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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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States when the taxpayer has net capital 
losses from sources within the United 
States—(i) In general. Except as other-
wise provided in this section, for pur-
poses of section 904 and this section, 
taxable income from sources outside 
the United States (in all of the tax-
payer’s separate categories in the ag-
gregate) shall include capital gain net 
income from sources outside the 
United States (determined by consid-
ering all of the capital gain and loss 
items in all of the taxpayer’s separate 
categories in the aggregate) only to the 
extent of capital gain net income from 
all sources. Thus, capital gain net in-
come from sources outside the United 
States (determined by considering all 
of the capital gain and loss items in all 
of the taxpayer’s separate categories in 
the aggregate) shall be reduced to the 
extent such amount exceeds capital 
gain net income from all sources. 

(ii) Allocation of reduction to separate 
categories or rate groups—(A) In general. 
If capital gain net income from sources 
outside the United States exceeds cap-
ital gain net income from all sources, 
and the taxpayer has capital gain net 
income from sources outside the 
United States in only one separate cat-
egory, such excess is allocated as a re-
duction to that separate category. If a 
taxpayer has capital gain net income 
from foreign sources in two or more 
separate categories, such excess must 
be apportioned on a pro rata basis as a 
reduction to each such separate cat-
egory. For purposes of the preceding 
sentence, pro rata means based on the 
relative amounts of the capital gain 
net income from sources outside the 
United States in each separate cat-
egory. 

(B) Taxpayer with capital gain rate dif-
ferential. If a taxpayer with a capital 
gain rate differential for the year 
(within the meaning of paragraph (b) of 
this section) has capital gain net in-
come from foreign sources in only one 
rate group within a separate category, 
any reduction to such separate cat-
egory pursuant to paragraph 
(a)(1)(ii)(A) of this section must be al-
located to such rate group. If a tax-
payer with a capital gain rate differen-
tial for the year (within the meaning of 
paragraph (b) of this section) has cap-
ital gain net income from foreign 

sources in two or more rate groups 
within a separate category, any reduc-
tion to such separate category pursu-
ant to paragraph (a)(1)(ii)(A) of this 
section must be apportioned on a pro 
rata basis among such rate groups. For 
purposes of the preceding sentence, pro 
rata means based on the relative 
amounts of the capital gain net income 
from sources outside the United States 
in each rate group within the applica-
ble separate category. 

(2) Exclusivity of rules; no reduction by 
reason of net capital losses from sources 
outside the United States in a different 
separate category. Capital gains from 
sources outside the United States in 
any separate category shall be limited 
by reason of section 904(b)(2)(A) and the 
comparable limitation of section 
904(b)(2)(B)(i) only to the extent pro-
vided in paragraph (a)(1) of this section 
(relating to limitation on capital gain 
from sources outside the United States 
when taxpayer has net capital losses 
from sources within the United States). 

(3) Capital losses from sources outside 
the United States in the same separate 
category. Except as otherwise provided 
in paragraph (d) of this section, taxable 
income from sources outside the 
United States in each separate cat-
egory shall be reduced by any capital 
loss that is allocable or apportionable 
to income from sources outside the 
United States in such separate cat-
egory to the extent such loss is allow-
able in determining taxable income for 
the taxable year. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (a) to taxpayers that do not have 
a capital gain rate differential for the 
taxable year. See paragraph (g) of this 
section for examples that illustrate the 
application of this paragraph (a) to 
taxpayers that have a capital gain rate 
differential for the year. The examples 
are as follows: 

Example 1. Taxpayer A, a corporation, has 
a $3,000 capital loss from sources outside the 
United States in the general limitation cat-
egory, a $6,000 capital gain from sources out-
side the United States in the passive cat-
egory, and a $2,000 capital loss from sources 
within the United States. A’s capital gain 
net income from sources outside the United 
States in the aggregate, from all separate 
categories, is $3,000 ($6,000 ¥ $3,000). A’s cap-
ital gain net income from all sources is $1,000 
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($6,000 ¥ $3,000 ¥ $2,000). Thus, for purposes 
of section 904, A’s taxable income from 
sources outside the United States in all of 
A’s separate categories in the aggregate in-
cludes only $1,000 of capital gain net income 
from sources outside the United States. See 
paragraph (a)(1)(i) of this section. Pursuant 
to paragraphs (a)(1)(i) and (a)(1)(ii)(A) of this 
section, A must reduce the $6,000 of capital 
gain net income from sources outside the 
United States in the passive category by 
$2,000 ($3,000 of capital gain net income from 
sources outside the United States ¥ $1,000 of 
capital gain net income from all sources). 
After the adjustment, A has $4,000 of capital 
gain from sources outside the United States 
in the passive category and $3,000 of capital 
loss from sources outside the United States 
in the general limitation category. 

Example 2. Taxpayer B, a corporation, has a 
$300 capital gain from sources outside the 
United States in the general limitation cat-
egory and a $200 capital gain from sources 
outside the United States in the passive cat-
egory. B’s capital gain net income from 
sources outside the United States is $500 
($300 + $200). B also has a $150 capital loss 
from sources within the United States and a 
$50 capital gain from sources within the 
United States. Thus, B’s capital gain net in-
come from all sources is $400 ($300 + $200 ¥ 

$150 + $50). Pursuant to paragraph 
(a)(1)(ii)(A) of this section, the $100 excess of 
capital gain net income from sources outside 
the United States over capital gain net in-
come from all sources ($500 ¥ $400) must be 
apportioned, as a reduction, three-fifths 
($300/$500 of $100, or $60) to the general limi-
tation category and two-fifths ($200/$500 of 
$100, or $40) to the passive category. There-
fore, for purposes of section 904, the general 
limitation category includes $240 ($300 ¥ $60) 
of capital gain net income from sources out-
side the United States and the passive cat-
egory includes $160 ($200 ¥ $40) of capital 
gain net income from sources outside the 
United States. 

Example 3. Taxpayer C, a corporation, has a 
$10,000 capital loss from sources outside the 
United States in the general limitation cat-
egory, a $4,000 capital gain from sources out-
side the United States in the passive cat-
egory, and a $2,000 capital gain from sources 
within the United States. C’s capital gain 
net income from sources outside the United 
States is zero, since losses exceed gains. C’s 
capital gain net income from all sources is 
also zero. C’s capital gain net income from 
sources outside the United States does not 
exceed its capital gain net income from all 
sources, and therefore paragraph (a)(1) of 
this section does not require any reduction 
of C’s passive category capital gain. For pur-
poses of section 904, C’s passive category in-
cludes $4,000 of capital gain net income. C’s 
general limitation category includes a cap-
ital loss of $6,000 because only $6,000 of cap-

ital loss is allowable as a deduction in the 
current year. The entire $4,000 of capital loss 
in excess of the $6,000 of capital loss that off-
sets capital gain in the taxable year is car-
ried back or forward under section 1212(a), 
and none of such $4,000 is taken into account 
under section 904(a) or (b) for the current 
taxable year. 

(b) Capital gain rate differential—(1) 
Application of adjustments only if capital 
gain rate differential exists. Section 
904(b)(2)(B) and paragraphs (c) and (d) 
of this section apply only for taxable 
years in which the taxpayer has a cap-
ital gain rate differential. 

