to FX. On June 1, 1990,
FX makes a distribution to P. FX does not
act to make any election or adopt a method
of accounting for United States tax purposes.

(ii) P must compute FX’s earnings and
profits in order to determine if any portion
of the distribution is taxable as a dividend
and to determine P’s foreign tax credit on
such portion under section 902. P must sat-
isfy the requirements of § 1.964–1(c)(3) and file
the written statement and notice described
therein within 180 days after the close of
FX’s 1990 taxable year in order to make an
election or to adopt a method of accounting
on behalf of FX. Any such election or adop-
tion will govern the computation of earnings
and profits of FX for all federal income tax
purposes (including, e.g., the determination
of foreign tax credits on subpart F inclu-
sions) in 1990 and subsequent taxable years
unless the Commissioner consents to a
change.

(iii) If P fails to satisfy the regulatory re-
quirements in a timely manner and such fail-
ure is not shown to the satisfaction of the

Commissioner to be due to reasonable cause,
the earnings and profits of FX shall be com-
puted as if no elections were made and any
permissible methods of accounting not re-
quiring an election and reflected in its books
were adopted. Any subsequent attempt by
FX or P to change an accounting method
shall be effective only if the Commissioner
consents to the change.

Example 2—(i) The facts are the same as in
Example 1, except that P elects to allocate its
interest expense under section 864(e)(4) for
its 1989 taxable year under the tax book
value method of § 1.861–12T(c) of the Tem-
porary Income Tax Regulations.

(ii) P must compute the earnings and prof-
its of FX in order to determine the adjust-
ment to P’s basis in the stock of FX for P’s
1989 taxable year. P must satisfy the require-
ments of § 1.964–1(c)(3) and file the written
statement and notice described therein with-
in 180 days after the close of FX’s 1989 tax-
able year in order to make an election or to
adopt a method of accounting on behalf of
FX. Any such election or adoption will gov-
ern the computation of FX’s earnings and
profits in 1989 and subsequent taxable years
for all federal income tax purposes (includ-
ing, e.g., the characterization of the June 1,
1990 distribution and the determination of
P’s foreign tax credit, if any, with respect
thereto) unless the Commissioner consents
to a change.

(iii) If P fails to satisfy the regulatory re-
quirements in a timely manner and such fail-
ure is not shown to the satisfaction of the
Commissioner to be due to reasonable cause,
the earnings and profits of FX shall be com-
puted as if no elections were made and any
permissible methods of accounting not re-
quiring an election and reflected in its books
were adopted. Any subsequent attempt by
FX or P to change an accounting method
shall be effective only if the Commissioner
consents to the change.

Example 3—(i) The facts are the same as in
Example 2, except that P elects to allocate its
interest expense under section 864(e)(4) for
its 1988 taxable year under the tax book
value method of § 1.861–12T (c) of the Tem-
porary Income Tax Regulations.

(ii) P must compute the earnings and prof-
its of FX in order to determine the adjust-
ment to P’s basis in the stock of FX for P’s
1988 taxable year. P must satisfy the require-
ments of § 1.964–1(c)(3) and file the written
statement and notice described therein with-
in 180 days after the close of FX’s 1988 tax-
able year in order to make an election or to
adopt a method of accounting on behalf of
FX. Any such election or adoption will gov-
ern the computation of FX’s earnings and
profits in 1988 and subsequent taxable years
for all federal income tax purposes (includ-
ing, e.g., P’s basis adjustment for purposes of
section 864(e)(4) in 1989 and the characteriza-
tion of the June 1, 1990 distribution and the
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determination of P’s foreign tax credit, if
any, with respect thereto) unless the Com-
missioner consents to a change.

(iii) If P fails to satisfy the regulatory re-
quirements in a timely manner and such fail-
ure is not shown to the satisfaction of the
Commissioner to be due to reasonable cause,
the earnings and profits of FX for 1988 shall
be computed as if no elections were made
and any permissible methods of accounting
not requiring an election and reflected in its
books were adopted. However, a properly
filed, timely election or adoption of method
by, or on behalf of, FX with respect to its
1989 taxable year, when P’s basis adjustment
for purposes of section 864(e)(4) first con-
stitutes a significant event, shall not be
treated as a change in accounting method.
No recomputation of P’s basis adjustment for
1988 shall be required by reason of any such
election or adoption of method with respect
to FX’s 1989 taxable year, but prospective ad-
justments to FX’s earnings and profits and
income shall be made to the extent required
by § 1.964–1T(g)(5).

Example 4—(i) The facts are the same as in
Example 3, except that FX had subpart F in-
come taxable to P in 1986, and P computed
FX’s earnings and profits for purposes of de-
termining the amount of the inclusion and
the foreign taxes deemed paid by P in 1986
under section 960 pursuant to § 1.964–1 (a)
through (e).

(ii) Any election made or method of ac-
counting adopted on behalf of FX by P pursu-
ant to § 1.964–1(c) in 1986 is binding on P and
FX for purposes of computing FX’s earnings
and profits in 1986 and subsequent taxable
years. Thus, in determining P’s basis adjust-
ment for purposes of section 864(e)(4) in 1988
and 1989 and its deemed-paid credit with re-
spect to the 1990 dividend, FX’s earnings and
profits must be computed consistently with
the method used by P with regard to the 1986
subpart F inclusion. (However, § 1.964–1 (d),
(e), and (f) do not apply in computing FX’s
earnings and profits in post-1986 taxable
years.)

