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requirements of section 852(a) and sub-
paragraph (1) (i) and (ii) of this para-
graph. 

(b) Failure to qualify. If a regulated 
investment company does not meet the 
requirements of section 852(a) and 
paragraph (a)(1) (i) and (ii) of this sec-
tion for the taxable year, it will, even 
though it may otherwise be classified 
as a regulated investment company, be 
taxed in such year as an ordinary cor-
poration and not as a regulated invest-
ment company. In such case, none of 
the provisions of part I of subchapter M 
(other than section 852(c) in the case of 
taxable years beginning after February 
28, 1958) will be applicable to it. For the 
rules relating to the applicability of 
section 852(c), see § 1.852–5. 

[T.D. 6598, 27 FR 4091, Apr. 28, 1962] 

§ 1.852–2 Method of taxation of regu-
lated investment companies. 

(a) Imposition of normal tax and surtax. 
Section 852(b)(1) imposes a normal tax 
and surtax, computed at the rates and 
in the manner prescribed in section 11, 
on the investment company taxable in-
come, as defined in section 852(b)(2) and 
§ 1.852–3, for each taxable year of a reg-
ulated investment company. The tax is 
imposed as if the investment company 
taxable income were the taxable in-
come referred to in section 11. In com-
puting the normal tax under section 11, 
the regulated investment company’s 
taxable income and the dividends paid 
deduction (computed without regard to 
the capital gains dividends) shall both 
be reduced by the deduction for par-
tially tax-exempt interest provided by 
section 242. 

(b) Taxation of capital gains—(1) In 
general. Section 852(b)(3)(A) imposes (i) 
in the case of a taxable year beginning 
before January 1, 1970, a tax of 25 per-
cent, or (ii) in the case of a taxable 
year beginning after December 31, 1969, 
a tax determined as provided in section 
1201(a) and paragraph (a)(3) of § 1.1201–1, 
on the excess, if any, of the net long- 
term capital gain of a regulated invest-
ment company (subject to tax under 
part I, subchapter M, chapter 1 of the 
Code) over the sum of its net short- 
term capital loss and its deduction for 
dividends paid (as defined in section 
561) determined with reference to cap-
ital gain dividends only. For the defini-

tion of capital gain dividend paid by a 
regulated investment company, see 
section 852(b)(3)(C) and paragraph (c) of 
§ 1.852–4. In the case of a taxable year 
ending after December 31, 1969, and be-
ginning before January 1, 1975, such de-
duction for dividends paid shall first be 
made from the amount subject to tax 
in accordance with section 
1201(a)(1)(B), to the extent thereof, and 
then from the amount subject to tax in 
accordance with section 1201(a)(1)(A). 
See § 1.852–10, relating to certain dis-
tributions in redemption of interests in 
unit investment trusts which, for pur-
poses of the deduction for dividends 
paid with reference to capital gain 
dividends only, are not considered pref-
erential dividends under section 562(c). 
See section 855 and § 1.855–1, relating to 
dividends paid after the close of the 
taxable year. 

(2) Undistributed capital gains—(i) In 
general. A regulated investment com-
pany (subject to tax under part I of 
subchapter M) may, for taxable years 
beginning after December 31, 1956, des-
ignate under section 852(b)(3)(D) an 
amount of undistributed capital gains 
to each shareholder of the company. 
For the definition of the term ‘‘undis-
tributed capital gains’’ and for the 
treatment of such amounts by a share-
holder, see paragraph (b)(2) of § 1.852–4. 
For the rules relating to the method of 
making such designation, the returns 
to be filed, and the payment of the tax 
in such cases, see paragraph (a) of 
§ 1.852–9. 

