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Multiplied by: line 
14(c)(ii) div. .............. ............ 22 .50 

Divided by: line 11(c) e 
& p ............................ ............ 22 .50 

Result ........................... ............ ............ 2 .50 
Summary: 

Total taxes deemed 
paid by P under sec-
tion 960(a)(1) with 
respect to— 

Passive income of S 
and T included under 
section 951 in in-
come of P: 

Line 5(a) ............... ............ 37 .50 
Plus: 

Line 13(a) ............. ............ 0 
Plus: 

Line 13(c) ............. ............ 0 

Result ................... ............ 37 .50 
General limitation in-

come of S and T in-
cluded under section 
951 in income of P: 

Line 5(b) ............... ............ 6 .25 
Plus: 

Line 13(b) ............. ............ 2 .50 
Plus: 

Line 13(d) ............. ............ 1 .25 

Result ................... ............ 10 .00 

Total deemed paid 
taxes under section 
960(a)(1) .................. ............ 47 .50 

Total taxes deemed 
paid by P under sec-
tion 902 and section 
960(a)(3) attributable 
to passive income of 
S and T (line 15(e)) ............ ............ 15 .00 

Total taxes deemed 
paid by P under sec-
tion 902 and section 
960(a)(3) attributable 
to general limitation 
income of S and T: 

Line 15(b) ............. ............ 7 .50 
Plus: 

Line 15(d) ............. ............ 3 .75 
Plus: 

Line 15(f) .............. ............ 2 .50 

Result ................... ............ 13 .75 

[T.D. 8214, 53 FR 27029, July 18, 1988, as 
amended by T.D. 8412, 57 FR 20652, May 14, 
1992; T.D. 9141, 69 FR 43308, July 20, 2004; T.D. 
9260, 71 FR 24533, Apr. 25, 2006] 

§ 1.904–7 Transition rules. 
(a) Characterization of distributions 

and section 951(a)(1) (A) (ii) and (iii) and 
(B) inclusions of earnings of a controlled 
foreign corporation accumulated in tax-
able years beginning before January 1, 
1987, during taxable years of both the 
payor controlled foreign corporation and 
the recipient which begin after December 
31, 1986—(1) Distributions and section 

951(a)(1) (A) (ii) and (iii) and (B) inclu-
sions. Earnings accumulated in taxable 
years beginning before January 1, 1987, 
by a foreign corporation that was a 
controlled foreign corporation when 
such earnings were accumulated are 
characterized in that foreign corpora-
tion’s hands under section 904(d)(1)(A) 
(separate limitation interest income) 
or section 904(d)(1)(E) (general limita-
tion income) (prior to their amend-
ment by the Tax Reform Act of 1986 
(the Act)) after application of the de 
minimis rule of former section 
904(d)(3)(C) (prior to its amendment by 
the Act). When, in a taxable year after 
the effective date of the Act, earnings 
and profits attributable to such income 
are distributed to, or included in the 
gross income of, a United States share-
holder under section 951(a)(1) (A) (ii) or 
(iii) or (B) (hereinafter in this section 
‘‘inclusions’’), the ordering rules of sec-
tion 904(d)(3)(D) and § 1.904–5(c)(4) shall 
be applied in determining initially the 
character of the income of the dis-
tributee or United States shareholder. 
Thus, a proportionate amount of a dis-
tribution described in this paragraph 
initially will be characterized as sepa-
rate limitation interest income in the 
hands of the distributee based on the 
ratio of the separate limitation inter-
est earnings and profits out of which 
the dividend was paid to the total earn-
ings and profits out of which the divi-
dend was paid. The distribution or in-
clusions must then be recharacterized 
in the hands of the distributee or 
United States shareholder on the basis 
of the following principles: 

(i) Distributions and inclusions that 
initially are characterized as separate 
limitation interest income shall be 
treated as passive income; 

(ii) Distributions and inclusions that 
initially are characterized as old gen-
eral limitation income shall be treated 
as general limitation income, unless 
the taxpayer establishes to the satis-
faction of the Commissioner that the 
distribution or inclusion is attrib-
utable to: 

(A) Earnings and profits accumulated 
with respect to shipping income, as de-
fined in section 904(d)(2)(D) and § 1.904– 
4(f); or 
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(B) In the case of a financial services 
entity, earnings and profits accumu-
lated with respect to financial services 
income, as defined in section 
904(d)(2)(C)(ii) and § 1.904–4(e)(1); or 

(C) Earnings and profits accumulated 
with respect to high withholding tax 
interest, as defined in section 
904(d)(2)(B) and § 1.904–4(d). 

(2) Limitation on establishing the char-
acter of earnings and profits. In order for 
a taxpayer to establish that distribu-
tions or inclusions that are attrib-
utable to general limitation earnings 
and profits of a particular taxable year 
beginning before January 1, 1987, are 
attributable to shipping, financial 
services or high withholding tax inter-
est earnings and profits, the taxpayer 
must establish the amounts of foreign 
taxes paid or accrued with respect to 
income attributable to those earnings 
and profits that are to be treated as 
taxes paid or accrued with respect to 
shipping, financial services or high 
withholding tax interest income, as the 
case may be, under section 904(d)(2)(I). 
Conversely, in order for a taxpayer to 
establish the amounts of general limi-
tation taxes paid or accrued in a tax-
able year beginning before January 1, 
1987, that are to be treated as taxes 
paid or accrued with respect to ship-
ping, financial services or high with-
holding tax interest income, as the 
case may be, the taxpayer must estab-
lish the amount of any distributions or 
inclusions that are attributable to 
shipping, financial services or high 
withholding tax interest earnings and 
profits. For purposes of establishing 
the amounts of general limitation 
taxes that are to be treated as taxes 
paid or accrued with respect to ship-
ping, financial services or high with-
holding tax interest income, the prin-
ciples of § 1.904–6 shall be applied. 

(b) Application of look-through rules to 
distributions (including deemed distribu-
tions) and payments by an entity to a re-
cipient when one’s taxable year begins be-
fore January 1, 1987 and the other’s tax-
able year begins after December 31, 1986— 
(1) In general. This paragraph provides 
rules relating to the application of sec-
tion 904(d)(3) to payments made by a 
controlled foreign corporation or other 
entity to which the look-through rules 
apply during its taxable year beginning 

after December 31, 1986, but received in 
a taxable year of the recipient begin-
ning before January 1, 1987. The para-
graph also provides rules relating to 
distributions (including deemed dis-
tributions) or payments made by a con-
trolled foreign corporation to which 
section 904(d)(3) (as in effect before the 
Act) applies during its taxable year be-
ginning before January 1, 1987, and re-
ceived in a taxable year of the recipi-
ent beginning after December 31, 1986. 

(2) Payor of interest, rents, or royalties 
is subject to the Act and recipient is not 
subject to the Act. If interest, rents, or 
royalties are paid or accrued on or 
after the start of the payor’s first tax-
able year beginning on or after Janu-
ary 1, 1987, but prior to the start of the 
recipient’s first taxable year beginning 
on or after January 1, 1987, such inter-
est, rents, or royalties shall initially be 
characterized in accordance with sec-
tion 904(d)(3) and § 1.904–5. To the ex-
tent that interest payments in the 
hands of the recipient are initially 
characterized as passive income under 
these rules, they will be treated as sep-
arate limitation interest in the hands 
of the recipient. To the extent that 
rents or royalties in the hands of the 
recipient are initially characterized as 
passive income under these rules, they 
will be recharacterized as general limi-
tation income in the hands of the re-
cipient. 

(3) Recipient of interest, rents, or royal-
ties is subject to the Act and payor is not 
subject to the Act. If interest, rents, or 
royalties are paid or accrued before the 
start of the payor’s first taxable year 
beginning on or after January 1, 1987, 
but on or after the start of the recipi-
ent’s first taxable year beginning after 
January 1, 1987, the income in the re-
cipient’s hands shall be initially char-
acterized in accordance with former 
section 904(d)(3) (prior to its amend-
ment by the Act). To the extent inter-
est income is characterized as separate 
limitation interest income under these 
rules, that income shall be recharacter-
ized as passive income in the hands of 
the recipient. Rents or royalties will be 
characterized as general limitation in-
come. 