Example 5—(i) The facts are the same as in
Example 4, except that FX made a dividend
distribution to P on June 1, 1985, and P com-
puted FX’s earnings and profits for purposes
of computing the foreign taxes deemed paid
by P in 1985 under section 902 with respect to
the distribution under § 1.964–1 exclusive of
paragraphs (d), (e), and (f) pursuant to a
timely election under § 1.902–1(g)(1).

(ii) Any election made or method of ac-
counting adopted on behalf of FX by P pursu-
ant to § 1.964–1(c) in 1985 is binding on P and
FX for purposes of computing FX’s earnings
and profits in 1985 and subsequent taxable
years. Thus, in determining P’s basis adjust-
ment for purposes of section 864(e)(4) in 1988
and 1989 and its deemed-paid credit with re-
spect to the 1986 subpart F inclusion and the
1990 dividend, FX’s earnings and profits must

be computed consistently with the method
used by P with regard to the 1985 dividend. If,
rather than choosing under § 1.902–1(g)(1) to
use the section 964 rules, P computed FX’s
earnings and profits for purposes of section
902 in 1985 in all respects as if FX were a do-
mestic corporation, then P would have been
free to make elections or adopt a method of
accounting on behalf of FX under § 1.964–1(c)
with respect to the subpart F inclusion in
1986. Any such election or adoption would be
binding on P and FX as to the computation
of FX’s earnings and profits in 1986 and sub-
sequent taxable years.

[T.D. 8283, 55 FR 2516, Jan. 25, 1990; 55 FR
7711, Mar. 5, 1990]

§ 1.964–2 Treatment of blocked earn-
ings and profits.

(a) General rule. If, in accordance
with paragraph (d) of this section, it is
established to the satisfaction of the
district director that any amount of
the earnings and profits of a controlled
foreign corporation for the taxable
year (determined under § 1.964–1) was
subject to a currency or other restric-
tion or limitation imposed under the
laws of any foreign country (within the
meaning of paragraph (b) of this sec-
tion) on its distribution to United
States shareholders who own (within
the meaning of section 958(a)) stock of
such corporation, such amount shall
not be included in earnings and profits
for purposes of sections 952, 955 (as in
effect both before and after the enact-
ment of the Tax Reduction Act of 1975),
and 956 for such taxable year. For rules
governing the treatment of amounts
with respect to which such restriction
or limitation is removed, see paragraph
(c) of this section.

(b) Rules of application. For purposes
of paragraph (a) of this section—

(1) Period of restriction or limitation.
An amount of earnings and profits of a
controlled foreign corporation for any
taxable year shall not be included in
earnings and profits for purposes of
sections 952, 955 (as in effect both be-
fore and after the enactment of the Tax
Reduction Act of 1975), and 956 only if
such amount of earnings and profits is
subject to a currency or other restric-
tion or limitation (within the meaning
of subparagraph (2) of this paragraph)
throughout the 150-day period begin-
ning 90 days before the close of the tax-
able year and ending 60 days after the
close of such taxable year.
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(2) Restriction or limitation defined.
Whether earnings and profits of a con-
trolled foreign corporation are subject
to a currency or other restriction or
limitation imposed under the laws of a
foreign country must be determined on
the basis of all the facts and cir-
cumstances in each case. Generally,
such a restriction or limitation must
prevent—

(i) The ready conversion (directly or
indirectly) of such currency into
United States dollars, or into property
of a type normally owned by such cor-
poration in the operation of its busi-
ness or other money which is readily
convertible into United States dollars;
or

(ii) The distribution of dividends by
such corporation to its United States
shareholders.
For purposes of this subparagraph, if a
United States shareholder owns (within
the meaning of section 958(a)), or is
considered as owning by applying the
rules of ownership of section 958(b), 80
percent or more of the total combined
voting power of all classes of stock of a
foreign corporation in a chain of own-
ership described in section 958(a), the
distribution of dividends by such cor-
poration to such shareholder will not
be considered prevented solely by rea-
son of the existence of a currency or
other restriction or limitation at an in-
termediate tier in such chain if divi-
dends may be distributed directly to
such shareholders.

(3) Foreign laws. A currency or other
restriction or limitation on the dis-
tribution of earnings and profits may
be imposed in a foreign country by ex-
press statutory provisions, executive
orders or decrees, rules or regulations
of a governmental agency, court deci-
sions, the actions of appropriate offi-
cials who are acting within the scope of
their authority, or by any similar offi-
cial action. A currency restriction will
not be considered to exist unless export
restrictions are also imposed which
prevent the exportation of property of
a type normally owned by the con-
trolled foreign corporation in the oper-
ation of its business which could be
readily converted into United States
dollars.

(4) Voluntary restriction or limitation.
A currency or other restriction or limi-

tation arising from the voluntary act
of the controlled foreign corporation or
its United States shareholders during a
taxable year beginning after December
31, 1962, will not be taken into account.
For example, if a controlled foreign
corporation—

(i) Issues a stock dividend which has
the effect of capitalizing earnings and
profits;

(ii) Elects to restrict its earnings and
profits or to make certain investments
as a means of avoiding current tax or
securing a reduced rate of tax; or

(iii) Allocates earnings and profits to
an optional or arbitrary reserve; such
restriction is voluntary and will not be
taken into account.

