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is attributable to the adjustment under para-
graph (f)(1) of this section. A must reduce by
$20 the amount of intangible drilling costs to
be amortized under paragraph (f)(1) of this
section in 1995 through 1998 (the balance of
the 60-month amortization period).

[T.D. 8340, 56 FR 11084, Mar. 15, 1991, as
amended by T.D. 8352, 56 FR 29433, June 27,
1991; T.D. 8454, 57 FR 60477, Dec. 21, 1992; T.D.
8482, 58 FR 42207, Aug. 9, 1993; T.D. 8566, 59 FR
51371, Oct. 11, 1994]

TAX PREFERENCE REGULATIONS

§ 1.57–0 Scope.
For purposes of the minimum tax for

tax preferences (subtitle A, chapter I,
part VI), the items of tax preference
are:

(a) Excess investment interest,
(b) The excess of accelerated depre-

ciation on section 1250 property over
straight line depreciation,

(c) The excess of accelerated depre-
ciation on section 1245 property subject
to a net lease over straight line depre-
ciation,

(d) The excess of the amortization de-
duction for certified pollution control
facilities over the depreciation other-
wise allowable,

(e) The excess of the amortization de-
duction for railroad rolling stock over
the depreciation otherwise allowable,

(f) The excess of the fair market
value of a share of stock received pur-
suant to a qualified or restricted stock
option over the exercise price,

(g) The excess of the addition to the
reserve for losses on bad debts of finan-
cial institutions over the amount
which have been allowable based on ac-
tual experience,

(h) The excess of the percentage de-
pletion deduction over the adjusted
basis of the property, and

(i) The capital gains deduction allow-
able under section 1202 or an equivalent
amount in the case of corporations.
Accelerated depreciation on section
1245 property subject to a net lease and
excess investment interest are not
items of tax preference in the case of a
corporation, other than a personal
holding company (as defined in section
542) and an electing small business cor-
poration (as defined in section 1371(b)).
In addition, excess investment interest
is an item of tax preference only for
taxable years beginning before January

1, 1972. Rules for the determination of
the items of tax preference are con-
tained in §§ 1.57–1 through 1.57–5. Gen-
erally, in the case of a nonresident
alien or foreign corporation, the appli-
cation of §§ 1.57–1 through 1.57–5 will be
limited to cases in which the taxpayer
has income effectively connected with
the conduct of a trade or business with-
in the United States. Special rules for
the treatment of items of tax pref-
erence in the case of certain entities
and the treatment of items of tax pref-
erence relating to income from sources
outside the United States are provided
in section 58 and in §§ 1.58–1 through
1.58–8.

[T.D. 7564, 43 FR 40470, Sept. 12, 1978]

§ 1.57–1 Items of tax preference de-
fined.

(a) [Reserved]
(b) Accelerated depreciation on section

1250 property—(1) In general. Section
57(a)(2) provides that, with respect to
each item of section 1250 property (as
defined in section 1250(c)), there is to
be included as an item of tax pref-
erence the amount by which the deduc-
tion allowable for the taxable year for
depreciation or amortization exceeds
the deduction which would have been
allowable for the taxable year if the
taxpayer had depreciated the property
under the straight line method for each
year of its useful life for which the tax-
payer has held the property. The deter-
mination of the excess under section
57(a)(2) is made with respect to each
separate item of section 1250 property.
Accordingly, where the amount of de-
preciation which would have been al-
lowable with respect to one item of sec-
tion 1250 property if the taxpayer had
originally used the straight line meth-
od exceeds the allowable depreciation
or amortization with respect to such
property, such excess may not be used
to reduce the amount of the item of tax
preference resulting from another item
of section 1250 property.

(2) Separate items of section 1250 prop-
erty. The determination of what con-
stitutes a separate item of section 1250
property is to be made on the facts and
circumstances of each individual case.
In general, each building (or compo-
nent thereof, if the taxpayer uses the
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component method of computing de-
preciation) is a separate item of sec-
tion 1250 property. However, for pur-
poses of this section, assets placed in a
group, classified, or composite account
are to be treated as a single item by a
taxpayer, provided that such account
contains only property placed in serv-
ice during a single taxable year. In ad-
dition, two or more items may be
treated as one item of section 1250
property for purposes of this paragraph
where, with respect to each such item:

(i) The period for which depreciation
is taken begins on the same date, (ii)
the same estimated useful life has con-
tinually been used for purposes of tak-
ing depreciation or amortization, and
(iii) the same method (and rate) of de-
preciation or amortization has contin-
ually been used. For example, assume a
taxpayer constructed a 40-unit rental
townhouse development and began tak-
ing declining balance depreciation on
all 40 units as of January 1, 1970, at a
uniform rate and has consistently
taken depreciation on all 40 units on
this same basis. Although each town-
house is a separate item of section 1250
property, all 40 townhouses may be
treated as one item of section 1250
property for purposes of the minimum
tax since the conditions of subdivisions
(i), (ii), and (iii) of this subparagraph
are met. This would be true even if the
40 townhouses comprised two 20-unit
developments located apart from each
other. However, if the taxpayer con-
structed an additional development or
new section on the existing develop-
ment for which he began taking depre-
ciation on July 1, 1970, at a uniform
rate for all the additional units, the ad-
ditional units and the original units
may not be treated as one item of sec-
tion 1250 property since the condition
of subdivision (i) of this subparagraph
is not met. Where a portion of an item
of section 1250 property has been depre-
ciated or amortized under a method (or
rate) which is different from the meth-
od (or rate) under which the other por-
tion or portions of such item have been
depreciated or amortized, such portion
is considered a separate item of section
1250 property for purposes of this para-
graph.

(3) Allowable depreciation or amortiza-
tion. The phrase ‘‘deduction allowable

for the taxable year for exhaustion,
wear and tear, obsolescence, or amorti-
zation’’ and references in this para-
graph to ‘‘allowable depreciation or
amortization’’ include deductions al-
lowable for the taxable year under sec-
tions 162, 167, 212, or 611 for the depre-
ciation or amortization of section 1250
property. Such phrase does not include
depreciation allowable in the year in
which the section 1250 property is dis-
posed of. For the determination of ‘‘al-
lowable depreciation or amortization’’
for taxable years in which the taxpayer
has taken no deduction, see § 1.1016–
3(a)(2).

(4) Straight line depreciation. (i) For
purposes of computing the depreciation
which would have been allowable for
the taxable year if the taxpayer had de-
preciated the property under the
straight line method for each taxable
year of its useful life, the taxpayer
must use the same useful life and sal-
vage value as was used for the first tax-
able year in which the taxpayer depre-
ciated or amortized the property (sub-
ject to redeterminations made pursu-
ant to § 1.167(a)–1 (b) and (c)). If, how-
ever, for any taxable year, no useful
life was used under the method of de-
preciation or amortization used or an
artificial period was used, such as, for
example, by application of section
167(k), or salvage value was not taken
into account in determining the annual
allowances, such as, for example, under
the declining balance method, then, for
purposes of computing the depreciation
which would have been allowable under
the straight line method for the tax-
able year—

(a) There is to be used the useful life
and salvage value which would have
been proper if depreciation had actu-
ally been determined under the
straight line method (without ref-
erence to an artificial life) throughout
the period the property was held, and

(b) Such useful life and such salvage
value is to be determined by taking
into account for each taxable year the
same facts and circumstances as would
have been taken into account if the
taxpayer had used such method
throughout the period the property was
held.
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If an election under § 1.167(a)–11(f),
§ 1.167(a)–12(e), or § 1.167(a)–12(f) is appli-
cable to the property, the salvage value
of the property shall be determined in
accordance with such election, and the
asset depreciation period (or asset
guideline period) applicable to the
property pursuant to such election
shall be considered to be the useful life
of the property for the purposes of this
section.

(ii) Where the taxpayer acquires
property in a transaction to which sec-
tion 381(a) applies or from another
member of an affiliated group during a
consolidated return year and an ‘‘accel-
erated’’ method of depreciation as de-
scribed in section 167(b) (2), (3), or (4) or
section 167(j)(1) (B) or (C) is permitted
(see § 1.381(c)(6)–1 and § 1.1502–12(g)), the
depreciation which would have been al-
lowable under the straight line method
is determined as if the property had
been depreciated under the straight
line method since depreciation was
first taken on the property by the
transferor of such property. In such
cases, references in this paragraph to
the period for which the property is
held or useful life of the property are
treated as including the period begin-
ning with the commencement of the
original use of the property.

(iii) For purposes of section 57(a)(2),
the straight line method includes the
method of depreciation described in
§ 1.167(b)–1 or any other method which
provides for a uniform proration of the
cost or other basis (less salvage value)
of the property over the estimated use-
ful life of the property to the taxpayer
(in terms of years, hours of use, or
other similar time units) or estimated
number of units to be produced over
the life of the property to the taxpayer.
If a method other than the method de-
scribed in § 1.167(b)–1 is used, the esti-
mated useful life or estimated units of
production shall be determined in a
manner consistent with subdivision (i)
of this subparagraph.

(iv) In the case of property con-
structed by or improvements made by

a lessee, the useful life is to be deter-
mined in accordance with § 1.167(a)–4.

(5) Application for partial period. If an
item is section 1250 property for less
than the entire taxable year, the allow-
able depreciation or amortization in-
cludes only the depreciation or amorti-
zation for that portion of the taxable
year during which the item is section
1250 property and the amount of the de-
preciation which would have been al-
lowable under the straight line method
is determined only with regard to such
portion of the taxable year.

(6) No section 1250 and basis adjust-
ment. No adjustment is to be made as a
result of the minimum tax either to
the basis of section 1250 property or
with respect to computations under
section 1250.

(7) Example. The principles of this
paragraph may be illustrated by the
following example:

Example. The taxpayer’s only item of sec-
tion 1250 property is an office building with
respect to which operations were commenced
on January 1, 1971. The taxpayer depreciates
the component parts of the building on the
declining balance method. The useful life
and costs of the component parts for depre-
ciation purposes are as follows:

Asset Useful life Cost Salvage
value

Building shell ..... 50 $400,000 $50,000
Partitions and

walls ............... 10 40,000 ....................
Ceilings .............. 10 20,000 ....................
Electrical system 25 40,000 2,500
Heating and air-

conditioning
system ............ 25 60,000 2,500

For purposes of computing the item of tax
preference under this paragraph for the tax-
payer, the partitions, walls, and ceilings may
be grouped together and the electrical, heat-
ing, and air-conditioning systems may be
grouped together since the period for which
depreciation is taken began with respect to
the assets within these two groups on the
same date and the assets within each group
have continually had the same useful life
and have continually been depreciated under
the same method (and rate).

(a) The taxpayer’s 1971 item of tax preference under this paragraph would be determined
as follows:
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(1) (2) (3) (4)

Item of 1250 property
Declining

balance depre-
ciation

Straight line
depreciation

Excess of (2)
over (3)

1. Shell .............................................................................................................. $12,000 $7,000 $5,000
2. Partitions, walls, ceilings ............................................................................... 9,000 6,000 3,000
3. Electrical, heating and air-conditioning systems ........................................... 6,000 3,800 2,200

1971 preference ......................................................................................... ........................ ........................ 10,200

(b) Assuming the above facts are the same for 1974, the taxpayer’s 1974 item of tax pref-
erence under this paragraph would be determined as follows:

(1) (2) (3) (4)

Item of 1250 property
Declining

balance depre-
ciation

Straight line
depreciation

Excess of (2)
over (3)

1. Shell .............................................................................................................. $10,952 $7,000 $3,952
2. Partitions, walls, ceilings ............................................................................... 5,529 6,000 None
3. Electrical, heating and air-conditioning systems ........................................... 4,983 3,800 1,183

1974 preference ......................................................................................... ........................ ........................ 5,135

(c) Accelerated depreciation on section
1245 property subject to a net lease—(1) In
general. Section 57(a)(3) provides that,
with respect to each item of section
1245 property (as defined in section
1245(a)(3)) which is the subject of a net
lease for the taxable year, there is to
be included as an item of tax pref-
erence the amount by which the deduc-
tion allowable for the taxable year for
depreciation or amortization exceeds
the deduction which would have been
allowable for the taxable year if the
taxpayer had depreciated the property
under the straight line method for each
year of its useful life for which the tax-
payer has held the property. Except as
provided in paragraph (b)(1)(ii) of this
section, the determination of the ex-
cess under section 57(a)(3) is made with
respect to each separate item of sec-
tion 1245 property. Accordingly, where
the amount of depreciation which
would have been allowable with respect
to one item of section 1245 property if
the taxpayer had originally used the
straight line method exceeds the allow-
able depreciation or amortization with
respect to such property, such excess
may not be used to reduce the amount
of the item of tax preference resulting
from another item of section 1245 prop-
erty.

(2) Separate items of property. The de-
termination of what constitutes a sepa-
rate item of section 1245 property must
be made on the facts and cir-

cumstances of each individual case.
Such determination shall be made in a
manner consistent with the principles
expressed in paragraph (b)(2) of this
section.

(3) Allowable depreciation or amortiza-
tion. The phrase ‘‘deduction allowable
for the taxable year for exhaustion,
wear and tear, obsolescence, or amorti-
zation’’ and references in this para-
graph to ‘‘allowable depreciation or
amortization’’ include deductions al-
lowable for the taxable year under sec-
tions 162, 167 (including depreciation
allowable under section 167 by reason
of section 179), 169, 184, 185, 212, or 611
for the depreciation or amortization of
section 1245 property. Such phrase does
not include depreciation allowable in
the year in which the section 1245 prop-
erty is disposed of. Amortization of
certified pollution control facilities
under section 169, and amortization of
railroad rolling stock under section 184
are not to be treated as amortization
for purposes of section 57(a)(3) to the
extent such amounts are treated as an
item of tax preference under section
57(a) (4) or (5) (see paragraphs (d) and
(e) of this section). For the determina-
tion of ‘‘allowable depreciation or am-
ortization’’ for taxable years in which
the taxpayer has taken no deduction,
see § 1.1016–3(a)(2).

(4) Straight line method of depreciation.
The determination of the depreciation
which would have been allowable under
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the straight line method shall be made
in a manner consistent with paragraph
(b)(4) of this section. Such amount
shall include any amount allowable
under section 167 by reason of section
179 (relating to additional first-year de-
preciation for small business).

(5) Application for partial period. If an
item is section 1245 property for less
than the entire taxable year or subject
to a net lease for less than the entire
taxable year the allowable depreciation
or amortization includes only the de-
preciation or amortization for that
portion of the taxable year during
which the item was both section 1245
property and subject to a net lease and
the amount of the depreciation which
would have been allowable under the
straight line method is to be deter-
mined only with regard to such portion
of the taxable year.

(6) Net lease. Section 57(a)(3) applies
only if the section 1245 property is the
subject of a net lease for all or part of
the taxable year. See § 1.57–3 for the de-
termination of when an item is consid-
ered the subject of a net lease. p

(7) No section 1245 and basis adjust-
ment. No adjustment is to be made as a
result of the minimum tax either to
the basis of section 1245 property or
with respect to computations under
section 1245.

(8) Nonapplicability to corporations.
Section 57(a)(3) does not apply to a cor-
poration other than an electing small
business corporation (as defined in sec-
tion 1371(b)) and a personal holding
company (as defined in section 542).

(d) Amortization of certified pollution
control facilities—(1) In general. Section
57(a)(4) provides that, with respect to
each certified pollution control facility
for which an election is in effect under
section 169, there is to be included as
an item of tax preference the amount
by which the deduction allowable for
the taxable year under such section ex-
ceeds the depreciation deduction which
would otherwise be allowable under
section 167. The determination under
section 57(a)(4) is made with respect to
each separate certified pollution con-
trol facility. Accordingly, where the
amount of the depreciation deduction
which would otherwise be allowable
under section 167 with respect to one
facility exceeds the allowable amorti-

zation deduction under section 169 with
respect to such facility, such excess
may not be used to offset an item of
tax preference resulting from another
facility.

(2) Separate facilities. The determina-
tion of what constitutes a separate fa-
cility must be made on the facts and
circumstances of each individual case.
Generally, each facility with respect to
which a separate election is in effect
under section 169 shall be treated as a
separate facility for purposes of this
paragraph. However, if the depreciation
or amortization which would have been
allowable without regard to section 169
with respect to any part of a facility is
based on a different useful life, date
placed in service, or method of depre-
ciation or amortization from the other
part or parts of such facility, such part
is considered a separate facility for
purposes of this paragraph. For exam-
ple, if a building constitutes a certified
pollution control facility and various
component parts of the building have
different useful lives, each group of
component parts with the same useful
life would be treated as a separate fa-
cility for purposes of this paragraph.
Two or more facilities may be treated
as one facility for purposes of this
paragraph where, with respect to each
such facility: (i) The initial amortiza-
tion under section 169 commences on
the same date, (ii) the facility is placed
in service on the same date, (iii) the es-
timated useful life which would be the
basis for depreciation or amortization
other than under section 169 has con-
tinually been the same, and (iv) the
method of depreciation or amortization
which could have been used without re-
gard to section 169 could have contin-
ually been the same.

(3) Amount allowable under section 169.
For purposes of the determination of
the amount of the deduction allowable
under section 169, see section 169 and
the regulations thereunder. Such
amount, however, does not include am-
ortization allowable in the year in
which the pollution control facility is
disposed of.

(4) Otherwise allowable deduction. (i)
The determination of the amount of
the depreciation deduction otherwise
allowable under section 167 is made as
if the taxpayer had depreciated the
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property under section 167 for each
year of its useful life for which the
property has been held. This amount
may be determined under § 1.167(a)–
(11)(c) if the property is eligible prop-
erty (as defined in § 1.167(a)–11(b)(2))
and, during the taxable year in which
the property was first placed in service,
the taxpayer—

(a) Has made an election under
§ 1.167(a)–11(f) with respect to eligible
property first placed in service in such
taxable year, or

(b) Has placed no eligible property in
service other than property described
in § 1.167(a)–11(b)(5) (iii), (iv), or (v).
The amount determined pursuant to
the preceding sentence shall be deter-
mined as if the taxpayer had depre-
ciated the property in accordance with
§ 1.167(a)–11 for all years to which such
section applies and during which the
taxpayer held the property. This
amount may be determined under
§ 1.167(a)–12(a)(5) if the property is
qualified property (as defined in § 1.
167(a)–12 (a)(3)) and the taxpayer has
made an election with respect to such
property under § 1.167(a)–12(e). If the
taxpayer has made an election under
§ 1.167(a)–12(f)(1) for a taxable year end-
ing before January 1, 1971, this amount
shall be determined for such year in ac-
cordance with such election. For pur-
poses of this determination, any meth-
od selected by the taxpayer which
would have been permissible under sec-
tion 167 for such taxable year, includ-
ing accelerated methods, may be used.
Any additional amount which would
have been allowable by reason of sec-
tion 179 (relating to additional first-
year depreciation for small business)
may be included provided such amount
is reflected in the determination made
under this paragraph in subsequent
years.

(ii) If a deduction for depreciation
has not been taken by the taxpayer in
any taxable year under section 167 with
respect to the facility—

(a) There is to be used the useful life
and salvage value which would have
been proper under section 167.

(b) Such useful life and salvage value
is determined by taking into account
for each taxable year the same facts
and circumstances as would have been
taken into account if the taxpayer had

used such method throughout the pe-
riod the property has been held, and

(c) The date the property is placed in
service is, for purposes of this section,
deemed to be the first day of the first
month for which the amortization de-
duction is taken with respect to the fa-
cility under section 169.

If, prior to the date amortization be-
gins under section 169, a deduction for
depreciation has been taken by the tax-
payer in any taxable year under sec-
tion 167 with respect to the facility,
the useful life, salvage value, etc., used
for that purpose is deemed to be the ap-
propriate useful life, salvage value,
etc., for purposes of this paragraph,
with such adjustments as are appro-
priate in light of the facts and cir-
cumstances which would have been
taken into account since the time the
last such depreciation deduction was
taken, unless it is established by clear
and convincing evidence that some
other useful life, salvage value, or date
the property is placed in service is
more appropriate.

(iii) For purposes of section 57(a)(4)
and this paragraph, if the deduction for
amortization or depreciation which
would have been allowable had no elec-
tion been made under section 169 would
have been—

(a) An amortization deduction based
on the term of a leasehold or

(b) A depreciation deduction deter-
mined by reference to section 611,

such deduction is to be deemed to be a
deduction allowable under section 167.

(iv) If a facility is subject to amorti-
zation under section 169 for less than
the entire taxable year, the otherwise
allowable depreciation deduction under
section 167 shall be determined only
with regard to that portion of the tax-
able year during which the election
under section 169 is in effect.

(v) If less than the entire adjusted
basis of a facility is subject to amorti-
zation under section 169, the otherwise
allowable depreciation deduction under
section 167 shall be determined only
with regard to that portion of the ad-
justed basis subject to amortization
under section 169.

(5) No section 1245 and basis adjust-
ment. No adjustment is to be made as a
result of the minimum tax either to
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the basis of a certified pollution con-
trol facility or with respect to com-
putations under sections 1245.

(6) Relationship to section 57(a)(3). See
paragraph (c)(3) with respect to an ad-
justment in the amount treated as am-
ortization under that provision where
both paragraphs (3) and (4) of section
57(a) are applicable to the same item of
property.

(7) Example. The principles of this
paragraph may be illustrated by the
following example:

Example. A calendar year taxpayer has a
certified pollution control facility on which
an election is in effect under section 169
commencing with January 1, 1971. No part of
the facility is section 1250 property. The
original basis of the facility is $100,000 of
which $75,000 constitutes amortizable basis.
The useful life of the facility is 20 years. The
taxpayer depreciates the $25,000 portion of
the facility which is not amortizable basis
under the double declining method and began
taking depreciation on January 1, 1971.

(a) The taxpayer’s 1971 item of tax
preference under this paragraph would
be determined as follows:
1. Amortization deduction .................................... $15,000
2. Depreciation deduction on amortizable basis

(double declining method) ................................ 7,500

1971 preference (excess of 1 over 2) ... 7,500

(b) If the taxpayer terminated his election
under section 169 in 1972 effective as of July
1, 1972, the taxpayer’s 1972 item of tax pref-
erence would be determined as follows:
1. Amortization deduction .................................... $7,500
2. Depreciation deduction on amortizable basis:

Full year ($75,000 (original basis) less
$7,500 (‘‘depreciation’’ to 1–1–72) equals
adjusted basis of $67,500; multiplied by
0.10 (double declining rate)) ..................... 6,750

Portion of full year’s depreciation attrib-
utable to amortization period (one-half) .... 3,375

1972 preference (excess of 1 over 2) ... 4,125

(e) Amortization of railroad rolling
stock—(1) In general. Section 57(a)(5)
provides that, with respect to each unit
of railroad rolling stock for which an
election is in effect under section 184,
there is to be included as an item of
tax preference the amount by which
the deduction allowable for the taxable
year under such section exceeds the de-
preciation deduction which would oth-
erwise be allowable under section 167.
The determination under section
57(a)(5) is made with respect to each
separate unit of rolling stock. Accord-

ingly, where the amount of the depre-
ciation deduction which would other-
wise be allowable under section 167
with respect to one unit exceeds the al-
lowable amortization deduction under
section 184 with respect to such unit,
such excess may not be used to offset
an item of tax preference resulting
from another unit.

(2) Separate units of rolling stock. The
determination of what constitutes a
separate unit of rolling stock must be
made on the facts and circumstances of
each individual case. Such determina-
tion shall be made in a manner con-
sistent with the manner in which the
comparable determination is made
with respect to separate certified pol-
lution control facilities under para-
graph (d) (2) of this section.

(3) Amount allowable under section 184.
For purposes of the determination of
the amount of the deduction allowable
under section 184, see section 184. Such
amount, however, does not include am-
ortization allowable in the year in
which the rolling stock is disposed of.

(4) Otherwise allowable deduction. The
determination of the amount of the de-
preciation deduction otherwise allow-
able under section 167 is to be made in
a manner consistent with the manner
in which the comparable deduction
with respect to certified pollution con-
trol facilities is determined under
paragraph (d)(4) of this section.