(2) Determination of whether capital 
gain rate differential exists. For purposes 
of section 904(b) and this section, a cap-
ital gain rate differential is considered 
to exist for the taxable year only if the 
taxpayer has taxable income (exclud-
ing net capital gain and qualified divi-
dend income) for the taxable year, a 
net capital gain for the taxable year 
and— 

(i) In the case of a taxpayer other 
than a corporation, tax is imposed on 
the net capital gain at a reduced rate 
under section 1(h) for the taxable year; 
or 

(ii) In the case of a corporation, tax 
is imposed under section 1201(a) on the 
taxpayer at a rate less than any rate of 
tax imposed on the taxpayer by section 
11, 511, or 831(a) or (b), whichever ap-
plies (determined without regard to the 
last sentence of section 11(b)(1)), for 
the taxable year. 

(3) Special rule for certain noncorporate 
taxpayers. A taxpayer that has a cap-
ital gain rate differential for the tax-
able year under paragraph (b)(2)(i) of 
this section and is not subject to alter-
native minimum tax under section 55 
for the taxable year may elect not to 
apply the rate differential adjustments 
contained in section 904(b)(2)(B) and 
paragraphs (c) and (d) of this section if 
the highest rate of tax imposed on such 
taxpayer’s taxable income (excluding 
net capital gain and any qualified divi-
dend income) for the taxable year 
under section 1 does not exceed the 
highest rate of tax in effect under sec-
tion 1(h) for the taxable year and the 
amount of the taxpayer’s net capital 
gain from sources outside the United 
States, plus the amount of the tax-
payer’s qualified dividend income from 
sources outside the United States, is 
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less than $20,000. A taxpayer that has a 
capital gain rate differential for the 
taxable year under paragraph (b)(2)(i) 
of this section and is subject to alter-
native minimum tax under section 55 
for the taxable year may make such 
election if the rate of tax imposed on 
such taxpayer’s alternative minimum 
taxable income (excluding net capital 
gain and any qualified dividend in-
come) under section 55 does not exceed 
26 percent, the highest rate of tax im-
posed on such taxpayer’s taxable in-
come (excluding net capital gain and 
any qualified dividend income) for the 
taxable year under section 1 does not 
exceed the highest rate of tax in effect 
under section 1(h) for the taxable year 
and the amount of the taxpayer’s net 
capital gain from sources outside the 
United States, plus the amount of the 
taxpayer’s qualified dividend income 
from sources outside the United States, 
is less than $20,000. A taxpayer who 
makes this election shall apply para-
graph (a) of this section as if such tax-
payer does not have a capital gain rate 
differential for the taxable year. An el-
igible taxpayer shall be presumed to 
have elected not to apply the rate dif-
ferential adjustments, unless such tax-
payer applies the rate differential ad-
justments contained in section 
904(b)(2)(B) and paragraphs (c) and (d) 
of this section in determining its for-
eign tax credit limitation for the tax-
able year. 

(c) Rate differential adjustment of cap-
ital gains—(1) Rate differential adjust-
ment of capital gains in foreign source 
taxable income—(i) In general. Subject 
to paragraph (c)(1)(ii) of this section, in 
determining taxable income from 
sources outside the United States for 
purposes of section 904 and this section, 
capital gain net income from sources 
outside the United States in each long- 
term rate group in each separate cat-
egory (separate category long-term 
rate group), shall be reduced by the 
rate differential portion of such capital 
gain net income. For purposes of para-
graph (c)(1) of this section, references 
to capital gain net income are ref-
erences to capital gain net income re-
maining after any reduction to such in-
come pursuant to paragraph (a)(1) of 
this section (i.e., paragraph (a)(1) of 

this section applies before paragraphs 
(c) and (d) of this section). 

(ii) Special rule for taxpayers with a net 
long-term capital loss from sources within 
the United States. If a taxpayer has a 
net long-term capital loss from sources 
within the United States (i.e., the tax-
payer’s long-term capital losses from 
sources within the United States ex-
ceed the taxpayer’s long-term capital 
gains from sources within the United 
States) and also has any short-term 
capital gains from sources within or 
without the United States, then capital 
gain net income from sources outside 
the United States in each separate cat-
egory long-term rate group shall be re-
duced by the rate differential portion 
of the applicable rate differential 
amount. The applicable rate differen-
tial amount is determined as follows: 

(A) Step 1: Determine the U.S. long-term 
capital loss adjustment amount. The U.S. 
long-term capital loss adjustment 
amount is the excess, if any, of the net 
long-term capital loss from sources 
within the United States over the 
amount, if any, by which the taxpayer 
reduced long-term capital gains from 
sources without the United States pur-
suant to paragraph (a)(1) of this sec-
tion. 

(B) Step 2: Determine the applicable 
rate differential amount. If a taxpayer 
has capital gain net income from 
sources outside the United States in 
only one separate category long-term 
rate group, the applicable rate differen-
tial amount is the excess of such cap-
ital gain net income over the U.S. long- 
term capital loss adjustment amount. 
If a taxpayer has capital gain net in-
come from sources outside the United 
States in more than one separate cat-
egory long-term rate group, the U.S. 
long-term capital loss adjustment 
amount shall be apportioned on a pro 
rata basis to each separate category 
long-term rate group with capital gain 
net income. For purposes of the pre-
ceding sentence, pro rata means based 
on the relative amounts of capital gain 
net income from sources outside the 
United States in each separate cat-
egory long-term rate group. The appli-
cable rate differential amount for each 
separate category long-term rate group 
with capital gain net income is the ex-
cess of such capital gain net income 
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over the portion of the U.S. long-term 
capital loss adjustment amount appor-
tioned to the separate category long- 
term rate group pursuant to this Step 
2. 

(iii) Examples. The following exam-
ples illustrate the provisions of para-
graph (c)(1)(ii) of this section. The tax-
payers in the examples are assumed to 
have taxable income (excluding net 
capital gain and qualified dividend in-
come) subject to a rate of tax under 
section 1 greater than the highest rate 
of tax in effect under section 1(h) for 
the applicable taxable year. The exam-
ples are as follows: 

Example 1. (i) M, an individual, has $300 of 
long-term capital gain from foreign sources 
in the passive category, $200 of which is sub-
ject to tax at a rate of 15 percent under sec-
tion 1(h) and $100 of which is subject to tax 
at a rate of 28% under section 1(h). M has 
$150 of short-term capital gain from sources 
within the United States. M has a $100 long- 
term capital loss from sources within the 
United States. 

(ii) M’s capital gain net income from 
sources outside the United States ($300) does 
not exceed M’s capital gain net income from 
all sources ($350). Therefore, paragraph (a)(1) 
of this section does not require any reduc-
tion of M’s capital gain net income in the 
passive category. 

(iii) Because M has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
from U.S. sources ($150), M must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $300 of 
capital gain net income in the passive cat-
egory that is subject to a rate differential 
adjustment. Under Step 1, the U.S. long-term 
capital loss adjustment amount is $100 ($100 
¥ $0). Under Step 2, M must apportion this 
amount to each rate group in the passive 
category pro rata based on the amount of 
capital gain net income in each rate group. 
Thus, $66.67 ($200/$300 of $100) is apportioned 
to the 15 percent rate group and $33.33 ($100/ 
$300 of $100) is apportioned to the 28 percent 
rate group. The applicable rate differential 
amount for the 15 percent rate group is 
$133.33 ($200 ¥ $66.67). Thus, $133.33 of the $200 
of capital gain net income in the 15 percent 
rate group is subject to a rate differential 
adjustment pursuant to paragraph (c)(1) of 
this section. The remaining $66.67 is not sub-
ject to a rate differential adjustment. The 
applicable rate differential amount for the 28 
percent rate group is $66.67 ($100 ¥ $33.33). 
Thus, $66.67 of the $100 of capital gain net in-
come in the 28 percent rate group is subject 
to a rate differential adjustment pursuant to 
paragraph (c)(1) of this section. The remain-

ing $33.33 is not subject to a rate differential 
adjustment. 