(5) Treatment of earnings and profits in
cases of certain mandatory reserves—(i)
In general. If a controlled foreign cor-
poration is required under the laws of a
foreign country to establish a reserve
out of earnings and profits for the tax-
able year, such earnings and profits
shall be considered subject to a restric-
tion or limitation by reason of such re-
quirement only to the extent that the
amount required to be included in such
reserve at the close of the taxable year
exceeds the accumulated earnings and
profits (determined in accordance with
subdivision (ii) of this subparagraph) of
such corporation at the close of the
preceding taxable year.

(ii) Determination of earnings and prof-
its. For purposes of determining the ac-
cumulated earnings and profits of a
controlled foreign corporation under
subdivision (i) of this subparagraph,
such earnings and profits shall not in-
clude any amounts which are attrib-
utable to—

(a) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder under section 951(a) and have
not been distributed;

(b) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such foreign corporation
under section 551(b) and have not been
distributed; or

(c) Amounts which become subject to
a voluntary restriction or limitation
(within the meaning of subparagraph
(4) of this paragraph) during a taxable
year beginning before January 1, 1963.
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The rules of this subdivision apply only
in determining the accumulated earn-
ings and profits of a controlled foreign
corporation for purposes of this sub-
paragraph. See section 959 and the reg-
ulations thereunder for limitations on
the exclusion from gross income of pre-
viously taxed earnings and profits.

(6) Exhaustion of procedures for distrib-
uting earnings and profits. Earnings and
profits of a controlled foreign corpora-
tion for a taxable year will not be con-
sidered subject to a currency or other
restriction or limitation on their dis-
tribution unless the United States
shareholders of such corporation dem-
onstrate either that the available pro-
cedures for distributing such earnings
and profits have been exhausted or that
the use of such procedures will be fu-
tile. As a general rule, such procedures
will be considered to have been ex-
hausted if the foreign corporation ap-
plies for dollars (or foreign currency
readily convertible into dollars) at the
appropriate rate of exchange and com-
plies with the applicable laws and regu-
lations governing the acquisition and
transfer of such currency including
submission of the necessary docu-
mentation to the exchange authority.
The fact that available procedures for
distributing earnings and profits were
exhausted without success with respect
to a prior year is not, of itself, suffi-
cient evidence that such procedures
would not be successful with respect to
the current taxable year.

(c) Removal of restriction or limitation—
(1) In general. If, during any taxable
year, a currency or other restriction or
limitation (within the meaning of
paragraph (b) of this section) imposed
under the laws of a foreign country on
the distribution of earnings and profits
of a controlled foreign corporation to
its United States shareholders is re-
moved—

(i) Treatment of deferred income. Each
United States shareholder of such cor-
poration on the last day in such year
that such corporation is a controlled
foreign corporation shall include in his
gross income for such taxable year the
amounts attributable to such earnings
and profits which would have been in-
cludible in his gross income under sec-
tion 951(a) for prior taxable years but
for the existence of the currency or

other restriction or limitation except
that the amounts included under this
subdivision (i) shall not exceed his pro
rata share of—

(a) The earnings and profits upon
which the restriction was removed de-
termined on the basis of his stock own-
ership on the last day of the imme-
diately preceding taxable year, and

(b) The applicable limitations under
paragraph (c) of § 1.952–1, paragraph
(b)(2) of § 1.955–1, paragraph (b)(2) of
§ 1.955A–1, or paragraph (b) of § 1.956–1,
determined as of the last day of the im-
mediately preceding taxable year, tak-
ing into account the provisions of sub-
division (ii) of this subparagraph.

(ii) Treatment of earnings and profits.
For purposes of sections 952, 955 (as in
effect both before and after the enact-
ment of the Tax Reduction Act of 1975),
and 956, the earnings and profits which
are no longer subject to a currency or
other restriction or limitation shall be
treated as included in the corporation’s
earnings and profits for the year in
which such earnings and profits were
derived.

Amounts with respect to which a cur-
rency or other restriction or limitation
is removed shall be translated into
United States dollars at the appro-
priate exchange rate for the trans-
lation period during which such cur-
rency or other restriction or limitation
is removed. See paragraph (d) of § 1.964–
1. Amounts with respect to which a
currency or other restriction or limita-
tion is removed shall not be taken into
account in determining whether a defi-
ciency distribution (within the mean-
ing of § 1.963–6 (applied as if section 963
had not been repealed by the Tax Re-
duction Act of 1975)) is required to be
made for the year in which such earn-
ings and profits were derived.

(2) Removal of restriction or limitation
defined. An amount of earnings and
profits shall be considered no longer
subject to a limitation or restriction if
and to the extent that—

(i) Money or property in such foreign
country is readily convertible into
United States dollars, or into other
money or property of a type normally
owned by such corporation in the oper-
ation of its business which is readily
convertible into United States dollars;
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(ii) Notwithstanding the existence of
any laws or regulations forbidding the
exchange of money or property into
United States dollars, conversion is ac-
tually made into United States dollars,
or other money or property of a type
normally owned by such corporation in
the operation of its business which is
readily convertible into United States
dollars; or

(iii) A mandatory reserve require-
ment (described in paragraph (b)(5) of
this section) is removed either by a
change in law of the foreign country
imposing such requirement or by an ac-
cumulation of earnings and profits not
subject to such requirement.