(5) No section 1245 or basis adjustment.
No adjustment is to be made as a result
of the minimum tax either to the basis
of a unit of railroad rolling stock or
with respect to computations under
section 1245.

(6) Relationship to section 57(a)(3). See
paragraph (c)(3) of this section with re-
spect to an adjustment in the amount
treated as amortization under that pro-
vision where both paragraphs (3) and
(5) of section 57(a) are applicable to the
same item.

(f) Stock options—(1) In general. Sec-
tion 57(a)(6) provides that with respect
to each transfer of a share of stock pur-
suant to the exercise of a qualified
stock option or a restricted stock op-
tion, there shall be included by the
transferee as an item of tax preference
the amount by which the fair market
value of the share at the time of exer-
cise exceeds the option price. The
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stock option item of tax preference is
subject to tax under section 56(a) in the
taxable year of the transferee in which
the transfer is made.

(2) Definitions. See generally § 1.421–7
(e), (f), and (g) for the definitions of
‘‘option price,’’ ‘‘exercise,’’ and ‘‘trans-
fer,’’ respectively; however, in the case
of a transfer of a share of stock pursu-
ant to the exercise of a qualified stock
option or a restricted stock option
after the death of an employee by the
estate of the decedent (or by a person
who acquired the right to exercise such
option by bequest or inheritance or by
reason of the death of the decedent),
the term ‘‘option price’’ shall, for pur-
poses of this paragraph, include both
the consideration paid by the estate (or
such person) for such share of stock
and so much of the basis of the option
as is attributable to such share of
stock. For the definition of a qualified
stock option see section 422(b) and
§ 1.422–2. For the definition of a re-
stricted stock option see section 424(b)
and § 1.424–2. The definitions and spe-
cial rules contained in section 425 and
the regulations thereunder are applica-
ble to this paragraph.

(3) Fair market value. In accordance
with the principles of section 83(a)(1),
the fair market value of a share of
stock received pursuant to the exercise
of a qualified or restricted stock option
is to be determined without regard to
restrictions (other than nonlapse re-
strictions within the meaning of § 1.83–
3(h)). Notwithstanding any valuation
date given in section 83(a)(1), for pur-
poses of this section, fair market value
is determined as of the date the option
is exercised.

(4) Foreign source options. In the case
of an option attributable to sources
within any foreign country or posses-
sion, see section 58(g) and § 1.58–8.

(5) Inapplicability in certain cases. (i)
Section 57(a)(6) is inapplicable if during
the same taxable year in which stock is
transferred pursuant to the exercise of
an option, the transferee makes a dis-
position (within the meaning of section
425(c)) of such stock. In the case of a
nonresident alien, section 57(a)(6) is in-
applicable to the extent the stock op-
tion is attributable (in accordance with
the principles of sections 861 through

863 and the regulations thereunder) to
sources without the United States.

(ii) Section 57(a)(6) is inapplicable if
section 421(a) does not apply to the
transfer because of employment re-
quirements of section 422(a)(2) or
424(a)(2).

(6) Proportionate applicability. Where,
by reason of section 422 (b)(7) and (c)(3)
(relating to percentage ownership limi-
tations), only a portion of a transfer
qualifies for application of section 421,
the fair market value and option price
shall be determined only with regard to
that portion of the transfer which so
qualifies.

(7) No basis adjustment. No adjustment
shall be made to the basis of the stock
received pursuant to the exercise of a
qualified or restricted stock option as a
result of the minimum tax.

(g) Reserves for losses on bad debts of fi-
nancial institutions—(1) In general. Sec-
tion 57(a)(7) provides that, in the case
of a financial institution to which sec-
tion 585 or 593 (both relating to re-
serves for losses on loans) applies,
there shall be included as an item of
tax preference the amount by which
the deduction allowable for the taxable
year for a reasonable addition to a re-
serve for bad debts exceeds the amount
that would have been allowable had the
institution maintained its bad debt re-
serve for all taxable years on the basis
of the institution’s actual experience.

(2) Taxpayers covered. Section 57(a)(7)
applies only to an institution (or orga-
nization) to which section 585 or 593 ap-
plies. See sections 585(a) and 593(a) and
the regulations thereunder for a de-
scription of those institutions.

(3) Allowable deduction. For purposes
of this paragraph, the amount of the
deduction allowable for the taxable
year for a reasonable addition to a re-
serve for bad debts is the amount of the
deduction allowed under section 166(c)
by reference to section 585 or 593.

(4) Actual experience. (i) For purposes
of this paragraph, the determination of
the amount which would have been al-
lowable had the institution maintained
its reserve for bad debts on the basis of
actual experience is the amount deter-
mined under section 585(b)(3)(A) and
the regulations thereunder. For this
purpose, the beginning balance for the
first taxable year ending in 1970 is the
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amount which bears the same ratio to
loans outstanding at the beginning of
the taxable year as (a) the total bad
debts sustained during the 5 preceding
taxable years, adjusted for recoveries
of bad debts during such period, bears
to (b) the sum of the loans outstanding
at the close of such 5 taxable years.
The taxpayer may, however, select a
more appropriate balance based on its
actual experience during a shorter pe-
riod subject to the approval of the dis-
trict director upon examination of the
return provided there are unusual cir-
cumstances which indicate that such
period is more indicative of the tax-
payer’s actual loss experience. Any
such selection and approval shall be
made in a manner consistent with the
selection and approval of a bad debt re-
serve method under § 1.166–1(b). In the
case of an institution which has been
in existence for less than 5 taxable
years as of the beginning of the first
taxable year ending in 1970, the above
formula for determining the beginning
balance is applied by substituting the
number of taxable years for which the
institution has been in existence as of
the beginning of the taxable year for
‘‘5’’ each time it appears. If any taxable
year utilized in the above formula for
determining the beginning balance is a

short taxable year the amount of the
bad debts, adjusted for recoveries, for
such taxable year is modified by divid-
ing such amount by the number of days
in the taxable year and multiplying the
resulting amount by 365. The beginning
balance for any subsequent taxable
year is the amount of the beginning
balance of the preceding taxable year,
decreased by bad debt losses during
such year, increased by recoveries of
bad debts during such year and in-
creased by the lower of the maximum
amount determined under section
585(b)(3)(A) for such year or the amount
of the deduction allowed for such year.
The application of this subdivision (i)
may be illustrated by the following ex-
ample:

Example. The Y Bank, a calendar year tax-
payer, uses the reserve method of acounting
for bad debts. On December 31, 1969, Y deter-
mines the balance of its reserve for bad debts
to be $70,000 under the percentage method.
On the same date Y’s 5-year moving average
is $52,000. Y incurs net bad debt losses (bad
debt losses less recoveries of bad debts) of
$3,000 for each of the years 1970, 1971, and
1972, which it charges to its reserve for bad
debts. Y’s 6-year moving averages computed
under section 585(b)(3)(A) at the close of 1970,
1971, and 1972 are $50,000, $49,000, and $51,000,
respectively. Y’s preference items are com-
puted as follows based upon additional facts
assumed:

1970 1971 1972

1. Bad debt reserve—percentage method:
(a) Balance beginning of year (closing balance prior year) .............................................. $70,000 $70,000 $68,000
(b) Net bad debts charged to reserve ............................................................................... 3,000 3,000 3,000

(c) Subtotal ......................................................................................................................... 67,000 67,000 65,000
(d) Deduction allowed ........................................................................................................ 3,000 1,000 4,000

(e) Balance end of year ..................................................................................................... 70,000 68,000 69,000
2. Bad debt reserve—‘‘actual experience’’:

(a) Beginning balance (for 1970, 5-year moving average; for other years, closing
balance prior year) ......................................................................................................... 52,000 50,000 48,000

(b) Net bad debts charged to reserve ............................................................................... 3,000 3,000 3,000

(c) Subtotal ......................................................................................................................... 49,000 47,000 45,000
(d) Maximum amount under section 585 (b)(3)(A) (6-year moving average minus (c)) ... 1,000 2,000 6,000
(e) Deduction allowed (line 1(d)) ....................................................................................... 3,000 1,000 4,000
(f) Lower of (d) or (e) ......................................................................................................... 1,000 1,000 4,000

(g) Closing balance (line (c) + (f)) ..................................................................................... 50,000 48,000 49,000
3. Preference item under section 57(a)(7):

(a) Deduction allowed ........................................................................................................ 3,000 1,000 4,000
(b) Maximum amount under section 585(b)(3)(A) ............................................................. 1,000 2,000 6,000

(c) Preference item (excess of (a) over (b)) ...................................................................... 2,000 0 0

(ii) In the case of a new institution
whose first taxable year ends after 1969,

its beginning balance for its reserve for
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bad debts, for purposes of this para-
graph, is zero and its reasonable addi-
tion to the reserve for such taxable
year is determined on the basis of the
actual experience of similar institu-
tions located in the area served by the
taxpayer.

(h) Depletion—(1) In general. Section
57(a)(8) provides that with respect to
each property (as defined in section
614), there is to be included as an item
of tax preference the amount by which
the deduction allowable for the taxable
year under section 611 for depletion for
the property exceeds the adjusted basis
of the property at the end of the tax-
able year (determined without regard
to the depletion deduction for that tax-
able year). The determination under
section 57(a)(8) is made with respect to
each separate property. Thus, for ex-
ample, if one mineral property has an
adjusted basis remaining at the end of
the taxable year, such basis may not be
used to reduce the amount of an item
of tax preference resulting from an-
other mineral property.

(2) Allowable depletion. For the deter-
mination of the amount of the deduc-
tion for depletion allowable for the
taxable year see section 611 and the
regulations thereunder.

(3) Adjusted basis. For the determina-
tion of the adjusted basis of the prop-
erty at the end of the taxable year see
section 1016 and the regulations there-
under.

(4) No basis adjustment. No adjustment
is to be made to the basis of property
subject to depletion as a result ot the
minimum tax.

(i) Capital gains—(1) Taxpayers other
than corporations. Section 57(a)(9)(A)
provides that, in the case of a taxpayer
other than a corporation, there is to be
included as an item of tax preference
one-half of the amount by which the
taxpayer’s net long-term capital gain
for the taxable year exceeds the tax-
payer’s net short-term capital loss for
the taxable year. For this purpose, for
taxable years beginning after Decem-
ber 31, 1971, the taxpayer’s net long-
term capital gain does not include an
amount equal to the deduction allow-
able under section 163 (relating to in-
terest expense) by reason of subsection
(d)(1)(C) of that section, and the excess
described in the preceding sentence is

reduced by an amount equal to the re-
duction of disallowed interest expense
by reason of section 163(d)(2)(B). Fur-
thermore, the net long-term capital
gain of an estate or trust does not in-
clude capital gains described in section
642(c)(4). Included in the computation
of the taxpayer’s capital gains item of
tax preference are amounts reportable
by the taxpayer as distributive shares
of gain or loss from partnerships, es-
tates or trusts, electing small business
corporations, common trust funds, etc.
See section 58 and the regulations
thereunder with respect to the above
entities.

Example. For 1971, A, a calendar year indi-
vidual taxpayer, recognized $50,000 from the
sale of securities held for more than 6
months. In addition, A received a $15,000 div-
idend from X Fund, a regulated investment
company, $12,000 of which was designated as
a capital gain dividend by the company pur-
suant to section 852(b)(3)(C). The AB partner-
ship recognized a gain of $20,000 from the sale
of section 1231 property held by the partner-
ship. The AB partnership agreement provides
that A is entitled to 50 percent of the income
and gains of the partnership. A had net
short-term capital loss for the year of
$10,000. A’s 1971 capital gains item of tax
preference is computed as follows:
Capital gain recognized from securities .............. $50,000
Capital gain dividend from regulated investment

company ........................................................... 12,000
Distributive share of partnership capital gain ...... 10,000

Total net long-term capital gain ............ 72,000
Less: net short-term capital loss ......................... (10,000)

Excess of net long-term capital gain over net
short-term capital loss ...................................... 62,000

One-half of above excess .................................... 31,000

(2) Corporations. (i) Section 57(a)(9)(B)
provides that in the case of corpora-
tions there is to be included as an item
of tax preference with respect to a cor-
poration’s net section 1201 gain an
amount equal to the product obtained
by multiplying the excess of the net
long-term capital gain over the net
short-term capital loss by a fraction.
The numerator of this fraction is the
sum of the normal tax rate and the sur-
tax rate under section 11 minus the al-
ternative tax rate under section 1201(a)
for the taxable year, and the denomi-
nator of the fraction is the sum of the
normal tax rate and the surtax rate
under section 11 for the taxable year.
Included in the above computation are
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amounts reportable by the taxpayer as
distributive shares of gain or loss from
partnerships, estates or trusts, com-
mon trust funds, etc. In certain cases
the amount of the net section 1201 gain
which results in preferential treatment
will be less than the amount deter-
mined by application of the statutory
formula. Therefore, in lieu of the statu-
tory formula, the capital gains item of
tax preference for corporations may in
all cases be determined by dividing—

(a) The amount of tax which would
have been imposed under section 11 if
section 1201(a) did not apply minus—

(b) The amount of the taxes actually
imposed
by the sum of the normal tax rate plus
the surtax rate under section 11. In
case of foreign source capital gains and
losses which are not taken into ac-
count pursuant to sections 58(g)(2)(B)
and 1.58–8, the amount determined in
the preceding sentence shall be multi-
plied by a fraction the numerator of
which is the corporation’s net section
1201 gain without regard to such gains
and losses which are not taken into ac-
count and the denominator of which is
the corporation’s net section 1201 gain.
The computation of the corporate cap-
ital gains item of tax preference may
be illustrated by the following exam-
ples:

Example 1. For 1971, A, a calendar year cor-
porate taxpayer, has ordinary income of
$10,000 and net section 1201 gain of $50,000,
none of which is subsection (d) gain (as de-
fined in sec. 1201(d)) and none of which is at-
tributable to foreign sources. A’s 1971 capital
gain item of tax preference may be computed
as follows:
1. Tax under section 11:

Normal tax (0.22×$60,000) ........................... $13,200
Surtax (0.26×$35,000) .................................. 9,100

22,300
2. Tax under section 1201:

(a) Normal tax on ordinary income
(0.22×$10,000) .......................................... $2,200

Tax on net section 1201 gain
(0.30×$50,000) .................... $15,000 $17,200

3. Excess ............................................................. 5,100

4. Normal tax rate plus surtax rate ...................... .48
5. Capital gains preference (line 3 divided by

line 4) ............................................................... 10,625

Example 2. For 1971, A, a calendar year cor-
porate taxpayer, has a loss from operations
of $30,000 and net section 1201 gain of $150,000,
none of which is subsection (d) gain (as de-
fined in section 1201(d)) and none of which is

attributable to foreign sources. A’s 1971 cap-
ital gain item of tax preference may be com-
puted as follows:
1. Tax under section 11:

Normal tax (0.22×$120,000) ......................... $26,400
Surtax (0.26×$95,000) .................................. 24,700

51,100
2. Tax under section 1201(a):

Normal tax on ordinary in-
come ................................... None

Tax on net section 1201 gain
(0.30×$150,000) .................. 45,000 45,000

3. Excess ............................................................. 6,100

4. Normal tax rate plus surtax rate ...................... .48
5. Capital gain preference (line 3 divided by line

4) ...................................................................... 12,708

(ii) In the case of organizations sub-
ject to the tax imposed by section
511(a), mutual savings banks con-
ducting a life insurance business (see
section 594), life insurance companies
(as defined in section 801), mutual in-
surance companies to which part II of
subchapter L applies, insurance compa-
nies to which part III of subchapter L
applies, regulated investment compa-
nies subject to tax under part I of sub-
chapter M, real estate investment
trusts subject to tax under part II of
subchapter M, or any other corporation
not subject to the taxes imposed by
sections 11 and 1201(a), the capital
gains item of tax preference may be
computed in accordance with subdivi-
sion (i) of this subparagraph except
that, in lieu of references to section 11,
there is to be substituted the section
which imposes the tax comparable to
the tax imposed by section 11 and, in
lieu of references to section 1201(a),
there is to be substituted the section
which imposes the alternative or spe-
cial tax applicable to the capital gains
of such corporation.

(iii) For purposes of this paragraph,
where the net section 1201 gain is not
in any event subject to the tax com-
parable to the normal tax and the sur-
tax under section 11, such as in the
case of regulated investment compa-
nies subject to tax under subchapter M,
such comparable tax shall be computed
as if it were applicable to net section
1201 gain to the extent such gain is sub-
ject to the tax comparable to the alter-
native tax under section 1201(a). Thus,
in the case of a regulated investment
company subject to tax under sub-
chapter M, the tax comparable to the
normal tax and the surtax would be the
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tax computed under section 852(b)(1)
determined as if the amount subject to
tax under section 852(b)(3) were in-
cluded in investment company taxable
income. The principles of this subdivi-
sion (iii) may be illustrated by the fol-
lowing example:

Example. M, a calendar year regulated in-
vestment company, in 1971, has investment
company taxable income (subject to tax
under sec. 852(b)(1)) of $125,000 and net long-
term capital gain of $800,000. M company has
no net short-term capital loss but has a de-
duction for dividends paid (determined with
reference to capital gains only) of $700,000,
M’s 1971 capital gains item of tax preference
is computed as follows:

1. Section 852(b)(1) tax computed as if it were applicable to all income including capital
gains:

Amount subject to section 852(b)(1) ............................................................................................... $125,000
Net section 1201 gain ................................................................................................. $800,000
Less: Dividends paid deduction .................................................................................. 700,000

Net section 1201 gain subject to tax at the company level ............................................................ 100,000

225,000
Normal tax (0.22×$225,000) ............................................................................................................................... $49,500
Surtax (0.26×200,000) ........................................................................................................................................ 52,000

101,500

2. Tax comparable to section 1201(a) tax section 852(b)(1) tax:
Normal tax (0.22×125,000) .......................................................................................... $27,500
Surtax (0.26×100,000) ................................................................................................. 26,000 $53,500

Section 852(b)(3) tax (0.30×100,000) ............................................................................................. 30,000

$83,500

3. Excess ........................................................................................................................................................................... 18,000

4. Normal tax rate plus surtax rate ................................................................................................................................... .48
5. Capital gains preference (line 3 divided by line 4) ....................................................................................................... 37,500

(iv) For the computation of the cap-
ital gains item of tax preference in the
case of an electing small business cor-
poration (as defined in section 1371(b)),
see § 1.58–4(c).

(3) Nonresident aliens, foreign corpora-
tions. In the case of a nonresident alien
individual or foreign corporation, there
shall be included in computing the cap-
ital gains item of tax preference under
section 57(a)(9) only those capital gains
and losses included in the computation
of income effectively connected with
the conduct of a trade or business with-
in the United States as provided in sec-
tion 871(b) or 882.

[T.D. 7564, 43 FR 40470, Sept. 12, 1978]

§§ 1.57–2—1.57–3 [Reserved]

§ 1.57–4 Limitation on amounts treated
as items of tax preference for tax-
able years beginning before Janu-
ary 1, 1976.

(a) In general. If in any taxable year
beginning before January 1, 1976, a tax-
payer has deductions in excess of gross

income and all or a part of any item of
tax preference described in § 1.57–1 re-
sults in no tax benefit due to modifica-
tions required under section 172(c) or
section 172(b)(2) in computing the
amount of the net operating loss or the
net operating loss to be carried to a
succeeding taxable year, then, for pur-
poses of section 56(a)(1), the sum of the
items of tax preference determined
under section 57(a) (and § 1.57–1) is to be
limited as provided in paragraph (b) of
this section.

(b) Limitation. The sum of the items
of tax preference, for purposes of sec-
tion 56(a)(1) and § 1.56A–1(a), is limited
to an amount determined under sub-
paragraphs (1) and (2) of this para-
graph.

(1) Loss year. If the taxpayer has no
taxable income for the taxable year
without regard to the net operating
loss deduction, the amount of the limi-
tation is equal to—

(i) In cases where the taxpayer does
not have a net operating loss for the
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taxable year, the amount of the recom-
puted income (as defined in paragraph
(c) of this section) or

(ii) In cases where the taxpayer has a
net operating loss for the taxable year,
the amount of the net operating loss
(expressed as a positive amount) in-
creased by the recomputed income or
decreased by the recomputed loss for
the taxable year (as defined in para-
graph (c) of this section,
plus the amount of the taxpayer’s
stock option item of tax preference (as
described in § 1.57–1(f)).

(2) Loss carryover and carryback years.
Except in cases to which subparagraph
(1)(ii) of this paragraph applies, if, in
any taxable year to which a net oper-
ating loss is carried, a capital gains de-
duction is disallowed under section
172(b)(2) in computing the amount of
such net operating loss which may be
carried to succeeding taxable years,
the amount of the limitation is equal
to the amount, if any, by which the
sum of the items of tax preference
(computed with regard to subparagraph
(1)(i) of this paragraph) exceeds the
lesser of—

(i) The amount by which such loss is
reduced because of a disallowance of
the capital gains deduction in such tax-
able year, or

(ii) The capital gains deduction.
The amount determined pursuant to
the preceding sentence shall be in-
creased by the amount, if any, that
such reduction is attributable to that
portion of such a net operating loss de-
scribed in section 56(b)(1)(B) and
§ 1.56A–2(a)(2) (relating to excess tax
preferences).

(c) Recomputed income or loss. For pur-
poses of this section, the phrase ‘‘re-
computed income or loss’’ means the
taxable income or net operating loss
for the taxable year computed without
regard to the amounts described in
§ 1.57–1 except paragraph (i)(2) of that
section (relating to corporate capital
gains) and without regard to the net
operating loss deduction. For this pur-
pose, the reference to the amounts de-
scribed in § 1.57–1 is a reference to that
portion of the deduction allowable in
computing taxable income under the
appropriate section equal to the
amount which is determined in each
paragraph of § 1.57–1. For example, the

amount described in § 1.57–1(h) (relating
to excess of percentage depletion over
basis) is that portion of the deduction
allowable for depletion under section
611 which is equal to the amount deter-
mined under § 1.57–1(h). For purposes of
this paragraph, the amount described
in § 1.57–1(i)(1) (relating to capital
gains) is to be considered as the
amount of the deduction allowable for
the taxable year under section 1202.

(d) Determination of preferences re-
duced. When, pursuant to paragraph
(b)(1) of this section, the sum of the
items of tax preference (determined
without regard to this section) are re-
duced, such reduction is first consid-
ered to be from the capital gains item
of tax preference (described in § 1.57–
1(i)(1)) and each item of tax preference
relating to a deduction disallowed in
computing the net operating loss pur-
suant to section 172(d), pro rata. The
balance of the reduction, if any, is con-
sidered to be from the remaining items
of tax preference, pro rata. For pur-
poses of this subparagraph, deductions
not attributable to the taxpayer’s
trade or business which do not relate
to items of tax preference are consid-
ered as being applied in reducing gross
income not derived from such trade or
business before such deductions which
do relate to items of tax preferences.

(e) Examples. The principles of this
section may be illustrated by the fol-
lowing examples in each of which the
deduction for the personal exemption is
disregarded and the taxpayer is an in-
dividual who is a calendar year tax-
payer.

Example 1. The taxpayer has the following
items of income and deduction for 1970:
Gross income (all business income) ................... $120,000
Deductions:

Nonbusiness deductions .............................. 30,000
Items of tax preference (excess accelerated

depreciation on real property held in tax-
payer’s business) ...................................... 80,000

Other business deductions ........................... 50,000

Based on the above figures, the tax-
payer has a net operating loss of $10,000
(business deductions of $130,000 less
business income of $120,000, the non-
business deductions having been dis-
allowed by reason of section 172(d)(4)).
The limitation on the amount treated
as items of tax preference is computed
as follows:
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Tax preferences ................................................................................................................................................................. $80,000

Net operating loss .......................................................................................................................................... $10,000
Recomputed income or loss:

Gross income ..................................................................................................................... $120,000
Deductions other than tax preference items ...................................................................... 80,000

Recomputed income ...................................................................................................................................... 40,000

Sum of net operating loss and recomputed income ..................................................................................... 50,000
Stock options preference ............................................................................................................................... 0

Limitation ........................................................................................................................................................ 50,000

Thus, the minimum tax computed under section 56(a) would be 10 percent of $20,000 (items
of tax preference of $50,000 less the minimum tax exemption of $30,000), $1,000 of which would
be deferred tax liability pursuant to section 56(b).