(4) Recipient of dividends and subpart F 
inclusions is subject to the Act and payor 
is not subject to the Act. If dividends are 
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paid or accrued or section 951(a)(1) in-
clusions occur before the start of the 
first taxable year of a controlled for-
eign corporation beginning on or after 
January 1, 1987, but on or after the 
start of the first taxable year of the 
distributee or United States share-
holder beginning on or after January 1, 
1987, the dividends or section 951(a)(1) 
inclusions in the hands of the dis-
tributee or United States shareholder 
shall be initially characterized in ac-
cordance with former section 904(d)(3) 
(including the ordering rules of section 
904(d)(3)(A). Therefore, under former 
section 904(d)(3)(A), dividends are con-
sidered to be paid or derived first from 
earnings attributable to separate limi-
tation interest income. To the extent 
the dividend or section 951(a)(1) inclu-
sion is initially characterized under 
these rules as separate limitation in-
terest income in the hands of the dis-
tributee or United States shareholder, 
the dividend or section 951(a)(1) inclu-
sion shall be recharacterized as passive 
income in the hands of the distributee 
or United States shareholder. The por-
tion, if any, of the dividend or section 
951(a)(1) inclusion that is not charac-
terized as passive income shall be char-
acterized according to the rules in 
paragraph (a) of this section. There-
fore, a taxpayer may establish that in-
come that would otherwise be charac-
terized as general limitation income is 
shipping or financial services income. 
Rules comparable to the rules con-
tained in section 904(d)(2)(I) shall be 
applied for purposes of characterizing 
foreign taxes deemed paid with respect 
to distributions and section 951(a)(1) in-
clusions covered by this paragraph 
(b)(4). 

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

Example 1. P is a domestic corporation that 
is a fiscal year taxpayer (July 1–June 30). S, 
a controlled foreign corporation, is a wholly- 
owned subsidiary of P and has a calendar 
taxable year. On June l, 1987, S makes a $100 
interest payment to P. Because the payment 
is made after January 1, 1987 (the first day of 
S’s first taxable year beginning after Decem-
ber 31, 1986), the look-through rules of sec-
tion 904(d)(3) apply to characterize the pay-
ment made by S. To the extent, however, 
that the interest payment to P is allocable 
to passive income earned by S, the payment 

will be included in P’s separate limitation 
for interest as provided in former section 
904(d)(1)(A). 

Example 2. P is a domestic corporation that 
is a calendar year taxpayer. S, a controlled 
foreign corporation, is a wholly-owned sub-
sidiary of P and has a July 1–June 30 taxable 
year. On June 1, 1987, S makes a $100 interest 
payment to P. Because the payment is made 
prior to July l, 1987 (the first day of S’s first 
taxable year beginning after December 31, 
1986), the look-through rules of section 
904(d)(3) do not apply. Assume that, under 
former section 904(d)(3), the interest pay-
ment would be characterized as separate lim-
itation interest income. For purposes of de-
termining P’s foreign tax credit limitation, 
the interest payment will be passive income 
as provided in section 904(d)(1)(A). 

Example 3. The facts are the same as in Ex-
ample 2 except that on June 1, 1987, S makes 
a $100 dividend distribution to P. Because the 
dividend is paid prior to July l, 1987 (the first 
day of S’s first taxable year beginning after 
December 31, 1986), the look-through rules of 
section 904(d)(3) do not apply. Assume that, 
under former section 904(d)(3), S’s earnings 
and profits for the taxable year ending June 
30, 1987, consist of $200 of earnings attrib-
utable to general limitation income and $75 
of earnings attributable to separate limita-
tion interest income. The portion of the divi-
dend that is attributable to S’s separate lim-
itation interest and is treated as separate 
limitation interest income under former sec-
tion 904(d)(3) is $75. The remaining $25 of the 
dividend is treated as general limitation in-
come under former section 904(d)(3). For pur-
poses of determining P’s foreign tax credit 
limitation, $75 of the dividend will be re-
characterized as passive income. The re-
maining $25 of the dividend will be charac-
terized as general limitation income, unless 
P can establish that the general limitation 
portion is attributable to shipping or finan-
cial services income. 

(c) Installment sales. If income is re-
ceived or accrued by any person on or 
after the effective date of the Act (as 
applied to such person) that is attrib-
utable to a disposition of property by 
such person with regard to which sec-
tion 453 or section 453A applies (install-
ment sale treatment), and the disposi-
tion occurred prior to the effective 
date of the Act, that income shall be 
characterized according to the rules of 
§§ 1.904–4 through 1.904–7. 

(d) Special effective date for high with-
holding tax interest earned by persons 
with respect to qualified loans described 
in section 1201(e)(2) of the Act. For pur-
poses of characterizing interest re-
ceived or accrued by any person, the 
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definition of high withholding tax in-
terest in § 1.904–4(d) shall apply to tax-
able years beginning after December 31, 
1986, except as provided in section 
1201(e)(2) of the Act. 

(e) Treatment of certain recapture in-
come. Except as otherwise provided, if 
income is subject to recapture under 
section 585(c), the income shall be gen-
eral limitation income. If the income is 
recaptured by a taxpayer that is a fi-
nancial services entity, the entity may 
treat the income as financial services 
income if the taxpayer establishes to 
the satisfaction of the Secretary that 
the deduction to which the recapture 
amount is attributable is allocable to 
financial services income. If the tax-
payer establishes to the satisfaction of 
the Secretary that the deduction to 
which the recapture amount is attrib-
utable is allocable to high-withholding 
tax interest income, the taxpayer may 
treat the income as high-withholding 
tax interest. 

(f) Treatment of non-look-through pools 
of a noncontrolled section 902 corporation 
or a controlled foreign corporation in 
post-2002 taxable years—(1) Definition of 
non-look-through pools. The term non- 
look-through pools means the pools of 
post-1986 undistributed earnings (as de-
fined in § 1.902–1(a)(9)) that were accu-
mulated, and post-1986 foreign income 
taxes (as defined in § 1.902–1(a)(8)) paid, 
accrued, or deemed paid, in and after 
the first taxable year in which the for-
eign corporation had a domestic share-
holder (as defined in § 1.902–1(a)(1)) but 
before any such shareholder was eligi-
ble for look-through treatment with re-
spect to dividends from the foreign cor-
poration. 

(2) Treatment of non-look-through pools 
of a noncontrolled section 902 corporation. 
Any undistributed earnings in the non- 
look-through pool that were accumu-
lated in taxable years beginning before 
January 1, 2003, by a noncontrolled sec-
tion 902 corporation as of the last day 
of the corporation’s last taxable year 
beginning before January 1, 2003, shall 
be treated in taxable years beginning 
after December 31, 2002, as if they were 
accumulated during a period when a 
dividend paid by the noncontrolled sec-
tion 902 corporation to a domestic 
shareholder would have been eligible 
for look-through treatment under sec-

tion 904(d)(4) and § 1.904–5. Post-1986 for-
eign income taxes paid, accrued or 
deemed paid with respect to such earn-
ings shall be treated as if they were 
paid, accrued or deemed paid during a 
period when the related earnings were 
eligible for look-through treatment. 
Any such earnings and taxes in the 
non-look-through pools shall con-
stitute the opening balance of the non-
controlled section 902 corporation’s 
pools of post-1986 undistributed earn-
ings and post-1986 foreign income taxes 
on the first day of the foreign corpora-
tion’s first taxable year beginning after 
December 31, 2002, in accordance with 
the rules of paragraph (f)(4) of this sec-
tion. 

(3) Treatment of non-look-through pools 
of a controlled foreign corporation. A 
controlled foreign corporation may 
have non-look-through pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes that were ac-
cumulated and paid in a taxable year 
beginning before January 1, 2003, in 
which it was a noncontrolled section 
902 corporation. Any such undistrib-
uted earnings in the non-look-through 
pool as of the last day of the controlled 
foreign corporation’s last taxable year 
beginning before January 1, 2003, shall 
be treated in taxable years beginning 
on or after January 1, 2003, as if they 
were accumulated during a period when 
a dividend paid by the controlled for-
eign corporation out of such earnings, 
or an amount included in the gross in-
come of a United States shareholder 
under section 951 that is attributable 
to such earnings, would have been eli-
gible for look-through treatment. Any 
post-1986 foreign income taxes paid, ac-
crued, or deemed paid with respect to 
such earnings shall be treated in tax-
able years beginning on or after Janu-
ary 1, 2003, as if they were paid, ac-
crued, or deemed paid during a period 
when a dividend or inclusion out of 
such earnings would have been eligible 
for look-through treatment. Any such 
undistributed earnings and taxes in the 
non-look-through pools shall be added 
to the pools of post-1986 undistributed 
earnings and post-1986 foreign income 

VerDate Mar<15>2010 13:16 May 24, 2012 Jkt 226094 PO 00000 Frm 00793 Fmt 8010 Sfmt 8010 Y:\SGML\226094.XXX 226094er
ow

e 
on

 D
S

K
2V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



784 

26 CFR Ch. I (4–1–12 Edition) § 1.904–7 

taxes of the controlled foreign corpora-
tion in the appropriate separate cat-
egories on the first day of the con-
trolled foreign corporation’s first tax-
able year beginning after December 31, 
2002, in accordance with the rules of 
paragraph (f)(4) of this section. Similar 
rules shall apply to characterize any 
previously-taxed earnings and profits 
described in section 959(c)(1)(A) that 
are attributable to earnings in the non- 
look-through pool. 