(3) Distribution in foreign country. If,
during any taxable year, earnings and
profits previously subject to a currency
or other restriction or limitation are
distributed in a foreign country to one
or more United States shareholders of
a controlled foreign corporation di-
rectly, or indirectly through a chain of
ownership described in section 958(a),
such earnings and profits shall be con-
sidered no longer subject to a restric-
tion or limitation. However, distrib-
uted amounts may be excluded from
such shareholder’s gross income for the
taxable year of receipt if such share-
holder elects a method of accounting
under which the reporting of blocked
foreign income is deferred until the in-
come ceases to be blocked.

(4) Source of distribution. If, during
any taxable year, earnings and profits
previously subject to a currency or
other restriction or limitation is dis-
tributed to one or more United States
shareholders of a controlled foreign
corporation directly, or indirectly
through a chain of ownership described
in section 958(a), the source of such dis-
tribution shall be determined in ac-
cordance with the rules of § 1.959–3.

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

Example. (a) M, a United States person,
owns all of the only class of stock of A Cor-
poration, a foreign corporation incorporated
under the laws of foreign country X on Janu-
ary 1, 1963. Both M and A Corporations use
the calendar year as a taxable year and A
Corporation is a controlled foreign corpora-
tion throughout the period here involved.

(b) During 1963, A Corporation derives in-
come of $100,000 all of which is subpart F in-

come and has earnings and profits of $100,000.
Under the laws of X Country, currency can-
not be exported without a license. During
the last 90 days of 1963 and the first 60 days
of 1964, A Corporation can obtain a license to
distribute only an amount equivalent to
$10,000. M must include $10,000 in his gross in-
come for 1963 under section 951(a)(1)(A)(i) and
$90,000 of A Corporation’s earnings and prof-
its for 1963 are not taken into account for
purposes of sections 952, 955, and 956.

(c) During 1964, A Corporation has no in-
come and no earnings and profits. On June 1,
1964, A Corporation converts an amount
equivalent to $20,000 into property of a type
normally owned by such corporation in the
operation of its business which is readily
convertible into United States dollars but
does not distribute such amount. Corpora-
tion A must include $20,000 in its earnings
and profits for 1963 for purposes of sections
952, 955, and 956. M must include $20,000 in his
gross income for 1964.

(d) During 1965, A Corporation has no in-
come and no earnings and profits. On Decem-
ber 15, 1965, A Corporation distributes an
amount equivalent to $15,000 to M in X Coun-
try. Neither M nor A Corporation can obtain
a license to export currency from X Country.
In his return for the taxable year 1965, M
elects a method of accounting under which
the reporting of blocked foreign income is
deferred until the income ceases to be
blocked. Accordingly, M does not include the
$15,000 in his gross income for 1965.

(e) During 1966, A Corporation has no in-
come and no earnings and profits. On Feb-
ruary 1, 1966, notwithstanding the laws and
regulations of X Country which forbid the
exchange of X Country’s currency into
United States dollars, M converts an amount
equivalent to $15,000 into a currency which is
readily convertible into United States dol-
lars. Since the income has ceased to be
blocked, M must include $15,000 in his gross
income for 1966.

(d) Manner of claiming existence of re-
striction or limitation on distribution of
earnings and profits. A United States
shareholder claiming that an amount
of the earnings and profits of a con-
trolled foreign corporation for the tax-
able year was subject to a currency or
other restriction or limitation imposed
under the laws of a foreign country on
its distribution shall file a statement
with his return for the taxable year
with or within which the taxable year
of the foreign corporation ends which
shall include—

(1) The name and address of the for-
eign corporation,

(2) A description of the classes of
stock of the foreign corporation and a
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statement of the number of shares of
each class owned (within the meaning
of section 958(a)) or considered as
owned (by applying the rules of owner-
ship of section 958(b)) by the United
States shareholder,

(3) A description of the currency or
other restriction or limitation on the
distribution of earnings and profits,

(4) The total earnings and profits of
the foreign corporation for the taxable
year (before any amount is excluded
from earnings and profits under this
section) and the United States share-
holder’s pro rata share of such total
earnings and profits,

(5) The United States shareholder’s
pro rata share of the amount of earn-
ings and profits subject to a restriction
or limitation on distribution,

(6) The amounts which would be in-
cludible in the United States share-
holder’s gross income under section
951(a) but for the existence of the cur-
rency or other restriction or limita-
tion,

(7) A description of the available pro-
cedures for distributing earnings and
profits and a statement setting forth
the steps taken to exhaust such proce-
dures or a statement setting forth the
reasons that the use of such procedures
would be futile, and

(8) The amount of distributions made
in a foreign country and a statement as
to whether a method of accounting has
been elected under which the reporting
of blocked income is deferred until
such income ceases to be blocked, in-
cluding an identification of the taxable
year and place of filing of such elec-
tion.
In addition, such United States share-
holder shall furnish to the district di-
rector such other information as he
may require to verify the status of a
currency or other restriction or limita-
tion.

[T.D. 6892, 31 FR 11142, Aug. 23, 1966, as
amended by T.D. 7545, 43 FR 19652, May 8,
1978; T.D. 7893, 48 FR 22510, May 19, 1983]

§ 1.964–3 Records to be provided by
United States shareholders.