Example 2. (i) N, an individual, has $300 of 
long-term capital gain from foreign sources 
in the passive category, all of which is sub-
ject to tax at a rate of 15 percent under sec-
tion 1(h). N has $50 of short-term capital gain 
from sources within the United States. N has 
a $100 long-term capital loss from sources 
within the United States. 

(ii) N’s capital gain net income from 
sources outside the United States ($300) ex-
ceeds N’s capital gain net income from all 
sources ($250). Pursuant to paragraph (a)(1) 
of this section, N must reduce the $300 cap-
ital gain in the passive category by $50. N 
has $250 of capital gain remaining in the pas-
sive category. 

(iii) Because N has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
from U.S. sources ($50), N must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $250 of 
capital gain in the passive category that is 
subject to a rate differential adjustment. 
Under Step 1, the U.S. long-term capital loss 
adjustment amount is $50 ($100 ¥ $50). Under 
Step 2, the applicable rate differential 
amount is $200 ($250 ¥ $50). Thus, $200 of the 
capital gain in the passive category is sub-
ject to a rate differential adjustment under 
paragraph (c)(1) of this section. The remain-
ing $50 is not subject to a rate differential 
adjustment. 

Example 3. (i) O, an individual, has a $100 
short-term capital gain from foreign sources 
in the passive category. O has $300 of long- 
term capital gain from foreign sources in the 
passive category, all of which is subject to 
tax at a rate of 15 percent under section 1(h). 
O has a $100 long-term capital loss from 
sources within the United States. 

(ii) O’s capital gain net income from 
sources outside the United States ($400) ex-
ceeds O’s capital gain net income from all 
sources ($300). Pursuant to paragraph (a)(1) 
of this section, O must reduce the $400 cap-
ital gain net income in the passive category 
by $100. Because C has capital gain net in-
come in two or more rate groups in the pas-
sive category, O must apportion such 
amount, as a reduction, to each rate group 
on a pro rata basis pursuant to paragraph 
(a)(1)(ii)(B) of this section. Thus, $25 ($100/ 
$400 of $100) is apportioned to the short-term 
capital gain and $75 ($300/$400 of $100) is ap-
portioned to the long-term capital gain in 
the 15 percent rate group. After application 
of paragraph (a)(1) of this section, O has $75 
of short-term capital gain in the passive cat-
egory and $225 of long-term capital gain in 
the 15 percent rate group in the passive cat-
egory. 

(iii) Because O has a net long-term capital 
loss from sources within the United States 
($100) and also has a short-term capital gain 
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from foreign sources ($100), O must apply the 
provisions of paragraph (c)(1)(ii) of this sec-
tion to determine the amount of the $225 of 
long-term capital gain in the 15 percent rate 
group that is subject to a rate differential 
adjustment. Under Step 1, the U.S. long-term 
capital loss adjustment amount is $25 ($100 ¥ 

$75). Under Step 2, the applicable rate dif-
ferential amount is $200 ($225 ¥ $25). Thus, 
$200 of the long-term capital gain is subject 
to a rate differential adjustment under para-
graph (c)(1) of this section. The remaining 
$25 of long-term capital gain is not subject to 
a rate differential adjustment. 

(2) Rate differential adjustment of cap-
ital gains in entire taxable income. For 
purposes of section 904 and this section, 
entire taxable income shall include 
gains from the sale or exchange of cap-
ital assets only to the extent of capital 
gain net income reduced by the sum of 
the rate differential portions of each 
rate group of net capital gain. 

(d) Rate differential adjustment of cap-
ital losses from sources outside the United 
States—(1) In general. In determining 
taxable income from sources outside 
the United States for purposes of sec-
tion 904 and this section, a taxpayer 
with a net capital loss in a separate 
category rate group shall reduce such 
net capital loss by the sum of the rate 
differential portions of the capital gain 
net income in each long-term rate 
group offset by such net capital loss. A 
net capital loss in a separate category 
rate group is the amount, if any, by 
which capital losses in a rate group 
from sources outside the United States 
included in a separate category exceed 
capital gains from sources outside the 
United States in the same rate group 
and the same separate category. 

(2) Determination of which capital 
gains are offset by net capital losses from 
sources outside the United States. For 
purposes of paragraph (d)(1) of this sec-
tion, in order to determine the capital 
gain net income offset by net capital 
losses from sources outside the United 
States, the following rules shall apply 
in the following order: 

(i) Net capital losses from sources 
outside the United States in each sepa-
rate category rate group shall be net-
ted against capital gain net income 
from sources outside the United States 
from the same rate group in other sep-
arate categories. 

(ii) Capital losses from sources with-
in the United States shall be netted 
against capital gains from sources 
within the United States in the same 
rate group. 

(iii) Net capital losses from sources 
outside the United States in excess of 
the amounts netted against capital 
gains under paragraph (d)(2)(i) of this 
section shall be netted against the tax-
payer’s remaining capital gains from 
sources within and outside the United 
States in the following order, and with-
out regard to any net capital losses, 
from any rate group, from sources 
within the United States— 

(A) First against capital gain net in-
come from sources within the United 
States in the same rate group; 

(B) Next, against capital gain net in-
come in other rate groups, in the order 
in which capital losses offset capital 
gains for purposes of determining the 
taxpayer’s taxable income and without 
regard to whether such capital gain net 
income derives from sources within or 
outside the United States, as follows: 

(1) A net capital loss in the short- 
term rate group is used first to offset 
any capital gain net income in the 28 
percent rate group, then to offset cap-
ital gain net income in the 25 percent 
rate group, then to offset capital gain 
net income in the 15 percent rate 
group, and finally to offset capital gain 
net income in the 5 percent rate group. 

(2) A net capital loss in the 28 percent 
rate group is used first to offset capital 
gain net income in the 25 percent rate 
group, then to offset capital gain net 
income in the 15 percent rate group, 
and finally to offset capital gain net 
income in the 5 percent rate group. 

(3) A net capital loss in the 15 percent 
rate group is used first to offset capital 
gain net income in the 5 percent rate 
group, and then to offset capital gain 
net income in the 28 percent rate 
group, and finally to offset capital gain 
net income in the 25 percent rate 
group. 

(iv) Net capital losses from sources 
outside the United States in any rate 
group, to the extent netted against 
capital gains in any other separate cat-
egory under paragraph (d)(2)(i) of this 
section or against capital gains in the 
same or any other rate group under 
paragraph (d)(2)(iii) of this section, 
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shall be treated as coming pro rata 
from each separate category that con-
tains a net capital loss from sources 
outside the United States in that rate 
group. For example, assume that the 
taxpayer has $20 of net capital losses in 
the 15 percent rate group in the passive 
category and $40 of net capital losses in 
the 15 percent rate group in the general 
limitation category, both from sources 
outside the United States. Further as-
sume that $50 of the total $60 net cap-
ital losses from sources outside the 
United States are netted against cap-
ital gain net income in the 28 percent 
rate group (from other separate cat-
egories or from sources within the 
United States). One-third of the $50 of 
such capital losses would be treated as 
coming from the passive category, and 
two-thirds of such $50 would be treated 
as coming from the general limitation 
category. 

