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§1.904(f)-1T Overall foreign loss and
the overall foreign loss account
(temporary).

(a)(1) [Reserved] For further guid-
ance, see §1.904(f)-1(a)(1).

(2) Application to post-1986 taxable
years. The principles of §§1.904(f)-1
through 1.904(f)-5 shall apply to overall
foreign loss sustained in taxable years
beginning after December 31, 1986,
modified so as to take into account the
effect of statutory amendments.

(b) through (d)(3) [Reserved] For fur-
ther guidance, see §1.904(f)-1(b) through
(D).

(d)(4) Adjustments for capital gains and
losses. If a taxpayer has capital gains or
losses, the taxpayer shall make adjust-
ments to such capital gains and losses
to the extent required under section
904(b)(2) and §1.904(b)-1 before applying
the provisions of §1.904(f)-1T. See
§1.904(b)-1(h).

(e) and (f) [Reserved] For further
guidance, see §1.904(f)-1(e) and (f).

(g) Effective/applicability date. This
section applies to taxable years begin-
ning after December 21, 2007.

(h) Ezxpiration date. The applicability
of this section expires on December 20,
2010.

[T.D. 9371, 72 FR 72597, Dec. 21, 2007]

§1.904(f)-2 Recapture of overall for-
eign losses.

(a) In general. A taxpayer shall be re-
quired to recapture an overall foreign
loss as provided in this section. Recap-
ture is accomplished by treating as
United States source income a portion
of the taxpayer’s foreign source taxable
income of the same limitation as the
foreign source loss that resulted in an
overall foreign loss account. As a re-
sult, if the taxpayer elects the benefits
of section 901 or section 936, the tax-
payer’s foreign tax credit limitation
with respect to such income is de-
creased. As provided in §1.904 (f)-1(e)(2),
the balance in a taxpayer’s overall for-
eign loss account is reduced by the
amount of loss recaptured. Recapture
continues until such time as the
amount of foreign source taxable in-
come recharacterized as United States
source income equals the amount in
the overall foreign loss account. As
provided in §1.904 (f)-1(e)(2), the bal-
ance in an overall foreign loss account
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is reduced at the end of each taxable
year by the amount of the loss recap-
tured during that taxable year. Regard-
less of whether recapture occurs in a
year in which a taxpayer elects the
benefits of section 901 or in a year in
which a taxpayer deducts its foreign
taxes under section 164, the overall for-
eign loss account is recaptured only to
the extent of foreign source taxable in-
come remaining after applying the ap-
propriate section 904(b) adjustments, if
any, as provided in paragraph (b) of
this section.

(b) Determination of taxable income
from sources without the United States for
purposes of recapture—(1) In general. For
purposes of determining the amount of
an overall foreign loss subject to recap-
ture, the taxpayer’s taxable income
from sources without the United States
shall be computed with respect to each
of the separate limitations described in
§1.904 (f)>-1(c)(2) in accordance with the
rules set forth in §1.904 (f)-1(c) (1) and
(3). This computation is made without
taking into account foreign source tax-
able income (and deductions properly
allocated and apportioned thereto) sub-
ject to other separate limitations. Be-
fore applying the recapture rules to
foreign source taxable income, the fol-
lowing provisions shall be applied to
such income in the following order:

(i) Former section 904(b)(3)(C) (prior
to its removal by the Tax Reform Act
of 1986) and the regulations thereunder
shall be applied to treat certain foreign
source gain as United States source
gain; and

(ii) Section 904(b)(2) and the regula-
tions thereunder shall be applied to
make adjustments in the foreign tax
credit limitation fraction for certain
capital gains and losses.

(c) Section 904(f)(1) recapture—(1) [Re-
served] For further guidance, see
§1.904(H)-2T(c)(1).