(a) Shareholder’s responsibility for pro-
viding records. For purposes of verifying
his income tax liability in respect of
amounts includible in income under
section 951 for the taxable year of a

controlled foreign corporation each
United State shareholder (as defined in
section 951(b)) who owns (within the
meaning of section 958(a)) stock of such
corporation shall, within a reasonable
time after demand by the district di-
rector, provide the district director—

(1) Such permanent books of account
or records as are sufficient to satisfy
the requirements of section 6001 and
section 964(c), or true copies thereof, as
are reasonably demanded, and

(2) If such books or records are not
maintained in the English language, ei-
ther (i) an accurate English translation
of such books or records or (ii) the
services of a qualified interpreter satis-
factory to the district director.
If such books or records are being used
by another district director, the United
States shareholder upon whom the dis-
trict director has made a demand to
provide such books or records shall file
a statement of such fact with his dis-
trict director, indicating the location
of such books or records. For the
length of time the United States share-
holder of a controlled foreign corpora-
tion must cause such books or records
as are under his control to be retained,
see paragraph (e) of § 1.6001–1.

(b) Records to be provided. Except as
otherwise provided in paragraph (c) of
this section, the requirements of sec-
tion 6001 and section 964(c) for record
keeping shall be considered satisfied if
the books or records produced are suffi-
cient to verify for the taxable year—

(1) The subpart F income of the con-
trolled foreign corporation and, if any
part of such income is excluded from
the income of the United States share-
holder under section 963 or section
970(a), the application of such exclu-
sion,

(2) The previously excluded subpart F
income of such corporation withdrawn
from investment in less developed
countries,

(3) The previously excluded subpart F
income of such corporation withdrawn
from investment in foreign base com-
pany shipping operations,

(4) The previously excluded export
trade income of such corporation with-
drawn from investment, and

(5) The increase in earnings invested
by such corporation in United States
property.
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(c) Special rules. Verification of the
subpart F income of the controlled for-
eign corporation for the taxable year
shall not be required if—

(1) It can be demonstrated to the sat-
isfaction of the district director that—

(i) The locus and nature of such cor-
poration’s activities were such as to
make it unlikely that the foreign base
company income of such corporation
(determined in accordance with para-
graph (c)(3) of § 1.952–3) exceeded 5 per-
cent of its gross income (determined in
accordance with paragraph (b)(1) of
§ 1.952–3) for the taxable year. (For tax-
able years to which § 1.952–3 does not
apply, such amounts shall be deter-
mined under 26 CFR § 1.954–1(d)(3)(i) and
(ii) (Revised as of April 1, 1975))), and

(ii) If such corporation reinsures or
issues insurance or annuity contracts
in connection with United States risks,
the 5-percent minimum premium re-
quirement prescribed in paragraph (b)
of § 1.953–1 has not been exceeded for
the taxable year, or

(2) The United States shareholder’s
pro rata share of such subpart F in-
come is excluded in full from his in-
come under section 963 and the books
or records verify the application of
such exclusion.

[T.D. 6824, 30 FR 6480, May 11, 1965, as amend-
ed by T.D. 7893, 48 FR 22510, May 19, 1983]

§ 1.964–4 Verification of certain classes
of income.

(a) In general. The provisions of this
section shall apply for purposes of de-
termining when books or records are
sufficient for purposes of § 1.964–3 to
verify the classes of income described
in such section.

(b) Subpart F income. Books or records
sufficient to verify the subpart F in-
come of a controlled foreign corpora-
tion must establish for the taxable
year—

(1) Its gross income and deductions,
(2) The income derived from the in-

surance of United States risks (as pro-
vided in paragraph (c) of this section),

(3) The foreign base company income
(as provided in paragraph (d) of this
section), and

(4) In the case of a United States
shareholder claiming the benefit of the
exclusion provided in section 952(b) or

the limitation provided in section
952(c)—

(i) The items of income excluded
from subpart F income by paragraph
(b) of § 1.952–1 as income derived from
sources within the United States, the
United States income tax incurred
with respect thereto, and the deduc-
tions properly allocable thereto and
connected therewith, and

(ii) The earnings and profits, or defi-
cit in earnings and profits, of any for-
eign corporation necessary for the de-
terminations provided in paragraphs
(c) and (d) of § 1.952–1.

(c) Income from insurance of United
States risks. Books or records sufficient
to verify the income of a controlled
foreign corporation from the insurance
of United States risks must establish
for the taxable year—

(1) That the 5-percent minimum pre-
mium requirement prescribed in para-
graph (b) of § 1.953–1 has not been ex-
ceeded, or

(2) The taxable income, as deter-
mined under § 1.953–4 or § 1.953–5, which
is attributable to the reinsuring or the
issuing of any insurance or annuity
contracts in connection with United
States risks, as defined in § 1.953–2 or
§ 1.953–3.