(v) In determining the capital gain 
net income offset by a net capital loss 
from sources outside the United States 
pursuant to this paragraph (d)(2), a 
taxpayer shall take into account any 
reduction to capital gain net income 
from sources outside the United States 
pursuant to paragraph (a) of this sec-
tion and shall disregard any adjust-
ments to such capital gain net income 
pursuant to paragraph (c)(1) of this sec-
tion. 

(vi) If at any time during a taxable 
year, tax is imposed under section 1(h) 
at a rate other than a rate of tax speci-
fied in this paragraph (d)(2), the prin-
ciples of this paragraph (d)(2) shall 
apply to determine the capital gain net 
income offset by any net capital loss in 
a separate category rate group. 

(vii) The determination of which cap-
ital gains are offset by capital losses 
from sources outside the United States 
under this paragraph (d)(2) is made 
solely in order to determine the appro-
priate rate-differential-based adjust-
ments to such capital losses under this 
section and section 904(b), and does not 
change the source, allocation, or sepa-
rate category of any such capital gain 
or loss for purposes of computing tax-
able income from sources within or 
outside the United States or for any 
other purpose. 

(e) Qualified dividend income—(1) In 
general. A taxpayer that has taxable in-

come (excluding net capital gain and 
qualified dividend income) for the tax-
able year and that qualifies for a re-
duced rate of tax under section 1(h) on 
its qualified dividend income (as de-
fined in section 1(h)(11)) for the taxable 
year shall adjust the amount of such 
qualified dividend income in a manner 
consistent with the rules of paragraphs 
(c)(1)(i) (first sentence) and (c)(2) of 
this section irrespective of whether 
such taxpayer has a net capital gain 
for the taxable year. For purposes of 
making adjustments pursuant to this 
paragraph (e), the special rule in para-
graph (c)(1)(ii) of this section for tax-
payers with a net long-term capital 
loss from sources within the United 
States shall be disregarded. 

(2) Exception. A taxpayer that makes 
the election provided for in paragraph 
(b)(3) of this section shall not make ad-
justments pursuant to paragraph (e)(1) 
of this section. Additionally, a tax-
payer other than a corporation that 
does not have a capital gain rate dif-
ferential for the taxable year within 
the meaning of paragraph (b)(2) of this 
section may elect not to apply para-
graph (e)(1) of this section if such tax-
payer would have qualified for the elec-
tion provided for in paragraph (b)(3) of 
this section had such taxpayer had a 
capital gain rate differential for the 
taxable year. Such a taxpayer shall be 
presumed to make the election pro-
vided for in the preceding sentence un-
less such taxpayer applies the rate dif-
ferential adjustments provided for in 
paragraph (e)(1) of this section to the 
qualified dividend income in deter-
mining its foreign tax credit limitation 
for the taxable year. 

(f) Definitions. For purposes of section 
904(b) and this section, the following 
definitions apply: 

(1) Alternative tax rate. The term alter-
native tax rate means, with respect to 
any rate group, the rate applicable to 
that rate group under section 1(h) (for 
taxpayers other than corporations) or 
section 1201(a) (for corporations). For 
example, the alternative tax rate for 
unrecaptured section 1250 gain is 25 
percent. 

(2) Net capital gain. For purposes of 
this section, net capital gain shall not 
include any qualified dividend income 
(as defined in section 1(h)(11)). See 

VerDate Mar<15>2010 09:32 May 10, 2013 Jkt 229095 PO 00000 Frm 00811 Fmt 8010 Sfmt 8010 Y:\SGML\229095.XXX 229095w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



802 

26 CFR Ch. I (4–1–13 Edition) § 1.904(b)–1 

paragraph (e) of this section for rules 
relating to qualified dividend income. 

(3) Rate differential portion. The term 
rate differential portion with respect to 
capital gain net income from sources 
outside the United States in a separate 
category long-term rate group (or the 
applicable portion of such amount), net 
capital gain in a rate group, or capital 
gain net income in a long-term rate 
group, as the case may be, means the 
same proportion of such amount as— 

(i) The excess of the highest applica-
ble tax rate (as defined in section 
904(b)(3)(E)(ii)) over the alternative tax 
rate; bears to 

(ii) The highest applicable tax rate 
(as defined in section 904(b)(3)(E)(ii)). 

(4) Rate group. For purposes of this 
section, the term rate group means: 

(i) Short-term capital gains or losses. 
With respect to a short-term capital 
gain or loss, the rate group is the 
short-term rate group. 

(ii) Long-term capital gains. With re-
spect to a long-term capital gain, the 
rate group is the particular rate of tax 
to which such gain is subject under sec-
tion 1(h). Such a rate group is a long- 
term rate group. For example, the 28 
percent rate group of capital gain net 
income from sources outside the 
United States consists of the capital 
gain net income from sources outside 
the United States that is subject to tax 
at a rate of 28 percent under section 
1(h). Such 28 percent rate group is a 
long-term rate group. If a taxpayer has 
long-term capital gains that may be 
subject to tax at more than one rate 
under section 1(h) and the taxpayer’s 
net capital gain attributable to such 
long-term capital gains and any quali-
fied dividend income are taxed at one 
rate of tax under section 1(h), then all 
of such long-term capital gains shall be 
treated as long-term capital gains in 
that one rate group. If a taxpayer has 
long-term capital gains that may be 
subject to tax at more than one rate of 
tax under section 1(h) and the tax-
payer’s net capital gain attributable to 
such long-term capital gains and any 
qualified dividend income are taxed at 
more than one rate pursuant to section 
1(h), the taxpayer shall determine the 
rate group for such long-term capital 
gains from sources within or outside 
the United States (and, to the extent 

from sources outside the United States, 
from each separate category) ratably 
based on the proportions of net capital 
gain and any qualified dividend income 
taxed at each applicable rate. For ex-
ample, under the section 1(h) rates in 
effect for tax years beginning in 2004, a 
long-term capital gain (other than a 
long-term capital gain described in sec-
tion 1(h)(4)(A) or (h)(6)) may be subject 
to tax at 5 percent or 15 percent. 

(iii) Long-term capital losses. With re-
spect to a long-term capital loss, a loss 
described in section 1(h)(4)(B)(i) (col-
lectibles loss) or (iii) (long-term capital 
loss carryover) is a loss in the 28 per-
cent rate group. All other long-term 
capital losses shall be treated as losses 
in the highest rate group in effect 
under section 1(h) for the tax year with 
respect to long-term capital gains 
other than long-term capital gains de-
scribed in section 1(h)(4)(A) or (h)(6). 
For example, under the section 1(h) 
rates in effect for tax years beginning 
in 2004, a long-term capital loss not de-
scribed in section 1(h)(4)(B)(i) or (iii) 
shall be treated as a loss in the 15 per-
cent rate group. 

(5) Terms used in sections 1(h), 904(b) or 
1222. For purposes of this section, any 
term used in this section and also used 
in section 1(h), section 904(b) or section 
1222 shall have the same meaning given 
such term by section 1(h), 904(b) or 
1222, respectively, except as otherwise 
provided in this section. 