(4) Substantiation of look-through char-
acter of undistributed earnings and taxes 
in a non-look-through pool—(i) Recon-
struction of earnings and taxes pools. In 
order to substantiate the look-through 
characterization of undistributed earn-
ings and taxes in a non-look-through 
pool under section 904(d)(4) and § 1.904– 
5, the taxpayer shall make a reason-
able, good-faith effort to reconstruct 
the non-look-through pools of post-1986 
undistributed earnings and post-1986 
foreign income taxes (and previously- 
taxed earnings and profits, if any) on a 
look-through basis for each year in the 
non-look-through period, beginning 
with the first taxable year in which 
post-1986 undistributed earnings were 
accumulated in the non-look-through 
pool. Reconstruction shall be based on 
reasonably available books and records 
and other relevant information, and it 
must account for earnings distributed 
and taxes deemed paid in these years as 
if they were distributed and deemed 
paid pro rata from the amounts that 
were added to the non-look-through 
pools during the non-look-through pe-
riod. 

(ii) Safe harbor method. A taxpayer 
that was eligible for look-through 
treatment with respect to a distribu-
tion from the foreign corporation in 
the taxpayer’s first taxable year ending 
after the first day of the foreign cor-
poration’s first taxable year beginning 
after December 31, 2002, may allocate 
the undistributed earnings and taxes in 
the non-look-through pools to the for-
eign corporation’s look-through pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes in other 
separate categories on the first day of 
the foreign corporation’s first taxable 
year beginning after December 31, 2002, 
in the same percentages as the tax-
payer properly characterizes the stock 

of the foreign corporation in the sepa-
rate categories for purposes of appor-
tioning the taxpayer’s interest expense 
in its first taxable year ending after 
the first day of the foreign corpora-
tion’s first taxable year beginning after 
December 31, 2002, under § 1.861– 
12T(c)(3) or § 1.861–12(c)(4), as the case 
may be. If the modified gross income 
method described in § 1.861–9T(j) is used 
to apportion interest expense of the 
foreign corporation in its first taxable 
year beginning after December 31, 2002, 
the taxpayer must allocate the undis-
tributed earnings and taxes in the non- 
look-through pools to the foreign cor-
poration’s look-through pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes based on an 
average of the foreign corporation’s 
modified gross income ratios for the 
foreign corporation’s taxable years be-
ginning in 2003 and 2004. A taxpayer 
may also use the safe harbor method 
described in this paragraph (f)(4)(ii) to 
allocate to separate categories any pre-
viously-taxed earnings and profits de-
scribed in section 959(c)(1)(A) that are 
attributable to the non-look-through 
pool. A taxpayer may choose to use the 
safe harbor method on either a timely 
filed or amended tax return or during 
an audit. However, a taxpayer that 
uses the safe harbor method on an 
amended return or in the course of an 
audit must make appropriate adjust-
ments to eliminate any duplicate bene-
fits arising from application of the safe 
harbor method to taxable years that 
are not open for assessment. A tax-
payer’s choice to use the safe harbor 
method is evidenced by employing the 
method. The taxpayer need not file any 
separate statement. 

(iii) Inadequate substantiation. If a 
taxpayer does not use, or is ineligible 
to use, the safe harbor method de-
scribed in paragraph (f)(4)(ii) of this 
section and the Commissioner deter-
mines that the look-through character-
ization of earnings and taxes in the 
non-look-through pools cannot reason-
ably be determined based on the avail-
able information, the Commissioner 
shall allocate the undistributed earn-
ings and taxes in the non-look-through 
pools to the foreign corporation’s pas-
sive category. 
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(iv) Examples. The following examples 
illustrate the application of this para-
graph (f)(4): 

Example 1. P, a domestic corporation, has 
owned 50 percent of the voting stock of S, a 
foreign corporation, at all times since Janu-
ary 1, 1987, and S has been a noncontrolled 
section 902 corporation with respect to P 
since that date. P and S use the calendar 
year as their U.S. taxable year. The first 
year in which post-1986 undistributed earn-
ings were accumulated in the non-look- 
through pool of S was 1987. As of December 
31, 2002, S had 200u of post-1986 undistributed 
earnings and $100 of post-1986 foreign income 
taxes in its non-look-through pools. P does 
not use the safe harbor method under para-
graph (f)(4)(ii) of this section to allocate the 
earnings and taxes in the non-look-through 
pools to S’s other separate categories and 
does not attempt to substantiate the look- 
through characterization of S’s non-look- 
through pools. The Commissioner, however, 
reasonably determines, based on information 
used to characterize S’s stock for purposes of 
apportioning P’s interest expense in P’s 2003 
and 2004 taxable years, that 100u of the earn-
ings and all $100 of the taxes in the non-look- 
through pools are properly assigned on a 
look-through basis to the general limitation 
category, and 100u of earnings and no taxes 
are properly assigned on a look-through 
basis to the passive category. Therefore, in 
accordance with the Commissioner’s look- 
through characterization of the earnings and 
taxes in S’s non-look-through pools, on Jan-
uary 1, 2003, S has 100u of post-1986 undistrib-
uted earnings and $100 of post-1986 foreign in-
come taxes in the general limitation cat-
egory and 100u of post-1986 undistributed 
earnings and no post-1986 foreign income 
taxes in the passive category. 

Example 2. The facts are the same as in Ex-
ample 1, except that the Commissioner can-
not reasonably determine, based on the 
available information, the proper look- 
through characterization of the 200u of un-
distributed earnings and $100 of taxes in S’s 
non-look-through pools. Accordingly, the 
Commissioner will assign such earnings and 
taxes to the passive category, so that as of 
January 1, 2003, S has 200u of post-1986 undis-
tributed earnings and $100 of post-1986 for-
eign income taxes in the passive category, 
and the Commissioner will treat S as a pas-
sive category asset for purposes of appor-
tioning P’s interest expense. 

(5) Treatment of a deficit accumulated 
in a non-look-through pool. Any deficit 
in the non-look-through pool of a non-
controlled section 902 corporation or a 
controlled foreign corporation as of the 
end of its last taxable year beginning 
before January 1, 2003, shall be treated 

in taxable years beginning after De-
cember 31, 2002, as if the deficit had 
been accumulated during a period in 
which a dividend paid by the foreign 
corporation would have been eligible 
for look-through treatment. In the case 
of a noncontrolled section 902 corpora-
tion, the deficit and taxes, if any, in 
the non-look-through pools shall con-
stitute the opening balance of the look- 
through pools of post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes of the noncontrolled sec-
tion 902 corporation in the appropriate 
separate categories on the first day of 
its first taxable year beginning after 
December 31, 2002. In the case of a con-
trolled foreign corporation, the deficit 
and taxes, if any, in the non-look- 
through pools shall be added to the bal-
ance of the look-through pools of post- 
1986 undistributed earnings and post- 
1986 foreign income taxes of the con-
trolled foreign corporation in the ap-
propriate separate categories on the 
first day of its first taxable year begin-
ning after December 31, 2002. The tax-
payer must substantiate the look- 
through characterization of the deficit 
and taxes in accordance with the rules 
of paragraph (f)(4) of this section. If a 
taxpayer does not use the safe harbor 
method described in paragraph (f)(4)(ii) 
of this section and the Commissioner 
determines that the look-through char-
acterization of the deficit and taxes 
cannot reasonably be determined based 
on the available information, the Com-
missioner shall allocate the deficit and 
taxes, if any, in the non-look-through 
pools to the foreign corporation’s pas-
sive category. If, as of the end of a tax-
able year beginning after December 31, 
2002, in which it pays a dividend, the 
foreign corporation has zero or a def-
icit in post-1986 undistributed earnings 
(taking into account any earnings or a 
deficit accumulated in taxable years 
beginning before January 1, 2003), the 
deficit in post-1986 undistributed earn-
ings shall be carried back to reduce 
pre-1987 accumulated profits, if any, on 
a last-in first-out basis. See § 1.902– 
2(a)(1). If, as of the end of a taxable 
year beginning after December 31, 2002, 
in which the foreign corporation pays a 
dividend out of current earnings and 
profits, it has zero or a deficit in post- 
1986 undistributed earnings (taking 
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into account any earnings or a deficit 
accumulated in taxable years begin-
ning before January 1, 2003), and the 
sum of current plus accumulated earn-
ings and profits is zero or less than 
zero, no foreign taxes shall be deemed 
paid with respect to the dividend. See 
§ 1.902–1(b)(4). 