(d) Foreign base company income and
exclusions therefrom. Books or records
sufficient to verify the income of a
controlled foreign corporation which is
foreign base company income must es-
tablish for the taxable year the follow-
ing items:

(1) Foreign personal holding company
income. The foreign personal holding
company income to which section
954(c) and § 1.954–2 apply, for which pur-
pose there must be established the
gross income from—

(i) All rents and royalties,
(ii) Rents and royalties received in

the active conduct of a trade or busi-
ness from an unrelated person, as de-
termined under section 954(c)(3)(A) and
paragraph (d)(1) of § 1.954–2,

(iii) Rents and royalties received
from a related person for the use of
property in the country of incorpora-
tion of the controlled foreign corpora-
tion, as determined under section
954(c)(4)(C) and paragraph (e)(3) of
§ 1.954–2,
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(iv) All dividends, interest, and ex-
cept where the controlled foreign cor-
poration is a regular dealer in stock or
securities, all gains and losses from the
sale or exchange of stock or securities,

(v) Dividends, interest, and gains
from the sale or exchange of stock or
securities, received in the conduct of a
banking, financing, or insurance busi-
ness from an unrelated person, as de-
termined under section 954(c)(3)(B) and
paragraph (d)(2) and (3) of § 1.954–2,

(vi) Dividends and interest received
from a related corporation organized in
the country of incorporation of the
controlled foreign corporation, as de-
termined under section 954(c)(4)(A) and
paragraph (e)(1) of § 1.954–2,

(vii) Interest received in the conduct
of a banking or other financing busi-
ness from a related person, as deter-
mined under section 954(c)(4)(B) and
paragraph (e)(2) of § 1.954–2,

(viii) All annuities,
(ix) All gains from commodities

transactions described in section
553(a)(3),

(x) All income from estates and
trusts described in section 553(a)(4),

(xi) All income from personal service
contracts described in section 553(a)(5),
and

(xii) All compensation for the use of
corporate property by shareholders de-
scribed in section 553(a)(6).

(2) Foreign base company sales income.
The foreign base company sales income
to which section 954(d) and § 1.954–3
apply, for which purpose there must be
established the gross income from—

(i) All sales by the controlled foreign
corporation of its personal property
and all purchases or sales of personal
property by such corporation on behalf
of another person,

(ii) Purchases and/or sales of personal
property in connection with trans-
actions not involving related persons
(as defined in paragraph (e)(2) of § 1.954–
1),

(iii) Purchases and/or sales of per-
sonal property manufactured, pro-
duced, etc., in the country of incorpo-
ration of the controlled foreign cor-
poration, as determined under para-
graph (a)(2) of § 1.954–3,

(iv) Purchases and/or sales of per-
sonal property for use, etc., in the
country of incorporation of the con-

trolled foreign corporation, as deter-
mined under paragraph (a)(3) of § 1.954–
3, and

(v) Sales of personal property manu-
factured or produced by the controlled
foreign corporation, as determined
under paragraph (a)(4) of § 1.954–3.
Where an item of income falls within
more than one of subdivisions (ii)
through (v) of this subparagraph, it
shall be sufficient to establish that it
falls within any one of them. If a
branch or similar establishment is
treated as a wholly owned subsidiary
corporation through the application of
section 954(d)(2) and paragraph (b) of
§ 1.954–3, the requirements of this sub-
paragraph shall be satisfied separately
for each branch or similar establish-
ment so treated and for the remainder
of the controlled foreign corporation.

(3) Foreign base company services in-
come. The foreign base company serv-
ices income to which section 954(e) and
§ 1.954–4 apply, for which purpose there
must be established the gross income
from—

(i) All services performed by the con-
trolled foreign corporation,

(ii) Services other than those (as de-
termined under paragraph (b) of § 1.954–
4) performed for, or on behalf of, a re-
lated person,

(iii) Services performed in the coun-
try of incorporation of the controlled
foreign corporation, as determined
under paragraph (c) of § 1.954–4, and

(iv) Services performed in connection
with the sale or exchange of, or with an
offer or effort to sell or exchange, per-
sonal property manufactured, pro-
duced, etc., by the controlled foreign
corporation, as determined under para-
graph (d) of § 1.954–4.
Where an item of income falls within
more than one of subdivisions (ii)
through (iv) of this subparagraph, it
shall be sufficient to establish that it
falls within any one of them.

(4) Foreign base company oil related in-
come. (i) The foreign base company oil
related income described in section
954(g) and § 1.954–8, for which purpose
there must be established, with respect
to each foreign country, the gross in-
come derived from—

(A) The processing of minerals ex-
tracted (by the taxpayer or by any
other person) from oil or gas wells into
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their primary products, as determined
under section 907(c)(2)(A),

(B) The transportation of such min-
erals or primary products, as deter-
mined under section 907(c)(2)(B),

(C) The distribution or sale of such
minerals or primary products, as deter-
mined under section 907(c)(2)(C),

(D) The disposition of assets used by
the taxpayer in a trade or business de-
scribed in subdivision (A), (B) or (C), as
determined under section 907(c)(2)(D),

(E) Dividends, interests, partnership
distributions, and other amounts, as
determined under section 907(c)(3).
Where an item of income falls within
more than one of the listings in para-
graphs (d)(4)(i)(A) through (E) of this
section, it shall be sufficient to estab-
lish that it falls within any one of
them.

(ii) If any of the items of income list-
ed in paragraph (d)(4)(i) of this section
arising from sources within a foreign
country relates to oil, gas, or a pri-
mary product thereof and is described
in section 954(g)(1)(A) or (B) and § 1.954–
8(a)(1)(i) or (ii) (and, hence, is not for-
eign base company oil related income),
then there must be established facts
sufficient to verify the amount of such
item of income which is not foreign
base company oil related income. In
this regard, the total quantities of oil,
gas and primary products thereof
which gave rise to such item of income
and the portions of such quantities
which were extracted or sold within
the foreign country must be estab-
lished.