Example 2. Assume the same facts as in ex-
ample 1 except that the other business de-
ductions are $130,000, resulting in a net oper-

ating loss of $90,000. The limitation on the
amount treated as items of tax preference is
computed as follows:

Tax preferences ................................................................................................................................................................. $80,000

Net operating loss .......................................................................................................................................... $90,000
Recomputed income or loss:

Gross income ..................................................................................................................... $120,000
Deductions other than tax preference items ...................................................................... 160,000

(40,000)
Disallowance of nonbusiness deductions under sec. 172(d) .................................................... 30,000

Recomputed loss ........................................................................................................................................... 10,000

Net operating loss less recomputed loss ...................................................................................................... 80,000
Stock options preference ............................................................................................................................... 0

Limitation ........................................................................................................................................................................... 80,000

Thus, the minimum tax computed under section 56(a) would be 10 percent of $50,000 (items
of tax preference of $80,000 less the minimum tax exemption of $30,000), all of which will be
deferred tax liability pursuant to section 56(b).

Example 3. The taxpayer has the following items of income and deduction for 1970:
Gross income (all from business):
Ordinary ............................................................................................................................................................................. $50,000

Net section 1201 gains .............................................................................................................................................. 120,000
Deductions:

Items of tax preference:
Excess amortization of certified pollution control facilities .............................................................. $45,000
Capital gains deduction ................................................................................................................... 60,000 105,000

Other business deductions ................................................................................................. ................ ................ 75,000

In addition, the taxpayer has a $55,000 item of tax preference resulting from qualified stock
options. Based on the above figures, the taxpayer has no taxable income and no net operating
loss as the capital gains deduction is disallowed in determining the net operating loss pursu-
ant to section 172(d). The limitation on the amount treated as items of tax preference is com-
puted as follows:
Tax preferences ................................................................................................................................................................. $160,000

Net operating loss .......................................................................................................................................... 0
Recomputed income or loss:

Gross income ..................................................................................................................... $170,000
Deductions other than tax preference items ...................................................................... 75,000

Recomputed income ...................................................................................................................................... $95,000
Plus: Stock options preference .............................................................................................................. 55,000

Limitation ........................................................................................................................................................................... 150,000

Thus, the minimum tax computed under section 56 would be 10 percent of $120,000 (items of
tax preference of $150,000 less the minimum tax exemption of $30,000).
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Example 4. Assume the same facts as in ex-
ample (3) except that the taxpayer has a net
operating loss carryover from 1969 of $80,000.
The taxpayer has $160,000 of tax preferences
which are limited to $150,000 pursuant to
§ 1.57–4(b)(1). In order to determine the
amount of the 1969 net operating loss which
remains as a carryover to 1971, the 1970 tax-
able income is redetermined in accordance
with section 172(b)(2) and the regulations
thereunder, as follows:
Gross income—1970 ..................... $170,000
Deductions:

Capital gains deduction dis-
allowed business deduc-
tions ..................................... $120,000 120,000

Taxable income for section 172(b)(2) ... 50,000

Thus, the 1969 net operating loss which
remains as a carryover to 1971 is
$30,000. Pursuant to paragraph (b)(2) of
this section, the limitation on the
amount treated as items of tax pref-
erence is computed as follows:
Items of tax preference computed with regard to

§ 1.57–4(b)(1) (per example (3)) ...................... $150,000
Less: Lesser of capital gains deduction

($60,000) or amount of reduction in carryover
due to its disallowance ($50,000) .................... 50,000

Limitation ............................................... 100,000

Thus, the minimum tax computed
under section 56 would be 10 percent of
$70,000 (items of tax preference of
$100,000 less the minimum tax exemp-
tion of $30,000).

Example 5. The taxpayer has the following
items of income and deduction for the tax-
able year 1970 without regard to any net op-
erating loss deduction:
Gross income (all from business):

Ordinary ...................................... $50,000
Net section 1201 gain ................ 40,000

$90,000
Deductions:

Capital gains deduction .............. 20,000
Medical expenses ($4,100 actu-

ally paid but allowable only to
the extent in excess of 3 per-
cent of adjusted gross income
of $70,000) .............................. 2,000

Other itemized deductions .......... 40,000

62,000

Taxable income (before net operating
loss deduction) ..................................... 28,000

In addition, the taxpayer has an item
of tax preference of $35,000 resulting
from qualified stock options. In 1973,
the taxpayer has a net operating loss of
$60,000 (no portion of which is attrib-
utable to excess tax preferences pursu-
ant to § 1.56A–2) which is carried back

to 1970 resulting in no taxable income
in 1970. In order to determine the
amount of the 1973 net operating loss
which remains as a carryover to 1971,
the 1970 taxable income is redeter-
mined, in accordance with section
172(b)(2) and the regulations there-
under, as follows:
Gross income ......................................................... $90,000
Deductions:

Capital gains deduction dis-
allowed.

Medical expenses ($4,100 actu-
ally paid but allowable only to
the extent in excess of 3 per-
cent of adjusted gross income
of $90,000) .............................. $1,400

Other itemized deductions .......... 40,000

$41,400
Taxable income for section

172(b)(2) .......................... ................ 48,600

The limitation on the amount treated
as items of tax preference is computed
as follows:
Items of tax preference:

Capital gains ........................... .................. $20,000
Stock options .......................... .................. 35,000

55,000
Less:

Lesser of capital gains deduction ($20,000)
or amount of reduction in carryover due
to its disallowance ($20,600) .................... (20,000)

Limitation ............................................... 35,000

Thus, the minimum tax for 1970 under
section 56 would be 10 percent of $5,000
(items of tax preference of $35,000 less
the minimum tax exemption of $30,000).

Example 6. Assume the same facts as in ex-
ample (5) except that the 1973 net operating
loss was $45,000. In this case, the $20,600 in-
crease in the 1970 taxable income as redeter-
mined, results in a decrease of $17,000 (i.e.,
the remaining 1973 net operating loss after
an initial decrease of $28,000 resulting from
the 1970 taxable income before redetermina-
tion). The limitation on the amount treated
as items of tax preference is computed as fol-
lows:
Items of tax preference computed without regard

to this section ................................................... $55,000
Less: Lesser of capital gains deduction

($20,000) or amount of reduction in carryover
due to its disallowance ($17,000) .................... (17,000)

Limitation ............................................... 38,000

Thus, the minimum tax for 1970 under
section 56 would be 10 percent of $8,000
(items of tax preference of $38,000 less
the minimum tax exemption of $30,000).
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Example 7. The taxpayer has the following
items of income and deduction for 1973 with-
out regard to any net operating loss deduc-
tion:

Gross income (all from busi-
ness):

Ordinary .............................. $100,000
Net section 1201 gains ....... 120,000

$220,000
Deductions:
Items of tax preference:

Excess amortization of cer-
tified pollution control fa-
cilities .............................. 45,000

Capital gains deduction ...... 60,000

105,000
Other business deductions 75,000

$180,000
Taxable income (before net operating

loss deduction) ................................. 40,000

In 1972, the taxpayer had a net oper-
ating loss of $70,000 which is carried
forward to 1973; $20,000 of this net oper-
ating loss is attributable to excess tax
preferences. In order to determine the
amount of the 1972 net operating loss
which remains as a carryover to 1974,
the 1973 taxable income is redeter-
mined, in accordance with section
172(b)(2) and the regulations there-
under, as follows:
Gross income ....................................................... $220,000
Deductions:

Capital gains deduction ................................ Disallowed
Business deductions ..................................... 120,000

Taxable income per section 172(b)(2) .. 100,000

In this case, the $60,000 increase in the
1972 taxable income as redetermined
and the $30,000 decrease in the amount
of the 1973 net operating loss remaining
as a carryover to 1974 (i.e., the remain-
ing 1972 net operating loss after an ini-
tial decrease of $40,000 resulting from
the 1973 taxable income before redeter-
mination) is entirely attributable to
the disallowance of the capital gains
deduction. The limitation on the
amount treated as items of tax pref-
erence is computed as follows:
Items of tax preference computed without regard

to this section:
Capital gains ................................................. $60,000
Excess amortization of certified pollution

control facilities ......................................... 45,000

105,000
Less: Lesser of capital gains deduction (60,000)

or amount of reduction in carryover due to its
disallowance ($30,000) .................................... (30,000)

75,000
Plus: Amount of reduction of carryover (due to

disallowance of capital gains deduction) attrib-
utable to excess tax preferences ..................... 20,000

Limitation ............................................... 95,000

[T.D. 7564, 43 FR 40476, Sept. 12, 1978, as
amended by T.D. 8138, 52 FR 15309, Apr. 28,
1987]

§ 1.57–5 Records to be kept.
(a) In general. The taxpayer shall

have available permanent records of all
the facts necessary to determine with
reasonable accuracy the amounts de-
scribed in § 1.57–1. Such records shall
include:

(1) In the case of amounts described
in paragraph (a) of § 1.57–1: the amount
and nature of indebtedness outstanding
for the taxable year and the date or
dates on which each such indebtedness
was incurred or renewed in any form;
the amount expended for property held
for investment during any taxable year
during which such indebtedness was in-
curred or renewed; and the manner in
which it was determined that property
was or was not held for investment.

(2) In the case of amounts described
in paragraphs (b), (c), (d), (e), and (h) of
§ 1.57–1:

(i) The dates, and manner in which,
the property was acquired and placed
in service,

(ii) The taxpayer’s basis on the date
the property was acquired and the
manner in which the basis was deter-
mined,

(iii) An estimate of the useful life (in
terms of months, hours of use, etc.,
whichever is appropriate) of the prop-
erty on the date placed in service or an
estimate of the number of units to be
produced by the property on the date
the property is placed in service,
whichever is appropriate, and the man-
ner in which such estimate was deter-
mined,

(iv) The amount and date of all ad-
justments by the taxpayer to the basis
of the property and an explanation of
the nature of such adjustments, and

(v) In the case of property which has
an adjusted basis reflecting adjust-
ments taken by another taxpayer with
respect to the property or taken by the
taxpayer with respect to other prop-
erty, the information described in
paragraph (a)(2)(i) through (iv) of this
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section, with respect to such other
property or other taxpayer.

(3) In the case of amounts described
in paragraph (f) of § 1.57–1, the fair mar-
ket value of the shares of stock at the
date of exercise of the option and the
option price and the manner in which
each was determined.

(4) In the case of amounts described
in paragraph (g) of § 1.57–1, the amount
of debts written off and the amount of
the loans outstanding for the taxable
year and the 5 preceding taxable years
or such shorter or longer period as is
appropriate.

(b) Net operating losses. The taxpayer
shall have available permanent records
for the first taxable year in which a
portion of a net operating loss was at-
tributable to items of tax preference
(within the meaning of § 1.56A–2 (b))
and each succeeding taxable year in
which there is a net operating loss or a
net operating loss carryover a portion
of which is so attributable. Such
records shall include all the facts nec-
essary to determine with reasonable
accuracy the amount of deferred tax li-
ability under section 56, including the
amount of the net operating loss in
each taxable year in which there are
items of tax preference in excess of the
minimum tax exemption (as deter-
mined under § 1.58–1), the amount of the
items of tax preference for each such
taxable year, the amount by which
each such net operating loss reduces
taxable income in any taxable year,
and the amount by which each such net
operating loss is reduced in any taxable
year.

[T.D. 7564, 43 FR 40479, Sept. 12, 1978, as
amended by T.D. 8138, 52 FR 15309, Apr. 28,
1987]

§ 1.58–1 Minimum tax exemption.
(a) In general. For purposes of the

minimum tax for tax preferences (sub-
title A, chapter 1A, part VI), the min-
imum tax exemption is $30,000 except
as otherwise provided in this section.

(b) Husband and wife. In the case of a
married individual filing a separate re-
turn, section 58(a) provides that the
minimum tax exemption is $15,000. This
rule applies without regard to whether
the married individual is living to-
gether with or apart from his spouse
and without regard to whether or not

his spouse has any items of tax pref-
erence.

(c) Members of controlled groups—(1)
Amount of exemption—(i) General rule.
Under section 58(b), if a corporation is
a component member of a controlled
group of corporations on December 31
(as defined in section 1563 (a) and (b)
and the regulations thereunder), the
minimum tax exemption for such tax-
able year which includes such Decem-
ber 31 is an amount equal to—

(a) $30,000 divided by the number of
corporations which are component
members of such group on December 31,
or

(b) If an apportionment plan is adopt-
ed under subparagraph (3) of this para-
graph, such portion of the $30,000 as is
apportioned to such member in accord-
ance with such plan.

(ii) Consolidated returns. The min-
imum tax exemption of a controlled
group all of whose component members
join in the filing of a consolidated re-
turn is $30,000. If there are component
members of the controlled group which
do not join in the filing of a consoli-
dated return, and there is no appor-
tionment plan effective under subpara-
graph (3) of this paragraph appor-
tioning the $30,000 among the compo-
nent members filing the consolidated
return and the other component mem-
bers of the controlled group, each com-
ponent member of the controlled group
(including each component member
which joins in filing the consolidated
return) is treated as a separate cor-
poration for purposes of equally appor-
tioning the $30,000 amount under sub-
division (i)(a) of this subparagraph. In
such case, the minimum tax exemption
of the corporations filing the consoli-
dated return is the sum of the amounts
apportioned to each component mem-
ber which joins in the filing of the con-
solidated return.

(2) Certain short taxable years. If the
return of a corporation is for a short
period which does not include a Decem-
ber 31, and such corporation is a com-
ponent member of a controlled group of
corporations with respect to such short
period, the minimum tax exemption of
such corporation for such short period
is an amount equal to $30,000 divided by
the number of corporations which are
component members of such group on
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the last day of such short period. The
minimum tax exemption so determined
is also subject to the rules of section
443(d) (relating to reduction in the
amount of the exemption for short pe-
riods) and the regulations thereunder.
For purposes of this subparagraph, the
term ‘‘short period’’ does not include
any period if the income for such pe-
riod is required to be included in a con-
solidated return under § 1.1502–76(b).
The determination of whether a cor-
poration is a component member of a
controlled group of corporations on the
last day of a short period is made by
applying the definition of ‘‘component
member’’ contained in section 1563(b)
and § 1.1563–1 as if the last day of such
short period were a December 31.

(3) Apportionment of minimum tax ex-
emption—(i) Apportionment plan— (a) In
general. In the case of corporations
which are component members of a
controlled group of corporations on a
December 31, a single minimum tax ex-
emption may be apportioned among
such members if all such members con-
sent, in the manner provided in sub-
division (ii) of this subparagraph, to an
apportionment plan with respect to
such December 31. Such plan must pro-
vide for the apportionment of a fixed
dollar amount to one or more of such
members, but in no event may the sum
of the amount so apportioned exceed
$30,000. An apportionment plan is not
considered as adopted with respect to a
particular December 31 until each com-
ponent member which is required to
consent to the plan under subdivision
(ii)(a) of this subparagraph files the
original of a statement described in
such subdivision (or, the original of a
statement incorporating its consent is
filed on its behalf). In the case of a re-
turn filed before a plan is adopted, the
minimum tax exemption for purposes
of such return is to be equally appor-
tioned in accordance with subpara-
graph (1) of this paragraph. If a valid
apportionment plan is adopted after
the return is filed and within the time
prescribed in (b) of this subdivision (i),
such return must be amended (or a
claim for refund should be made) to re-
flect the change from equal apportion-
ment.

(b) Time for adopting plan. A con-
trolled group may adopt an apportion-
ment plan with respect to a particular
December 31 only if, at the time such
plan is sought to be adopted, there is at
least 1 year remaining in the statutory
period (including any extensions there-
of) for the assessment of the deficiency
against any corporation the tax liabil-
ity of which would be increased by the
adoption of such plan. If there is less
than 1 year remaining with respect to
any such corporation, the district di-
rector or the director of the service
center with whom such corporation
files its income tax return will ordi-
narily, upon request, enter into an
agreement to extend such statutory pe-
riod for the limited purpose of assess-
ing any deficiency against such cor-
poration attributable to the adoption
of such apportionment plan.

(c) Years for which effective. (1) The
amount apportioned to a component
member of a controlled group of cor-
porations in an apportionment plan
adopted with respect to a particular
December 31 constitutes such member’s
minimum tax exemption for its taxable
year including the particular December
31, and for all taxable years including
succeeding December 31’s, unless the
apportionment plan is amended in ac-
cordance with subdivision (iii) of this
subparagraph or is terminated under
paragraph (c)(2) of this subdivision (i).
Thus, the apportionment plan (includ-
ing any amendments thereof) has a
continuing effect and need not be re-
newed annually.

(2) If an apportionment plan is adopt-
ed with respect to a particular Decem-
ber 31, such plan terminates with re-
spect to a succeeding December 31, if:
the controlled group goes out of exist-
ence with respect to such succeeding
December 31 within the meaning of
paragraph (b) of § 1.1562–5, any corpora-
tion which was a component member of
such group on the particular December
31 is not a component member of such
group on such succeeding December 31,
or any corporation which was not a
component member of such group on
the particular December 31 is a compo-
nent member of such group on such
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succeeding December 31. An apportion-
ment plan, once terminated with re-
spect to a December 31, is no longer ef-
fective. Accordingly, unless a new ap-
portionment plan is adopted, the min-
imum tax exemption of the component
members of the controlled group for
their taxable years which include such
December 31 and all December 31’s
thereafter will be determined under
subparagraph (1) of this paragraph.

(3) If an apportionment plan is termi-
nated with respect to a particular De-
cember 31 by reason of the addition or
withdrawal of a component member,
each corporation which is a component
member of the controlled group on
such particular December 31 must, on
or before the date it files its income
tax return for the taxable year which
includes such particular December 31,
notify the district director or the di-
rector of the service center with whom
it files such return to such termi-
nation. If an apportionment plan is ter-
minated with respect to a particular
December 31 by reason of the con-
trolled group going out of existence,
each corporation which was a compo-
nent member of the controlled group
on the preceding December 31 must, on
or before the date it files its income
tax return for the taxable year which
includes such particular December 31,
notify the district director or the di-
rector of the service center with whom
it files such return to such termi-
nation.

(ii) Consents to plan—(a) General rule.
(1) The consent of a component mem-
ber (other than a wholly-owned sub-
sidiary) to an apportionment plan with
respect to a particular December 31 is
to be made by means of a statement,
signed by any person who is duly au-
thorized to act on behalf of the con-
senting member, stating that such
member consents to the apportionment
plan with respect to such December 31.
The statement must set forth the
name, address, taxpayer identification
number, and taxable year of the con-
senting component member, the
amount apportioned to such member
under the plan, and the internal rev-
enue district or service center where
the original of the statement is to be
filed. The consent of more than one
component member may be incor-

porated in a single statement. The
original of a statement of consent is to
be filed with the district director or
the director of the service center with
whom the component member of the
group on such December 31 which has
the taxable year ending first on or
after such date filed its return for such
taxable year. If two or more component
members have the same such taxable
year, a statement of consent may be
filed with the district director or the
director of the service center with
whom the return for any such taxable
year is filed. The original of a state-
ment of consent is to have attached
thereto information (referred to in this
subdivision as ‘‘group identification’’)
setting forth the name, address, tax-
payer identification number, and tax-
able year of each component member
of the controlled group on such Decem-
ber 31 (including wholly-owned subsidi-
aries) and the amount apportioned to
each such member under the plan. If
more than one original statement is
filed, a statement may incorporate the
group identification by reference to the
name, address, taxpayer identification
number, and taxable year of the com-
ponent member of the group which has
attached such group identification to
the original of its statement.

(2) Each component member of the
group on such December 31 (other than
wholly-owned subsidiaries) must at-
tach a copy of its consent (or a copy of
the statement incorporating its con-
sent) to the income tax return, amend-
ed return, or claim for refund filed with
its district director or director of the
service center for the taxable year in-
cluding such date. Such copy must ei-
ther have attached thereto information
on group identification or must incor-
porate such information by reference
to the name, address, taxpayer identi-
fication number, and taxable year of
the component member of the group
which has attached such information
to its income tax return, amended re-
turn, or claim for refund filed with the
same district director or director of the
service center for the taxable year in-
cluding such date.

(b) Wholly-owned subsidiaries. (1) Each
component member of a controlled
group which is a wholly-owned sub-
sidiary of such group with respect to a
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December 31 is deemed to consent to an
apportionment plan with respect to
such December 31, provided each com-
ponent member of the group which is
not a wholly-owned subsidiary con-
sents to the plan. For purposes of this
paragraph, a component member of a
controlled group is considered to be a
wholly-owned subsidiary of the group
with respect to a December 31, if, on
each day preceding such date and dur-
ing its taxable year which includes
such date, all of its stock is owned di-
rectly by one or more corporations
which are component members of the
group on such December 31.

(2) Each wholly-owned subsidiary of a
controlled group with respect to a De-
cember 31 must attach a statement
containing the information which is re-
quired to be set forth in a statement of
consent to an apportionment plan with
respect to such December 31 to the in-
come tax return, amended return, or
claim for refund filed with its district
director or director of the service cen-
ter for the taxable year which includes
such date. Such statement must either
have attached thereto information on
group identification or incorporate
such information by reference to the
name, address, taxpayer identification
number, and taxable year of a compo-
nent member of the group which has
attached such information to its in-
come tax return, amended return, or
claim for refund filed with the same
district director or director of the serv-
ice center for the taxable year includ-
ing such date.

(iii) Amendment of plan. An apportion-
ment plan adopted with respect to a
December 31 by a controlled group of
corporations may be amended with re-
spect to such December 31 or with re-
spect to any succeeding December 31
for which the plan is effective under
subdivision (i)(c) of this subparagraph.
An apportionment plan must be
amended with respect to a particular
December 31 and the amendments to
the plan are effective only if adopted in
accordance with the rules prescribed in
this paragraph for the adoption of an
original plan with respect to such De-
cember 31.

(iv) Component members filing consoli-
dated return. If the component members
of a controlled group of corporations

on a December 31 include corporations
which join the filing of a consolidated
return, the corporations filing the con-
solidated return are treated as a single
component member for purposes of this
subparagraph. Thus, for example, only
one consent executed by the common
parent to an apportionment plan filed
pursuant to this section is required on
behalf of the component members fil-
ing the consolidated return.

(d) Estates and trusts. Section 58(c)(2)
provides that, in the case of an estate
or trust, the minimum tax exemption
applicable to such estate or trust is an
amount which bears the same ratio to
$30,000 as the portion of the sum of the
items of tax preference apportioned to
the estate or trust bears to the full
sum before apportionment. For exam-
ple, if one-third of the sum of the items
of tax preference of a trust are subject
to tax at the trust level after appor-
tionment under section 58(c)(1) and
§ 1.58–3, the trust’s minimum tax ex-
emption is $10,000. See § 1.58–3 for rules
with respect to the apportionment of
items of tax preference of an estate or
trust.

(e) Short taxable year. See section
443(d) and § 1.443–1(d) with respect to re-
duction in the amount of the minimum
tax exemption in the case of a short
taxable year.

[T.D. 7564, 43 FR 40479, Sept. 12, 1978]

§ 1.58–2 General rules for conduit enti-
ties; partnerships and partners.