(ii) Effect on earnings and profits of a 
regulated investment company. If a regu-
lated investment company designates 
an amount as undistributed capital 
gains for a taxable year, the earnings 
and profits of such regulated invest-
ment company for such taxable year 
shall be reduced by the total amount of 
the undistributed capital gains so des-
ignated. In such case, its capital ac-
count shall be increased— 

(a) In the case of a taxable year end-
ing before January 1, 1970, by 75 per-
cent of the total amount designated, 

(b) In the case of a taxable year end-
ing after December 31, 1969, and begin-
ning before January 1, 1975, by the 
total amount designated decreased by 
the amount of tax imposed by section 
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852(b)(3)(A) with respect to such 
amount, or 

(c) In the case of a taxable year be-
ginning after December 31, 1974, by 70 
percent of the total amount des-
ignated. The earnings and profits of a 
regulated investment company shall 
not be reduced by the amount of tax 
which is imposed by section 852(b)(3)(A) 
on an amount designated as undistrib-
uted capital gains and which is paid by 
the corporation but deemed paid by the 
shareholder. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 6598, 27 FR 4091, Apr. 28, 
1962; T.D. 6921, 32 FR 8754, June 20, 1967; T.D. 
7337, 39 FR 44972, Dec. 30, 1974] 

§ 1.852–3 Investment company taxable 
income. 

Section 852(b)(2) requires certain ad-
justments to be made to convert tax-
able income of the investment com-
pany to investment company taxable 
income, as follows: 

(a) The excess, if any, of the net long- 
term capital gain over the net short- 
term capital loss shall be excluded; 

(b) The net operating loss deduction 
provided in section 172 shall not be al-
lowed; 

(c) The special deductions provided in 
part VIII (section 241 and following, ex-
cept section 248), subchapter B, chapter 
1 of the Code, shall not be allowed. 
Those not allowed are the deduction 
for partially tax-exempt interest pro-
vided by section 242, the deductions for 
dividends received provided by sections 
243, 244, and 245, and the deduction for 
certain dividends paid provided by sec-
tion 247. However, the deduction pro-
vided by section 248 (relating to organi-
zational expenditures), otherwise al-
lowable in computing taxable income, 
shall likewise be allowed in computing 
the investment company taxable in-
come. See section 852(b)(1) and para-
graph (a) of § 1.852–2 for treatment of 
the deduction for partially tax-exempt 
interest (provided by section 242) for 
purposes of computing the normal tax 
under section 11; 

(d) The deduction for dividends paid 
(as defined in section 561) shall be al-
lowed, but shall be computed without 
regard to capital gains dividends (as 
defined in section 852(b)(3)(C) and para-
graph (c) of § 1.852–4); and 

(e) The taxable income shall be com-
puted without regard to section 443(b). 
Thus, the taxable income for a period 
of less than 12 months shall not be 
placed on an annual basis even though 
such short taxable year results from a 
change of accounting period. 

§ 1.852–4 Method of taxation of share-
holders of regulated investment 
companies. 

(a) Ordinary income. (1) Except as oth-
erwise provided in paragraph (b) of this 
section (relating to capital gains), a 
shareholder receiving dividends from a 
regulated investment company shall 
include such dividends in gross income 
for the taxable year in which they are 
received. 

(2) See section 853 (b)(2) and (c) and 
paragraph (b) of § 1.853–2 and § 1.853–3 
for the treatment by shareholders of 
dividends received from a regulated in-
vestment company which has made an 
election under section 853(a) with re-
spect to the foreign tax credit. See sec-
tion 854 and §§ 1.854–1 through 1.854–3 
for limitations applicable to dividends 
received from regulated investment 
companies for the purpose of the credit 
under section 34 (for dividends received 
on or before December 31, 1964), the ex-
clusion from gross income under sec-
tion 116, and the deduction under sec-
tion 243. See section 855 (b) and (d) and 
paragraphs (c) and (f) of § 1.855–1 for 
treatment by shareholders of dividends 
paid by a regulated investment com-
pany after the close of the taxable year 
in the case of an election under section 
855(a). 

(b) Capital gains—(1) In general. Under 
section 852(b)(3)(B), shareholders of a 
regulated investment company who re-
ceive capital gain dividends (as defined 
in paragraph (c) of this section), in re-
spect of the capital gains of an invest-
ment company for a taxable year for 
which it is taxable under part I, sub-
chapter M, chapter 1 of the Code, as a 
regulated investment company, shall 
treat such capital gain dividends as 
gains from the sale or exchange of cap-
ital assets held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977) and realized in the 
taxable year of the shareholder in 
which the dividend was received. In the 
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