(5) Qualified investments in less devel-
oped countries. For rules in effect for
taxable years of foreign corporations
beginning before January 1, 1976, see 26
CFR 1.964–4(d)(4) (Revised as of April 1,
1975).

(6) Income derived from aircraft or
ships. For rules in effect for taxable
years of foreign corporations beginning
before January 1, 1976, see CFR § 1.964–
4(d)(5) (Revised as of April 1, 1975).

(7) Foreign base company shipping in-
come. The foreign base company ship-
ping income to which section 954(f) and
§ 1.954–6 apply, for which purpose there
must be established—

(i) Gross income derived from, or in
connection with, the use (or hiring or
leasing for use) of any aircraft or vessel

in foreign commerce, as determined
under § 1.954–6(c),

(ii) Gross income derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign com-
merce, as determined under § 1.954–6(d),

(iii) Gross income incidental to in-
come described in subdivisions (i) and
(ii) of this subparagraph, as determined
under § 1.954–6(e),

(iv) Gross income derived from the
sale, exchange, or other disposition of
any aircraft or vessel used (by the sell-
er or by a person related to the seller)
in foreign commerce,

(v) Dividends, interest, and gains de-
scribed in §§ 1.954–6(f) and 1.954(b)
(1)(viii),

(vi) Income described in § 1.954–6(g)
(relating to partnerships, trusts, etc.),
and

(vii) Exchange gain, to the extent al-
locable to foreign base company ship-
ping income, as determined under
§ 1.952–2(c)(2)(v)(b).
If the controlled foreign corporation
has income derived from or in connec-
tion with, the use (or hiring or leasing
for use) of any aircraft or vessel in for-
eign commerce, or derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign com-
merce, it shall be necessary to estab-
lish, from the books and records of the
controlled foreign corporation, that
such aircraft or vessel was used in for-
eign commerce within the meaning of
subparagraphs (3) and (4) of § 1.954–6(b).

(8) Income on which taxes are not sub-
stantially reduced. The gross income ex-
cluded from foreign base company in-
come under section 954(b)(4) and para-
graph (b)(3) or (4) of § 1.954–1 in the case
of a controlled foreign corporation not
availed of to substantially reduce in-
come taxes, the income or similar
taxes incurred with respect thereto,
and all other factors necessary to ver-
ify the application of such exclusion.

(9) Qualified investments in foreign base
company shipping operations. The for-
eign base company shipping income
that is excluded from foreign base com-
pany income under section 954(b)(2) and
§ 1.954–1(b)(1).

(10) Special rule for shipping income.
The distributions received through a
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chain of ownership described in section
958(a) which are excluded from foreign
base company income under section
954(b)(6)(B) and § 1.954–1(b)(2).

(11) Deductions. The deductions allo-
cable, under paragraph (c) of § 1.954–1,
to each of the classes and subclasses of
gross income described in subpara-
graphs (1) through (9) of this para-
graph.

(e) Exclusion under section 963. Books
or records sufficient to verify the ap-
plication of the exclusion provided by
section 963 with respect to the subpart
F income for the taxable year of a con-
trolled foreign corporation must estab-
lish that the conditions set forth in
paragraph (a)(2) of § 1.963–1 have been
met.

(f) Exclusion under section 970(a).
Books or records sufficient to verify
the application for the taxable year of
the exclusion provided by section 970(a)
in respect of export trade income which
is foreign base company income must
establish for such year—

(1) That the controlled foreign cor-
poration is an export trade corpora-
tion, as defined in section 971(a) and
paragraph (a) of § 1.971–1,

(2) The export trade income, as deter-
mined under section 971(b) and para-
graph (b) of § 1.971–1, which constitutes
foreign base company income,

(3) The export promotion expenses, as
determined under section 971(d) and
paragraph (d) of § 1.971–1, which are al-
locable to the excludable export trade
income,

(4) The gross receipts, and the gross
amount on which is computed com-
pensation included in gross receipts,
from property in respect of which the
excludable export trade income is de-
rived, as described in section
970(a)(1)(B) and paragraph (b)(2)(ii) of
§ 1.970–1, and

(5) The increase in investments in ex-
port trade assets, as determined under
section 970(c)(2) and paragraph (d)(2) of
§ 1.970–1.

(g–1) Withdrawal of previously excluded
subpart F income from qualified invest-
ment in less developed countries. Books
or records sufficient to verify the pre-
viously excluded subpart F income of
the controlled foreign corporation
withdrawn from investment in less de-

veloped countries for the taxable year
must establish—

(1) The sum of the amounts of income
excluded from foreign base company
income under section 954(b)(1) and
paragraph (b)(1) of § 1.954–1 (as in effect
for taxable years beginning before Jan-
uary 1, 1976; see 26 CFR 1.954–1(b)(1)
(Revised as of April 1, 1975)) for all
prior taxable years,

(2) The sum of the amounts of pre-
viously excluded subpart F income
withdrawn from investment in less de-
veloped countries for all prior taxable
years, as determined under section
955(a) (as in effect before the enact-
ment of the Tax Reduction Act of 1975)
and paragraph (b) of § 1.955–1, and

(3) The amount withdrawn from in-
vestment in less developed countries
for the taxable year as determined
under section 955(a) (as in effect before
the enactment of the Tax Reduction
Act of 1975) and paragraph (b) of § 1.955–
1.