(2) Election to recapture more of the
overall foreign loss than is required under
paragraph (c)(1). In a year in which a
taxpayer elects the benefits of sections
901 or 936, a taxpayer may make an an-
nual revocable election to recapture a
greater portion of the balance in an
overall foreign loss account than is re-
quired to be recaptured under para-
graph (c)(1) of this section. A taxpayer
may make such an election or amend a
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prior election by attaching a statement
to its annual Form 1116 or 1118. If an
amendment is made to a prior year’s
election, an amended tax return should
be filed. The statement attached to the
Form 1116 or 1118 must indicate the
percentage and dollar amount of the
taxpayer’s foreign source taxable in-
come that is being recharacterized as
United States source income and the
percentage and dollar amount of the
balance (both before and after recap-
ture) in the overall foreign loss ac-
count that is being recaptured. Except
for the special recapture rules for sec-
tion 936 corporations and for recapture
of pre-1983 overall foreign losses deter-
mined on a combined basis, the tax-
payer that elects to credit its foreign
taxes may not elect to recapture an
amount in excess of the taxpayer’s for-
eign source taxable income subject to
the same limitation as the loss that re-
sulted in the overall foreign loss ac-
count.

(3) Special rule for recapture of losses
incurred prior to section 936 election. If a
corporation elects the application of
section 936 and at the time of the elec-
tion has a balance in any overall for-
eign loss account, such losses will be
recaptured from the possessions source
income of the electing section 936 cor-
poration that qualifies for the section
936 credit, including qualified posses-
sion source investment income as de-
fined in section 936(d)(2), even though
the overall foreign loss to be recap-
tured may not be attributable to a loss
in an income category of a type that
would meet the definition of qualified
possession source investment income.
For purposes of recapturing an overall
foreign loss incurred by a consolidated
group including a corporation that sub-
sequently elects to use section 936, the
electing section 936 corporation’s pos-
session source income that qualifies for
the section 936 credit, including quali-
fied possession source investment in-
come, shall be used to recapture the
section 936 corporation’s share of pre-
viously incurred overall foreign loss
accounts. Rules for determining the
section 936 corporation’s share of the
consolidated groups overall foreign loss
accounts are provided in §1.1502-9(c).

(4) Recapture of pre-1983 overall foreign
losses determined on a combined basis. If

§1.904(f)-2

a taxpayer computed its overall foreign
losses on a combined basis in accord-
ance with §1.904(f)-1(c)(1) for taxable
years beginning before January 1, 1983,
any losses recaptured in taxable years
beginning after December 31, 1982, shall
be recaptured from income subject to
the general limitation, subject to the
rules in §1.904(f)-6 (a) and (b). Ordering
rules for recapture of these losses are
provided in §1.904(f)-6(c).

(5) Ilustrations. The rules of this
paragraph (c) are illustrated by the fol-
lowing examples, all of which assume a
United States corporate tax rate of 50
percent unless otherwise stated.

Example 1. X Corporation is a domestic cor-
poration that does business in the United
States and abroad. On December 31, 1983, the
balance in X’s general limitation overall for-
eign loss account is $600, all of which is at-
tributable to a loss incurred in 1983. For 1984,
X has United States source taxable income
of $500 and foreign source taxable income
subject to the general limitation of $500. For
1984, X pays $200 in foreign taxes and elects
section 901. Under paragraph (c)(1) of this
section, X is required to recapture $250 (the
lesser of $600 or 50 percent of $500) of its over-
all foreign loss. As a consequence, X’s for-
eign tax credit limitation under the general
limitation is $250/$1,000x$500, or $125, instead
of $500/$1,000x$500, or $250. The balance in X’s
general limitation overall foreign loss ac-
count is reduced by $250 in accordance with
§1.904(f)-1(e)(2).

Example 2. The facts are the same as in ex-
ample 1 except that X makes an election to
recapture its overall foreign loss to the ex-
tent of 80 percent of its foreign source tax-
able income subject to the general limita-
tion (or $400) in accordance with paragraph
(c)(2) of this section. As a result of recapture,
X’s 1984 foreign tax credit limitation for in-
come subject to the general limitation is
$100/$1,000x$500, or $50, instead of $500/
$1,000x$500, or $250. X’s general limitation
overall foreign loss account is reduced by
$400 in accordance with §1.904(f)-1(e)(2).