(g) Examples. The following examples 
illustrate the provisions of this sec-
tion. In these examples, the rate dif-
ferential adjustment is shown as a frac-
tion, the numerator of which is the al-
ternative tax rate percentage and the 
denominator of which is 35 percent (as-
sumed to be the highest applicable tax 
rate for individuals under section 1). 
Finally, all dollar amounts in the ex-
amples are abbreviated from amounts 
in the thousands (for example, $50 rep-
resents $50,000). The examples are as 
follows: 

Example 1. (i) AA, an individual, has items 
from sources outside the United States only 
in the passive category for the taxable year. 
AA has $1000 of long-term capital gains from 
sources outside the United States that are 
subject to tax at a rate of 15 percent under 
section 1(h). AA has $700 of long-term capital 
losses from sources outside the United 
States, which are not described in section 
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1(h)(4)(B)(i) or (iii). For the same taxable 
year, AA has $800 of long-term capital gains 
from sources within the United States that 
are taxed at a rate of 28 percent under sec-
tion 1(h). AA also has $100 of long-term cap-
ital losses from sources within the United 
States, which are not described in section 
1(h)(4)(B)(i) or (iii). AA also has $500 of ordi-
nary income from sources within the United 
States. The highest tax rate in effect under 
section 1(h) for the taxable year with respect 
to long-term capital gains other than long- 
term capital gains described in section 
1(h)(4)(A) or (h)(6) is 15 percent. Accordingly, 
AA’s long-term capital losses are in the 15 
percent rate group. 

(ii) AA’s items of ordinary income, capital 
gain and capital loss for the taxable year are 
summarized in the following table: 

U.S. 
source 

Foreign 
source: 
passive 

15% rate group ................................ ($100) $1,000 
(700 ) 

28% rate group ................................ 800 
Ordinary income .............................. 500 

(iii) AA’s capital gain net income from 
sources outside the United States ($300) does 
not exceed AA’s capital gain net income 
from all sources ($1,000). Therefore, para-
graph (a)(1) of this section does not require 
any reduction of AA’s capital gain net in-
come in the passive category. 

(iv) In computing AA’s taxable income 
from sources outside the United States in 
the numerator of the section 904(a) foreign 
tax credit limitation fraction for the passive 
category, AA’s $300 of capital gain net in-
come in the 15 rate group in the passive cat-
egory must be adjusted as required under 
paragraph (c)(1) of this section. AA adjusts 
the $300 of capital gain net income using 15 
percent as the alternative tax rate, as fol-
lows: $300 (15%/35%). 

(v) In computing AA’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fraction, 
AA combines the $300 of capital gain net in-
come from sources outside the United States 
and the $100 net capital loss from sources 
within the United States in the same rate 
group (15 percent). AA must adjust the re-
sulting $200 ($300 ¥ $100) of net capital gain 
in the 15 percent rate group as required 
under paragraph (c)(2) of this section, using 
15 percent as the alternative tax rate, as fol-
lows: $200 (15%/35%). AA must also adjust the 
$800 of net capital gain in the 28 percent rate 
group, using 28 percent as the alternative tax 
rate, as follows: $800 (28%/35%). AA must also 
include ordinary income from sources out-
side the United States in the numerator, and 
ordinary income from all sources in the de-
nominator, of the foreign tax credit limita-
tion fraction. 

(vi) AA’s passive category foreign tax cred-
it limitation fraction is $128.58/$1225.72, com-
puted as follows: 

$300 ( /

$500 $200 ( / $800 ( /

 

  

15% 35%)

15% 35%) 28% 35%)+ +

Example 2. (i) BB, an individual, has the 
following items of ordinary income, capital 
gain, and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group ............................................................................................................ $300 ($500 ) $100 
25% rate group ............................................................................................................ 200 ...................... ....................
28% rate group ............................................................................................................ 500 (300 ) ....................
Ordinary income .......................................................................................................... 1,000 500 500 

(ii) BB’s capital gain net income from 
sources outside the United States in the ag-
gregate (zero, since losses exceed gains) does 
not exceed BB’s capital gain net income 
from all sources ($300). Therefore, paragraph 
(a)(1) of this section does not require any re-
duction of BB’s capital gain net income in 
the passive category. 

(iii) In computing BB’s taxable income 
from sources outside the United States in 

the numerators of the section 904(a) foreign 
tax credit limitation fractions for the pas-
sive and general limitation categories, BB 
must adjust capital gain net income from 
sources outside the United States in each 
separate category long-tem rate group and 
net capital losses from sources outside the 
United States in each separate category rate 
group as provided in paragraphs (c)(1) and (d) 
of this section. 
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(A) The $100 of capital gain net income in 
the 15 percent rate group in the passive cat-
egory is adjusted under paragraph (c)(1) of 
this section as follows: $100 (15%/35%). 

(B) BB must adjust the net capital losses 
in the 15 percent and 28 percent rate groups 
in the general limitation category in accord-
ance with the ordering rules contained in 
paragraph (d)(2) of this section. Under para-
graph (d)(2)(i) of this section, BB’s net cap-
ital loss in the 15 percent rate group is net-
ted against capital gain net income from 
sources outside the United States in other 
separate categories in the same rate group. 
Thus, $100 of the $500 net capital loss in the 
15 percent rate group in the general limita-
tion category offsets $100 of capital gain net 
income in the 15 percent rate group in the 
passive category. Accordingly, $100 of the 
$500 net capital loss is adjusted under para-
graph (d)(1) of this section as follows: $100 
(15%/35%). 

(C) Next, under paragraph (d)(2)(iii)(A) of 
this section, BB’s net capital losses from 
sources outside the United States in any sep-
arate category rate group are netted against 
capital gain net income in the same rate 
group from sources within the United States. 
Thus, $300 of the $500 net capital loss in the 
15 percent rate group in the general limita-
tion category offsets $300 of capital gain net 
income in the 15 percent rate group from 
sources within the United States. Accord-
ingly, $300 of the $500 net capital loss is ad-
justed under paragraph (d)(1) of this section 
as follows: $300 (15%/35%). Similarly, the $300 
of net capital loss in the 28 percent rate 
group in the general limitation category off-
sets $300 of capital gain net income in the 28 
percent rate group from sources within the 

United States. The $300 net capital loss is ad-
justed under paragraph (d)(1) of this section 
as follows: $300 (28%/35%). 

(D) Finally, under paragraph (d)(2)(iii)(B) 
of this section, the remaining net capital 
losses in a separate category rate group are 
netted against capital gain net income from 
other rate groups from sources within and 
outside the United States. Thus, the remain-
ing $100 of the $500 net capital loss in the 15 
percent rate group in the general limitation 
category offsets $100 of the remaining capital 
gain net income in the 28 percent rate group 
from sources within the United States. Ac-
cordingly, the remaining $100 of net capital 
loss is adjusted under paragraph (d)(1) of this 
section as follows: $100 (28%/35%). 

(iv) In computing BB’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
BB must adjust net capital gain by netting 
all of BB’s capital gains and losses, from 
sources within and outside the United 
States, and adjusting any remaining net cap-
ital gains, based on rate group, under para-
graph (c)(2) of this section. BB must also in-
clude foreign source ordinary income in the 
numerators, and ordinary income from all 
sources in the denominator, of the foreign 
tax credit limitation fractions. The denomi-
nator of BB’s foreign tax credit limitation 
fractions reflects $2,000 of ordinary income 
from all sources, $100 of net capital gain 
taxed at the 28% rate and adjusted as fol-
lows: $100 (28%/35%), and $200 of net capital 
gain taxed at the 25% rate and adjusted as 
follows: $200 (25%/35%). 