(6) Treatment of pre-1987 accumulated 
profits. Any pre-1987 accumulated prof-
its (as defined in § 1.902–1(a)(10)) of a 
controlled foreign corporation or non-
controlled section 902 corporation shall 
be treated in taxable years beginning 
after December 31, 2002, as if they were 
accumulated during a period in which a 
dividend paid by the foreign corpora-
tion would have been eligible for look- 
through treatment. Any pre-1987 for-
eign income taxes (as defined in § 1.902– 
1(a)(10)(iii)) shall be treated as if they 
were paid, accrued or deemed paid dur-
ing a year when a dividend out of the 
related pre-1987 accumulated profits 
would have been eligible for look- 
through treatment. The taxpayer must 
substantiate the look-through charac-
terization of the pre-1987 accumulated 
profits and pre-1987 foreign income 
taxes in accordance with the rules of 
paragraph (f)(4) of this section. If a tax-
payer does not use, or is ineligible to 
use, the safe harbor method described 
in paragraph (f)(4)(ii) of this section 
and the Commissioner determines that 
the look-through characterization of 
the pre-1987 accumulated profits and 
pre-1987 foreign income taxes cannot 
reasonably be determined based on the 
available information, the pre-1987 ac-
cumulated profits and pre-1987 foreign 
income taxes shall be allocated to the 
foreign corporation’s passive category. 

(7) Treatment of post-1986 undistributed 
earnings or a deficit of a controlled for-
eign corporation attributable to dividends 
from a noncontrolled section 902 corpora-
tion paid in taxable years beginning be-
fore January 1, 2003—(i) Look-through 
treatment of post-1986 undistributed earn-
ings at controlled foreign corporation 
level. Dividends paid by a noncontrolled 
section 902 corporation to a controlled 
foreign corporation in post-1986 taxable 
years of the noncontrolled section 902 
corporation beginning before January 
1, 2003, were assigned to a separate cat-
egory for dividends from that noncon-
trolled section 902 corporation. Begin-

ning on the first day of the controlled 
foreign corporation’s first taxable year 
beginning on or after the first day of 
the lower-tier corporation’s first tax-
able year beginning after December 31, 
2002, any post-1986 undistributed earn-
ings, or previously-taxed earnings and 
profits described in section 959(c)(1) or 
(2), of the controlled foreign corpora-
tion in such a separate category shall 
be treated as if they were accumulated 
during a period when a dividend paid 
by the noncontrolled section 902 cor-
poration would have been eligible for 
look-through treatment. Any post-1986 
foreign income taxes in such a separate 
category shall also be treated as if they 
were paid, accrued or deemed paid dur-
ing a period when such a dividend 
would have been eligible for look- 
through treatment. Any such post-1986 
undistributed earnings and post-1986 
foreign income taxes in a separate cat-
egory for dividends from a noncon-
trolled section 902 corporation shall be 
added to the opening balance of the 
controlled foreign corporation’s look- 
through pools of post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes in the appropriate separate 
categories on the first day of the con-
trolled foreign corporation’s first tax-
able year beginning on or after the 
first day of the lower-tier corporation’s 
first taxable year beginning after De-
cember 31, 2002. Any section 952(c)(2) 
recapture account with respect to such 
a separate category shall be allocated 
in the same manner as the associated 
post-1986 undistributed earnings. The 
taxpayer must substantiate the look- 
through characterization of such earn-
ings and taxes in accordance with the 
rules of paragraph (f)(7)(iii) of this sec-
tion. 

(ii) Look-through treatment of deficit in 
post-1986 undistributed earnings at con-
trolled foreign corporation level. If a con-
trolled foreign corporation has a def-
icit in a separate category for divi-
dends from a lower-tier noncontrolled 
section 902 corporation that is a mem-
ber of the controlled foreign corpora-
tion’s qualified group as defined in sec-
tion 902(b)(2), such deficit shall be 
treated in taxable years of the upper- 
tier corporation beginning on or after 
the first day of the lower-tier corpora-
tion’s first taxable year beginning after 

VerDate Mar<15>2010 13:16 May 24, 2012 Jkt 226094 PO 00000 Frm 00796 Fmt 8010 Sfmt 8010 Y:\SGML\226094.XXX 226094er
ow

e 
on

 D
S

K
2V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



787 

Internal Revenue Service, Treasury § 1.904–7 

December 31, 2002, as if the deficit had 
been accumulated during a period in 
which a dividend from the lower-tier 
corporation would have been eligible 
for look-through treatment. Any post- 
1986 foreign income taxes in the sepa-
rate category for dividends from the 
noncontrolled section 902 corporation 
shall also be treated as if they were 
paid, accrued or deemed paid during a 
period when the dividends were eligible 
for look-through treatment. The deficit 
and related post-1986 foreign income 
taxes, if any, shall be added to the 
opening balance of the controlled for-
eign corporation’s look-through pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes in the 
appropriate separate categories on the 
first day of the controlled foreign cor-
poration’s first taxable year beginning 
on or after the first day of the lower- 
tier corporation’s first taxable year be-
ginning after December 31, 2002. The 
taxpayer must substantiate the look- 
through characterization of the deficit 
and taxes in accordance with the rules 
of paragraph (f)(7)(iii) of this section. 

(iii) Substantiation required for look- 
through treatment. The taxpayer must 
substantiate the look-through charac-
terization of post-1986 undistributed 
earnings, previously-taxed earnings 
and profits, or a deficit in post-1986 un-
distributed earnings in a separate cat-
egory for dividends paid by a noncon-
trolled section 902 corporation in tax-
able years beginning before January 1, 
2003, by making a reasonable, good- 
faith effort to reconstruct the earnings 
(or deficit) and taxes in the separate 
category at the level of the controlled 
foreign corporation on a look-through 
basis, in accordance with the principles 
of paragraph (f)(4)(i) of this section. Al-
ternatively, the taxpayer may allocate 
the earnings (or deficit) and taxes to 
the controlled foreign corporation’s 
look-through pools under the safe har-
bor method described in paragraph 
(f)(4)(ii) of this section at the level of 
the controlled foreign corporation. If 
the taxpayer uses the safe harbor 
method, the earnings (or deficit) and 
taxes shall be allocated to the con-
trolled foreign corporation’s look- 
through pools in the appropriate sepa-
rate categories on the first day of the 
controlled foreign corporation’s first 

taxable year beginning on or after the 
first day of the lower-tier corporation’s 
first taxable year beginning after De-
cember 31, 2002. The allocation shall be 
made in the same percentages as the 
controlled foreign corporation would 
properly characterize the stock of the 
lower-tier noncontrolled section 902 
corporation in the separate categories 
for purposes of apportioning the con-
trolled foreign corporation’s interest 
expense in its first taxable year ending 
after the first day of the noncontrolled 
section 902 corporation’s first taxable 
year beginning after December 31, 2002. 
Under § 1.861–12T(c)(3), the apportion-
ment ratios properly used by the con-
trolled foreign corporation are in turn 
based on the apportionment ratios 
properly used by the noncontrolled sec-
tion 902 corporation to apportion its in-
terest expense in its first taxable year 
beginning after December 31, 2002. In 
the case of a taxpayer that uses the 
safe harbor method where the lower- 
tier noncontrolled section 902 corpora-
tion uses the modified gross income 
method described in § 1.861–9T(j) to ap-
portion interest expense for its first 
taxable year beginning after December 
31, 2002, earnings (or a deficit) and 
taxes in the separate category for divi-
dends from the noncontrolled section 
902 corporation shall be allocated to 
the look-through pools based on the av-
erage of the noncontrolled section 902 
corporation’s modified gross income 
ratios for its taxable years beginning 
in 2003 and 2004. In the case of a con-
trolled foreign corporation that has in 
its qualified group a chain of lower-tier 
noncontrolled section 902 corporations, 
the safe harbor applies first to charac-
terize the stock of the third-tier cor-
poration and then to characterize the 
stock of the second-tier corporation. 
Where a taxpayer uses the safe harbor 
method with respect to a lower-tier 
noncontrolled section 902 corporation 
with respect to which the taxpayer did 
not meet the requirements of section 
902(a) as of the end of the upper-tier 
controlled foreign corporation’s last 
taxable year beginning before January 
1, 2003, the earnings (or deficit) and 
taxes in the separate category for divi-
dends from the lower-tier corporation 
shall be allocated to the upper-tier cor-
poration’s look-through pools in the 
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separate categories in the same per-
centages as the stock of the lower-tier 
corporation would have been character-
ized for purposes of apportioning the 
upper-tier corporation’s interest ex-
pense in the last year the taxpayer met 
the ownership requirements of section 
902(a) with respect to the lower-tier 
corporation if the look-through rules 
had applied in that year. If a taxpayer 
does not use the safe harbor method de-
scribed in this paragraph (f)(7)(iii), and 
the Commissioner determines that the 
look-through characterization of the 
earnings (or deficit) and taxes cannot 
reasonably be determined based on the 
available information, the Commis-
sioner shall allocate the earnings (or 
deficit) and associated foreign income 
taxes to the controlled foreign corpora-
tion’s passive category. 