(g–2) Withdrawal of previously excluded
subpart F income from investment in for-
eign base company shipping operations.
Books or records sufficient to verify
the previously excluded subpart F in-
come of the controlled foreign corpora-
tion withdrawn from investment in for-
eign base company shipping operations
for the taxable year must establish—

(1) The sum of the amounts of income
excluded from foreign base company
income under section 954(b)(2) and
paragraph (b)(1) of § 1.954–1 for all prior
taxable years,

(2) The sum of the amounts of pre-
viously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all prior taxable years, as determined
under section 955(a) and paragraph (b)
of § 1.955A–1,

(3) The amount withdrawn from in-
vestment in foreign base company ship-
ping operations for the taxable year as
determined under section 955(a) and
paragraph (b) of § 1.955A–1, and

(4) If the carryover (as described in
§ 1.955A–1(b)(3)) of amounts relating to
investments in less developed country
shipping companies (as described in
§ 1.995–5(b)) is applicable, (i) the
amount of the corporation’s qualified
investments (determined under § 1.955–2
other than paragraph (b)(5) thereof) in
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less developed country shipping compa-
nies at the close of the last taxable
year of the corporation beginning be-
fore January 1, 1976, and (ii) the
amount of the limitation with respect
to previously excluded subpart F in-
come (determined under § 1.955–
1(b)(1)(i)(b)) for the first taxable year of
the corporation beginning after Decem-
ber 31, 1975.

(h) Withdrawal of previously excluded
export trade income from investment.
Books or records sufficient to verify
the previously excluded export trade
income of the controlled foreign cor-
poration withdrawn from investment
for the taxable year must establish the
United States shareholder’s propor-
tionate share of—

(1) The sum of the amounts by which
the subpart F income of such corpora-
tion was reduced for all prior taxable
years under section 970(a) and para-
graph (b) of § 1.970–1,

(2) The sum of the amounts described
in section 970(b)(1)(B),

(3) The sum of the amounts of pre-
viously excluded export trade income
of such corporation withdrawn from in-
vestment under section 970(b) and para-
graph (c) of § 1.970–1 for all prior tax-
able years, and

(4) The amount withdrawn from in-
vestment under section 970(b) and para-
graph (c) of § 1.970–1 for the taxable
year.

(i) Increase in earnings invested in
United States property. Books or records
sufficient to verify the increase for the
taxable year in earnings invested by
the controlled foreign corporations in
United States property must estab-
lish—

(1) The amount of such corporation’s
earnings invested in United States
property (as defined in section 956(b)(1)
and paragraph (a) of § 1.956–2) at the
close of the current and preceding tax-
able years, as determined under para-
graph (b) of § 1.956–1,

(2) The amount of excluded property
described in section 956(b)(2) and para-
graph (b) of § 1.956–2 held by such cor-
poration at the close of such years,

(3) The earnings and profits, to which
section 959(c)(1) and paragraph (b)(1) of
§ 1.959–3 apply, distributed by such cor-
poration during the preceding taxable
year, and

(4) The amount of increase in earn-
ings invested by such corporation in
United States property which is ex-
cluded from the United States share-
holder’s gross income for the taxable
year under section 959(a)(2) and para-
graph (c) of § 1.959–1.

[T.D. 6824, 30 FR 6481, May 11, 1965, as amend-
ed by T.D. 7211, 37 FR 21436, Oct. 11, 1972; T.D.
7893, 48 FR 22511, May 19, 1983; T.D. 8331, 56
FR 2849, Jan. 25, 1991]

§ 1.964–5 Effective date of subpart F.
Sections 951 through 964 and §§ 1.951

through 1.964–4 shall apply with respect
to taxable years of foreign corporations
beginning after December 31, 1962, and
to taxable years of United States
shareholders within which or with
which such taxable years of such cor-
porations end.

[T.D. 7120, 36 FR 10862, June 4, 1971

EXPORT TRADE CORPORATIONS

§ 1.970–1 Export trade corporations.
(a) In general. Sections 970 through

972 provide in general that if a con-
trolled foreign corporation is an export
trade corporation for any taxable year,
the subpart F income of such corpora-
tion shall, subject to limitations pro-
vided by section 970(a) and paragraph
(b) of this section, be reduced by so
much of such corporation’s export
trade income as constitutes foreign
base company income. To the extent
subpart F income of an export trade
corporation is reduced under section
970 and this section, an amount is re-
quired by section 970(b) and paragraph
(c) of this section to be included in
gross income of United States share-
holders of the corporation if there is a
subsequent decrease in such corpora-
tion’s investments in export trade as-
sets. See section 971(a) and paragraph
(a) of § 1.971–1 for definition of the term
‘‘export trade corporation’’, section
971(b) and paragraph (b) of § 1.971–1 for
definition of the term ‘‘export trade in-
come’’, and section 971(c) and para-
graph (c) of § 1.971–1 for definition of
the term ‘‘export trade assets’’.

(b) Amount by which export trade in-
come shall reduce subpart F income—(1)
Deductible amount. The subpart F in-
come, determined as provided in sec-
tion 952 and the regulations thereunder
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