(v) BB’s foreign tax credit limitation frac-
tion for the general limitation category is 
$8.56/$2222.86, computed as follows: 

$500 $100 ( / $300 ( / $300 ( / $100 ( /

$1, $500 $500 $100 ( / $200 ( /

− − − −
+ + + +

    

  

15% 35%) 15% 35%) 28% 35%) 28% 35%)

000 28% 35%) 25% 35%)

(vi) BB’s foreign tax credit limitation frac-
tion for the passive category is $542.86/ 
$2222.86, computed as follows: 

$500 $100 ( /

$1, $500 $500 $100 ( / $200 ( /

+
+ + + +

 

  

15% 35%)

000 28% 35%) 25% 35%)

Example 3. (i) CC, an individual, has the fol-
lowing items of ordinary income, capital 
gain, and capital loss for the taxable year: 
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U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... $300 ($720 ) ($80 ) 
25% rate group .......................................................................................................... 200 ...................... ......................
28% rate group .......................................................................................................... 500 (150 ) 50 
Ordinary income ........................................................................................................ 1,000 1,000 500 

(ii) CC’s capital gain net income from 
sources outside the United States (zero, 
since losses exceed gains) does not exceed 
CC’s capital gain net income from all sources 
($100). Therefore, paragraph (a)(1) of this sec-
tion does not require any adjustment. 

(iii) In computing CC’s taxable income 
from sources outside the United States in 
the numerators of the section 904(a) foreign 
tax credit limitation fractions for the pas-
sive and general limitation categories, CC 
must adjust capital gain net income from 
sources outside the United States in each 
separate category long-tem rate group and 
net capital losses from sources outside the 
United States in each separate category rate 
group as provided in paragraphs (c)(1) and (d) 
of this section. 

(A) CC must adjust the $50 of capital gain 
net income in the 28 percent rate group in 
the passive category pursuant to paragraph 
(c)(1) of this section as follows: $50 (28%/35%). 

(B) Under paragraph (d)(2)(i) of this sec-
tion, $50 of CC’s $150 net capital loss in the 28 
percent rate group in the general limitation 
category offsets $50 of capital gain net in-
come in the 28 percent rate group in the pas-
sive category. Thus, $50 of the $150 net cap-
ital loss is adjusted as follows: $50 (28%/35%). 
Next, under paragraph (d)(2)(iii)(A) of this 
section, the remaining $100 of net capital 
loss in the 28 percent rate group in the gen-
eral limitation category offsets $100 of cap-
ital gain net income in the 28 percent rate 
group from sources within the United States. 
Thus, the remaining $100 of net capital loss 
is adjusted as follows: $100 (28%/35%). 

(C) Under paragraphs (d)(2)(iii)(A) and 
(d)(2)(iv) of this section, the net capital 
losses in the 15 percent rate group in the pas-
sive and general limitation categories offset 
on a pro rata basis the $300 of capital gain 
net income in the 15 percent rate group from 
sources within the United States. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $300, or $270) is adjusted as 
follows: $270 (15%/35%). The proportionate 

amount of the $80 net capital loss ($80/$800 of 
$300, or $30) is adjusted as follows $30 (15%/ 
35%). 

(D) Of the remaining $500 of net capital 
loss in the 15 percent rate group in the gen-
eral limitation and passive categories, $400 
offsets the remaining $400 of capital gain net 
income in the 28 percent rate group from 
sources within the United States under para-
graph (d)(2)(iii)(B)(3) of this section. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $400, or $360) is adjusted as 
follows: $360 (28%/35%). The proportionate 
amount of the $80 net capital loss ($80/$800 of 
$400, or $40) is adjusted as follows: $40 (28%/ 
35%). 

(E) Under paragraph (d)(2)(iii)(B)(3) of this 
section, the remaining $100 of net capital 
loss in the 15 percent rate group in the gen-
eral limitation and passive limitation cat-
egories offsets $100 of capital gain net in-
come in the 25 percent rate group from 
sources within the United States. The pro-
portionate amount of the $720 net capital 
loss ($720/$800 of $100, or $90) is adjusted as 
follows: $90 (25%/35%). The proportionate 
amount of the $80 net capital loss ($80/$800 of 
$100 of $10) is adjusted as follows: $10 (25%/ 
35%). 

(iv) In computing CC’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
CC must adjust capital gain net income by 
netting all of CC’s capital gains and losses, 
from sources within and outside the United 
States, and adjusting any remaining net cap-
ital gains, based on rate group, under para-
graph (c)(2) of this section. The denominator 
of CC’s foreign tax credit limitation frac-
tions reflects $2,500 of ordinary income from 
all sources and $100 of net capital gain taxed 
at the 25% rate and adjusted as follows: $100 
(25%/35%). 

(v) CC’s foreign tax credit limitation frac-
tion for the general limitation category is 
$412/$2571.42, computed as follows: 

$1, $50 $100 $270 ( / $360 $90

$1, $1, $500 $100

000 15% 35%)

000 000

− − − − −
+ + +

 (28%/35%)  (28%/35%)   (28%/35%)  (25%/35%)

 (25%/35%)
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(vi) CC’s foreign tax credit limitation frac-
tion for the passive category is $488.00/ 
$2571.42, computed as follows: 

$500 $50 $30 ( / $40 ( / $10 ( /

$1, $1, $500 $100

+ − − −
+ + +

 (28%/35%)    

 (25%/35%)

15% 35%) 28% 35%) 25% 35%)

000 000

Example 4. (i) DD, an individual, has the 
following items of ordinary income, capital 
gain and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... ($80 ) ($100 ) $300 
Short-term .................................................................................................................. ...................... 500 100 
Ordinary income ........................................................................................................ 500 ...................... ....................

(ii) DD’s capital gain net income from out-
side the United States ($800) exceeds DD’s 
capital gain net income from all sources 
($720). Pursuant to paragraph (a)(1)(ii)(A) of 
this section, DD must apportion the $80 of 
excess of capital gain net income from 
sources outside the United States between 
the general limitation and passive categories 
based on the amount of capital gain net in-
come in each separate category. Thus, one- 
half ($400/$800 of $100, or $40) is apportioned 
to the general limitation category and one- 
half ($400/$800 of $80, or $40) is apportioned to 
the passive category. The $40 apportioned to 
the general limitation category reduces DD’s 
$500 short-term capital gain in the general 
limitation category to $460. Pursuant to 
paragraph (a)(1)(ii)(B) of this section, the $40 
apportioned to the passive category must be 
apportioned further between the capital gain 
net income in the short-term rate group and 
the 15 percent rate group based on the rel-
ative amounts of capital gain net income in 
each rate group. Thus, one-fourth ($100/$400 
of $40 or $10) is apportioned to the short-term 
rate group and three-fourths ($300/$400 of $40 
or $30) is apportioned to the 15 percent rate 
group. DD’s passive category includes $90 of 
short-term capital gain and $270 of capital 
gain net income in the 15% rate group. 

(iii) Because DD has a net long-term cap-
ital loss from sources within the United 
States ($80) and also has short-term capital 
gains, DD must apply the provisions of para-
graph (c)(1)(ii) of this section to determine 
the amount of DD’s $270 of capital gain net 
income in the 15% rate group that is subject 
to a rate differential adjustment under para-
graph (c)(1) of this section. Under Step 1, the 
U.S. long-term capital loss adjustment 
amount is $50 ($80-$30). Under Step 2, the ap-
plicable rate differential amount is the ex-
cess of the remaining capital gain net in-

come over the U.S. long-term adjustment 
amount. Thus, the applicable rate differen-
tial amount is $220 ($270 ¥ $50). In computing 
DD’s taxable income from sources outside 
the United States in the numerator of the 
section 904(a) foreign tax credit limitation 
fraction for the passive category, DD must 
adjust this amount as follows: $220 (15%/35%). 
DD does not adjust the remaining $50 of cap-
ital gain net income in the 15% rate group. 