(a) General rules for conduit entities.
Sections 1.58–3 through 1.58–6 provide
rules under which items of tax pref-
erence of an estate, trust, electing
small business corporation, common
trust fund, regulated investment com-
pany, or real estate investment trust
(referred to in this paragraph as the
‘‘conduit entity’’) are treated as items
of tax preference of the beneficiaries,
shareholders, participants, etc. (re-
ferred to in this paragraph as the
‘‘distributees’’). Where an item of tax
preference of a conduit entity is so ap-
portioned to a distributee, the item of
tax preference retains its character in
the hands of the distributee and is ad-
justed to reflect:

(1) The separate items of income and
deduction of the distributee and (2) the
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tax status of the distributee as an indi-
vidual, corporation, etc. For example,
if a trust has $100,000 of capital gains
for the taxable year, all of which are
distributed to A, an individual, the
item of tax preference apportioned to A
under section 57(a)(9) (and § 1.57–1(i)(1))
is $50,000. If, however, A had a net cap-
ital loss for the taxable year of $60,000
without regard to the distribution from
the trust, the trust tax preference
would be adjusted in the hands of A to
reflect the separate items of income
and deduction passed through to the
distributee, or, in this case, to reflect
the net section 1201 gain to A of $40,000.
Thus, A’s capital gains items of tax
preference would be $20,000. By applica-
tion of this rule, A, in effect, treats
capital gains distributed to him from
the trust the same as his other capital
gains in computing his capital gains
item of tax preference. If A had been a
corporation, the trust tax preference
would be adjusted both to reflect the
capital loss and to reflect A’s tax sta-
tus by recomputing the capital gains
item of tax preference (after adjust-
ment for the capital loss) under section
57(a)(9)(B) and § 1.57–1(i)(2). Similarly, if
depreciation on section 1245 property
subject to a net lease (as defined in sec-
tion 57(a)(3) and § 1.57–1(c)) is appor-
tioned from a conduit entity to a cor-
poration (other than a personal holding
company or electing small business
corporation), the amount so appor-
tioned to the corporation is not treated
as an item of tax preference to such
corporation since such item is not an
item of tax preference in the case of a
corporation (other than a personal
holding company or an electing small
business corporation).

(b) Partnerships and partners. (1) Sec-
tion 701 provides that a partnership as
such is not subject to the income tax
imposed by chapter 1. Thus, a partner-
ship as such is not subject to the min-
imum tax for tax preferences. Section
702 provides that, in determining his
income tax, each partner is to take
into account separately his distribu-
tive share of certain items of income,
deductions, etc. of the partnership and
other items of income, gain, loss, de-
duction, or credit of the partnership to
the extent provided by regulations pre-
scribed by the Secretary or his dele-

gate. Accordingly, each partner, in
computing his items of tax preference,
must take into account separately
those items of income and deduction of
the partnership which enter into the
computation of the items of tax pref-
erence in accordance with subpara-
graph (2) of this paragraph.

(2) Pursuant to section 702, each part-
ner must, solely for purposes of the
minimum tax for tax preferences (to
the extent not otherwise required to be
taken into account separately under
section 702 and the regulations there-
under), take into account separately in
the manner provided in subchapter K
and the regulations thereunder those
items of income and deduction of the
partnership which enter into the com-
putation of the items of tax preference
specified in section 57 and the regula-
tions thereunder. A partner must, for
this purpose, take into account sepa-
rately his distributive share of:

(i) Investment interest expense (as
defined in section 57(b)(2)(D) deter-
mined at the partnership level;

(ii) Investment income (as defined in
section 57(b)(2)(B) determined at the
partnership level;

(iii) Investment expenses (as defined
in section 57(b)(2)(C)) determined at the
partnership level;

(iv) With respect to each section 1250
property (as defined in section 1250(c)),
the amount of the deduction allowable
for the taxable year for exhaustion,
wear and tear, obsolescence, or amorti-
zation and the deduction which would
have been allowable for the taxable
year had the property been depreciated
under the straight line method each
taxable year of its useful life (deter-
mined without regard to section 167(k))
for which the partnership has held the
property;

(v) With respect to each item of sec-
tion 1245 property (as defined in section
1245(a)(3)) which is subject to a net
lease, the amount of the deduction al-
lowable for exhaustion, wear and tear,
obsolescence, or amortization and the
deduction which would have been al-
lowable for the taxable year had the
property been depreciated under the
straight line method for each taxable
year of its useful life for which the
partnership has held the property;
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(vi) With respect to each certified
pollution control facility for which an
election is in effect under section 169,
the amount of the deduction allowable
for the taxable year under such section
and the deduction which would have
been allowable under section 167 had no
election been in effect under section
169;

(vii) With respect to each unit of rail-
road rolling stock for which an election
is in effect under section 184, the
amount of the deduction allowable for
the taxable year under such section
and the deduction which would have
been allowable under section 167 had no
election been in effect under section
184;

(viii) In the case of a partnership
which is a financial institution to
which section 585 or 593 applies, the
amount of the deduction allowable for
the taxable year for a reasonable addi-
tion to a reserve for bad debts and the
amount of the deduction that would
have been allowable for the taxable
year had the institution maintained its
bad debt reserve for all taxable years
on the basis of actual experience; and

(ix) With respect to each mineral
property, the deduction for depletion
allowable under section 611 for the tax-
able year and the adjusted basis of the
property at the end of the taxable year
(determined without regard to the de-
preciation deduction for the taxable
year).

If, pursuant to section 743 (relating to
optional adjustment to basis), the basis
of partnership property is adjusted
with respect to a transferee partner
due to an election being in effect under
section 754 (relating to manner of
electing optional adjustment), items
representing amortization, deprecia-
tion, depletion, gain or loss, and the
adjusted basis of property subject to
depletion, described above, shall be ad-
justed to reflect the basis adjustment
under section 743.

(3) The minimum tax is effective for
taxable years ending after December
31, 1969. Thus, subparagraph (2) of this
paragraph is inapplicable in the case of
items of income or deduction paid or
accrued in a partnership’s taxable year
ending on or before December 31, 1969.

[T.D. 7564, 43 FR 40481, Sept. 12, 1978]

§ 1.58–3 Estates and trusts.
(a) In general. (1) Section 58(c)(1) pro-

vides that the sum of the items of tax
preference of an estate or trust shall be
apportioned between the estate or
trust and the beneficiary on the basis
of the income of the estate or trust al-
locable to each. Income for this pur-
pose is the income received or accrued
by the trust or estate which is not sub-
ject to current taxation either in the
hands of the trust or estate or the ben-
eficiary by reason of an item of tax
preference. The character of the
amounts distributed is determined
under section 652(b) or 662(b) and the
regulations thereunder.

(2) Additional computations required
by reason of excess distributions are to
be made in accordance with the prin-
ciples of sections 665 through 669 and
the regulations thereunder.

(3) In the case of a charitable remain-
der annuity trust (as defined in section
664(d)(1) and § 1.664–2) or a charitable
remainder unitrust (as defined in sec-
tion 664(d)(2) and § 1.664–3), the deter-
mination of the income not subject to
current taxation by reason of an item
of tax preference is to be made as if
such trust were generally subject to
taxation. Where income of such a trust
is not subject to current taxation in
accordance with this section and is dis-
tributed to a beneficiary in a taxable
year subsequent to the taxable year in
which the trust received or accrued
such income, the items of tax pref-
erence relating to such income are ap-
portioned to the beneficiary in such
subsequent year (without credit for
minimum tax paid by the trust with re-
spect to items of tax preference which
are subject to the minimum tax by rea-
son of section 664(c)).

(4) Items of tax preference appor-
tioned to a beneficiary pursuant to this
section are to be taken into account by
the beneficiary in his taxable year
within or with which ends the taxable
year of the estate or trust during which
it has such items of tax preference.

(5) Where a trust or estate has items
of income or deduction which enter
into the computation of the excess in-
vestment interest item of tax pref-
erence, but such items do not result in
an item of tax preference at the trust
or estate level, each beneficiary must
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take into account, in computing his ex-
cess investment interest, the portion of
such items distributed to him. The de-
termination of the portion of such
items distributed to each beneficiary is
made in accordance with the character
rules of section 652(b) or 662(b) and the
regulations thereunder.

(6) Where, pursuant to subpart E of
part 1 of subchapter J (sections 671
through 678), the grantor of a trust or
another person is treated as the owner
of any portion of the trust, there shall
be included in computing the items of
tax preference of such person those
items of income, deductions, and cred-
its against tax of the trust which are
attributable to that portion of the
trust to the extent such items are
taken into account under section 671
and the regulations thereunder. Any
remaining portion of the trust is sub-
ject to the provisions of this section.

(b) Examples. The principles of this
section may be illustrated by the fol-
lowing examples in each of which it is
assumed that none of the distributions
are accumulation distributions (see
sections 665 through 669 and the regula-
tions thereunder):

Example 1. Trust A, with one income bene-
ficiary, has the following items of income
and deduction without regard to the deduc-
tion for distributions:
Income:

Business income .......................................... $200,000
Investment income ....................................... 20,000

220,000

Deductions:
Business deductions (nonpreference) .......... 100,000
Investment interest expense ........................ 80,000

180,000

Based on the above figures, the trust has
$100,000 of taxable income without regard to
items which enter into the computation of
excess investment interest and the deduction
for distributions. The trust also has $60,000 of
excess investment interests, resulting in
$40,000 of distributable net income. Thus,
$60,000 of the $100,000 of noninvestment in-
come is not subject to current taxation by
reason of the excess investment interest.

(a) If $40,000 is distributed to the bene-
ficiary, the beneficiary will normally be sub-
ject to tax on the full amount received and
the ‘‘sheltered’’ portion of the income will
remain at the trust level. Thus, none of the
excess investment interest item of tax pref-
erence is apportioned to the beneficiary.

(b) If the beneficiary receives $65,000 from
the trust, the beneficiary is still subject to
tax on only $40,000 (the amount of the dis-
tributable net income) and thus, is consid-
ered to have received $25,000 of business in-
come ‘‘sheltered’’ by excess investment in-
terest. Thus, $25,000 of the $60,000 of excess
investment interest of the trust is appor-
tioned to the beneficiary.

Example 2. Trust B has $150,000 of net sec-
tion 1201 gain.

(a) If none of the gain is distributed to the
beneficiaries, none of the capital gains item
of tax preference is apportioned to the bene-
ficiaries.

(b) If all or a part of the gain is distributed
to the beneficiaries, a proportionate part of
the capital gains item of tax preference is
apportioned to the beneficiaries. If any of
the beneficiaries are corporations the capital
gains item of tax preference is adjusted in
the hands of the corporations as provided in
§ 1.58–2(a).

Example 3. Trust C has taxable income of
$200,000 computed without regard to depre-
ciation on section 1250 property and the de-
duction for distributions. The depreciation
on section 1250 property held by the trust is
$160,000. The trust instrument provides for
income to be retained by the trust in an
amount equal to the depreciation on the
property determined under the straight line
method (which method has been used for this
purpose for the entire period the trust has
held the property) which, in this case is
equal to $100,000. The $60,000 excess of the ac-
celerated depreciation of $160,000 over the
straight line amount which would have re-
sulted had the property been depreciated
under that method for the entire period for
which the trust has held the property is an
item of tax preference pursuant to section
57(a)(2). Of the remaining $100,000 of net in-
come of the trust (after the reserve for de-
preciation), 80 percent is distributed to the
beneficiaries. Pursuant to sections 167(h) and
642(e), 80 percent of the remaining $60,000 of
depreciation deduction (or $48,000) is taken
as a deduction directly by the beneficiaries
and ‘‘shelters’’ the income received by the
beneficiaries. Thus, the full $48,000 deduction
taken by the beneficiaries is ‘‘excess acceler-
ated depreciation’’ on section 1250 property
and is an item of tax preference in the hands
of the beneficiaries. None of the remaining
$12,000 of ‘‘excess accelerated depreciation’’
is apportioned to the beneficiaries since this
amount ‘‘shelters’’ income retained at the
trust level.

Example 4. G creates a trust the ordinary
income of which is payable to his adult son.
Ten years from the date of the transfer, cor-
pus is to revert to G. G retains no other right
or power which would cause him to be treat-
ed as an owner under subpart E of part 1 of
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subchapter J (section 671 and following).
Under the terms of the trust instrument and
applicable local law capital gains must be
applied to corpus. During the taxable year
1970 the trust has $200,000 income from divi-
dends and interest and a net long-term cap-
ital gain of $100,000. Since the capital gain is
held or accumulated for future distribution
to G, he is treated under section 677(a)(2) as
an owner of a portion of the trust to which
the gain is attributable. Therefore, he must
include the capital gain in the computation
of his taxable income in 1970 and the capital
gain item of tax preference is treated as
being directly received by G. Accordingly, no
adjustment is made to the trust’s minimum
tax exemption by reason of the capital gain.

Example 5. For its taxable year 1971 the
trust referred to in example (4) has taxable
income of $200,000 computed without regard
to depreciation on section 1250 property and
the deduction for distributions. The depre-
ciation on section 1250 property held by the
trust is $160,000. The trust instrument pro-
vides for income to be retained by the trust
in an amount equal to the depreciation on
the property determined for purposes of the
Federal income tax. If the property had been
depreciated under the straight line method
for the entire period for which the trust held
the property the resulting depreciation de-
duction would have been $100,000. The $60,000
excess is, therefore, an item of tax pref-
erence pursuant to section 57(a)(2) and § 1.57–
1(d). Since this amount of ‘‘income’’ is held
or accumulated for future distributions to G,
he is treated under section 677(a)(2) as an
owner of a portion of the trust to which such
income is attributable. Therefore, section 671
requires that in computing the tax liability
of the grantor the income, deductions, and
credits against tax of the trust which are at-
tributable to such portion shall be taken
into account. Thus, the grantor has received
$160,000 of income and is entitled to a depre-
ciation deduction in the same amount. The
$60,000 item of tax preference resulting from
the excess depreciation is treated as being
directly received by G as he has directly re-
ceived the income sheltered by that pref-
erence. Accordingly, no adjustment is made
to the trust’s minimum tax exemption by
reason of such depreciation.

[T.D. 7564, 43 FR 40482, Sept. 12, 1978]

§ 1.58–3T Treatment of non-alternative
tax itemized deductions by trusts
and estates and their beneficiaries
in taxable years beginning after De-
cember 31, 1982 (temporary).

For purposes of section 58(c), in tax-
able years beginning after December 31,
1982, itemized deductions of a trust or
estate which are not alternative tax
itemized deductions (as defined in sec-

tion 55(e)(1)), shall be treated as items
of tax preference and apportioned be-
tween trusts and their beneficiaries,
and estates and their beneficiaries.

[T.D. 8083, 51 FR 15320, Apr. 23, 1986]

§ 1.58–4 Electing small business cor-
porations.

(a) In general. Section 58(d)(1) pro-
vides rules for the apportionment of
the items of tax preference of an elect-
ing small business corporation among
the shareholders of such corporation.
Section 58(d)(2) provides rules for the
imposition of the minimum tax on an
electing small business corporation
with respect to certain capital gains.
For purposes of section 58(d) and this
section, the items of tax preference are
computed at the corporate level as if
section 57 generally applied to the cor-
poration. However, the items of tax
preference so computed are treated as
items of tax preference of the share-
holders of such corporation and not as
items of tax preference of such cor-
poration (except as provided in para-
graph (c) of this section). The items of
tax preference specified in section
57(a)(1) and § 1.57–1(a) (excess invest-
ment interest) and section 57(a)(3) and
§ 1.57–1(c) (accelerated depreciation on
section 1245 property subject to a net
lease), while generally inapplicable to
corporations, are included as items of
tax preference in the case of an elect-
ing small business corporation.

(b) Apportionment to shareholders. (1)
The items of tax preference of an elect-
ing small business corporation, other
than the capital gains item of tax pref-
erence described in paragraph (c) of
this section, are apportioned pro rata
among the shareholders of such cor-
poration in a manner consistent with
section 1374(c)(1). Thus, with respect to
the items of tax preference of the elect-
ing small business corporation, there is
to be treated as items of tax preference
of each shareholder a pro rata share of
such items computed as follows:

(i) Divide the total amount of such
items of tax preference of the corpora-
tion by the number of days in the tax-
able year of the corporation, thus de-
termining the daily amount of such
items of tax preference.

(ii) Determine for each day the share-
holder’s portion of the daily amount of
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each such item of tax preference by ap-
plying to such amount the ratio which
the stock owned by the shareholder on
that day bears to the total stock out-
standing on that day.

(iii) Total the shareholder’s daily
portions of each such item of tax pref-
erence of the corporation for it taxable
year.
Amounts taken into account by share-
holders in accordance with this para-
graph are considered to consist of a pro
rata share of each item of tax pref-
erence of the corporation. Thus, for ex-
ample, if the corporation has $50,000 of
excess investment interest and $150,000
of excess accelerated depreciation on
section 1250 property and a share-
holder, in accordance with this para-
graph, takes into account $60,000 of the
total $200,000 of tax preference items of
the corporation, one-fourth
($50,000÷$200,000) of the $60,000, or
$15,000, taken into account by the
shareholder is considered excess invest-
ment interest and three-fourths of the
$60,000, or $45,000, is considered excess
accelerated depreciation on section
1250 property.

(2) Items of tax preference appor-
tioned to a shareholder pursuant to
subparagraph (1) of this paragraph are
taken into account by the shareholder
for the shareholder’s taxable year in
which or with which the taxable year
of the corporation ends, except that, in
the case of the death of a shareholder
during any taxable year of the corpora-
tion (during which the corporation is
an electing small business corpora-
tion), the items of tax preference of the
corporation for such taxable year are
taken into account for the final tax-
able year of the shareholder.

(c) Capital gains. (1) Capital gains of
an electing small business corporation,
other than those capital gains subject
to tax under section 1378, do not result
in an item of tax preference at the cor-
porate level since, in applying the for-
mula specified in sections 57(a)(9)(B)
and § 1.57–1(i)(2), the rate of tax on cap-
ital gains (and the resulting tax) at the
corporate level is zero. Under section
1375 (a) shareholders of an electing
small business corporation take into
account the capital gains of the cor-
poration (including capital gains sub-
ject to tax under section 1378). There-

fore, the computation of the capital
gains item of tax preference at the
shareholder level, with respect to such
capital gains, is taken into account
automatically by operation of section
57(a)(9) and § 1.57–1(i). To avoid double
inclusion of the capital gains item of
tax preference by a shareholder with
respect to capital gains subject to tax
under section 1378, the capital gains
item of tax preference which results at
the corporate level by reason of section
58 (d)(2) is not treated under section 58
(d)(1) as an item of tax preference of
the shareholders of the corporation.

(2) The capital gains item of tax pref-
erence of an electing small business
corporation subject to the tax imposed
by section 1378 is the excess of the
amount of tax computed under section
1378(b)(2) over the sum of—

(i) The amount of tax that would be
computed under section 1378(b)(2) if the
following amount were excluded:

(a) That portion of the net section
1201 gain of the corporation described
in section 1378(b)(1), or

(b) If section 1378(c)(3) applies, that
portion of the net section 1201 gain at-
tributable to the property described in
section 1378(c)(3), and

(ii) The amount of tax imposed under
section 1378 divided by the sum of the
normal tax rate and the surtax rate
under section 11 for the taxable year.

(3) The principles of this paragraph
may be illustrated by the following ex-
ample.

Example. Corporation X is a calendar year
taxpayer and an electing small business cor-
poration. For its taxable year 1971 the cor-
poration has net section 1201 gain of $650,000
and taxable income of $800,000 (including the
net section 1201 gain). Although X’s election
under section 1372(a) has been in effect for its
three immediately preceding taxable years,
X is subject to the tax imposed by section
1378 for 1971 since it has net section 1201 gain
(in the amount of $200,000) attributable to
property with a substituted basis. The tax
computed under section 1378(b)(1) is $187,500
(30 percent of ($650,000 minus $25,000)) and
under section 1378(b)(2) is $377,500 (22 percent
of $800,000 plus 26 percent of $775,000). By rea-
son of the limitation imposed by section
1378(c) the tax actually imposed by section
1378 is $60,000 (30 percent of $200,000, the net
section 1201 gain). The tax computed under
section 1378(b)(2) with the modification re-
quired under subparagraph (2)(i) of this para-
graph is $281,500 (22 percent of $600,000 plus 26
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percent of $575,000). Thus, the 1971 capital
gains item of tax preference X is $75,000 com-
puted as follows:
1. Tax computed under 1378(b) (2) .................... $377,500
2. Tax computed under 1378(b) (2) with modi-

fication .............................................................. 281,500

3. Excess ............................................................. 96,000
4. Tax actually imposed under 1378 ................... 60,000

5. Difference ........................................................ 36,000

6. Normal tax rate plus surtax rate ...................... .48
7. Tax preference (line 5 divided by line 6) ........ $75,000

In addition each shareholder of X will
take into account his distributive
share of the $650,000 of net section 1201
gain of X less the taxes paid by X under
sections 56 and 1378 on the gain

[T.D. 7564, 43 FR 40483, Sept. 12, 1978]

§ 1.58–5 Common trust funds.
Section 58(e) provides that each par-

ticipant in a common trust fund (as de-
fined in section 584 and the regulations
thereunder) is to treat as items of tax
preference his proportionate share of
the items of tax preference of the fund
computed as if the fund were an indi-
vidual subject to the minimum tax.
The participant’s proportionate share
of the items of tax preference of the
fund is determined as if the participant
had realized, or incurred, his pro rata
share of items of income, gain, loss, or
deduction of the fund directly from the
source from which realized or incurred
by the fund. The participant’s pro rata
share of such items is determined in a
manner consistent with section 1.584–
2(c). Items of tax preference appor-
tioned to a participant pursuant to this
paragraph are taken into account by
the participant for the participant’s
taxable year in which or with which
the taxable year of the trust ends.

[T.D. 7564, 43 FR 40484, Sept. 12, 1978]

§ 1.58–6 Regulated investment compa-
nies; real estate investment trusts.

(a) In general. Section 58(f) provides
rules with respect to the determination
of the items of tax preference of regu-
lated investment companies (as defined
in section 851) and their shareholders
and real estate investment trusts (as
defined in section 856) and their share-
holders, or holders of beneficial inter-
est. In general, the items of tax pref-
erence of such companies and such

trusts are determined at the company
or trust level and the items of tax pref-
erence so determined (other than the
capital gains item of tax preference
(sections 57(a)(9) and § 1.57–1(i)) and, in
the case of a real estate investment
trust, accelerated depreciation on sec-
tion 1250 property (sections 57(a)(2) and
§ 1.57–1(b)) are treated as items of tax
preference of the shareholders, or hold-
ers of beneficial interest, in the same
proportion that the dividends (other
than capital gains dividends) paid to
each such shareholder, or holder of
beneficial interest, bear to the taxable
income of such company or such trust
determined without regard to the de-
duction for dividends paid. In no case,
however, is such proportion to be con-
sidered in excess of 100 percent. For ex-
ample, if a regulated investment com-
pany has items of tax preference of
$500,000 for the taxable year, none of
which resulted from capital gains, and
distributes dividends in an amount
equal to 90 percent of its taxable in-
come, each shareholder treats his share
of 90 percent of the company’s items of
tax preference, or (a proportionate
share of) $450,000, as items of tax pref-
erence of the shareholder. The remain-
ing $50,000 constitutes items of tax
preference of the company. Amounts
treated under this paragraph as items
of tax preference of the shareholders,
or holders of beneficial interest, are
deemed to be derived proportionately
from each item of tax preference of the
company or trust, other than the cap-
ital gains item of tax preference and, in
the case of a real estate investment
trust, accelerated depreciation on sec-
tion 1250 property. Such amounts are
taken into account by the share-
holders, or holders of beneficial inter-
est, in the same taxable year in which
the dividends on which the apportion-
ment is based are includible in income.
The minimum tax exemption of the
trust or company shall not be reduced
because a portion of the trust’s or com-
pany’s items of tax preference are allo-
cated to the shareholders or holders of
beneficial interests.