(8) Treatment of distributions received 
by an upper-tier corporation from a lower- 
tier noncontrolled section 902 corporation, 
including when the corporations do not 
have the same taxable years—(i) Rule. In 
the case of dividends paid by a lower- 
tier noncontrolled section 902 corpora-
tion to an upper-tier corporation where 
both are members of the same qualified 
group as defined in section 902(b)(2), 
the following rules apply. Dividends 
paid by the lower-tier corporation in 
taxable years beginning before January 
1, 2003, are assigned to a separate cat-
egory for dividends from that corpora-
tion, regardless of whether the cor-
responding taxable year of the recipi-
ent corporation began after December 
31, 2002. Post-1986 undistributed earn-
ings, previously-taxed earnings and 
profits, and post-1986 foreign income 
taxes in such a separate category shall 
be treated, beginning on the first day 
of the upper-tier corporation’s first 
taxable year beginning on or after the 
first day of the lower-tier corporation’s 
first taxable year beginning after De-
cember 31, 2002, as if they were accu-
mulated during a period when a divi-
dend paid by the lower-tier corporation 
would have been eligible for look- 
through treatment under section 
904(d)(4) and § 1.904–5. Dividends paid by 
a lower-tier corporation in taxable 
years beginning after December 31, 
2002, are eligible for look-through 
treatment when paid, without regard 
to whether the corresponding taxable 

year of the recipient upper-tier cor-
poration began after December 31, 2002. 

(ii) Example. The following example 
illustrates the application of paragraph 
(f) of this section: 

Example. M, a domestic corporation, has di-
rectly owned 50 percent of the stock of for-
eign corporation X, and X has directly owned 
50 percent of the stock of foreign corporation 
Y, at all times since X and Y were organized 
on January 1, 1990. Accordingly, X and Y are 
noncontrolled section 902 corporations with 
respect to M, and X and Y are members of 
the same qualified group. M and Y use the 
calendar year as their U.S. taxable year, and 
X uses a taxable year beginning on July 1. 
Under § 1.904–4(g) and paragraph (f)(10) of this 
section, a dividend paid to M by X on Janu-
ary 15, 2003 (during X’s last pre-2003 taxable 
year) is not eligible for look-through treat-
ment in 2003. However, under § 1.861–12(c)(4), 
M will characterize the stock of X on a look- 
through basis for purposes of interest ex-
pense apportionment in its 2003 taxable year. 
Under § 1.904–2(h)(1), any unused foreign 
taxes in M’s separate category for dividends 
from X will be carried over to M’s other sep-
arate categories on a look-through basis for 
M’s taxable years beginning on and after 
January 1, 2004. Under paragraph (f)(2) of this 
section, any undistributed earnings and 
taxes in X’s non-look-through pools will be 
allocated to X’s other separate categories on 
July 1, 2003. Under § 1.904–5(i)(4) and para-
graphs (f)(8)(i) and (f)(10) of this section, a 
dividend paid to X by Y on January 15, 2003 
(during Y’s first post-2002 taxable year) is el-
igible for look-through treatment when paid, 
notwithstanding that it is received in a pre- 
2003 taxable year of X. 

(9) Election to apply pre-AJCA rules to 
2003 and 2004 taxable years—(i) Defini-
tion. The term single category for divi-
dends from all noncontrolled section 902 
corporations means the separate cat-
egory described in section 904(d)(1)(E) 
as in effect for taxable years beginning 
after December 31, 2002, and prior to its 
repeal by the American Jobs Creation 
Act (AJCA), Public Law 108–357, 118 
Stat. 1418 (October 22, 2004). 

(ii) Time, manner, and form of election. 
A taxpayer may elect not to apply the 
provisions of section 403 of the AJCA 
and to apply the rules of this para-
graph (f)(9) to taxable years of noncon-
trolled section 902 corporations begin-
ning after December 31, 2002, and before 
January 1, 2005, without regard to 
whether the corresponding taxable 
years of the taxpayer or any upper-tier 
corporation begin before or after such 
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dates. A taxpayer shall be eligible to 
make such an election provided that— 

(A) The taxpayer’s tax liability as 
shown on an original or amended tax 
return for each of its affected taxable 
years is consistent with the rules of 
this paragraph (f)(9), the guidance set 
forth in Notice 2003–5 (2003–1 CB 294) 
(see § 601.601(d)(2) of this chapter), and 
the principles of § 1.861–12(c)(4) for each 
such year for which the statute of limi-
tations does not preclude the filing of 
an amended return; 

(B) The taxpayer makes appropriate 
adjustments to eliminate any duplicate 
benefits arising from the application of 
this paragraph (f)(9) to taxable years 
that are not open for assessment; and 

(C) The taxpayer attaches a state-
ment to its next tax return for which 
the due date (with extensions) is more 
than 90 days after April 25, 2006, indi-
cating that the taxpayer elects not to 
apply the provisions of section 403 of 
the AJCA to taxable years of its non-
controlled section 902 corporations be-
ginning in 2003 and 2004, and that the 
taxpayer has filed original returns or 
will file amended returns reflecting tax 
liabilities for each affected year that 
satisfy the requirements described in 
this paragraph (f)(9)(ii). 

(iii) Treatment of non-look-through 
pools in taxable years beginning after De-
cember 31, 2004. Undistributed earnings 
(or a deficit) and taxes in the non-look- 
through pools of a controlled foreign 
corporation or a noncontrolled section 
902 corporation as of the end of its last 
taxable year beginning before January 
1, 2005, shall be treated in taxable years 
beginning after December 31, 2004, as if 
they were accumulated and paid during 
a period in which a distribution out of 
earnings in the non-look-through pool 
would have been eligible for look- 
through treatment. Such earnings (or 
deficit) and taxes shall be added to the 
foreign corporation’s pools of post-1986 
undistributed earnings and post-1986 
foreign income taxes in the appropriate 
separate categories on the first day of 
the foreign corporation’s first taxable 
year beginning after December 31, 2004. 
In accordance with the principles of 
paragraph (f)(4) of this section, the tax-
payer must reconstruct the non-look- 
through pools or, if the taxpayer choos-
es to use the safe harbor method, allo-

cate the earnings and taxes in the non- 
look-through pools to the foreign cor-
poration’s look-through pools in the 
appropriate separate categories on the 
first day of the foreign corporation’s 
first taxable year beginning after De-
cember 31, 2004. Under the safe harbor 
method, this allocation is made in the 
same percentages as the taxpayer prop-
erly characterized the stock of the for-
eign corporation for purposes of appor-
tioning the taxpayer’s interest expense 
in the taxpayer’s first taxable year 
ending after the first day of the foreign 
corporation’s first taxable year begin-
ning after December 31, 2002. See § 1.861– 
12T(c)(3) and § 1.861–12(c)(4). If a tax-
payer does not use the safe harbor 
method described in paragraph (f)(4)(ii) 
of this section and the Commissioner 
determines that the look-through char-
acterization of the earnings (or deficit) 
and taxes cannot reasonably be deter-
mined based on the available informa-
tion, the earnings (or deficit) and taxes 
shall be allocated to the foreign cor-
poration’s passive category. 