Example 3. The facts are the same as in ex-
ample 1 except that X does not elect the ben-
efits of section 901 in 1984 and instead de-
ducts its foreign taxes paid. In 1984, X recap-
tures $300 of its overall foreign loss, the dif-
ference between X’s foreign source taxable
income of $500 and $200 of foreign taxes paid.
The balance in X’s general limitation overall
foreign loss account is reduced by $300 in ac-
cordance with §1.904(f)-1(e)(2).

Example 4. [Reserved] For further guidance
see §1.904(f)-2T(c)(5) Example 4.

Example 5. On December 31, 1980, V, a do-
mestic corporation that does business in the
United States and abroad, has a balance in
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its section 904(d)(1)(A-C) overall foreign loss
account of $600. V also has a balance in its
FORI limitation overall foreign loss account
of $900. For 1981, V has foreign source taxable
income subject to the general limitation of
$500 and $500 of United States source income.
V also has foreign source taxable income
subject to the FORI limitation of $800. V is
required to recapture $250 of its section
904(d)(1)(A-C) overall foreign loss account
(the lesser of $600 or 50% of $500) and its gen-
eral limitation foreign tax credit limitation
is $250/$1,800x$900, or $125 instead of $500/
$1,800x$900, or $250. V is also required to re-
capture $400 of its FORI limitation overall
foreign loss account (the lesser of $900 or 50%
of $800). V’s foreign tax credit limitation for
FORI is $400/$1,800x$900, or $200, instead of
$800/$1,800x$900, or $400. The balance in V’s
FORI limitation overall foreign loss account
is reduced to $500 and the balance in V’s sec-
tion 904(d)(1)(A-C) account is reduced to $350,
in accordance with §1.904(f)-1(e)(2).

Example 6. This example assumes a United
States corporate tax rate of 46 percent
(under section 11(b)) and an alternative rate
of tax under section 1201(a) of 28 percent. W
is a domestic corporation that does business
in the United States and abroad. On Decem-
ber 31, 1984, W has $350 in its general limita-
tion overall foreign loss account. For 1985, W
has $500 of United States source taxable in-
come, and has foreign source income subject
to the general limitation as follows:

Foreign source taxable income other than net capital

£= 11 I,

Fo?eign source net capital gain ...

Under paragraph (b)(2) of this section, for-
eign source taxable income for purposes of
recapture includes foreign source capital
gain net income, reduced, under section
904(b)(2), by the rate differential portion of
foreign source net capital gain, which ad-
justs for the reduced tax rate for net capital
gain under section 1201(a):

Foreign source capital gain net income ...........c..c..... $460
Rate differential portion of foreign source net capital

gain (18/46 of $460) ..........cccrurueuiiriiniiiririccrcene —180
Foreign source capital gain included in foreign

source taxable income $280

The total foreign source taxable income of
W for purposes of recapture in 1985 is $1,000
($720+$280). Under paragraph (c)(1) of this
section, W is required to recapture $350 (the
lesser of $350 or 50 percent of $1,000), and W’s
general limitation overall foreign loss ac-
count is reduced to zero. W’s foreign tax
credit limitation for income subject to the
general limitation is $650/$1,500x$690 ((.46)
(500+720)+(.28) (460)), or $299, instead of $1,000/
$1,500x$690, or $460.

(d) Recapture of overall foreign losses
from dispositions under section 904(f)(3)—
(1) In general. If a taxpayer disposes of
property used or held for use predomi-
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nantly without the United States in a
trade or business during a taxable year
and that property generates foreign
source taxable income subject to a sep-
arate limitation to which paragraph (a)
of this section is applicable, (i) gain
will be recognized on the disposition of
such property, (ii) such gain will be
treated as foreign source income sub-
ject to the same limitation as the in-
come the property generated, and (iii)
the applicable overall foreign loss ac-
count shall be recaptured as provided
in paragraphs (d)(2), (d)(3), and (d)(4) of
this section. See paragraph (d)(5) of
this section for definitions.