(b) Capital gains. Section 58(g)(1) pro-
vides that a regulated investment com-
pany or real estate investment trust
does not treat as an item of tax pref-
erence the capital gains item of tax
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preference under section 57(a)(9) (and
§ 1.57–1(i)) to the extent that such item
is attributable to amounts taken into
income by the shareholders of such
company under section 852(b)(3) or by
the shareholders or holders of bene-
ficial interest of such trust under sec-
tion 857(b)(3). Thus, such a company or
trust computes its capital gains item
of tax preference on the basis of its net
section 1201 gain less the sum of (1) the
capital gains dividend (as defined in
section 852(b)(3)(C) or 857(b)(3)(C)) for
the taxable year of the company or
trust plus (2), in the case of a regulated
investment company, that portion of
the undistributed capital gains des-
ignated, pursuant to section
852(b)(3)(D) and the regulations there-
under, by the company to be includible
in the shareholder’s return as long-
term capital gains for the
shareholders’s taxable year in which
the last day of the company’s taxable
years falls. Amounts treated under sec-
tion 852(b)(3) or 857(b)(3) as long-term
capital gains of shareholders, or hold-
ers of beneficial interest, are automati-
cally included, pursuant to sections
57(a)(9) and 1.57–1(i), in the computa-
tion of the capital gains item of tax
preference of the shareholders, or hold-
ers of beneficial interest.

(c) Accelerated depreciation on section
1250 property. In the case of a real es-
tate investment trust, all of the items
of tax preference resulting from accel-
erated depreciation on section 1250
property held by the trust (section
57(a)(2) and § 1.57–1(b)) are treated as
items of tax preference of the trust,
and, thus, none are treated as items of
tax preference of the shareholder, or
holder of beneficial interest.

[T.D. 7564, 43 FR 40484, Sept. 12, 1978]

§ 1.58–7 Tax preferences attributable
to foreign sources; preferences
other than capital gains and stock
options.

(a) In general. Section 58(g)(1) pro-
vides that except in the case of the
stock options item of tax preference
(section 57(a)(6) and § 1.57–1(f)) and the
capital gains item of tax preference
(section 57(a)(9) and § 1.57–1(i)), items of
tax preference which are attributable
to sources within any foreign country
or possession of the United States

shall, for purposes of section 56, be
taken into account only to the extent
that such items reduce the tax imposed
by chapter 1 (other than the minimum
tax under section 56) on income derived
from sources within the United States.
Items of tax preference from sources
within any foreign country or posses-
sion of the United States reduce the
chapter 1 tax on income from sources
within the United States to the extent
the deduction relating to such pref-
erences, in combination with other for-
eign deductions, exceed the income
from such sources and, in effect, offset
income from sources within the United
States. Items of tax preference, for this
purpose, are determined after applica-
tion of § 1.57–4 (relating to limitation
on amounts treated as items of tax
preference). In the case of a taxpayer
who deducted foreign taxes under sec-
tion 164 for a taxable year, the provi-
sions of this section shall be applied
(without regard to section 275(a)(4)) as
if he had elected the overall foreign tax
credit limitation under section 904(a)
(2) for such year.

(b) Preferences attributable to foreign
sources—(1) Preferences other than excess
investment interest. Except in the case of
excess investment interest (see sub-
paragraph (2) of this paragraph), an
item of tax preference to which this
section applies is attributable to
sources within a foreign country or
possession of the United States to the
extent such item is attributable to a
deduction properly allocable or
apportionable to an item or class of
gross income from sources within a for-
eign country or possession of the
United States under the principles of
section 862(b), or section 863, and the
regulations thereunder. Where, in the
case of income partly from sources
within the United States and partly
from sources within a foreign country
or possession of the United States, tax-
able income is computed before appor-
tionment to domestic and foreign
sources, and is then apportioned by
processes or formulas of general appor-
tionment (pursuant to section 863(b)
and the regulations thereunder), deduc-
tions attributable to such taxable in-
come are considered to be proportion-
ately from sources within the United
States and within the foreign country
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or possession of the United States on
the same basis as taxable income.

(2) Excess investment interest—( i) Per-
country limitation. (a) In the case of a
taxpayer on the per-country foreign
tax credit limitation under section
904(a) for the taxable year, excess in-
vestment interest (as defined in section
57(b)(1)), and the resulting item of tax
preference, is attributable to sources
within a foreign country or a posses-
sion of the United States to the extent
that investment interest expense at-
tributable to income from sources
within such foreign country or posses-
sion of the United States exceeds the
net investment income from sources
within such foreign country or such
possession. For this purpose, net in-
vestment income from within a foreign
country or possession of the United
States is the excess (if any) of the in-
vestment income from sources within
such country or possession over the in-
vestment expenses attributable to in-
come from sources within such country
or such possession. For the definition
of investment interest expense see sec-
tion 57(b)(2)(D); for the definition of in-
vestment income see section
57(b)(2)(B); for the definition of invest-
ment expense see section 57(b)(2)(C).

(b) If the taxpayer’s excess invest-
ment interest computed on a worldwide
basis is less than the taxpayer’s total
separately determined excess invest-
ment interest (as defined in this sub-
division (b)), the amount of the tax-
payer’s excess investment interest
from each foreign country or posses-
sion is the amount which bears the
same relationship to the taxpayer’s ex-
cess investment interest from each
such country or possession, determined
without regard to this subdivision (b),
as the taxpayer’s worldwide excess in-
vestment interest bears to the tax-
payer’s total separately determined ex-
cess investment interest. For purposes
of this subdivision (b), the taxpayer’s
total separately determined excess in-
vestment interest is the sum of the
total excess investment interest deter-
mined without regard to this subdivi-
sion (b) plus the taxpayer’s excess in-
vestment interest from sources within
the United States determined in a
manner consistent with (a) of this sub-
division (i).

(ii) Overall limitation. In the case of a
taxpayer who has elected the overall
foreign tax credit limitation under sec-
tion 904(a)(2) for the taxable year, ex-
cess investment interest (as defined in
section 57(b)(1)), and the resulting item
of tax preference, is attributable to
sources within any foreign country or
possession of the United States to the
extent that investment interest ex-
pense attributable to income from such
sources exceeds the sum of (a) the net
investment income from such sources
plus (b) the excess, if any, of net invest-
ment income from sources within the
United States over investment interest
expense attributable to sources within
the United States. For this purpose,
net investment income from sources
within any foreign country or posses-
sion of the United States is the excess
(if any) of the investment income from
all such sources over the investment
expenses attributable to income from
such sources. For the definition of in-
vestment interest expense see section
57(b)(2)(D) for the definition of invest-
ment income see section 57(b)(2)(B); for
the definition of investment expense
see section 57(b)(2)(C).

(iii) Allocation of expenses. The deter-
mination of the investment interest ex-
pense and investment expenses attrib-
utable to a foreign country or posses-
sion of the United States is made in a
manner consistent with subparagraph
(1) of this paragraph.

(iv) Attribution of certain interest de-
ductions to foreign sources. Where net in-
vestment income from sources within
any foreign country or possession has
the effect of offsetting investment in-
terest expense attributable to income
from sources within the United States,
the deductions for the investment in-
terest expense so offset are, for pur-
poses of § 1.58–7(c) (relating to reduc-
tion in taxes on United States source
income), treated as deductions attrib-
utable to income from sources within
the foreign country or possession from
which such net investment income is
derived. Such an offset will occur
where there is an excess of investment
interest expense attributable to income
from sources within the United States
over net investment income from such
sources and (a) in the case of a tax-
payer on the per-country foreign tax
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credit limitation, an excess of net in-
vestment income from sources within a
foreign country or possession of the
United States over investment interest
expense from within such foreign coun-
try or possession, or (b) in the case of
a taxpayer who has elected the overall
foreign tax credit limitation, there is
an excess of net investment income
from sources within foreign countries
or possessions of the United States
over investment interest expense at-
tributable to income from within such
sources.

(v) Separate limitation on interest in-
come. Where a taxpayer has income de-
scribed in section 904(f)(2) (relating to
interest income subject to the separate
foreign tax credit limitation) or ex-

penses attributable to such income, the
determination of the excess investment
interest resulting therefrom must be
determined separately with respect to
such income and the expenses properly
allocable or apportionable thereto in
the same manner as such determina-
tion is made in the case of a taxpayer
on the per-country foreign tax credit
limitation for the taxable year (see
subdivision (i) of this subparagraph).

(vi) Examples. The principles of this
subparagraph may be illustrated by the
following examples in each of which
the taxpayer is an individual and a cit-
izen of the United States:

Example 1. The taxpayer’s only items of in-
come and deduction relating to excess in-
vestment interest are as follows:

United
States France Germany Total

Investment income from sources within ....................................................... $150,000 $120,000 $180,000 $450,000
Investment expenses relating to income from sources within ...................... (100,000) (90,000) (120,000) (310,000)

Net investment income ................................................................................. 50,000 30,000 60,000 140,000
Investment interest expense relating to income from sources within .......... (110,000) (70,000) (50,000) (230,000)

(Excess) of investment interest expense over net investment income ........ (60,000) (40,000) *10,000 (90,000)

*Excess of net investment income over investment interest expense.

(a) If the taxpayer has elected the overall foreign tax creditlimitation, his excess invest-
ment interest from sources within any foreign countries or possessions of the United States
determined under subdivision (ii) of this subparagraph is computed as follows:
Investment interest:

French ......................................................................................................................... ($70,000)
German ....................................................................................................................... (50,000) ($120,000)

Net investment income:
Investment income:

French ................................................................................................................. 120,000
German ................................................................................................................ 180,000 $300,000

Less:
Investment expenses:

French ................................................................................................................. (90,000)
German ................................................................................................................ (120,000) (210,000) 90,000

Excess of U.S. net income over investment interest expenses:
Total foreign excess investment interest ..................................................... .................. .................... (30,000)

(b) If the taxpayer is on the per-country
foreign tax credit limitation, his excess in-
vestment interest from France and Germany
determined under subdivision (i)(a) of this
subparagraph is $40,000 and zero, respec-
tively. Since the taxpayer’s worldwide excess
investment interest ($90,000) is less than his
total separately determined excess invest-
ment interest ($60,000 (United States) plus
$40,000 (French) plus zero (German), or
$100,000), the limitation in subdivision (i) (b)
of this subparagraph applies and the excess

investment interest attributable to France is
limited as follows:

Total worldwide excess ($90,000)/Total sepa-
rately determined excess ($100,000) ×
French excess ($40,000)=$36,000

The taxpayer’s total excess investment in-
terest attributable to sources within any for-
eign country or possession of the United
States is, thus, $36,000 ($36,000 (French) plus
zero (German)). The taxpayer’s excess invest-
ment interest attributable to sources within
the United States is $54,000
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($90,000/$100,000×$60,000).

Since, in making the latter determination,
$6,000 of the $60,000 of U.S. investment inter-
est expense in excess of U.S. net investment
income is, in effect, offset by German net in-
vestment income, for purposes of § 1.58–7(c),
$6,000 of interest deductions attributable to
income from sources within the United
States are, pursuant to subdivision (iv) of
this subparagraph, treated as deductions at-

tributable to income from sources within
Germany.

Example 2. Assume the same facts as in ex-
ample (1) except that the items of income
and deduction in Germany and the United
States are reversed. The worldwide excess in-
vestment interest, thus, remains $90,000 and
the items of income and deduction relating
to excess investment interest are as follows:

United
States France Germany Total

Investment income from sources within ....................................................... $180,000 $120,000 $150,000 $450,000
Investment expenses relating to income from sources within ...................... (120,000) (90,000) (100,000) (310,000)

Net investment income ................................................................................. 60,000 30,000 50,000 140,000
Investment interest expense relating to income from sources within .......... (50,000) (70,000) (110,000) (230,000)

(Excess) of investment interest expense over net investment income ........ 10,000 (40,000) (60,000) (90,000)

(a) If the taxpayer has elected the overall limitation, his excess investment interest from
sources within any foreign countries or possessions of the United States determined under
subdivision (ii) of this subparagraph is determined as follows:
Foreign investment interest:

French ................................................................................................................... ($70,000)
German .................................................................................................................. (110,000) ($180,000)

Foreign net investment income:
French ................................................................................................................... 120,000
German .................................................................................................................. 150,000 $270,000

Less:
Investment expenses:

French ................................................................................................................... (90,000)
German .................................................................................................................. (100,000) (190,000) 80,000

Excess of U.S. net investment income over U.S. investment interest expense ................. .................. .................. 10,000

Excess investment interest attributable to foreign sources ................................................. .................. .................. (90,000)

(b) If the taxpayer has not elected the
overall foreign tax credit limitation, his ex-
cess investment interest from France and
Germany determined under subdivision (i) of
this subparagraph (without regard to the
limitation to worldwide excess investment
interest) is $40,000 and $60,000 respectively,
and his total separately determined excess
investment interest is, thus, $10,000. Since
the total separately determined excess would
exceed the worldwide excess, the limitation
to the worldwide excess in subdivision (i) ap-
plies and the excess investment interest is
determined as follows:
France:

$90,000/$100,000×$40,000=$36,000

Germany:

$90,000/$100,000×$60,000=$54,000

Total excess investment interest attrib-
utable to sources within any foreign
countries and possessions—$90,000.

Example 3. Assume the same facts as in ex-
ample (1) except that the taxpayer, in addi-
tion has investment income, investment ex-
penses, and investment interest subject to
the separate limitation under section 904(f).

(a) If the taxpayer has elected the
overall foreign tax credit limitation,
his excess investment interest from
sources within any foreign countries or
possessions of the United States deter-
mined under subdivision (ii) of this
subparagraph is the same as in (a) of
example (1) of this subdivision (vi). He
then treats such amount as separately
determined excess investment interest
attributable to a single foreign country
as determined under subdivision (i) of
this subparagraph and proceeds as in
(b) of example (1) of this subdivision
(vi) treating items of income and de-
duction subject to section 904(f) and
from each separate foreign country or
possession separately in making the
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additional determinations under sub-
divisions (i) and (iv) of this subpara-
graph.

(b) If the taxpayer has not elected
the overall foreign tax credit limita-
tion, his excess investment interest
from sources within any foreign coun-
try or possession of the United States
would be determined in the same man-
ner as in (b) of example (1) treating
items of income and deduction which
are subject to section 904(f) and from
each separate foreign country or pos-
session separately in making the deter-
minations under subdivisions (i) and
(iv) of this subparagraph.

(c) Reduction in taxes on United States
source income—(1) Overall limitation—(i)
In general. If a taxpayer is on the over-
all foreign tax credit limitation under
section 904(a)(2), the items of tax pref-
erence determined to be attributable to
foreign sources under paragraph (b) of
this section reduce the tax imposed by
chapter 1 (other than the minimum tax
imposed under section 56) on income
from sources within the United States
for the taxable year to the extent of
the smallest of the following three
amounts:

(a) Items of tax preference (other
than stock options and capital gains)
attributable to sources within a foreign
country or possession of the United
States,

(b) The excess (if any) of the total de-
ductions properly allocable or
apportionable to items or classes of
gross income from sources within for-
eign countries and possessions of the
United States over the gross income
from such sources, or

(c) Taxable income from sources
within the United States.
See § 1.58–7(b)(2)(iv) with respect to the
attribution of certain interest deduc-
tions to foreign sources in cases involv-
ing the excess investment interest item
of tax preference.

(ii) Net operating loss. Where there is
an overall net operating loss for the
taxable year, to the extent that the
lesser of the amounts determined under
(a) or (b) of subdivision (i) of this sub-
paragraph exceeds the taxpayer’s tax-
able income from sources within the
United States (and, therefore do not
offset taxable income from sources
within the United States for the tax-

able year) the amount of such excess is
treated as ‘‘suspense preferences.’’ Sus-
pense preferences are converted to ac-
tual items of tax preference, arising in
the loss year and subject to the provi-
sions of section 56, as the net operating
loss is used in other taxable years, in
the form of a net operating loss deduc-
tion under section 172, to offset taxable
income from sources within the United
States. Suspense preferences which, in
other taxable years, reduce taxable in-
come from sources within any foreign
country or possession of the United
States lose their character as suspense
preferences and, thus, are never con-
verted into actual items of tax pref-
erence. The amount of the suspense
preferences which are converted into
actual items of tax preference is equal
to that portion of the net operating
loss attributable to the suspense pref-
erences which offset taxable income
from sources within the United States
in taxable years other than the loss
year. The determination of the compo-
nent parts of the net operating loss and
the determination of the amount by
which the portion of the net operating
loss attributable to suspense pref-
erences offsets taxable income from
sources within the United States is
made on a year-by-year basis in the
same order as the net operating loss is
used in accordance with section 172(b).
Such determination is made by apply-
ing deductions attributable to U.S.
source income first against such in-
come and deductions attributable to
foreign source income first against
such foreign source income and in ac-
cordance with the following principles:

(a) Deductions attributable to items
or classes of gross income from sources
within the United States offset taxable
income from sources within the United
States before any remaining portion of
the net operating loss;

(b) Deductions attributable to items
or classes of gross income from sources
within foreign countries or possessions
of the United States offset taxable in-
come from such sources before any re-
maining portion of the net operating
loss;

(c) Deductions described in (b) of the
subdivision (ii) which are not suspense
preferences (referred to in this subpara-
graph as ‘‘other foreign deductions’’)
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offset taxable income from sources
within foreign countries and posses-
sions of the United States before sus-
pense preferences; and

(d) Suspense preferences offset tax-
able income from sources within the
United States before other foreign de-
ductions.
For purposes of the above computa-
tions, taxable income is computed with
the modifications specified in section
172(b)(2) or section 172(c), whichever is
applicable. However, the amount of
suspense preferences which are con-
verted into actual items of tax pref-
erence in accordance with the above
principles is reduced to the extent sus-
pense preferences offset increases in
taxable income from sources within the
United States due to the modifications

specified in section 172(b)(2) or section
172(c). For this purpose, suspense pref-
erences are considered to offset an in-
crease in taxable income due to the
section 172(b)(2) modifications only
after reducing taxable income com-
puted before the section 172(b)(2) or
section 172(c) modifications.

(iii) Examples. The principles of this
subparagraph may be illustrated by the
following examples. In each example
the taxpayer is an individual citizen of
the United States and has elected the
overall foreign tax credit limitation.
Personal deductions and exemptions
are disregarded for purposes of these
examples.

Example 1. In 1974, the taxpayer has the fol-
lowing items of income and deduction:

United States taxable income:
Gross income ............................................................................................................... .................. $750,000
Deductions .................................................................................................................... .................. (250,000) $500,000

Foreign source loss:
Gross income ............................................................................................................... .................. 200,000
Deductions:

Preference items (excess of percentage depletion over basis) ........................... $550,000
Other ...................................................................................................................... 50,000 (600,000) (400,000)

Overall taxable income ........................................................................................................ .................. .................. 100,000

Pursuant to subdivision (i) of this sub-
paragraph the smallest of (a) the items
of tax preference attributable to the
foreign sources ($550,000), (b) the for-
eign source loss ($400,000), or (c) the
taxable income from sources within the
United States ($500,000) reduces the tax
imposed by chapter 1 (other than the
minimum tax) on income from sources
within the United States. Thus, $400,000
of the $550,000 of excess depletion is
treated as an item of tax preference in
1974 subject to the minimum tax.

Example 2. Assume the same facts as in ex-
ample (1) except that the gross income from
sources within the United States is $350,000
resulting in U.S. taxable income of $100,000
and an overall net operating loss of $300,000.
Pursuant to subdivision (i) of this subpara-
graph, $100,000 of the $550,000 excess depletion
would be treated as an item of tax preference
in 1974 subject to the minimum tax. In addi-
tion, pursuant to subdivision (ii) of this sub-
paragraph, the excess of the items of tax
preference from foreign sources ($550,000) or

the foreign source loss ($400,000), whichever
is less, over the U.S. taxable income
($100,000), or, in this example, $300,000, is
treated as suspense preferences.

(a) If, in 1971, the taxpayer’s total items of
income and deduction result in $350,000 of
taxable income all of which is from sources
within the United States, the entire $300,000
net operating loss, all of which is attrib-
utable to suspense preferences, is used to off-
set U.S. taxable income. Accordingly, the
full $300,000 of suspense preferences are con-
verted into actual items of tax preference
arising in 1974 and are subject to tax under
section 56.

(b) If the $350,000 in 1971 is modified taxable
income resulting from the denial of a section
1202 capital gains deduction of $175,000 by
reason of section 172(b)(2), the $300,000, other-
wise treated as actual items of tax pref-
erence, is reduced by $125,000, i.e., the extent
to which the suspense preferences offset U.S.
taxable income attributable to the increase
in taxable income resulting from the denial
of the section 1202 deduction.

Example 3. In 1974, the taxpayer has the fol-
lowing items of income and deduction:

United States loss:
Gross income ........................................................................................................ .................. $75,000
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Deductions ............................................................................................................. .................. (225,000)

.................. ($150,000)
Foreign loss:

Gross income ........................................................................................................ .................. 400,000
Deductions:

Preference items (excess of accelerated depreciation on sec. 1250 prop-
erty over straight-line amount) ................................................................... $200,000

Other .............................................................................................................. 550,000 (750,000) (350,000)

Overall net operating loss .................................................................................................... .................. .................. (500,000)

Since the nonpreference deductions re-
duce the foreign source income before
the preference portion, the $350,000 for-
eign source loss consists of $200,000 of
suspense preferences and $150,000 of
other deductions. In 1971, 1972, and 1973
the taxpayer had taxable income from
sources within the United States of

$100,000, $200,000, and $300,000, respec-
tively and taxable income from sources
within foreign countries of $80,000 each
year. Of the $200,000 of suspense pref-
erences, $150,000 are converted into ac-
tual items of tax preference, subject to
the minimum tax in 1974, determined
as follows:

[In thousands of dollars]

Year—Explanation

Taxable income

U.S. deductions

Foreign deductions

U.S. source Foreign source Suspense
preferences Other

1971 End of year balance before section
58(g) computations ........................................ 100 80 150 200 150

1. U.S. deductions against U.S. in-
come ................................................ (100) .......................... .......................... .................... ....................

.................... .......................... (100) .................... ....................
2. Other foreign deductions against

foreign income ................................. .................... (80) .......................... .................... (80)
1972 End of year balance before section

58(g) computations ........................................ 200 80 50 200 70
1. U.S. deductions against U.S. in-

come ................................................ (50) .......................... (50) .................... ....................
2. Other foreign deductions against

foreign income ................................. .................... (70) .......................... .................... (70)
3. Suspense preferences against for-

eign income ..................................... .................... (10) .......................... (10) ....................
4. Suspense preferences against U.S.

income ............................................. *(150) .......................... .......................... *(150) ....................
1973 End of year balance before section

58(g) computations ........................................ 300 80 .......................... 40 ....................
1. U.S. deductions against U.S. in-

come ................................................ .................... .......................... Not applicable .................... ....................
2. Other foreign deductions against

foreign income ................................. .................... .......................... Not applicable .................... ....................
3. Suspense preference against for-

eign income ..................................... .................... (40) .......................... (40) ....................
4. Suspense preferences against U.S.

income ............................................. Not applicable
Balances ............................................. 300 40 .......................... .................... ....................

*Suspense preferences converted to actual items of tax preference.

Example 4. In 1970, the taxpayer’s total
items of income and deduction, all of which
are attributable to foreign sources, are as
follows:
Foreign loss:

Gross income ............................................... $400,000

Deductions:
Preferences (excess of

accelerated deprecia-
tion on section 1250
property over straight-
line) .............................. $200,000

Net operating loss ................................................ 350,000

Pursuant to subdivision (i) of this sub-
paragraph, none of the preferences at-
tributable to foreign sources reduce the
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tax imposed by chapter 1 (other than
the minimum tax) on taxable income
from sources within the United States.
Pursuant to subdivision (ii) of this sub-
paragraph, the $200,000 portion of the
net operating loss resulting from the
excess accelerated depreciation con-
stitutes suspense preferences. No part
of the net operating loss that is carried
back to previous years is reduced in
such previous years. In 1971 and 1972,
the taxpayer’s income (before the net
operating loss deduction) consists of
the following:

1971 taxable income:
United States ................................................ $160,000

Foreign .......................................................... 70,000

Total ....................................................... 230,000

1972 taxable income:
United States ................................................ 25,000
Foreign .......................................................... 105,000

Total ....................................................... 130,000

(a) In 1971, the conversion of suspense
preferences into actual items of tax
preference under section 58(g) (and this
paragraph) and the imposition of the
minimum tax on 1970 items of tax pref-
erence under section 56(b) and (§ 1.56A–
2) are determined as follows:

Conversion of suspense preferences:

1970 NET OPERATING LOSS
[In thousands of dollars]

U.S. taxable
income

Foreign tax-
able income U.S. deductions Suspense

preferences

Other for-
eign deduc-

tions

$160 $70 ............................ $200 $150

1. U.S. deductions against U.S. income ........... Not applicable ....
2. Other foreign deductions against foreign in-

come.
.................... 70 ............................ .................... (70)

3. Suspense preference against foreign in-
come.

Not applicable ....