(iv) The amount of capital gain net income 
in the 15% rate group in the passive cat-
egory, taking into account the adjustment 
pursuant to paragraph (a)(1) of this section 
and disregarding the adjustment pursuant to 
paragraph (c)(1) of this section, is $270. Under 
paragraphs (d)(2)(i) and (d)(2)(v) of this sec-
tion, DD’s $100 net capital loss in the 15% 
rate group in the general limitation category 
offsets capital gain net income in the 15% 
rate group in the passive category. Accord-
ingly, the $100 of net capital loss is adjusted 
as follows: $100 (15%/35%). 

(v) In computing DD’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
DD must adjust capital gain net income by 
netting all of DD’s capital gains and losses 
from sources within and outside the United 
States, and adjusting the remaining net cap-
ital gain in each rate group pursuant to 
paragraph (c)(2) of this section. The denomi-
nator of DD’s foreign tax credit limitation 
fraction reflects $500 of ordinary income 
from all sources, $600 of short-term capital 
gain and $120 of net capital gain in the 15 
percent rate group adjusted as follows: $120 
(15%/35%). 

(vi) DD’s foreign tax credit limitation frac-
tion for the general limitation category is 
$417.14/$1151.43, computed as follows: 
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$460 $100

$500 $600 $120 ( /

−
+ +

 (15%/35%)

 15% 35%)
(vii) DD’s foreign tax credit limitation 

fraction for the passive category is $234.29/ 
$1151.43, computed as follows: 

$90 $220

$500 $600 $120 ( /

+
+ +

 (15%/35%) + $50

 15% 35%)
Example 5. (i) EE, an individual, has the 

following items of ordinary income, capital 
gain and capital loss for the taxable year: 

U.S. 
source 

Foreign 
source 

Passive 

15% rate group ................................ ($150 ) $300 
28% rate group ................................ .................. 200 
Short-term ........................................ 30 100 
Ordinary income .............................. 500 ................

(ii) EE’s capital gain net income from 
sources outside the United States ($600) ex-
ceeds EE’s capital gain net income from all 
sources ($480). Pursuant to paragraph 
(a)(1)(ii) of this section, the $120 of excess 
capital gain net income from sources outside 
the United States is allocated as a reduction 
to the passive category and must be appor-
tioned pro rata to each rate group within the 
passive category with capital gain net in-
come. Thus, $20 ($100/$600 of $120) is appor-
tioned to the short-term rate group, $60 ($300/ 
$600 of $120) is apportioned to the 15 percent 
rate group and $40 ($200/$600 of $120) is appor-
tioned to the 28 percent rate group. After ap-
plication of paragraph (a)(1) of this section, 
EE has $80 of capital gain net income in the 
short-term rate group, $240 of capital gain 
net income in the 15 percent rate group and 
$160 of capital gain net income in the 28 per-
cent rate group. 

(iii) Because EE has a net long-term cap-
ital loss from sources within the United 
States ($150) and also has short-term capital 

gains, EE must apply the provisions of para-
graph (c)(1)(ii) of this section to determine 
the amount of EE’s remaining $400 ($240 + 
$160) of capital gain net income in long-term 
rate groups in the passive category that is 
subject to a rate differential adjustment to a 
rate differential adjustment. Under Step 1, 
the U.S. long-term capital loss adjustment 
amount is $50 ($150-$100). Under Step 2, EE 
must apportion this amount pro rata to each 
long-term rate group within the passive cat-
egory with capital gain net income. Thus, $30 
($240/$400 of $50) is apportioned to the 15 per-
cent rate group and $20 ($160/$400 of $50) is ap-
portioned to the 28 percent rate group. The 
applicable rate differential amount for the 15 
percent rate group is $210 ($240 ¥ $30). The 
applicable rate differential amount for the 28 
percent rate group is $140 ($160 ¥ $20). 

(iv) Pursuant to paragraph (c)(1)(ii) of this 
section, EE must adjust $210 of the $240 cap-
ital gain in the 15 percent rate group as fol-
lows: $210 (15%/35%). EE does not adjust the 
remaining $30. Pursuant to paragraph 
(c)(1)(ii) of this section, EE must adjust $140 
of the $160 capital gain in the 28 percent rate 
group as follows: $140 (28%/35%). EE does not 
adjust the remaining $20. 

(v) In computing EE’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fractions, 
EE must adjust capital gain net income by 
netting all of EE’s capital gains and losses 
from sources within and outside the United 
States, and adjusting the remaining net cap-
ital gain in each rate group pursuant to 
paragraph (c)(2) of this section. The denomi-
nator of EE’s foreign tax credit limitation 
fraction reflects $500 of ordinary income 
from all sources, $130 of short-term capital 
gain, $150 of net capital gain in the 15 per-
cent rate group adjusted as follows: $150 
(15%/35%), and $200 of net capital gain in the 
28 percent rate group adjusted as follows: 
$200 (28%/35%). 

(vi) EE’s foreign tax credit limitation frac-
tion for the passive category is $332/$854.29, 
computed as follows: 

$80 $210 ( / $30 $140 ( / $20

$500 $130 $150 ( / $200

+ + + +
+ + +

  

  (28%/35%)

15% 35%) 28% 35%)

15% 35%)

(h) Coordination with section 904(f)—(1) 
In general. Section 904(b) and this sec-
tion shall apply before the provisions 
of section 904(f) as follows: 

(i) The amount of a taxpayer’s sepa-
rate limitation income or loss in each 
separate category, the amount of over-
all foreign loss, and the amount of any 

additions to or recapture of separate 
limitation loss or overall foreign loss 
accounts pursuant to section 904(f) 
shall be determined after applying 
paragraphs (a), (c)(1), (d) and (e) of this 
section to adjust capital gains and 
losses and qualified dividend income 
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from sources outside the United States 
in each separate category. 

(ii) To the extent a capital loss from 
sources within the United States re-
duces a taxpayer’s foreign source tax-
able income under paragraph (a)(1) of 
this section, such capital loss shall be 
disregarded in determining the amount 
of a taxpayer’s taxable income from 
sources within the United States for 
purposes of computing the amount of 
any additions to the taxpayer’s overall 
foreign loss accounts. 

(iii) In determining the amount of a 
taxpayer’s loss from sources in the 
United States under section 904(f)(5)(D) 
(section 904(f)(5)(D) amount), the tax-
payer shall make appropriate adjust-
ments to capital gains and losses from 
sources within the United States to re-
flect adjustments pursuant to section 

904(b)(2) and this section. Therefore, for 
purposes of section 904, a taxpayer’s 
section 904(f)(5)(D) amount shall be 
equal to the excess of the taxpayer’s 
foreign source taxable income in all 
separate categories in the aggregate 
for the taxable year (taking into ac-
count any adjustments pursuant to 
paragraphs (a)(1), (c)(1), (d) and (e) of 
this section) over the taxpayer’s entire 
taxable income for the taxable year 
(taking into account any adjustments 
pursuant to paragraphs (c)(2) and (e) of 
this section). 