(2) Treatment of net capital gain. If the
gain from a disposition of property to
which this paragraph (d) applies is
treated as net capital gain, all ref-
erences to such gain in paragraphs
(d)(3) and (d)(4) of this section shall
mean such gain as adjusted under para-
graph (b) of this section. The amount
by which the overall foreign loss ac-
count shall be reduced shall be deter-
mined from such adjusted gain.

(3) Dispositions where gain is recog-
nized irrespective of section 904(f)(3). If a
taxpayer recognizes foreign source gain
subject to a separate limitation on the
disposition of property described in
paragraph (d)(1) of this section, and
there is a balance in a taxpayer’s over-
all foreign loss account that is attrib-
utable to a loss under such limitation
after applying paragraph (c) of this sec-
tion, an additional portion of such bal-
ance shall be recaptured in accordance
with paragraphs (a) and (b) of this sec-
tion. The amount recaptured shall be
the lesser of such balance or 100 per-
cent of the foreign source gain recog-
nized on the disposition that was not
previously recharacterized.

(4) Dispositions in which gain would
not otherwise be recogniced—(1) Recogni-
tion of gain to the extent of the overall
foreign loss account. If a taxpayer
makes a disposition of property de-
scribed in paragraph (d)(1) of this sec-
tion in which any amount of gain oth-
erwise would not be recognized in the
year of the disposition, and such prop-
erty was used or held for use to gen-
erate foreign source taxable income
subject to a separate limitation under
which the taxpayer had a balance in its
overall foreign loss account (including
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a balance that arose in the year of the
disposition), the taxpayer shall recog-
nize foreign source taxable income in
an amount equal to the lesser of:

(A) The sum of the balance in the ap-
plicable overall foreign loss account
(but only after such balance has been
increased by amounts added to the ac-
count for the year of the disposition or
has been reduced by amounts recap-
tured for the year of the disposition
under paragraph (c) and paragraph
(d)(3) of this section) plus the amount
of any overall foreign loss that would
be part of a net operating loss for the
year of the disposition if gain from the
disposition were not recognized under
section 904(f)(3), plus the amount of
any overall foreign loss that is part of
a net operating loss carryover from a
prior year, or

(B) The excess of the fair market
value of such property over the tax-
payer’s adjusted basis in such property.
The excess of the fair market value of
such property over its adjusted basis
shall be determined on an asset by
asset basis. Losses from the disposition
of an asset shall not be recognized. Any
foreign source taxable income deemed
received and recognized under this
paragraph (d)(4)(i) will have the same
character as if the property had been
sold or exchanged in a taxable trans-
action and will constitute gain for all
purposes.

(ii) Basis adjustment. The basis of the
property received in an exchange to
which this paragraph (d)(4) applies
shall be increased by the amount of
gain deemed recognized, in accordance
with applicable sections of subchapters
C (relating to corporate distributions
and adjustments), K (relating to part-
ners and partnerships), O (relating to
gain or loss on the disposition of prop-
erty), and P (relating to capital gains
and losses). If the property to which
this paragraph (d)(4) applies was trans-
ferred by gift, the basis of such prop-
erty in the hands of the donor imme-
diately preceding such gift shall be in-
creased by the amount of the gain
deemed recognized.

(iii) Recapture of overall foreign loss to
the extent of amount recognized. The pro-
visions of paragraphs (a) and (b) of this
section shall be applied to the extent of
100 percent of the foreign source tax-

§1.904(f)-2

able income which is recognized under
paragraph (d)(4)(i) of this section. How-
ever, amounts of foreign source gain
that would not be recognized except by
application of section 904(f)(3) and
paragraph (d)(4)(i) of this section, and
which are treated as United States
source gain by application of section
904(b)(3)(C) (prior to its removal by the
Tax Reform Act of 1986) and paragraph
(b)(1) of this section, shall reduce the
overall foreign loss account (subject to
the adjustments described in paragraph
(d)(2) of this section) if such gain is net
capital gain, notwithstanding the fact
that such amounts would otherwise not
be recaptured under the ordering rules
in paragraph (b) of this section.