4. Suspense preference against U.S. income .. *(160) ........................ ............................ (160) ....................

Balance to 1972 ...................................................................................................................... 40 80

*Suspense preferences converted into actual items of tax preference.

Imposition of minimum tax on 1970 items of tax preference:

1970 NET OPERATING LOSS
[In thousands of dollars]

1971 taxable in-
come

Nonpreference
portion

Preference por-
tion

Suspense por-
tion

$230 $150 .......................... $200

1. 1971 conversion of suspense preferences pursuant
to sec. 58(g) ............................................................... .......................... 1 30 $130 (160)

Adjusted NOL .................................................. .......................... 180 130 40
2. Nonpreference portion against taxable income ......... (180) (180) .......................... ..........................
3. Preference portion against taxable income ............... 2 (50) .......................... (50) ..........................

Balance to 1972 .......................................................................................................... 80 40

1 Represents the 1970 minimum tax exemption.
2 Imposition of 1970 minimum tax (10 pct×$50,000=$5,000).

(b) In 1972, the conversion of suspense preferences into actual items of tax preferences
under section 58(g) (and this paragraph) and the imposition of the minimum tax on 1970 items
of tax preference under section 56(b) (and § 1.56A–2) are determined as follows:

Conversion of suspense preferences:
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1970 NET OPERATING LOSS
[In thousands of dollars]

U.S. taxable
income

Foreign taxable
income U.S. deductions Suspense

preferences

Other for-
eign deduc-

tions

$25 $105 .......................... $40 $80

1. U.S. deduction against U.S. income ............. Not applicable
2. Other foreign deductions against foreign in-

come ............................................................... .................... (80) .......................... .................... (80)
3. Suspense preferences against foreign in-

come ............................................................... .................... (25) .......................... (25) ....................
4. Suspense preference against U.S. income ... 1 (15) .......................... .......................... (15) ....................

Balance ................................................ 10 .......................... .......................... .................... ....................

1 Suspense preferences converted into actual items of tax preference.

Imposition of minimum tax on 1970 items of tax preference:

1970 NET OPERATING LOSS
[In thousands of dollars]

1972 taxable in-
come

Nonpreference
portion

Preference por-
tion

Suspense por-
tion

$130 .......................... $80 $40

1. 1972 conversion of suspense preferences pursuant
to sec. 58(g) ............................................................... .......................... $25 15 (40)

Adjusted NOL .................................................. .......................... 25 95 ..........................
2. Nonpreference portion against taxable income ......... (25) (25) .......................... ..........................
3. Preference portion against taxable income ............... 1 (95) .......................... (95) ..........................

Balance ............................................................ 10 .......................... .......................... ..........................

1 Imposition of 1970 minimum tax (10 pct×$95,000=$9,500).

(2) Per-country limitation—(i) In gen-
eral. If a taxpayer is on the per-country
foreign tax credit limitation for the
taxable year, the amount by which the
items of tax preference to which this
section applies reduce the tax imposed
by chapter 1 (other than the minimum
tax under section 56) on income from
sources within the United States is de-
termined separately with respect to
each foreign country or possession of
the United States. Such determination
is made in a manner consistent with
subparagraph (1) of this paragraph as
modified in subdivision (ii) of this sub-
paragraph. In applying subparagraph
(1)(i) of this paragraph to a taxpayer on
the per-country limitation, if the total
potential preference amounts (as de-
fined in this subdivision (i)) exceed the
taxpayer’s taxable income from sources
within the United States, then, for pur-
poses of subparagraph (1)(i)(c) of this
paragraph (relating to the U.S. taxable
income limitation on the amount
treated as a reduction of U.S. taxable
income), the taxable income from

sources within the United States which
is reduced by potential preference
amounts with respect to each foreign
country or possession is an amount
which bears the same relationship to
such income as the potential pref-
erence amount with respect to such
foreign country or possession bears to
the total of the potential preference
amounts with respect to all foreign
countries and possessions. For purposes
of this subparagraph, the potential
preference amount with respect to a
foreign country or possession is the
lesser of the amount of foreign source
preference (described in subparagraph
(1)(i)(a) of this paragraph) attributable
to such country or possession or the
amount of foreign source loss (de-
scribed in subparagraph (1)(i)(b) of this
paragraph) attributable to such coun-
try or possession.

(ii) Net operating loss. Where there is
an overall net operating loss for the
taxable year and the total of the poten-
tial preference amounts with respect to
all foreign countries and possessions
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exceeds the taxpayer’s taxable income
from sources within the United States,
the amount of such excess is treated as
‘‘suspense preferences’’. The suspense
preferences are converted into actual
items of tax preference, arising in the
loss year and subject to the provisions
of section 56, as the net operating loss
is used in other taxable years, in the
form of a net operating loss deduction
under section 172, to offset taxable in-
come from sources within the United
States. Suspense preferences attrib-
utable to a foreign country or posses-
sion which, in other taxable years, re-
duce taxable income from sources
within such country or possession or
offset taxable income from sources
within any other foreign country or
possession lose their character as sus-
pense preferences and, thus, are never
converted into actual items of tax pref-
erence. The amount of the suspense
preferences which are converted into
actual items of tax preference is equal
to that portion of the net operating
loss attributable to the suspense pref-
erences which offsets taxable income
from sources within the United States
in taxable years other than the loss
year. The determination of the compo-
nent parts of the net operating loss and
the determination of the amount by
which the portion of the net operating
loss attributable to the suspense pref-
erences offsets taxable income from
sources within the United States is
made on a year-by-year basis in the
same order as the net operating loss is
used in accordance with section 172(b).
Such determination is made by apply-
ing deductions attributable to United
States source income first against such
income and applying deductions attrib-
utable to income from sources within a
foreign country or possession of the
United States first against income
from sources within such country or
possession and in accordance with the
following principles:

(a) Deductions attributable to items
or classes of gross income from sources
within the United States offset taxable
income from sources within the United
States before any remaining deduc-
tions;

(b) Deductions attributable to items
or classes of gross income from sources
within any foreign country or posses-

sion of the United States which are not
suspense preferences (referred to in
this paragraph as ‘‘other foreign deduc-
tions’’) offset taxable income from
sources within such country or posses-
sion before any remaining deductions;

(c) Suspense preferences attributable
to items or classes of gross income
from sources within a foreign country
or possession offset any remaining tax-
able income from sources within such
foreign country or possession after ap-
plication of (b) of this subdivision (ii)
before any remaining deductions;

(d) Suspense preferences from each
foreign country and possession (re-
maining after application of (c) of this
subdivision (ii)) offset taxable income
from sources within the Unted States
(remaining after application of (a) of
this subdivision (ii)) before other for-
eign deductions pro rata on the basis of
the total of such suspense preferences;

(e) Other foreign deductions from
each foreign country and possession
(remaining after application of (b) of
this subdivision (ii)) offset taxable in-
come from sources within the United
States (remaining after application (a)
and (b) of this subdivision (ii)) pro rata
on the basis of the total of such other
foreign deductions;

(f) Deductions attributable to income
from sources within the United States
(remaining after application of (a) of
this subdivision (ii)) offset taxable in-
come from sources within any foreign
country or possession before any for-
eign deductions;

(g) Other foreign deductions from
each foreign country and possession
(remaining after application of (b) and
(e) of this subdivision (ii)) offset tax-
able income from sources within any
other foreign countries or possessions
(remaining after application of (f) of
this subdivision (ii)) pro rata on the
basis of the total of such other foreign
deductions; and

(h) Suspense preferences (remaining
after the application of (c) and (d) of
this subdivision (ii)) offset taxable in-
come from sources within any foreign
country or possession (remaining after
the application of paragraphs (f) and
(g) of this subdivision (ii)) pro rata on
the basis of the total of such suspense
preferences.
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For purposes of the above computa-
tions, taxable income is computed with
the modifications specifed in section
172(b)(2) or section 172(c), whichever is
applicable. However, the amount of
suspense preferences which are con-
verted into actual items of tax pref-
erence in accordance with the above
principles is reduced to the extent the
suspense preferences offset increases in
taxable income from sources within the
United States due to the modifications
specified in section 172(b)(2) or section

172(c). For this purpose, suspense pref-
erences are considered to offset an in-
crease in taxable income due to section
172(b)(2) or section 172(c) modifications
only after reducing taxable income
computed before such modifications.

(iii) Examples. The principles of this
subparagraph may be illustrated by the
following examples in each of which
the per-country foreign tax credit limi-
tation is applicable. For purposes of
these examples, personal deductions
and exemptions are disregarded.

Example (1). The taxpayer has the following items of income and deduction for the taxable
year 1971:

United
States France Germany United

Kingdom

Gross income ............................................................................................ $180,000 $165,000 $50,000 $75,000
Deductions:

Preference .......................................................................................... .................... .................... .................. (45,000)
Other .................................................................................................. (120,000) (125,000) (80,000) (100,000)

Taxable income (or loss) ............................................................ 60,000 40,000 (30,000) (70,000)

(a) Pursuant to subdivision (i) of this sub-
paragraph, the potential preference amount
in the case of the United Kingdom is the
lesser of the preferences attributable to the
United Kingdom ($45,000) or the excess of de-
ductions over gross income from sources
within the United Kingdom ($70,000) and the
potential preference amounts in the case of
France and Germany are zero in both cases
since the preferences attributable to both
countries are zero. Since the total potential
preference amounts ($45,000) is less than the
taxable income from sources within the
United States ($60,000), no modification of
U.S. taxable income is required. Thus, the
amount by which the U.K. preferences reduce
the tax on taxable income from sources with-
in the United States, determined in a man-
ner consistent with subparagraph (1)(i) of
this paragraph, is the smallest of (1) the
items of tax preference attributable to the
United Kingdom ($45,000), (2) the excess of de-
ductions over gross income attributable to

the United Kingdom ($70,000), or (3) taxable
income from sources within the United
States ($60,000). The full $45,000 of U.K. pref-
erence items are, therefore, taken into ac-
count as items of tax preference in 1971 and
subject to the minimum tax. Since there is
no net operating loss, subdivision (ii) of this
subparagraph does not apply.

(b) If the French taxable income is $15,000
instead of $40,000, a $25,000 net operating loss
(on a worldwide basis) results. The deter-
mination of the foreign preference items
taken into account pursuant to subdivision
(i) of this subparagraph is the same as in (a)
of this example. Subdivision (ii) of this sub-
paragraph again does not apply since the
total potential preference amounts ($45,000)
is less than the U.S. taxable income ($60,000).

Example 2. For the taxable year 1972, the
taxpayer has a net operating loss of $35,000
consisting of the following items of income
and deduction:

United
States France Germany United

Kingdom Belgium

Gross income .......................................................................... $250,000 $50,000 $60,000 $5,000 $45,000
Deductions:

Preferences ...................................................................... .................. (35,000) (70,000) (95,000) ..................
Other ................................................................................ (100,000) (75,000) (30,000) .................. (40,000)

Taxable income (or loss) .......................................... 150,000 (60,000) (40,000) (90,000) 5,000
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(a) Pursuant to subdivision (i) of this
subparagraph the potential preference
amount with respect to each country is
the lesser of the amount shown as pref-
erences with respect to such country or
the amount of the loss from such coun-
try. Thus, the potential preference
amounts in this case are:
France .................................................................. $35,000
Germany .............................................................. 40,000
United Kingdom ................................................... 90,000
Belgium ................................................................ 0

Total .............................................................. 165,000

Since the total of the potential pref-
erence amounts exceeds the U.S. tax-

able income, in applying the principles
of subparagraph (1)(i) of this para-
graph, U.S. taxable income which is re-
duced by potential preference amounts
with respect to each country is a pro-
rata amount based on the total poten-
tial preference amounts as follows:
France .................................... (35,000/165,000×$150,000)—

$31,818
Germany ................................ (40,000/165,000×$150,000)—

$36,364
United Kingdom ..................... (90,000/165,000×$150,000)—

$81,818
Belgium .................................. (0/165,000×$150,000)—$0

Total ................................... $150,000

The amount by which the foreign preference items offset U.S. taxable income pursuant to
subdivision (i) of this subparagraph is then determined as follows:

(a) (b) (c) (d)

Preferences Loss U.S. taxable
income

Smallest of
(a), (b), or (c)

France ................................................................................... $35,000 $60,000 $81,818 $31,818
Germany ................................................................................ 70,000 40,000 36,364 36,364
United Kingdom ..................................................................... 95,000 90,000 81,818 81,818
Belgium ................................................................................. ........................ ........................ ........................ ........................

Total ........................................................................ ........................ ........................ ........................ 150,000

Thus, $150,000 of the total foreign preference items will be taken into account pursuant to
subdivision (i) of this subparagraph as items of tax preference in 1972 and subject to the provi-
sions of section 56.

(b) Pursuant to subdivision (ii) of this subparagraph, the 1972 net operating loss of $35,000
will consist of suspense preferences of $15,000 and other foreign deductions of $20,000 attrib-
utable to each foreign country as shown below and determined as follows:

Explanation

Deductions

United
States

France Germany United
Kingdom

pref-
erences

Belgium
otherPref-

erences Other Pref-
erences Other

$100,000 $35,000 $75,000 $70,000 $30,000 $95,000 $40,000
1. U.S. deductions against U.S. income

($250,000) ........................................... (100,000) ................ ................ ................ ................ ................ ................
2. Other foreign deductions against for-

eign income (per-country) 1 ................. .................. ................ (50,000) ................ (30,000) ................ (40,000)
3. Suspense preferences against re-

maining foreign income (per-country) .................. ................ ................ (30,000) ................ (5,000) ................
4. Suspense preferences against re-

maining U.S. income:
France (35,000/165,000×

$150,000) .............................. .................. (31,818) ................ ................ ................ ................ ................
Germany (40,000/165,000×

$150,000) .............................. .................. ................ ................ (36,364) ................ ................ ................
U.K. (90,000/

165,000×$150,000) .............. .................. ................ ................ ................ ................ (81,818) ................
5. Other foreign deductions against re-

maining U.S. income (0) ..................... (2) (2) (2) (2) (2) (2) (2)
6. U.S. deductions against other foreign

income ................................................. (2) (2) (2) (2) (2) (2) (2)
7. Other foreign deductions against re-

maining foreign income ($5,000) ........ .................. ................ (5,000) ................ ................ ................ ................
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Explanation

Deductions

United
States

France Germany United
Kingdom

pref-
erences

Belgium
otherPref-

erences Other Pref-
erences Other

8. Suspense preferences against re-
maining foreign income (0): (2) (2) (2) (2) (2) (2) (2)

Balance (components of
NOL) .............................. .................. 3,182 20,000 3,636 ................ 8,182 ................

1 Foreign income amounts before step 2 are: France—$50,000; Germany—$60,000; United Kingdom—$5,000; Belgium—
$45,000.

2 Not applicable.

Example 3. In 1973, the taxpayer has taxable
income (computed without regard to the net
operating loss deduction) from the following
sources and in the following amounts:

United States France Germany United
Kingdom

$100,000 .................. $60,000 $20,000 $30,000

In addition, the taxpayer has a net
operating loss deduction of $235,000 re-
sulting from a 1972 net operating loss
consisting of the following amounts:
Deductions attributable to income from

sources within the United States ............... $25,000

Suspense preferences attributable to income
from sources within France ........................ $75,000

Deductions other than suspense preferences
attributable to income from sources within
France ........................................................ $85,000

Deductions other than suspense preferences
attributable to sources within the Nether-
lands ........................................................... $50,000

(a) Pursuant to subdivision (ii) of
this subparagraph, the converted sus-
pense preferences and the remaining
portions of the 1972 net operating loss
carried over to 1974 are computed as
follows:

[In thousands of dollars]

1973 income 1972 net operating loss

United
States France Ger-

many

United
King-
dom

United
States

French
sus-

pense
pref-
er-

ences

French
other

deduc-
tions

Dutch
other

deduc-
tions

100 60 20 30 25 75 85 50
U.S. deductions against U.S. income ................... (25) ............ ............ ............ (25) ............ ............ ............
Other foreign deductions against foreign income

(per-country) ...................................................... ............ (60) ............ ............ ............ ............ (60) ............
Suspense preferences against remaining foreign

income (per-country) ......................................... (2) (2) (2) (2) (2) (2) (2) (2)
Suspense preferences against remaining U.S. in-

come .................................................................. (1 75) ............ ............ ............ ............ (75) ............ ............
Other foreign deductions against remaining U.S.

income ............................................................... (2) (2) (2) (2) (2) (2) (2) (2)
U.S. deductions against remaining foreign in-

come .................................................................. (2) (2) (2) (2) (2) (2) (2) (2)
Other foreign deductions against remaining

foreign income:
French (25,000/75,000 × $50,000) ......... ............ ............ (16.7) ............ ............ ............ (16.7) ............
Dutch (50,000/75,000 × $50,000) .......... ............ ............ (33.3) ............ ............ ............ ............ (33.3)

Suspense preferences against remaining foreign
income ............................................................... (2) (2) (2) (2) (2) (2) (2) (2)

Balance (1972 carryover to 1974).. ...................... ............ ............ ............ ............ ............ ............ 8.3 16.7

1 Suspense preferences converted to actual items of tax preference.
2 Not applicable.

(b) If, in 1972, there had been no items
of tax preference without regard to the
suspense preferences, the conversion of
the suspense preferences in 1973 would
result in a 1972 minimum tax liability

under section 56(a) of $4,500 (10 percent
× ($75,000¥$30,000)), all of which would
have been deferred by reason of section
56(b). Further, by application of section
56(b) and § 1.56A–2, $20,000 of the $45,000
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preference portion of the 1972 net oper-
ating loss would be treated as having
reduced taxable income in 1973 result-
ing in the imposition in 1973 of $2,000 of
the deferred 1972 minimum tax liabil-
ity.

(3) Separate limitation under section
904(f). In the case of a taxpayer subject
to the separate limitation on interest
income under section 904(f), the provi-
sions of this paragraph shall be applied
in the same manner as in subparagraph
(2) of this paragraph. If the taxpayer
has elected the overall foreign tax
credit limitation, subparagraph (2) of
this paragraph shall be applied as if all
income from sources within any for-
eign countries or possessions of the
United States and deductions relating
to income from such sources other
than income or deductions subject to
the separate limitation under section
904(f) were from a single foreign coun-
try.

(4) Carryover of excess taxes. For rules
relating to carryover of excess taxes
described in paragraph (1) of section
56(c) when suspense preferences are
converted to actual items of tax pref-
erence, see § 1.56A–5(f).

(5) Character of amounts. Where the
amounts from sources within a foreign
country or possession of the United
States (or all such countries or posses-
sions in the case of a taxpayer who has
elected the overall foreign tax credit
limitation) which are treated as reduc-
ing chapter 1 tax on income from
sources within the United States or as
suspense preferences are less than the
total items of tax preference described
in subparagraph (1)(i)(a) of this para-
graph attributable to such sources, the
amounts so treated are considered de-
rived proportionately from each such
item of tax preference.

[T.D. 7564, 43 FR 40484, Sept. 12, 1978, as
amended by T.D. 8138, 52 FR 15309, Apr. 28,
1987]

§ 1.58–8 Capital gains and stock op-
tions.

(a) In general. Section 58(g)(2) pro-
vides that the items of tax preference
specified in section 57(a)(6), and § 1.57–
1(b) (stock options), and section
57(a)(9), and § 1.57–1(i) (capital gains),
which are attributable to sources with-
in any foreign country or possession of

the United States shall not be taken
into account as items of tax preference
if, under the tax laws of such country
or possession, preferential treatment is
not accorded:

(1) In the case of stock options, to
the gain, profit, or other income real-
ized from the transfer of shares of
stock pursuant to the exercise of an op-
tion which is under United States tax
law a qualified or restricted stock op-
tion (under section 422 or section 424);
and

(2) In the case of capital gains, to
gain from the sale or exchange of cap-
ital assets (or property treated as cap-
ital assets under United States tax
law).
Where capital gains are not accorded
preferential treatment within a foreign
country, capital losses as well as cap-
ital gains from such country are not
taken into account for purposes of the
minimum tax.

(b) Source of capital gains and stock op-
tions. Generally, in determining wheth-
er the capital gain or stock option item
of tax preference is attributable to
sources within any foreign country or
possession of the United States, the
principles of sections 861–863 and the
regulations thereunder are applied.
Thus, the stock option item of tax pref-
erence, representing compensation for
personal services, is attributable, in ac-
cordance with § 1.861–4, to sources with-
in the country in which the personal
services were performed. Where the
capital gain item of tax preference rep-
resents gain from the purchase and sale
of personal property, such gain is at-
tributable, in accordance with § 1.861–7,
entirely to sources within the country
in which the property is sold. In ac-
cordance with paragraph (c) of § 1.861–7,
in any case in which the sales trans-
action is arranged in a particular man-
ner for the primary purpose of tax
avoidance, all factors of the trans-
action, such as negotiations, the execu-
tion of the agreement, the location of
the property, and the place of payment,
will be considered, and the sale will be
treated as having been consummated
at the place where the substance of the
sale occurred.

(c) Preferential treatment. For pur-
poses of this section, gain, profit, or
other income is accorded preferential
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treatment by a foreign country or pos-
session of the United States if (1) rec-
ognition of the income, for foreign tax
purposes, is deferred beyond the tax-
payer’s taxable year or comparable pe-
riod for foreign tax purposes which co-
incides with the taxpayer’s U.S. tax-
able year in cases where other items of
profit, gain, or other income may not
be deferred; (2) it is subject to tax at a
lower effective rate (including no rate
of tax) than other items of profit, gain,
or other income, by means of a special
rate of tax, artifical deductions, ex-
emptions, exclusions, or similar reduc-
tions in the amount subject to tax; (3)
it is subject to no significant amount
of tax; or (4) the laws of the foreign
country or possession by any other
method provide tax treatment for such
profit, gain, or other income more ben-
eficial than the tax treatment other-
wise accorded income by such country
or possession. For the purpose of the
preceding sentence, gain, profit, or
other income is subject to no signifi-
cant amount of tax if the amount of
taxes imposed by the foreign country
or possession of the United States is
equal to less than 2.5 percent of the
gross amount of such income.

(d) Examples. The principles of this
section may be illustrated by the fol-
lowing examples:

Example 1. The Bahamas imposes no in-
come tax on individuals or corporations,
whether resident or nonresident. Since cap-
ital gains are subject to no tax in the
Bahamas, capital gains are considered to be
accorded preferential treatment and will be
taken into account for purposes of the min-
imum tax.

Example 2. In France, except in certain
cases involving the sale of large blocks of
stock, a nonresident individual is not subject
to tax on isolated capital gains transactions.
Since such capital gains are not subject to
tax in France, they are considered to be ac-
corded preferential treatment irrespective of
the treatment accorded other capital gains
in France and such gains will be taken into
account for purposes of the minimum tax.

Example 3. In Germany, in the case of the
sale within 1 taxable year of 1 percent or
more of the shares of a corporation in which
an individual taxpayer is regarded as holding
a substanital interest, the gains on the sale
of the large block of stock will be taxed as
extraordinary income at one-half the ordi-
nary income tax rate. Since these gains are
taxed as a reduced rate of tax in comparison

to other income, they are considered to be
accorded preferential treatment and will be
taken into account for purposes of the min-
imum tax.