(iv) Carryover of unused foreign tax. To 
the extent that a taxpayer has unused 
foreign taxes in the single category for 
dividends from all noncontrolled sec-
tion 902 corporations, such taxes shall 
be carried forward to the appropriate 
separate categories in the taxpayer’s 
taxable years beginning on or after the 
first day of the relevant noncontrolled 
section 902 corporation’s first taxable 
year beginning after December 31, 2004. 
Such unused taxes shall be carried for-
ward in the same manner as § 1.904– 
2(h)(1) provides that unused foreign 
taxes in the separate categories for 
dividends from each noncontrolled sec-
tion 902 corporation are carried over to 
taxable years beginning on or after the 
first day of the noncontrolled section 
902 corporation’s first taxable year be-
ginning after December 31, 2002, in the 
case of a taxpayer that does not make 
the election under this paragraph (f)(9). 
The electing taxpayer shall determine 
which noncontrolled section 902 cor-
porations paid the dividends to which 
the unused foreign taxes are attrib-
utable and assign the taxes to the ap-
propriate separate categories as if such 
dividends had been eligible for look- 
through treatment when paid. Accord-
ingly, the taxpayer must substantiate 
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the look-through characterization of 
the unused foreign taxes in accordance 
with paragraph (f)(4) of this section by 
reconstructing the non-look-through 
pools or, if the taxpayer uses the safe 
harbor method, by allocating the un-
used foreign taxes to other separate 
categories in the same percentages as 
the taxpayer properly characterized 
the stock of the noncontrolled section 
902 corporation for purposes of appor-
tioning the taxpayer’s interest expense 
for its first taxable year ending after 
the first day of the noncontrolled sec-
tion 902 corporation’s first taxable year 
beginning after December 31, 2002. The 
rule described in this paragraph 
(f)(9)(iv) shall apply only to unused for-
eign taxes attributable to dividends 
out of earnings that were accumulated 
by noncontrolled section 902 corpora-
tions in taxable years of such corpora-
tions beginning before January 1, 2003, 
because only unused foreign taxes at-
tributable to distributions out of pre- 
2003 earnings are included in the single 
category for dividends from all noncon-
trolled section 902 corporations. To the 
extent that unused foreign taxes car-
ried forward to the single category for 
dividends from all noncontrolled sec-
tion 902 corporations under the rules of 
Notice 2003–5 were either absorbed by 
low-taxed dividends paid by noncon-
trolled section 902 corporations out of 
the non-look-through pool in taxable 
years of such corporations beginning in 
2003 or 2004, or expired unused, the 
amount of taxes carried forward to the 
separate categories on a look-through 
basis will be smaller than the aggre-
gate amount of taxes initially carried 
forward to the single category for divi-
dends from all noncontrolled section 
902 corporations. In this case, the un-
used foreign taxes arising in each tax-
able year shall be deemed attributable 
to each noncontrolled section 902 cor-
poration in the same ratio as the divi-
dends included in the separate category 
that were paid by such corporation in 
such year bears to all such dividends 
paid by all noncontrolled section 902 
corporations in such year. Unused for-
eign taxes carried forward from the 
separate categories for dividends from 
each noncontrolled section 902 corpora-
tion to the single category for divi-
dends from all noncontrolled section 

902 corporations will similarly be 
deemed to have been utilized on a pro 
rata basis. The remaining unused for-
eign taxes are then assigned to the ap-
propriate separate categories under the 
rules of paragraph (f)(4) of this section. 
Unused foreign taxes shall be treated 
as allocable to general category in-
come to the extent that such taxes 
would otherwise have been allocable to 
passive income (based on reconstructed 
pools or the safe harbor method), or to 
the extent that, under paragraph 
(f)(4)(iii) of this section, the Commis-
sioner determines that the look- 
through characterization cannot rea-
sonably be determined based on the 
available information. 

(v) Carryback of unused foreign tax. To 
the extent that a taxpayer has unused 
foreign taxes attributable to a dividend 
paid by a noncontrolled section 902 cor-
poration that was eligible for look- 
through treatment under section 
904(d)(4) and § 1.904–5, any such unused 
foreign taxes shall be carried back to 
prior taxable years within the same 
separate category and not to the single 
category for dividends from all noncon-
trolled section 902 corporations or any 
separate category for dividends from a 
noncontrolled section 902 corporation. 
See Notice 2003–5 for rules relating to 
the carryback of unused foreign taxes 
in the single category for dividends 
from all noncontrolled section 902 cor-
porations. 

(vi) Recapture of overall foreign loss or 
separate limitation loss in the single cat-
egory for dividends from all noncontrolled 
section 902 corporations. To the extent 
that a taxpayer has a balance in a sep-
arate limitation loss or overall foreign 
loss account in the single category for 
dividends from all noncontrolled sec-
tion 902 corporations under section 
904(d)(1)(E) (prior to its repeal by the 
AJCA), at the end of the taxpayer’s 
last taxable year beginning before Jan-
uary 1, 2005 (or a later taxable year in 
which the taxpayer received a dividend 
subject to the separate limitation for 
dividends from all noncontrolled sec-
tion 902 corporations), the amount of 
such balance shall be allocated on the 
first day of the taxpayer’s next taxable 
year to the taxpayer’s other separate 
categories. The amount of such balance 
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that is attributable to each noncon-
trolled section 902 corporation shall be 
allocated in the same percentages as 
the taxpayer properly characterized 
the stock of such corporation for pur-
poses of apportioning the taxpayer’s in-
terest expense for its first taxable year 
ending after the first day of such cor-
poration’s first taxable year beginning 
after December 31, 2002, under § 1.861– 
12T(c)(3) or § 1.861–12(c)(4), as the case 
may be. To the extent that a taxpayer 
has a balance in a separate limitation 
loss account for the single category for 
dividends from all noncontrolled sec-
tion 902 corporations with respect to 
another separate category, and the sep-
arate limitation loss account would 
otherwise be assigned to that other 
category under this paragraph (f)(9)(vi), 
such balance shall be eliminated. 

(vii) Recapture of separate limitation 
losses in other separate categories. To the 
extent that a taxpayer has a balance in 
any separate limitation loss account in 
a separate category with respect to the 
single category for dividends from all 
noncontrolled section 902 corporations 
at the end of the taxpayer’s last tax-
able year with or within which ends 
the last taxable year of the relevant 
noncontrolled section 902 corporation 
beginning before January 1, 2005, such 
loss shall be recaptured in subsequent 
taxable years as income in the appro-
priate separate category. The separate 
limitation loss account shall be 
deemed attributable on a pro rata basis 
to those noncontrolled section 902 cor-
porations that paid dividends out of 
earnings accumulated in taxable years 
beginning before January 1, 2003, in the 
years in which the separate limitation 
loss in the other separate category 
arose. The ratable portions of the sepa-
rate limitation loss account shall be 
recaptured as income in the taxpayer’s 
separate categories in the same per-
centages as the taxpayer properly char-
acterized the stock of the relevant non-
controlled section 902 corporation for 
purposes of apportioning the taxpayer’s 
interest expense in its first taxable 
year ending after the first day of such 
corporation’s first taxable year begin-
ning after December 31, 2002, under 
§ 1.861–12T(c)(3) or § 1.861–12(c)(4), as the 
case may be. To the extent that a tax-
payer has a balance in any separate 

limitation loss account in any separate 
category that would have been recap-
tured as income in that same category 
under this paragraph (f)(9)(vii), such 
balance shall be eliminated. 

(viii) Treatment of undistributed earn-
ings in an upper-tier corporation-level 
single category for dividends from lower- 
tier noncontrolled section 902 corpora-
tions. Where a controlled foreign cor-
poration or noncontrolled section 902 
corporation has a single category for 
dividends from all noncontrolled sec-
tion 902 corporations containing earn-
ings attributable to dividends paid by 
one or more lower-tier corporations, 
the following rules apply. The post-1986 
undistributed earnings, previously- 
taxed earnings and profits described in 
section 959(c)(1) or (2), if any, and asso-
ciated post-1986 foreign income taxes 
shall be allocated to the upper-tier cor-
poration’s other separate categories in 
the same manner as earnings and taxes 
in a separate category for dividends 
from each noncontrolled section 902 
corporation maintained by the upper- 
tier corporation are allocated under 
paragraph (f)(7) of this section. Accord-
ingly, post-1986 undistributed earnings, 
previously-taxed earnings and profits, 
if any, and post-1986 foreign income 
taxes in the single category for divi-
dends from all noncontrolled section 
902 corporations shall be treated as if 
they were accumulated and paid, ac-
crued or deemed paid during a period 
when a dividend paid by each lower-tier 
corporation that paid dividends in-
cluded in the single category would 
have been eligible for look-through 
treatment. If the taxpayer uses the 
safe harbor method described in para-
graph (f)(7)(iii) of this section, the 
earnings and taxes shall be allocated 
based on the apportionment ratios 
properly used by the lower-tier cor-
poration to apportion its interest ex-
pense for its first taxable year begin-
ning after December 31, 2002. Any sec-
tion 952(c)(2) recapture account with 
respect to the single category shall be 
allocated in the same manner as the 
associated post-1986 undistributed 
earnings. The taxpayer must substan-
tiate the look-through characteriza-
tion of the earnings and taxes in ac-
cordance with the rules of paragraph 
(f)(7)(iii) of this section. If the taxpayer 
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does not use the safe harbor method 
and the Commissioner determines that 
the look-through characterization of 
the earnings cannot reasonably be de-
termined based on the available infor-
mation, the earnings and taxes shall be 
assigned to the upper-tier corporation’s 
passive category. 