(iv) Priorities among dispositions in
which gain is deemed to be recogniced. If,
in a single taxable year, a taxpayer
makes more than one disposition to
which this paragraph (d)(4) is applica-
ble, the rules of this paragraph (d)(4)
shall be applied to each disposition in
succession starting with the disposi-
tion which occurred earliest, until the
balance in the applicable overall for-
eign loss account is reduced to zero. If
the taxpayer simultaneously makes
more than one disposition to which
this paragraph (d)(4) is applicable, the
rules of paragraph (d)(4) shall be ap-
plied so that the balance in the appli-
cable overall foreign loss account to be
recaptured will be allocated pro rata
among the assets in proportion to the
excess of the fair market value of each
asset over the adjusted basis of each
asset.

(5) Definitions—(i) Disposition. A dis-
position to which this paragraph (d) ap-
plies includes a sale; exchange; dis-
tribution; gift; transfer upon the fore-
closure of a security interest (but not a
mere transfer of title to a creditor
upon creation of a security interest or
to a debtor upon termination of a secu-
rity interest); involuntary conversion;
contribution to a partnership, trust, or
corporation; transfer at death; or any
other transfer of property whether or
not gain or loss is recognized under
other provisions of the Code. However,
a disposition to which this paragraph
(d) applies does not include:

(A) A distribution or transfer of prop-
erty to a domestic corporation de-
scribed in section 381 (a) (provided that
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paragraph (d)(6) of this section ap-
plies);

(B) A disposition of property which is
not a material factor in the realization
of income by the taxpayer (as defined
in paragraph (d)(5)(iv) of this section);

(C) A transaction in which gross in-
come is not realized; or

(D) The entering into of a unitization
or pooling agreement (as defined in
§1.614-8(b)(6) of the regulations) con-
taining a valid election under section
761(a)(2), and in which the source of the
entire gain from any disposition of the
interest created by the agreement
would be determined to be foreign
source under section 862(a)(b) if the dis-
position occurred presently.

(ii) Property used in a trade or busi-
ness. Property is used in a trade or
business if it is held for the principal
purpose of promoting the present or fu-
ture conduct of the trade or business.
This generally includes property ac-
quired and held in the ordinary course
of a trade or business or otherwise held
in a direct relationship to a trade or
business. In determining whether an
asset is held in a direct relationship to
a trade or business, principal consider-
ation shall be given to whether the
asset is used in the trade or business.
Property will be treated as held in a di-
rect relationship to a trade or business
if the property was acquired with funds
generated by that trade or business or
if income generated from the asset is
available for use in that trade or busi-
ness. Property used in a trade or busi-
ness may be tangible or intangible, real
or personal property. It includes prop-
erty, such as equipment, which is sub-
ject to an allowance for depreciation
under section 167 or cost recovery
under section 168. Property may be
considered used in a trade or business
even if it is a capital asset in the hands
of the taxpayer. However, stock of an-
other corporation shall not be consid-
ered property used in a trade or busi-
ness if a substantial investment motive
exists for acquiring and holding the
stock. On the other hand, stock ac-
quired or held to assure a source of
supply for a trade or business shall be
considered property used in that trade
or business. Inventory is generally not
considered property used in a trade or
business. However, when disposed of in
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a manner not in the ordinary course of
a trade or business, inventory will be
considered property used in the trade
or business. A partnership interest will
be treated as property used in a trade
or business if the underlying assets of
the partnership would be property used
in a trade or business. For purposes of
section 904(f) (3) and §1.904(f)-2 (d) (1)
and (5), a disposition of a partnership
interest to which this section applies
will be treated as a disposition of a pro-
portionate share of each of the assets
of the partnership. For purposes of al-
locating the purchase price of the in-
terest and the seller’s basis in the in-
terest to those assets, the principles of
§1.751-1(a) will apply.