Example 4. In Belgium, gains derived by an
individual in the course of regular specula-
tive transactions are taxed as ordinary in-
come, but with an upper limit of 30 percent.
Rates of tax on individuals in Belgium range
from approximately 30 percent to approxi-
mately 60 percent. Since the gains on specu-
lative transactions are taxed at a maximum
rate which is more beneficial then the rates
accorded to other income, such gains are
considered to be accorded preferential treat-
ment and will be taken into account for pur-
poses of the minimum tax.

Example 5. In France, gains derived by a
company on the sale of fixed assets held for
less than 2 years are treated as short-term
gains. The excess of short-term gains in any
fiscal year is taxed at the full company tax
rate of 50 percent. However, this tax may be
paid in equal portions over the 5 years imme-
diately following the realization of such
short-term gains. Since recognition of the
short-term gains for tax purposes is subject
to deferral over a 5-year period, such gains
are considered to be accorded preferential
treatment and will be taken into account for
purposes of the minimum tax.

Example 6. Also in France, in the case of
the sale or exchange by a company of depre-
ciable assets and nondepreciable asset owned
for at least 2 years, the excess of long-term
capital gains over long-term capital losses in
a fiscal year is subject to an immediate tax
at the reduced rate of 10 percent. Such ex-
cess, reduced by the 10-percent tax, is carried
in a special reserve account on the tax-
payer’s books. If the excess is reinvested in
other fixed asset within a stated period, no
further tax is due. If the amounts in the spe-
cial reserve are distributed, they will be
treated as ordinary income for the fiscal
year in which the distribution is made. Since
such gains (other than those distributed in
the same fiscal year they are realized) are
subject to deferral or a reduced rate of tax,
they are (except to the extent distributed in
the year of realization) considered to be ac-
corded preferential treatment and are taken
into account for purposes of the minimum
tax.

Example 7. In Sweden, in the case of gains
derived by an individual on the sale of shares
or bonds held for 5 years or less, 25 percent
of the gains are taxed if the holding period is
4 to 5 years, 50 percent of the gain is taxed
if the holding period is 3 to 4 years, and 75
percent of the gain is taxed if the holding pe-
riod is 2 to 3 years. The gain is fully taxable
at ordinary income rates if held for less than
2 years. Thus, gains on shares or bonds held
for 2 years or more are considered accorded
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preferential treatment in Sweden since they
are either subject to exemption or treatment
comparable to the U.S. capital gains deduc-
tion and are taxed at a reduced rate. Thus,
such gains are taken into account for pur-
poses of the minimum tax.

Example 8. Pursuant to Article XIV of the
United States-United Kingdom Income Tax
Convention, a resident of the United States
is exempt from United Kingdom tax on most
capital gains. Since such capital gains are
exempt from United Kingdom taxation, they
are considered to be accorded preferential
treatment and are taken into account for
purposes of the minimum tax.

Example 9. An individual resident of the
United States, is desirous of selling his stock
in a corporation listed on the New York
Stock Exchange. He requests the stock cer-
tificates from his broker in the United
States, travels to a foreign country, delivers
the certificates to a broker in that country,
and has the foreign broker execute the sale
which takes place on the New York Stock
Exchange. Since the sale was consummated
in the United States, pursuant to paragraph
(b) of this section and § 1.861–7, the resulting
capital gain item of tax preference is attrib-
utable to sources within the United States.

Example 10. Two individuals, both residing
in the United States, negotiate and reach
agreement in New York City for the sale of
stock of a closed corporation. Prior to the
transfer of the stock, in order to avoid impo-
sition of the minimum tax, both individuals
travel to a foreign country which does not
accord preferential treatment to capital
gains, but imposes a 5-percent rate of income
tax which would be fully creditable against
U.S. tax under sections 901 and 904 if the cap-
ital gains were sourced in that country. The
stock is actually transferred and consider-
ation paid in the foreign country. Since the
primary purpose of consummating the sale
in the foreign country was the avoidance of
tax, pursuant to paragraph (b) of this sec-
tion, and § 1.861–7(c), the resulting capital
gain item of tax preference will be consid-
ered attributable to sources within the coun-
try in which the substance of sale took place
or, in this case, the United States.

[T.D. 7564, 43 FR 40492, Sept. 12, 1978]

§ 1.58–9 Application of the tax benefit
rule to the minimum tax for taxable
years beginning prior to 1987.

(a) In general. For purposes of com-
puting the minimum tax liability im-
posed under section 56 of the Internal
Revenue Code of 1954 (Code), taxpayers
are not liable for minimum tax on tax
preference items that do not reduce the
taxpayer’s tax liability under subtitle

A of the Code for the taxable year. In
general, tax preference items that do
not reduce tax liability under subtitle
A for the taxable year are those from
which no current tax benefit is derived
because available credits would have
reduced or eliminated the taxpayer’s
regular tax liability if the preference
items had not been allowed in com-
puting taxable income. However, any
credits that, because of such preference
items, are not needed for use against
regular tax (‘‘freed-up credits’’), are re-
quired to be reduced under the rules of
paragraph (c) of this section. For pur-
poses of this section, a taxpayer’s reg-
ular tax is the Federal income tax li-
ability under subchapter A of chapter 1
of the Code, not including the min-
imum tax imposed by section 56. Unless
otherwise noted, all references to In-
ternal Revenue Code sections refer to
the Internal Revenue Code of 1954.

(b) Effective date. The rules of this
section are effective May 5, 1992, but
only as they affect tax preference
items that arise in taxable years begin-
ning after December 31, 1976, and before
January 1, 1987.

(c) Adjustment of carryover credits—(1)
In general. A taxpayer’s freed-up cred-
its must be reduced by the additional
minimum tax that would have been im-
posed if a current tax benefit had been
derived from preference items that did
not actually produce a current tax ben-
efit. The amount of this reduction shall
be calculated in the following man-
ner—

(i) Determine the amount of freed-up
credits;

(ii) Determine the amount of tax
preference items (if any) from which a
current tax benefit was derived for the
taxable year (‘‘beneficial preferences’’),
and the amount of preferences from
which no current tax benefit was de-
rived for the taxable year (‘‘non-bene-
ficial preferences’’); and

(iii) Determine the portion of the
total minimum tax on all tax pref-
erence items for the taxable year that
is attributable to the non-beneficial
preferences.

The freed-up credits are then reduced
by an amount equal to such portion of
the minimum tax.

(2) Determine freed-up credits. (i) To
determine the freed-up credits for the
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taxable year, first determine the reg-
ular tax that would have been imposed
for the taxable year if preference items
had not been allowed in computing tax-
able income (‘‘non-preference regular
tax’’). In the case of a taxpayer with
the capital gain preference described in
section 57(a)(9)(B), non-preference reg-
ular tax is computed without regard to
section 1201 and without adding the
section 57(a)(9)(B) preference amount
to taxable income. Second, compute
the amount of credits that would have
been allowed to reduce the non-pref-
erence regular tax. The credits avail-
able to reduce non-preference regular
tax shall include any freed-up credits
from other taxable years, as reduced
under paragraph (c)(5) of this section,
that are carried to the current taxable
year. Third, subtract the amount of
credits that were actually allowed to
reduce the regular tax for such taxable
year from the amount of credits that
would have been allowed to reduce non-
preference regular tax. The result is
the amount of the freed-up credits.

(ii) The following examples illustrate
the determination of freed-up credits.
The first two examples assume that the
foreign tax credits being used do not
exceed the limitation under section 904.

Example 1. In 1982 Corporation B has $17.6
million dollars in foreign tax credits avail-
able for the taxable year. If preference items
were not allowed in determining regular tax,
the regular tax would have been $10.2 million
and foreign tax credits used to reduce reg-
ular tax would have been $10.2 million. Be-
cause of tax preference items, however, B’s
regular tax is $6.3 million and the amount of
foreign tax credits actually used to reduce
the regular tax is $6.3 million. The amount of
freed-up foreign tax credits is $3.9 million
($10.2 million minus $6.3 million).

Example 2. Assume the same facts as in Ex-
ample 1 of paragraph (c)(2)(ii) of this section
except that Corporation B has $7.2 million
dollars in foreign tax credits. If preference
items were not allowed, the non-preference
regular tax would have been $10.2 million and
the foreign tax credits used to reduce the
regular tax would have been $7.2 million. Be-
cause of tax preference items, however, B’s
regular tax is $6.3 million, and the amount of
foreign tax credits actually used to reduce
the regular tax is $6.3 million. The amount of
freed-up foreign tax credits is $.9 million
($7.2 million minus $6.3 million).

Example 3. In 1983 Corporation C has
$500,000 of investment tax credits available.
If preference items were not allowed, non-

preference regular tax would have been
$690,000 and all $500,000 of investment tax
credits would have been allowed to reduce
non-preference regular tax liability. Because
of tax preferences, however, C’s actual reg-
ular tax is $439,750. As a result of the limita-
tion under section 38(c), only $377,537 of the
investment tax credits are allowed to reduce
the actual regular tax. Freed-up credits are
$122,463 ($500,000 minus $377,537).

Example 4. In 1984 Corporation B has ordi-
nary income of $20,000 and net section 1201
gain of $300,000, none of which is attributable
to foreign sources. B has no other items of
tax preference in 1984. B’s non-preference
regular tax for 1984 is $126,950, the amount of
tax that would be imposed without regard to
section 1201.

(3) Determination of beneficial and non-
beneficial preferences—(i) In general. The
amount of tax preferences from which
a current tax benefit is derived (‘‘bene-
ficial preferences’’) and the amount
from which no current tax benefit is
derived (‘‘non-beneficial preferences’’)
for the taxable year are determined as
set forth below.

(ii) Regular tax liability is the same re-
gardless of preference items. (A) If the
taxpayer’s tax liability (after credits)
would be the same regardless of wheth-
er preference items were allowed to re-
duce taxable income, then all of the
taxpayer’s preference items are non-
beneficial preference items.

(B) The following example illustrates
the rule set forth in paragraph
(c)(3)(ii)(A) of this section. This exam-
ple assumes that foreign tax credits
being used do not exceed the limitation
under section 904.

Example. (i) In 1982 Corporation B has $17.6
million dollars in foreign tax credits avail-
able for the taxable year. If preference items
were not allowed in determining regular tax,
the regular tax would have been $10.2 million
and foreign tax credits used to reduce reg-
ular tax would have been $10.2 million. Be-
cause of tax preference items, however, B’s
regular tax is $6.3 million and the amount of
foreign tax credits actually used to reduce
the regular tax is $6.3 million. The amount of
freed-up foreign tax credits is $3.9 million
($10.2 million minus $6.3 million).

(ii) The total amount of B’s tax preference
items is $8.4 million. B’s non-preference reg-
ular tax is $10.2 million and, reduced by for-
eign tax credits, is zero. B’s actual regular
tax is $6.3 million and, reduced by foreign
tax credits, is zero. Since the amount of
credits that would have been allowed to off-
set the non-preference regular tax would
have reduced such tax to an amount ($0)
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equal to the actual regular tax liability ($0),
B received a tax benefit from none of the $8.4
million of tax preferences and therefore all
of these preferences are non-beneficial pref-
erences.

(iii) Regular tax liability differs because
of preference items. If tax liability (after
credits) is less because preference
items are allowed to reduce taxable in-
come, then some of these preference
items have provided a current tax ben-
efit. In such cases, the amount of bene-
ficial and non-beneficial preferences
are determined as follows:

(A) Non-beneficial preferences. (1) The
non-beneficial preferences are deter-
mined by converting the freed-up cred-
its for such taxable year into an
amount of taxable income. To make
this conversion, freed-up credits are
‘‘grossed up’’ (i.e., divided by the reg-
ular tax marginal rate at which such
credits would have offset non-pref-
erence regular tax) to determine the
amount of tax preferences that freed up
such credits. For purposes of this cal-
culation, the 5-percent addition to tax
provided by section 11(b) shall be in-
cluded in determining the marginal
rate. The aggregate of these grossed-up
amounts is the total amount of non-
beneficial preferences for the taxable
year.

(2) The freed-up credits shall be
grossed up beginning at the lowest
marginal tax rate that would have ap-
plied to the additional taxable income
arising if tax preferences were not al-
lowed. Thus, the marginal tax rates at
which the actual regular tax was im-
posed shall not be taken into account
in grossing up freed-up credits, even if
all or a portion of such tax is not offset
by credits because of limitations on the
allowance of such credits (such as the
section 904 limit on foreign tax credits
or the section 38(c) limit on investment
tax credits). For example, if the first
dollar of additional non-preference tax-
able income would have been taxed at a
rate of 46 percent, then freed-up credits
shall be grossed up at 46 percent, even
if regular tax imposed on taxable in-
come at a 40-percent rate was not off-
set by credits because of the limita-
tions on investment tax credits under
section 38(c). See Examples 1 and 2 in
paragraph (d) of this section for illus-
trations of the gross up of freed-up

credits in cases where limitations
apply to the amount of credit allowed
to offset actual regular tax.

(3) The following example illustrates
the gross up of freed-up credits to de-
termine non-beneficial preferences.
This example assumes that foreign tax
credits being used do not exceed the
limitation under section 904.

Example. (i) Corporation L has the fol-
lowing items for the 1985 taxable year:

Actual taxable income ............. .............. $90,000
Regular tax .............................. .............. 21,750
Available credits:

Foreign tax credits for 1985 $15,000
Foreign tax credits carried

forward from 1984 ............ 25,000
Investment tax credits car-

ried forward from 1984 ..... 20,000

.............. 60,000
Credit allowed to offset actual

regular tax:
Foreign tax credits for 1985 15,000
Foreign tax credits carried

forward from 1984 ............ 6,750

21,750
Actual regular tax liability ........ .............. 0
Preferences ............................. .............. 110,000
Taxable income for 1985 de-

termined as though pref-
erences were not allowed .... .............. 200,000

Non-preference regular tax ..... .............. 71,750
Credits allowed to offset non-

preference regular tax:
Foreign tax credits for 1985 15,000
Foreign tax credits carried

forward from 1984 ............ 25,000
Investment tax credits car-

ried forward from 1984 ..... 20,000

60,000
Non-preference regular tax li-

ability .................................... .............. 11,750

(ii) The freed-up credits for 1985 are
$38,250 ($60,000 minus $21,750). The non-
preference regular tax of $71,750 is de-
termined by applying the regular tax
rates set forth in section 11(b) to the
$200,000 of taxable income as follows:

Taxable income Rate Tax

$25,000 X .15 = $3,750
25,000 X .18 = 4,500
25,000 X .30 = 7,500
25,000 X .40 = 10,000

100,000 X .46 = 46,000

$200,000 $71,750

(iii) Thus, for purposes of deter-
mining the non-beneficial preferences,
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freed-up credits are grossed up as fol-
lows: The credits allowed against the
regular tax and the freed-up credits are
treated as offsetting non-preference
regular tax in the same order as such
credits would have been allowed to off-
set such tax, beginning at the lowest
marginal tax rate. The freed-up credits
are grossed up beginning at the lowest

marginal tax rate at which additional
taxable income would have been taxed
if preferences were not allowed. Thus,
in this example freed-up credits are
grossed up beginning at 40 percent, and
the amount of L’s non-beneficial pref-
erences for the 1985 taxable year is
$84,456.

Type

Credit al-
lowed

against reg-
ular tax

Freed-up
credit

Divided by
tax rate

Non-bene-
ficial pref-
erences

FTC (85) ......................................................................................... $3,750 .................... .15
Do ........................................................................................... 4,500 .................... .18
Do ........................................................................................... 6,750 .................... .30

FTC (84) ......................................................................................... 750 .................... .30
Do ........................................................................................... 6,000 .................... .40
Do ........................................................................................... .................... $4,000 .40 = $10,000
Do ........................................................................................... .................... 14,250 .46 = 30,978

ITC (84) .......................................................................................... .................... 20,000 .46 = 43,478

$21,750 $38,250 .................... .... $84,456

Foreign tax credit = FTC (year)
Investment tax credit = ITC (year)
(B) Beneficial preferences. The amount

of beneficial preferences for the taxable
year is computed by subtracting the
non-beneficial preferences for the tax-
able year from the total amount of tax
preferences for such year. This rule
may be illustrated by the following ex-
ample:

Example. Assume the same facts as in the
Example in paragraph (c)(3)(iii)(A)(3) of this
section. The amount of L’s beneficial pref-
erences for 1985 is $25,544 (total preferences of
$110,000, minus non-beneficial preferences of
$84,456).

(4) Determine the minimum tax attrib-
utable to non-beneficial preferences. (i)
The portion of the minimum tax that
is attributable to the non-beneficial
preferences is computed as follows—

(A) Compute the minimum tax that
would be imposed on all tax preference
items for the taxable year if all of the
preferences had produced a tax benefit.

(B) Compute the minimum tax that
would be imposed on the beneficial
preferences if these were the taxpayer’s
only preferences. (This is the amount
of minimum tax actually imposed for
the taxable year.)

(C) Subtract the amount computed in
paragraph (c)(4)(i)(B) of this section
from the amount computed in para-
graph (c)(4)(i)(A) of this section. The

result is the minimum tax attributable
to the non-beneficial preferences for
the taxable year. This amount is some-
times referred to hereinafter as the
‘‘credit reduction amount’’.

(ii) The following examples illustrate
determination of the credit reduction
amount. These examples assume that
foreign tax credits being used do not
exceed the limitation under section 904.

Example 1. (i) In 1982 Corporation B has
$17.6 million dollars in foreign tax credits
available for the taxable year. If preference
items were not allowed in determining reg-
ular tax, the regular tax would have been
$10.2 million and foreign tax credits used to
reduce regular tax would have been $10.2 mil-
lion. Because of tax preference items, how-
ever, B’s regular tax is $6.3 million and the
amount of foreign tax credits actually used
to reduce the regular tax is $6.3 million. The
amount of freed-up foreign tax credits is $3.9
million ($10.2 million minus $6.3 million).

(ii) The total amount of B’s tax preference
items is $8.4 million. B’s non-preference reg-
ular tax is $10.2 million and, reduced by for-
eign tax credits, is zero. B’s actual regular
tax is $6.3 million and, reduced by foreign
tax credits, is zero. Since the amount of
credits that would have been allowed to off-
set the non-preference regular tax would
have reduced such tax to an amount ($0)
equal to the actual regular tax liability ($0),
B received a tax benefit from none of the $8.4
million of tax preferences and therefore all
of these preferences are non-beneficial pref-
erences.
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(iii) Since B has $8.4 million in total pref-
erence items and no regular tax liability, the
minimum tax on that amount would be
$1,258,500 (($8.4 million minus $10,000) multi-
plied by .15). None of the preference items is
a beneficial preference. Thus, the minimum
tax attributable to non-beneficial pref-
erences (and therefore, the credit reduction
amount) is $1,258,500.

Example 2. (i) Corporation L has the fol-
lowing items for the 1985 taxable year:
Actual taxable income ............. .............. $90,000
Regular tax .............................. .............. 21,750
Available credits:

Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ 25,000 ..............
Investment tax credits car-

ried forward from 1984 ..... 20,000

$60,000
Credit allowed to offset actual

regular tax:
Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ 6,750

$21,750
Actual regular tax liability ........ .............. 0
Preferences ............................. .............. 110,000
Taxable income for 1985 de-

termined as though pref-
erences were not allowed .... .............. 200,000

Non-preference regular tax ..... .............. 71,750
Credits allowed to offset non-

preference regular tax:
Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ 25,000 ..............
Investment tax credits car-

ried forward from 1984 ..... 20,000

$60,000
Non-preference regular tax li-

ability .................................... .............. 11,750

(ii) The freed-up credits for 1985 are
$38,250 ($60,000 minus $21,750). The non-
preference regular tax is $71,750. The
amount of L’s non-beneficial pref-
erences for the 1985 taxable year is
$84,456.

(iii) The minimum tax on L’s total
preference items of $110,000 would be
$15,000 (($110,000 minus $10,000) multi-
plied by .15). Since the amount of non-
beneficial preferences is $84,456, the
amount of L’s beneficial preferences
for 1985 is $25,544 ($110,000 minus
$84,456). The minimum tax on L’s bene-
ficial preferences of $25,544 is $2,332
(($25,544 minus $10,000) multiplied by
.15). (This is the amount of minimum
tax imposed for 1985.) The minimum
tax attributable to non-beneficial pref-

erence items (and therefore, the credit
reduction amount) is $12,668 ($15,000
minus $2,332).

(5) Reduction of freed-up credits—(i) In
general. The freed-up credits are re-
duced by an amount equal to the min-
imum tax attributable to the non-bene-
ficial preferences (‘‘credit reduction
amount’’). If the taxpayer has only one
type of freed-up credit (i.e., only invest-
ment tax credit or only foreign tax
credit) and that credit was earned in
only one year (the current year or a
carryover year), then the credit is re-
duced by the credit reduction amount.
This rule may be illustrated by the fol-
lowing example. This example assumes
that foreign tax credits being used do
not exceed the limitation under section
904.

Example. (i) In 1982 Corporation B has $17.6
million dollars in foreign tax credits avail-
able for the taxable year. If preference items
were not allowed in determining regular tax,
the regular tax would have been $10.2 million
and foreign tax credits used to reduce reg-
ular tax would have been $10.2 million. Be-
cause of tax preference items, however, B’s
regular tax is $6.3 million and the amount of
foreign tax credits actually used to reduce
the regular tax is $6.3 million. The amount of
freed-up foreign tax credits is $3.9 million
($10.2 million minus $6.3 million).

(ii) The total amount of B’s tax preference
items is $8.4 million. B’s non-preference reg-
ular tax is $10.2 million and, reduced by for-
eign tax credits, is zero. B’s actual regular
tax is $6.3 million and, reduced by foreign
tax credits, is zero. Since the amount of
credits that would have been allowed to off-
set the non-preference regular tax would
have reduced such tax to an amount ($0)
equal to the actual regular tax liability ($0),
B received a tax benefit from none of the $8.4
million of tax preferences and therefore all
of these preferences are non-beneficial pref-
erences.

(iii) Since B has $8.4 million in total pref-
erence items and no regular tax liability, the
minimum tax on that amount would be
$1,258,500 (($8.4 million minus $10,000) multi-
plied by .15). None of the preference items is
a beneficial preference. Thus, the minimum
tax attributable to nonbeneficial preferences
(and therefore, the credit reduction amount
is $1,258,500.

(iv) All of the $3.9 million of freed-up cred-
its are foreign tax credits that arise in the
same year and that otherwise would be car-
ried forward. Since the entire amount of B’s
tax preferences are non-beneficial pref-
erences, the minimum tax of $1,258,500 that
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would be imposed on the total tax pref-
erences is the credit reduction amount.
Thus, B’s $3.9 million of freed-up foreign tax
credits is reduced by $1,258,500. The foreign
tax credit carryforward from 1982 is
$10,041,500. This amount is the sum of
$2,641,500 (the freed-up foreign tax credit of
$3,900,000, reduced by the credit reduction
amount of $1,258,500), plus $7.4 million (the
foreign tax credit that would have been car-
ried over even if tax preference items had
not been allowed).

However, if the taxpayer has more than
one type of freed-up credit, or the tax-
payer’s freed-up credits are from more
than one taxable year, then the credit
reduction amount must be allocated
under the exact method described in
paragraph (c)(5)(ii) of this section, un-
less an election is made under para-
graph (c)(5)(iii) of this section to use
the simplified method.

(ii) Exact method. For each type of
freed-up credits and for each taxable
year within such type from which any
such credits are earned, the amount of
credit reduction shall be equal to the
amount of minimum tax attributable
to the non-beneficial preferences that
freed up the credits for that type and
taxable year. The amount of the credit
reduction is computed by multiplying
the amount of non-beneficial pref-
erences which freed up credits for each
type and taxable year by the minimum
tax rate. For purposes of this computa-
tion, if the amount of the taxpayer’s
minimum tax exemption for the tax-
able year (as determined under section
56(a)) exceeds the amount of the tax-
payer’s beneficial preferences, such ex-
cess exemption shall reduce the
amount of non-beneficial preferences
to be multiplied by the minimum tax
rate. The non-beneficial preferences
shall be reduced by any such excess ex-
emption in the same order in which the
credits that were freed up by such pref-
erences would have been allowed to off-
set tax. Thus, for example, any excess
exemption shall first reduce non-bene-
ficial preferences that freed up foreign
tax credits. Any such excess exemption
remaining after reducing non-bene-
ficial preferences that freed up foreign
tax credits to zero would then be used
to reduce the non-beneficial pref-
erences that freed up investment tax
credits.