(ix) Treatment of a deficit in the single 
category for dividends from lower-tier 
noncontrolled section 902 corporations. 
Where a controlled foreign corporation 
or noncontrolled section 902 corpora-
tion had an aggregate deficit in the 
single category for dividends from all 
noncontrolled section 902 corporations 
as of the end of the upper-tier corpora-
tion’s last taxable year beginning be-
fore January 1, 2005, such deficit and 
the associated post-1986 foreign income 
taxes, if any, shall be allocated to the 
upper-tier corporation’s other separate 
categories in the same percentages in 
which the non-look-through pools of 
each lower-tier corporation to which 
the deficit is attributable were as-
signed to such corporation’s other sep-
arate categories in its first taxable 
year beginning after December 31, 2002. 
If the taxpayer uses the safe harbor 
method described in paragraph 
(f)(7)(iii) of this section, the deficit and 
taxes shall be allocated based on how 
the taxpayer properly characterized 
the stock of the lower-tier noncon-
trolled section 902 corporation for pur-
poses of apportioning the upper-tier 
corporation’s interest expense for the 
upper-tier corporation’s first taxable 
year ending after the first day of the 
lower-tier corporation’s first taxable 
year beginning after December 31, 2002. 
The taxpayer must substantiate the 
look-through characterization of the 
deficit and taxes in accordance with 
the rules of paragraph (f)(7)(iii) of this 
section. If the taxpayer does not use 
the safe harbor method and the Com-
missioner determines that the look- 
through characterization of the deficit 
cannot reasonably be determined based 
on the available information, the def-
icit and taxes shall be assigned to the 
upper-tier corporation’s passive cat-
egory. 

(10) Effective/applicability date. This 
paragraph (f) shall apply to dividends 
from a noncontrolled section 902 cor-
poration that are paid in taxable years 

of the noncontrolled section 902 cor-
poration ending on or after April 20, 
2009. See 26 CFR § 1.904–7T(f) (revised as 
of April 1, 2009) for rules applicable, ex-
cept in the case of a taxpayer that 
makes the election under paragraph 
(f)(9) of that section, to dividends from 
a noncontrolled section 902 corporation 
that are paid in taxable years of the 
noncontrolled section 902 corporation 
beginning after December 31, 2002, and 
ending before April 20, 2009. See 26 CFR 
1.904–7T(f) (revised as of April 1, 2009) 
for rules applicable, in the case of a 
taxpayer that makes the election 
under paragraph (f)(9) of that section, 
to dividends from a noncontrolled sec-
tion 902 corporation that are paid in 
taxable years of the noncontrolled sec-
tion 902 corporation beginning after 
December 31, 2004, and ending before 
April 20, 2009. However, taxpayers may 
choose to apply paragraph (f) of this 
section in its entirety in lieu of 26 CFR 
1.904–7T(f) to all dividends paid in peri-
ods covered by the temporary regula-
tions, provided that appropriate adjust-
ments are made to eliminate duplicate 
benefits arising from application of 
paragraph (f) to taxable years that are 
not open for assessment. 

(g) Treatment of earnings and foreign 
taxes of a controlled foreign corporation 
or a noncontrolled section 902 corporation 
accumulated in taxable years beginning 
before January 1, 2007—(1) Definitions— 
(i) Pre-2007 pools means the pools in 
each separate category of post-1986 un-
distributed earnings (as defined in 
§ 1.902–1(a)(9)) that were accumulated, 
and post-1986 foreign income taxes (as 
defined in § 1.902–1(a)(8)) paid, accrued, 
or deemed paid, in taxable years begin-
ning before January 1, 2007. 

(ii) Pre-2007 separate categories means 
the separate categories of income de-
scribed in section 904(d) as applicable 
to taxable years beginning before Janu-
ary 1, 2007, and any other separate cat-
egory of income described in § 1.904– 
4(m). 

(iii) Post-2006 separate categories 
means the separate categories of in-
come described in section 904(d) as ap-
plicable to taxable years beginning 
after December 31, 2006, and any other 
separate category of income described 
in § 1.904–4(m). 
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(2) Treatment of pre-2007 pools of a con-
trolled foreign corporation or a noncon-
trolled section 902 corporation. Any post- 
1986 undistributed earnings in a pre- 
2007 pool of a controlled foreign cor-
poration or a noncontrolled section 902 
corporation shall be treated in taxable 
years beginning after December 31, 
2006, as if they were accumulated dur-
ing a period in which the rules gov-
erning the determination of post-2006 
separate categories applied. Post-1986 
foreign income taxes paid, accrued, or 
deemed paid with respect to such earn-
ings shall be treated as if they were 
paid, accrued, or deemed paid during a 
period in which the rules governing the 
determination of post-2006 separate 
categories (including the rules of sec-
tion 904(d)(3)(E)) applied as well. Any 
such earnings and taxes in pre-2007 
pools shall constitute the opening bal-
ance of the foreign corporation’s post- 
1986 undistributed earnings and post- 
1986 foreign income taxes on the first 
day of the foreign corporation’s first 
taxable year beginning after December 
31, 2006, in accordance with the rules of 
paragraph (g)(3) of this section. Similar 
rules shall apply to characterize any 
deficits in the pre-2007 pools and pre-
viously-taxed earnings and profits de-
scribed in section 959(c)(1) and (2) that 
are attributable to earnings in the pre- 
2007 pools. Any section 952(c)(2) recap-
ture account with respect to a separate 
category shall be allocated in the same 
manner as the post-1986 undistributed 
earnings in the associated pre-2007 
pool. 

(3) Substantiation of post-2006 character 
of earnings and taxes in a pre-2007 pool— 
(i) Reconstruction of earnings and taxes 
pools. In order to substantiate the post- 
2006 characterization of post-1986 undis-
tributed earnings (as well as deficits 
and previously-taxed earnings, if any) 
and post-1986 foreign income taxes in 
pre-2007 pools of a controlled foreign 
corporation or a noncontrolled section 
902 corporation, the taxpayer shall 
make a reasonable, good-faith effort to 
reconstruct the pre-2007 pools of post- 
1986 undistributed earnings (as well as 
deficits and previously-taxed earnings, 
if any) and post-1986 foreign income 
taxes following the rules governing the 
determination of post-2006 separate 
categories for each taxable year begin-

ning before January 1, 2007, beginning 
with the first year in which post-1986 
undistributed earnings were accumu-
lated in the pre-2007 pool. Reconstruc-
tion shall be based on reasonably avail-
able books and records and other rel-
evant information. To the extent any 
pre-2007 separate category includes 
earnings that would be allocated to 
more than one post-2006 separate cat-
egory, the taxpayer must account for 
earnings distributed and taxes deemed 
paid in these years for such category as 
if they were distributed and deemed 
paid pro rata from the amounts that 
were added to that category during 
each taxable year beginning before 
January 1, 2007. 

(ii) Safe harbor method—(A) In general. 
Subject to the rules of paragraph 
(g)(3)(iii) of this section, a taxpayer 
may allocate the post-1986 undistrib-
uted earnings and post-1986 foreign in-
come taxes in pre-2007 pools of a con-
trolled foreign corporation or a non-
controlled section 902 corporation (as 
well as deficits and previously-taxed 
earnings, if any) under one of the safe 
harbor methods described in para-
graphs (g)(3)(ii)(B) and (g)(3)(ii)(C) of 
this section. A taxpayer may choose to 
use the safe harbor method on a timely 
filed (original or amended) tax return 
or during an audit. A taxpayer that 
uses the safe harbor method on an 
amended return or in the course of an 
audit must make appropriate adjust-
ments to eliminate any double benefit 
arising from application of the safe 
harbor method to years that are not 
open for assessment. A taxpayer’s 
choice to use the safe harbor method is 
evidenced by employing the method. 
The taxpayer need not file any sepa-
rate statement. 