(iii) Property used predominantly out-
side the United States. Property will be
considered used predominantly outside
the United States if for a 3-year period
ending on the date of the disposition
(or, if shorter, the period during which
the property has been used in the trade
or business) such property was located
outside the United States more than 50
percent of the time. An aircraft, rail-
road rolling stock, vessel, motor vehi-
cle, container, or other property used
for transportation purposes is deemed
to be used predominantly outside the
United States if, during the 3-year (or
shorter) period, either such property is
located outside the United States more
than 50 percent of the time or more
than 50 percent of the miles traversed
in the use of such property are tra-
versed outside the United States.

(iv) Property which is a material factor
in the realization of income. For purposes
of this section, property used in a trade
or business will be considered a mate-
rial factor in the realization of income
unless the taxpayer establishes that it
is not (or, if the taxpayer did not real-
ize income from the trade or business
in the taxable year, would not be ex-
pected to be) necessary to the realiza-
tion of income by the taxpayer.

(6) Carryover of overall foreign loss ac-
counts in a corporate acquisition to which
section 381(a) applies. In the case of a
distribution or transfer described in
section 381(a), an overall foreign loss
account of the distributing or trans-
feror corporation shall be treated as an
overall foreign loss account of the ac-
quiring or transferee corporation as of
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the close of the date of the distribution
or transfer. If the transferee corpora-
tion had an overall foreign loss account
under the same separate limitation
prior to the distribution or transfer,
the balance in the transferor’s account
must be added to the transferee’s ac-
count. If not, the transferee must
adopt the transferor’s overall foreign
loss account. An overall foreign loss of
the transferor will be treated as in-
curred by the transferee in the year
prior to the year of the transfer.

(7T Illustrations. The rules of this
paragraph (d) are illustrated by the fol-
lowing examples which assume that
the United States corporate tax rate is
50 percent (unless otherwise stated).
For purposes of these examples, none of
the foreign source gains are treated as
net capital gains (unless so stated).

Example 1. X Corporation has a balance in
its general limitation overall foreign loss ac-
count of $600 at the close of its taxable year
ending December 31, 1984. In 1985, X sells as-
sets used predominantly outside the United
States in a trade or business and recognizes
$1,000 of gain on the sale under section 1001.
This gain is subject to the general limita-
tion. This sale is a disposition within the
meaning of paragraph (d)(5)(i) of this section,
and to which this paragraph (d) applies. X
has no other foreign source taxable income
in 1985 and has $1,000 of United States source
taxable income. Under paragraph (c), X is re-
quired to recapture $500 (the lesser of the
balance in X’s general limitation overall for-
eign loss account ($600) or 50 percent of
$1,000) of its overall foreign loss account. The
balance in X’s general limitation overall for-
eign loss account is reduced to $100 in ac-
cordance with §1.904(f)-1(e)(2). In addition,
under paragraph (d)(3) of this section, X is
required to recapture $100 (the lesser of the
remaining balance in its general limitation
overall foreign loss account ($100) or 100 per-
cent of its foreign source taxable income rec-
ognized on such disposition that has not
been previously recharacterized ($500)). The
total amount recaptured is $600. X’s foreign
tax credit limitation for income subject to
the general limitation in 1985 is $200 ($400/
$2,000x$1,000) instead of  $500  ($1,000/
$2,000x$1,000). The balance in X’s general lim-
itation overall foreign loss account is re-
duced to zero in accordance with §1.904(f)—
1(e)(2).