(iii) Simplified method—(A) Description
of method. In lieu of the exact credit re-
duction method described in paragraph
(c)(5)(ii) of this section, taxpayers may
elect to use the simplified credit reduc-
tion method. Under the simplified cred-
it reduction method, the amount of
freed-up credits for each type of credit
and for each taxable year in which such
credit is earned is multiplied by a frac-
tion. The numerator of the fraction is
the total credit reduction amount as
determined in paragraph (c)(4)(i)(C) of
this section. The denominator is the
total amount of freed-up credits as de-
termined in paragraph (c)(2)(i) of this
section. The product of this multiplica-
tion is the amount of credit reduction
for each type and taxable year of freed-
up credit.

(B) Election to use simplified method. A
taxpayer may elect to use the sim-
plified credit reduction method for all
taxable years to which this section ap-
plies by attaching a statement indi-
cating such an election on the amended
Federal income tax return or returns
applying the adjustments of this sec-
tion. If an election is made for any tax-
able year, it must be made for all tax-
able years. Once an election has been
made, it can be revoked only with the
permission of the Commissioner. Simi-
larly, once returns have been filed ap-
plying the exact credit reduction meth-
od, an election to apply the simplified
method can be made only with the con-
sent of the Commissioner.

(iv) Effect of credit reduction on credit
carryovers. Under both the exact meth-
od and the simplified method, the de-
termination of credit carryovers to
other taxable years is made on the
basis of freed-up credits remaining
after such reduction, plus any other
unused credits. Thus, an amount of
freed-up credits that is equal to the
credit reduction amount shall not be
allowed to reduce tax liability in any
taxable year. Such disallowance is
without regard to whether such credits
would otherwise be allowed as a carry-
over. The freed-up credits, as reduced
under this paragraph (c)(5), shall be
carried over or carried back in apply-
ing this section in a carryover or
carryback year. No minimum tax li-
ability shall be due with respect to the
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non-beneficial preferences for any tax-
able year.

(v) Examples. The following examples
illustrate reduction of freed-up credits.

Example 1. (i) Corporation L has the fol-
lowing items for the 1985 taxable year:
Actual taxable income ............. .............. $90,000
Regular tax .............................. .............. 21,750
Available credits:

Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ 25,000 ..............
Investment tax credits car-

ried forward from 1984 ..... 20,000 ..............

60,000
Credit allowed to offset actual

regular tax:
Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ 6,750 ..............

21,750
Actual regular tax liability ........ 21,750
Preferences ............................. 110,000
Taxable income for 1985 de-

termined as though pref-
erences were not allowed .... 200,000

Non-preference regular tax ..... 71,750
Credits allowed to offset non-

preference regular tax: ..............
Foreign tax credits for 1985 $15,000 ..............
Foreign tax credits carried

forward from 1984 ............ $25,000 ..............
Investment tax credits car-

ried forward from 1984 ..... 20,000 ..............

60,000
Non-preference regular tax li-

ability .................................... 11,750

(ii) The freed-up credits for 1985 are $38,250
($60,000 minus $21,750). The non-preference
regular tax is $71,750. The amount of L’s non-
beneficial preferences for the 1985 taxable
year is $84.456.

(iii) The credit reduction amount for 1985 is
$12,668, the amount of minimum tax attrib-
utable to L’s non-beneficial preferences. This
amount is allocated to reduce each category
of freed-up credit and to each year from
which such credit is carried over. L’s $38,250
of freed-up credits consists of $18,250 of for-
eign tax credits carried forward from 1984,
which were freed up by $40,978 of non-bene-
ficial preferences, and $20,000 of investment
tax credits carried forward from 1984, which
were freed up by $43,478 of non-beneficial
preferences.

(iv) The apportionment of this credit re-
duction amount to each category of freed-up
credit and each taxable year from which
such credits are carried over is determined
as follows under the exact credit reduction
method:

(A) Foreign tax credits carried forward
from 1984:

Non-beneficial preferences that freed up 1984
FTC×.15=Credit reduction of 1984 FTC

$40,978×.15=$6,146

(B) Investment tax credits carried
forward from 1984:

Non-beneficial preferences that freed up 1984
ITC×.15=Credit reduction of 1984 ITC

$43,478×.15=$6,522

Thus, the foreign tax credits from 1984
that are carried forward to 1986 are
$12,104 ($18,250 minus $6,146). The in-
vestment tax credits from 1984 that are
carried forward to 1986 are $13,478
($20,000 minus $6,522).

(v) The reduction of the freed-up
credit under the simplified credit re-
duction method is as follows:

(A) Foreign tax credit carried for-
ward from 1984:

Freed-up foreign tax
credits from 1984

Credit reduction amount

Total freed-up credit
freed-up foreign tax credits
carried forward from 1984

× =
Credit reduction allocated to

$18,250
$12,

$38,250
$6,× =668

044
(B) Investment tax credits carried

forward from 1984:
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Freed-up investment tax
credits from 1984

Credit reduction amount

Total freed-up credit
freed-up investment tax credit

carried forward from 1984
× =

Credit reduction allocated to

$20,
$12,

$38,250
$6,000

668
624× =

Thus, under the simplified credit reduction
method, L has $12,206 of foreign tax credits
for 1984 ($18,250 minus $6,044) that are carried
forward to 1986, and $13,376 of investment tax
credits for 1984 ($20,000 minus $6,624) that are
carried forward to 1986.

Example 2. Assume the same facts as in Ex-
ample 1 of this paragraph (c)(5)(v), except
that the foreign tax credits available for use
in 1985 include $10,750 in credits carried for-
ward from 1980 and $14,250 in credits carried
forward from 1984, rather than $25,000 carried
forward from 1984. Thus, $4,000 of the freed-
up foreign tax credit is carried over from
1980. The other $14,250 of freed-up foreign tax
credit is carried over from 1984. The non-ben-
eficial preferences that freed up the 1980 for-
eign tax credit are $10,000. The non-beneficial
preferences that freed up the 1984 foreign tax
credit are $30,978. Under the exact credit re-
duction method, the credit reduction
amounts for each of these credits are deter-
mined as follows:

(i) Foreign tax credit carried forward from
1980:

$10,000×.15=$1,500

(ii) Foreign tax credit carried forward from
1984:

$30,978×.15=$4,646

Thus, the foreign tax credit from 1984 that is
carried forward to 1986 is $9,604 ($14,250 minus
$4,646). Since the foreign tax credit from 1980
expires after 1985, none of that credit is car-
ried forward to 1986.

(d) Examples. The following examples are
comprehensive illustrations of the adjust-
ments described in paragraph (c) of this sec-
tion:

Example 1. (i) This example illustrates the
operation of the credit reduction adjustment
when the amount of foreign tax credit al-
lowed is subject to the overall limitation
under section 904. For purposes of this exam-
ple, assume that Corporation × has the fol-
lowing items for the 1984 taxable year:

Taxable income (determined as though
preferences were not allowed) .......$140,000

From foreign sources .............................70,000
Foreign tax credits from 1984...................5,000
Foreign tax credits from 1983...................7,000
Actual taxable income ...........................50,000
From foreign sources .............................25,000

(ii) The credit reduction adjustment and
minimum tax liability for the taxable year
are determined as follows:

1. Taxable income (determined as though preferences were not
allowed) ........................................................................................ .................... .................... $140,000

2. Tax preferences for 1984 ............................................................ .................... .................... 90,000
3. Taxable income (line 1 minus line 2) .......................................... .................... .................... 50,000
4. Regular tax on line 3 amount (actual regular tax) before credits:

$25,000×.15=$3,750
25,000×.18=4,500 ................................................................... .................... .................... 8,250

5. Foreign tax credits allowed against regular tax (limited to 50%
of actual regular tax under sec. 904)—1984 foreign tax credits .................... .................... 4,125

6. Regular tax after credits (line 4 minus line 5) ............................. .................... .................... 4,125
7. Regular tax on line 1 amount (non-preference regular tax) be-

fore credits
25,000×.15=$3,750.
25,000×.18=4,500.
25,000×.3=7,500.
25,000×.4=10,000.
40,000×.46=18,400 ................................................................... .................... .................... 44,150

8. Foreign tax credits allowed against non-preference regular tax:
$5,000 (1984 foreign tax credits)
7,000 (1983 foreign tax credits) ................................................ .................... .................... 12,000
(the allowed credits do not exceed the section 904 limitation

of $22,075)
9. Non-preference regular tax after credits (line 7 minus line 8) .... .................... .................... 32,150
10. Freed-up credits (line 8 minus line 5):

1984 foreign tax credits ............................................................ $5,000
(4,125)
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$875
1983 foreign tax credits ............................................................ $7,000

0

7,000
Total ....................................................................................... .................... $7,875

11. Non-beneficial preferences are com-
puted as set forth in the table below. Under
this computation, non-beneficial preferences
are considered to free up credits that would
have offset non-preference regular tax begin-
ning at the lowest tax rates at which income
that was offset by tax preferences otherwise
would have been subjet to regular tax. In
this case, income that was offset by tax pref-
erences would have been taxed beginning at
the 30 per cent marginal tax rate.

Type Freed-up
credit

Divided by
tax rate

Non-bene-
ficial pref-
erences

FTC (84) .................. $875 .30 $2,917
FTC (83) .................. 6,625 .30 22,083

Do ..................... 375 .40 938

7,875 25,938

Total non-beneficial preferences .............. 25,938

12. Beneficial preferences
(line 2 minus line 11) ...... 64,062

13. Minimum tax on total
tax preferences ((line 2
minus the greater of line
6 or $10,000)×.15) .............. 12,000

14. Minimum tax on bene-
ficial preferences ((line
12 minus the greater of
line 6 or $10,000)×.15) ....... 8,109

15. Credit reduction
amount (line 13 minus
line 14) ........................... 3,891

16. Reduction of freed-up
credits under the exact
method (subtotals of line
11 multiplied by .15):
(a) 1984 foreign tax cred-

its:
$2,917×.15=$438

(b) 1983 foreign tax cred-
its:
($22,083+$938)

×.15=$3,453
(c) Total credit reduc-

tion ............................. 3,891

NOTE: If X had elected to use the simplified
credit reduction method, the amount of cred-
it reduction would be determined by multi-
plying the amount of freed-up credit in each
category and taxable year by the following
ratio:

credit reduction amount

total freed-up credit
= =$3,

$7,
.494

891

875

(d) Under this method, the 1984 freed-
up foreign tax credits would be reduced
by $433 ($875×.494)and the 1983 freed-up
foreign tax credits would be reduced by
$3,458 ($7,000×.494).
17. Freed-up credits after

reduction under the
exact method (line 10
subtotal minus line 16
subtotals):
(a) 1984 foreign tax cred-

its ($874 minus $438) ... 437
(b) 1983 foreign tax cred-

its ($7,000 minus
$3,453) ......................... 3,547

Thus, assuming that Corporation X did
not elect to use the simplified meth-
od, Corporation X will carryover $437
of 1984 foreign tax credits to 1985 and
$3,547 of 1983 foreign tax credits to
1985. Had Corporation X elected to
use the simplified method, freed-up
credits after reduction would be as
follows:
(a) 1984 foreign tax cred-

its ($875 minus $433) ... 442
(b) 1983 foreign tax cred-

its ($7,000 minus
$3,458) ......................... 3,542

Example 2. (i) Corporation X has the
following items for its 1985 taxable
year:
Taxable income (deter-

mined as though pref-
erences were not al-
lowed) ........................... $1,500,000

1984 investment tax cred-
its ................................. 400,000

1985 investment tax cred-
its ................................. 100,000

Actual taxable income .... 1,000,000
(ii) The credit reduction and min-

imum tax of X for 1985 are determined
as follows:
1. Taxable income deter-

mined as though ........... $1,500,000
2. Tax preferences for 1985 500,000
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3. Taxable income (line 1
minus line 2) ................. 1,000,000

4. Regular tax on line 3
amount (actual regular
tax) before credits:.
$25,000×.15=$3,750
25,000×.18=4,500
25,000×.30=7,500
25,000×.40=10,000
900,000×.46=414,000 .......... 439,750

5. Investment tax credits
allowed (limited under
section 38 (c) to $25,000
of net tax liability, plus
85 percent of net tax li-
ability in excess of
$25,000 ........................... 377,537

6. Regular tax after cred-
its (line 4 minus line 5) 62,212

7. Regular tax on line 1
amount (non-preference
regular tax) before cred-
its:
25,000×.15=$3,750
25,000×.18=4,500
25,000×.30=7,500
25,000×.40=10,000
900,000×.46=414,000
405,000×.51=206,550
95,000×.46=43,700 690,000

8. Investment tax credits
allowed against non-
preference regular tax .. 500,000

9. Non-preference regular
tax after credits (line 7
minus line 8) ................. 190,000

10. Freed-up credits (line
8 minus line 5):
1984 investment tax

credit ......................... $400,000
(377,537)

22,463
1985 investment tax

credit ......................... $100,000
—0—

100,000

Total ...................... $122,463

11. Non-beneficial preferences are com-
puted as set forth in the table below. Under
this computation, non-beneficial preferences
are considered to free up credits that would
have offset non-preference regular tax begin-
ning at the lowest tax rates at which income
that was offset by tax preferences otherwise
would have been subject to regular tax. In
this case, income that was offset by tax pref-

erences would have been taxed beginning at
the 51 percent marginal tax rate. Although
some of the income offset by preferences
would be taxed at the 46 percent marginal
rate (because taxable income in excess of
$1,405,000 is not subject to the 5 percent addi-
tion to tax on taxable income in excess of $1
million), the 51 percent marginal rate is
taken into account first.

Type Freed-up
credit

Divided by
tax rate

Non-bene-
ficial pref-
erences

ITC (84) ............. $22,463 .51 $44,045
ITC (85) ............. 100,000 .51 196,078

122,463 240,123

Total non-
beneficial
pref-
erences ... 240,123

12. Beneficial preferences
(line 2 minus line 11) ....... 259,877

13. Minimum tax on total
tax preferences ((line 2
minus the greater of line
6 or $10,000) X .15) ............ 65,668

14. Minimum tax on bene-
ficial preferences ((line 12
minus the greater of line
6 or $10,000) X .15 .............. 29,650

15. Credit reduction amount
(line 13 minus line 14) ...... 36,018

16. Reduction of freed-up
credits under the exact
method (subtotals of line
11 multiplied by .15):
(a) 1984 investment tax

credits:
$44,045 × .15=$6,607

(b) 1985 investment tax
credits:
$196,078 × .15=$29,411

(c) Total credit reduction 36,018
17. Fixed-up credits after

reduction (assuming that
Corporation X does not
elect the simplified meth-
od):
(a) 1984 investment credit

($22,463 minus $6,607) ..... 15,856
(b) 1985 investment credit

($100,000 minus $29,411) .. 70,589

(e) Miscellaneous rules—(1) Investment Credit
Recapture. If during any taxable year prop-
erty to which section 47 applies is disposed
of, then for purposes of determining any in-
crease in tax under section 47 for such year,
the amount of any reduction under this sec-
tion of freed-up section 38 credit which was
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earned in the year the property was placed in
service shall be treated as a credit that was
allowed in a prior taxable year.

Example. Corporation D places property in
service in 1983 that generates investment tax
credits of $10,000. D earns no other invest-
ment tax credits in 1983. None of the invest-
ment tax credits are used to reduce tax li-
ability in 1983 or any prior years. In 1984, D
uses $1,000 of this credit to reduce regular
tax liability. In addition, D has items of tax
preferences in 1984. However, under section
58(h), D is not liable for minimum tax on any
of these preference items because none of
these preference items produces a tax benefit
in 1984. As a result, an adjustment is made
under the provisions of § 1.58-9 and the in-
vestment tax credit carryforward from 1983
is reduced by $4,000. Thus, D has an invest-
ment tax credit carryforward of $5,000 that is
attributable to the property placed in service
in 1983. In 1986, the property is disposed of
and the investment tax credits earned in 1983
are recomputed as required under section 47.
This recomputation results in a reduction of
$6,000 of the investment tax credits earned in
1983. D must now adjust its 1983 investment
tax credit carryforward under section 47(a)(6)
by reducing this carryforward to zero. In ad-
dition, D has an additional tax liability of
$1,000 for 1986.

(2) Period of limitations; adjustments to
tax liability. The adjustments described
in this section shall, in general, apply
for purposes of assessing deficiencies or
claiming refunds of tax for any taxable
year for which the tax liability is af-
fected by the adjustments of this sec-
tion, provided that the period of limi-
tations under section 6501 has not ex-
pired for such taxable year. Therefore,
these adjustments generally apply for
purposes of assessing deficiencies and
refunding any overpayment of tax for
all years for which the period of limita-
tions has not expired regardless of
whether the period of limitations has
expired for the taxable year in which
the non-beneficial preferences arose.
However, the adjustments of this sec-
tion do not apply to reduce otherwise
allowable credits that were freed up by
such non-beneficial preferences where:

(i) The taxpayer paid minimum tax
on all tax preference items arising in
the taxable year in which the non-ben-
eficial preferences arose;

(ii) The taxpayer has not made a
claim for a credit or refund for such
minimum tax; and

(iii) The period of limitations for
claiming a credit or refund under sec-

tion 6511 has expired for such taxable
year.

(A) Further, if—
(1) the taxpayer never paid minimum

tax attributable to non-beneficial pref-
erences;

(2) credits that were freed up by such
preferences were used to reduce tax li-
ability for a taxable year for which the
period of limitations has expired; and

(3) credits so used exceed the amount
of credits that would have been avail-
able if the credit reduction required
under this section with respect to such
preferences had been made,

(B) Then, the taxpayer shall be liable
for the minimum tax equal to the
amount of credits so used, provided the
period of limitations has not expired
for the taxable year in which pref-
erences arose.

(3) Claims for credit or refund. A tax-
payer may claim a credit or refund of
minimum tax that was made on non-
beneficial preferences. However, such a
claim for a credit or refund shall be
disallowed to the extent that the tax-
payer has reduced tax liability in a
taxable year for which the period of
limitations has expired by using freed-
up credits in excess of the amount that
would have been available if the credit
reduction required under this section
had been made. Such claim must be
made by filing an amended return for
the taxable year for which such min-
imum tax was paid. Further, if a claim
for credit or refund is filed, amended
returns must also be filed for any tax-
able year for which tax liability would
be affected as a result of the reduction,
under this section, of credits freed up
by such non-beneficial preferences. See
section 6511 and the regulations there-
under regarding the period of limita-
tions for claiming a credit or refund.

(4) Carryovers of foreign tax credit to
taxable years after 1986. In the case of
foreign tax credit carryforwards to tax-
able years beginning after December 31,
1986, reductions in such credits re-
quired under this section shall apply
for purposes of computing the alter-
native minimum tax foreign tax credit
under section 59(a) of the Internal Rev-
enue Code of 1986 as well as for pur-
poses of computing the foreign tax
credit for regular tax purposes.
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(5) Credit Carrybacks. If credit
carrybacks increase the amount of
credits for a taxable year, the adjust-
ments described in this section shall be
recomputed taking into account the
additional credits. This rule may be il-
lustrated by the following examples:

Example 1. (i) In 1981 corporation D has ac-
tual taxable income of $72,500 and regular
tax before credits of $15,000. In computing ac-
tual regular taxable income, D made use of
$36,739 of tax preference items, so that D’s
taxable income determined as though pref-
erence were not allowed would be $109,239.
D’s non-preference regular tax before credits
is $30,000. D earns $25,000 of foreign tax cred-
its in 1981, none of which exceed the limita-
tion under section 904 determined using ei-
ther actual regular taxable income or the
non-preference taxable income. These credits
reduce actual regular tax to zero ($0) and
would have reduced non-preference regular
tax to $5,000 ($30,000 minus $25,000). Thus, D
has freed-up foreign tax credits from 1981 of
$10,000 ($25,000 minus $15,000). Pursuant to
the adjustments required under this section,
D determines that its credit reduction
amount is $3,843 and reduces its freed-up
credit (and its credit carryover) from 1981 to
$6,157 ($10,000 minus $3,843). D also pays min-
imum tax of $167 on $11,114 of beneficial pref-
erences (($11,114 minus $10,000) multiplied by
.15).

(ii) In 1982 D earns additional foreign tax
credits. After application of the foreign tax
credit carryback rules, D would have $5,000
of 1982 foreign tax credits available for use in
1981. D must recalculate the adjustments re-
quired under this section by treating $5,000
of foreign tax credit from 1982 as carried
back and (assuming that these credits do not
exceed the limitation under section 904) used
to reduce non-preference regular tax liabil-
ity in 1981 to zero ($0). That is, $5,000 of the
foreign tax credits earned in 1982 are treated
as credits freed up because of D’s tax pref-
erence items in 1981. Pursuant to the rules
set forth herein, D must take into account
the foreign tax credits from both 1981 and
1982 in determining to what extent a tax ben-
efit was derived from the preference items
used to determine actual regular tax liabil-
ity in 1981 and in computing the credit re-
duction amount. When the $5,000 of foreign
tax credits from 1982 are considered, all pref-
erences become non-beneficial preferences,
and the credit reduction amount is $4,010. As-
suming that D elects the simplified method,
the 1981 freed-up credits and the 1982 freed-up

credits will each be reduced by the following
percentage:

$4,
.

010
2673

 (credit reduction amount)

$15,000 (total freed - up credits)
=

The 1981 freed-up foreign tax credits of
$10,000 are thus reduced by $2,673
($10,000 multiplied by .2673), to $7,327
and the 1982 freed-up foreign tax cred-
its of $5,000 are reduced by $1,334 ($5,000
multiplied by .2673) to $3,666. D also
files a claim for credit or refund of the
$167 of minimum tax paid in 1981.

Example 2. In 1985 corporation E’s non-pref-
erence regular taxable income was $25,000. E
had no available credits. It paid zero in reg-
ular tax, however, because of $25,000 in pref-
erence items. E paid $2,250 of minimum tax
on these preferences (($25,000 minus $10,000)
multiplied by .15). In 1986, E has additional
investment tax credits. After application of
the investment tax credit carryback rules, E
would have $1,000 investment tax credit from
1986 available for use in 1985. E must recom-
pute the adjustments required under this
section by treating $1,000 of these 1986 invest-
ment tax credits as carried back and used to
reduce non-preference regular tax liability
for 1985. Pursuant to the rules of this sec-
tion, all of these $1,000 of credits are freed-up
credits. Non-beneficial preferences are $6,667
($1,000 grossed up at a 15 percent regular tax
rate). Beneficial preferences are $18,333
($25,000 minus $6,667). Minimum tax on all
preferences would be $2,250 (($25,000 minus
$10,000) multiplied by .15); minimum tax on
beneficial preferences would be $1,250
(($18,333 minus $10,000) multiplied by .15).
Minimum tax attributable to the non-bene-
ficial preferences is thus $1,000 ($2,250 minus
$1,250), which is the credit reduction amount.
E thus reduces the $1,000 of credits carried
back to 1985 to zero. Under the rules of this
section, the amount of minimum tax due for
1985 is redetermined. It is equal to the min-
imum tax on beneficial preferences, which,
as described above, is $1,250. Because E paid
minimum tax of $2,250 in 1985, E files a claim
for credit or refund for $1,000 of the min-
imum tax paid in 1985.

(f) Treatment of net operating losses.
[Reserved]

[T.D. 8416, 57 FR 19255, May 5, 1992; 57 FR
24848, June 11, 1992]

§§ 1.59—1.60 [Reserved]
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