(B) General safe harbor method—(1) 
Any post-1986 undistributed earnings 
(as well as deficits and previously- 
taxed earnings, if any) and post-1986 
foreign income taxes of a noncon-
trolled section 902 corporation or a 
controlled foreign corporation in a pre- 
2007 separate category for passive in-
come, certain dividends from a DISC or 
former DISC, taxable income attrib-
utable to certain foreign trade income, 
or certain distributions from a FSC or 
former FSC shall be allocated to the 
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post-2006 separate category for passive 
category income. 

(2) Any post-1986 undistributed earn-
ings (as well as deficits and previously- 
taxed earnings, if any) and post-1986 
foreign income taxes of a noncon-
trolled section 902 corporation or a 
controlled foreign corporation in a pre- 
2007 separate category for financial 
services income, shipping income or 
general limitation income shall be al-
located to the post-2006 separate cat-
egory for general category income. 

(3) Except as provided in paragraph 
(g)(3)(ii)(B)(4) of this section, any post- 
1986 undistributed earnings (as well as 
deficits and previously-taxed earnings, 
if any) and post-1986 foreign income 
taxes of a noncontrolled section 902 
corporation or a controlled foreign cor-
poration in a pre-2007 separate cat-
egory for high withholding tax interest 
shall be allocated to the post-2006 sepa-
rate category for passive category in-
come. 

(4) If a controlled foreign corporation 
has positive post-1986 undistributed 
earnings and post-1986 foreign income 
taxes in a pre-2007 separate category 
for high withholding tax interest, such 
earnings and taxes shall be allocated to 
the post-2006 separate category for gen-
eral category income if the earnings 
would qualify as income subject to 
high foreign taxes under section 
954(b)(4) if the entire amount of post- 
1986 undistributed earnings were treat-
ed as a net item of income subject to 
the rules of § 1.954–1(d). If the high 
withholding tax interest earnings 
would not qualify as income subject to 
high foreign taxes under section 
954(b)(4), then the earnings and taxes 
shall be allocated to the post-2006 sepa-
rate category for passive category in-
come. 

(C) Interest apportionment safe harbor. 
A taxpayer may allocate the post-1986 
undistributed earnings (as well as defi-
cits and previously-taxed earnings, if 
any) and post-1986 foreign income taxes 
in pre-2007 pools of a controlled foreign 
corporation or a noncontrolled section 
902 corporation following the principles 
of paragraph (f)(4)(ii) of this section. 

(iii) Consistency rule. The election to 
apply a safe harbor method under para-
graph (g)(3)(ii) of this section in lieu of 
the rules described in paragraph 

(g)(3)(i) of this section may be made on 
a separate category by separate cat-
egory basis. However, if a taxpayer 
elects to apply a safe harbor to allocate 
pre-2007 pools of more than one pre-2007 
separate category of a controlled for-
eign corporation or a noncontrolled 
section 902 corporation, such safe har-
bor (the general safe harbor described 
in paragraph (g)(3)(ii)(B) of this section 
or the interest apportionment safe har-
bor described in paragraph (g)(3)(ii)(C) 
of this section) shall apply to allocate 
post-1986 undistributed earnings (as 
well as deficits and previously-taxed 
earnings, if any) and post-1986 foreign 
income taxes for the pre-2007 pools in 
each pre-2007 separate category of the 
foreign corporation for which the tax-
payer elected to apply a safe harbor 
method in lieu of reconstructing the 
pre-2007 pools. 

(4) Treatment of pre-1987 accumulated 
profits. Any pre-1987 accumulated prof-
its (as defined in § 1.902–1(a)(10)) of a 
noncontrolled section 902 corporation 
or a controlled foreign corporation 
shall be treated in taxable years begin-
ning after December 31, 2006, as if they 
had been accumulated during a period 
in which the rules governing the deter-
mination of post-2006 separate cat-
egories applied. Foreign income taxes 
paid, accrued, or deemed paid with re-
spect to such earnings shall be treated 
as if they were paid, accrued, or 
deemed paid during a period in which 
the rules governing the determination 
of post-2006 separate categories applied 
as well. The taxpayer must substan-
tiate the post-2006 characterization of 
the pre-1987 accumulated profits and 
pre-1987 foreign income taxes in ac-
cordance with the rules of paragraph 
(g)(3) of this section, including the safe 
harbor provisions. Similar rules shall 
apply to characterize any deficits or 
previously-taxed earnings and profits 
described in section 959(c)(1) and (2) 
that are attributable to pre-1987 accu-
mulated profits. 

(5) Treatment of earnings and foreign 
taxes in pre-2007 pools of a lower-tier con-
trolled foreign corporation or noncon-
trolled section 902 corporation. The rules 
of paragraphs (g)(1) through (4) of this 
section apply to post-1986 undistributed 
earnings (as well as deficits and pre-
viously-taxed earnings, if any) and 
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post-1986 foreign income taxes in pre- 
2007 pools, and pre-1987 accumulated 
profits and pre-1987 foreign income 
taxes, of a lower-tier controlled foreign 
corporation or noncontrolled section 
902 corporation. 

(6) Effective/applicability date. This 
paragraph (g) shall apply to taxable 
years of United States persons and, for 
purposes of section 906, foreign persons 
beginning after December 31, 2006 and 
ending on or after December 21, 2007, 
and to taxable years of a foreign cor-
poration which end with or within tax-
able years of its domestic corporate 
shareholder beginning after December 
31, 2006 and ending on or after Decem-
ber 21, 2007. 

[T.D. 8214, 53 FR 27034, July 18, 1988, as 
amended by T.D. 8412, 57 FR 20653, May 14, 
1992; T.D. 9260, 71 FR 24533, Apr. 25, 2006; T.D. 
9368, 72 FR 72590, Dec. 21, 2007; T.D. 9452, 74 
FR 27881, June 11, 2009; T.D. 9521, 76 FR 19272, 
Apr. 7, 2011] 

§ 1.904(b)–0 Outline of regulation pro-
visions. 

This section lists the headings for 
§§ 1.904(b)–1 and 1.904(b)–2. 

§ 1.904(b)–1 Special rules for capital 
gains and losses. 

(a) Capital gains and losses included 
in taxable income from sources outside 
the United States. 

(1) Limitation on capital gain from 
sources outside the United States when 
the taxpayer has net capital losses 
from sources within the United States. 

(i) In general. 
(ii) Allocation of reduction to sepa-

rate categories or rate groups. 
(A) In general. 
(B) Taxpayer with capital gain rate 

differential. 
(2) Exclusivity of rules; no reduction 

by reason of net capital loss from 
sources outside the United States in a 
different separate category. 

(3) Capital losses from sources out-
side the United States in the same sep-
arate category. 

(4) Examples. 
(b) Capital gain rate differential. 
(1) Application of adjustments only if 

capital gain rate differential exists. 
(2) Determination of whether capital 

gain rate differential exists. 

(3) Special rule for certain noncor-
porate taxpayers. 

(c) Rate differential adjustment of 
capital gains. 

(1) Rate differential adjustment of 
capital gains in foreign source taxable 
income. 

(i) In general. 
(ii) Special rule for taxpayers with a 

net long-term capital loss from sources 
within the United States. 

(iii) Examples. 
(2) Rate differential adjustment of 

capital gains in entire taxable income. 
(d) Rate differential adjustment of 

capital losses from sources outside the 
United States. 

(1) In general. 
(2) Determination of which capital 

gains are offset by net capital losses 
from sources outside the United States. 

(e) Qualified dividend income. 
(1) In general. 
(2) Exception. 
(f) Definitions. 
(1) Alternative tax rate. 
(2) Net capital gain. 
(3) Rate differential portion. 
(4) Rate group. 
(i) Short-term capital gains or losses. 
(ii) Long-term capital gains. 
(iii) Long-term capital losses. 
(5) Terms used in sections 1(h), 904(b) 

or 1222. 
(g) Examples. 
(h) Coordination with section 904(f). 
(1) In general. 
(2) Examples. 
(i) Effective date. 

§ 1.904(b)–2 Special rules for application 
of section 904(b) to alternative minimum 
tax foreign tax credit. 

(a) Application of section 904(b)(2)(B) 
adjustments. 

(b) Use of alternative minimum tax 
rates. 

(1) Taxpayers other than corpora-
tions. 

(2) Corporate taxpayers. 
(c) Effective date. 

[T.D. 9371, 72 FR 72596, Dec. 21, 2007] 

§ 1.904(b)–1 Special rules for capital 
gains and losses. 

(a) Capital gains and losses included in 
taxable income from sources outside the 
United States—(1) Limitation on capital 
gain from sources outside the United 
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