Example 2. On December 31, 1984, Y Cor-
poration has a balance in its general limita-
tion overall foreign loss account of $1,500. In
1985, Y has $500 of United States source tax-
able income and $200 of foreign source tax-
able income subject to the general limita-
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tion. Y’s foreign source taxable income is
from the sale of property used predomi-
nantly outside of the United States in a
trade or business. This sale is a disposition
to which this paragraph (d) is applicable. In
1985, Y also transferred property used pre-
dominantly outside of the United States in a
trade or business to another corporation.
Under section 351, no gain was recognized on
this transfer. Such property had been used to
generate foreign source taxable income sub-
ject to the general limitation. The excess of
the fair market value of the property trans-
ferred over Y’s adjusted basis in such prop-
erty was $2,000. In accordance with para-
graph (c) of this section, Y is required to re-
capture $100 (the lesser of $1,500, the amount
in Y’s general limitation overall foreign loss
account, or 50 percent of $200, the amount of
general limitation foreign source taxable in-
come for the current year) of its general lim-
itation overall foreign loss. Y is then re-
quired to recapture an additional $100 of its
general limitation overall foreign loss ac-
count under paragraph (d)(3) of this section
out of the remaining gain recognized on the
sale of assets, because 100 percent of such
gain is subject to recapture. The balance in
Y’s general limitation overall foreign loss
account is reduced to $1,300 in accordance
with §1.904(f)-1(e)(2). Y corporation is then
required to recognize $1,300 of foreign source
taxable income on its section 351 transfer
under paragraph (d)(4) of this section. The
remaining $700 of potential gain associated
with the section 351 transfer is not recog-
nized. Under paragraph (d)(4), 100 percent of
the $1,300 is recharacterized as United States
source taxable income, and Y’s general limi-
tation overall foreign loss account is reduced
to zero. Y’s entire taxable income for 1985 is:

U.S. source taxable income ..........ccccocveeiienieenns $500
Foreign source taxable income subject to the
general limitation that is recharacterized as
U.S. source income by paragraphs (c) and
(d)(8) of this section ... 200
Gain recognized under section 904(f)(3) and
paragraph (d)(4) of this section, and re-
characterized as U.S. source income ............ 1,300
TOtA e $2,000

Y’s foreign tax credit limitation for 1985 for
income subject to the general limitation is
$0 ($0/$2,000x$1,000) instead of $100 ($200/
$700x$350).

Example 3. W Corporation is a calendar
year domestic corporation with foreign
branch operations in country C. As of De-
cember 31, 1984, W has no overall foreign loss
accounts and has no net operating loss
carryovers. W’s entire taxable income in 1985
is:

U.S. source taxable income ............ccccccviinnnne $800
Foreign source taxable income (loss) subject to
the general limitation ............cccoeevcvinininininnnee ($1,000)
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W cannot carry back its 1985 NOL to any ear-
lier year. As of December 31, 1985, W there-
fore has $800 in its general limitation overall
foreign loss account. In 1986, W earns $400
United States source taxable income and has
an additional $1,000 loss from the operations
of the foreign branch. Income in the loss cat-
egory would be subject to the general limita-
tion. Also in 1986, W disposes of property
used predominately outside the United
States in a trade or business. Such property
generated income subject to the general lim-
itation. The excess of the property’s fair
market value over its adjusted basis is $3,000.
The disposition is of a type described in
§1.904 (f)-2(d)(4)(i). W has no other income in
1986. Under §1.904 (f)-2(d)(4)(i), W is required
to recognize foreign source taxable income
on the disposition in an amount equal to the
lesser of $2,000 ($800 (the balance in the gen-
eral limitation overall foreign loss account
as of 1985) + $400 (the increase in the general
limitation overall foreign loss account at-
tributable to the disposition year) + $600 (the
general limitation overall foreign loss that
is part of the NOL from 1986) + $200 (the gen-
eral limitation overall foreign loss that is
part of the NOL from 1985)) or $3,000. The
$2,000 foreign source income required to be
recognized under section 904(f)(3) is reduced
to $1,200 by the remaining $600 loss in 1986
and the $200 net operating loss carried for-
ward from 1985. This $1,200 of income is sub-
ject to the general limitation. In computing
foreign tax credit limitation for general lim-
itation income, the $1,200 of foreign source
income is treated as United States source in-
come and, therefore, W’s foreign tax credit
limitation for income subject to the general
limitation is zero. W’s overall foreign loss
account is reduced to zero.

Example 4. Z Corporation has a balance in
its FORI overall foreign loss account of
$1,600 at the end of its taxable year 1980. In
1981, Z has $1,600 of foreign oil related in-
come subject to the separate limitation for
FORI income and no United States source in-
come. In addition, in 1981, Z makes two dis-
positions of property used predominantly
outside the United States in a trade or busi-
ness on which no gain was recognized. Such
property generated foreign oil related in-
come. The excess of the fair market value of
the property transferred in the first disposi-
tion over Z’s adjusted basis in such property
is $5675. The excess of the fair market value of
the property transferred in the second dis-
position over Z’s adjusted basis in such prop-
erty is $1,000. Under paragraph (c) of this sec-
tion, Z is required to recapture $800 (the less-
er of 50 percent of its foreign oil related in-
come of $1,600 or the balance ($1,500) in its
FORI overall foreign loss account) of its for-
eign o0il related loss. In accordance with
paragraphs (d)(4) (i) and (iv) of this section,
Z is required to recognize foreign oil related
income in the amount of $575 on the first dis-
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position and, since the foreign oil related
loss account is now reduced by $1,375 (the
$800 and $575 amounts previously recap-
tured), Z is required to recognize foreign oil
related income in the amount of $125 on the
second disposition. In accordance with para-
graph (d)(4)(iii) of this section, the entire
amount recognized is treated as United
States source income and the balance in the
FORI overall foreign loss account is reduced
to zero under §1.904 (f)-1 (e)(2). Z’s foreign
tax credit limitation for FORI is $400 ($800/
$2,300x$1,150)  instead of  $800  ($1,600/
$1,600x$800).

Example 5. The facts are the same as in ex-
ample 4, except that the gain from the two
dispositions of property is treated as net cap-
ital gain and the United States corporate tax
rate is assumed to be 46 percent. As in exam-
ple 4, Z is required to recapture $800 of its
foreign oil related loss from its 1981 ordinary
foreign oil related income. In accordance
with paragraph (d)(4) (i) and (iv) of this sec-
tion, Z is first required to recognize foreign
oil related income (which is net capital gain)
on the first disposition in the amount of $575.
Under paragraphs (b) and (d) (2) of this sec-
tion, this net capital gain is adjusted by sub-
tracting the rate differential portion of such
gain from the total amount of such gain to
determine the amount by which the foreign
oil related loss account is reduced, which is
$350 ($575— ($575x18/46)). The balance remain-
ing in Z’s foreign oil related loss account
after this step is $350. Therefore, this process
will be repeated, in accordance with para-
graph (d)(4)(iv) of this section, to recapture
that remaining balance out of the gain
deemed recognized on the second disposition,
resulting in reduction of the foreign oil re-
lated loss account to zero and net capital
gain required to be recognized from the sec-
ond dispostion in the amount of $575, which
must also be adjusted by subtracting the
rate differential portion to determine the
amount by which the foreign oil related loss
account is reduced (which is $350). The $575 of
net capital gain from each disposition is re-
characterized as United States source net
capital gain. Z’s section 907 (b) foreign tax
credit limitation is the same as in example 4,
and Z has $1,150 ($575+$575) of United States
source net capital gain.

(e) [Reserved] For further guidance,
see §1.904(f)-2T(e).

[T.D. 8153, 52 FR 31997, Aug. 25, 1987; 52 FR

43434, Nov. 12, 1987, as amended by T.D. 9371,
72 FR 72597, Dec. 21, 2007]

§1.904(f)-2T Recapture of overall for-
eign losses (temporary).
(a) and (b) [Reserved] For further
guidance, see §1.904(f)-2(a) and (b).
(c) Section 904(f)(1) recapture—(1) In
general. In a year in which a taxpayer
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