(2) Examples. The following examples 
illustrate the application of paragraph 
(h) of this section: 

Example 1. (i) W, an individual, has the fol-
lowing items of ordinary income, capital 
gain, and capital loss for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .............................................................................................................. $500 $100 ($400) 
Ordinary income ............................................................................................................ 900 100 ....................

(ii) In computing W’s taxable income from 
sources outside the United States for pur-
poses of section 904 and this section, W must 
adjust the capital gain net income and net 
capital loss in each separate category as pro-
vided in paragraphs (c)(1) and (d) of this sec-
tion. Thus, W must adjust the $100 of capital 
gain net income in the general limitation 
category and the $400 of net capital loss in 
the passive category as follows: $100 (15%/ 
35%) and $400 (15%/35%). 

(iii) After the adjustment to W’s net cap-
ital loss in the passive category, W has a 
$171.43 separate limitation loss in the passive 
category. After the adjustment to W’s cap-
ital gain in the general limitation category, 
W has $142.86 of foreign source taxable in-
come in the general limitation category. 
Thus, $142.86 of the separate limitation loss 
reduces foreign source taxable income in the 
general limitation category. See section 
904(f)(5)(B). W adds $142.86 to the separate 
limitation loss account for the passive cat-
egory. The remaining $28.57 of the separate 
limitation loss reduces income from sources 
within the United States. See section 
904(f)(5)(A). Thus, W adds $28.57 to the overall 
foreign loss account for the passive category. 

Example 2. (i) X, a corporation, has the fol-
lowing items of ordinary income, ordinary 
loss, capital gain and capital loss for the tax-
able year: foreign source: 

U.S. 
source 

Foreign 
source: 
general 

Capital gain ................................... ($500 ) $700 
Ordinary income ............................ 1100 (1000 ) 

(ii) X’s capital gain net income from 
sources outside the United States ($700) ex-
ceeds X’s capital gain net income from all 
sources ($200). Pursuant to paragraph (a)(1) 
of this section, X must reduce the $700 cap-
ital gain in the general limitation category 
by $500. After the adjustment, X has $200 of 
capital gain net income remaining in the 
general limitation category. Thus, X has an 
overall foreign loss attributable to the gen-
eral limitation category of $800. 

(iii) For purposes of computing the amount 
of the addition to X’s overall foreign loss ac-
count for the general limitation category, 
the $500 capital loss from sources within the 
United States is disregarded and X’s taxable 
income from sources within the United 
States is $1100. Accordingly, X must increase 
its overall foreign loss account for the gen-
eral limitation category by $800. 

Example 3. (i) Y, a corporation, has the fol-
lowing items of ordinary income, ordinary 
loss, capital gain and capital loss for the tax-
able year: 
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U.S. 
source 

Foreign 
source: 
passive 

Capital gain ....................................... ($100) $200 
Ordinary income ................................ (200) 500 

(ii) Y’s capital gain net income from 
sources outside the United States ($200) ex-
ceeds Y’s capital gain net income from all 
sources ($100). Pursuant to paragraph (a)(1) 
of this section, Y must reduce the $200 cap-
ital gain in the passive category by $100. Y 
has $100 of capital gain net income remain-
ing in the passive category. 

(iii) Y is not required to make adjustments 
pursuant to paragraph (c), (d) or (e) of this 
section. See paragraphs (b) and (e) of this 
section. Y’s foreign source taxable income in 

the passive category after the adjustment 
pursuant to paragraph (a)(1) of this section is 
$600. Y’s entire taxable income for the tax-
able year is $400. 

(iv) Y’s section 904(f)(5)(D) amount is the 
excess of Y’s foreign source taxable income 
in all separate categories in the aggregate 
for the taxable year after taking into ac-
count the adjustment pursuant to paragraph 
(a)(1) of this section ($600) over Y’s entire 
taxable income for the taxable year ($400). 
Therefore, Y’s section 904(f)(5)(D) amount is 
$200 and Y’s foreign source taxable income in 
the passive category is reduced to $400. See 
section 904(f)(5)(D). 

Example 4. (i) Z, an individual, has the fol-
lowing items of ordinary income, ordinary 
loss and capital gain for the taxable year: 

U.S. source 
Foreign source: 

General Passive 

15% rate group ............................................................................................................ $100 .................... ....................
Ordinary income .......................................................................................................... (200 ) $300 $300 

(ii) Z’s foreign source taxable income in all 
of Z’s separate categories in the aggregate 
for the taxable year is $600. (There are no ad-
justments to Z’s foreign source taxable in-
come pursuant to paragraph (a)(1), (c)(1), (d) 
or (e) of this section.) 

(iii) In computing Z’s entire taxable in-
come in the denominator of the section 
904(d) foreign tax credit limitation fractions, 
Z must adjust the $100 of net capital gain in 
the 15 percent rate group pursuant to para-
graph (c)(2) of this section as follows: $100 
(15%/35%). Thus, Z’s entire taxable income 
for the taxable year, taking into account the 
adjustment pursuant to paragraph (c)(2) of 
this section, is $442.86. 

(iv) Z’s section 904(f)(5)(D) amount is the 
excess of Z’s foreign source taxable income 
in all separate categories in the aggregate 
for the taxable year ($600) over Z’s entire 
taxable income for the taxable year after the 
adjustment pursuant to paragraph (c)(2) of 
this section ($442.86). Therefore, Z’s section 
904(f)(5)(D) amount is $157.32. This amount 
must be allocated pro rata to the passive and 
general limitation categories in accordance 
with section 904(f)(5)(D). 

Example 5. (i) O, an individual, has the fol-
lowing items of ordinary income, ordinary 
loss and capital gain for the taxable year: 

U.S. source 
Foreign source 

General Passive 

15% rate group .......................................................................................................... $1100 ($500 ) ....................
Ordinary income ........................................................................................................ (1000 ) 1000 $500 

(ii) In determining O’s taxable income 
from sources outside the United States, O 
must reduce the $500 capital loss in the gen-
eral limitation category to $214.29 ($500 × 
15%/35%) pursuant to paragraph (d) of this 
section. Taking this adjustment into ac-
count, O’s foreign source taxable income in 
all of O’s separate categories in the aggre-
gate is $1285.71 ($1000 ¥ $214.29 + $500). 

(iii) In computing O’s entire taxable in-
come in the denominator of the section 
904(a) foreign tax credit limitation fraction, 
O must reduce the $600 of net capital gain for 
the year to $257.14 ($600 × 15%/35%) pursuant 
to paragraph (c)(2) of this section. Taking 

this adjustment into account, O’s entire tax-
able income for the year is $757.14 ($500 + 
$257.14). 

(iv) Therefore, O’s section 904(f)(5)(D) 
amount is $528.57 ($1285.71 ¥ $757.14). This 
amount must be allocated pro rata to O’s 
$500 of income in the passive category and 
O’s $785.71 of adjusted income in the general 
limitation category in accordance with sec-
tion 904(f)(5)(D). 

(i) Effective date. This section shall 
apply to taxable years beginning after 
July 20, 2004. Taxpayers may choose to 
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apply this section and § 1.904(b)–2 to 
taxable years ending after July 20, 2004. 

[T.D. 9141, 69 FR 43308, July 20, 2004; 69 FR 
61761, Oct. 21, 2004] 

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

(a) Application of section 904(b)(2)(B) 
adjustments. Section 904(b)(2)(B) shall 
apply for purposes of determining the 
alternative minimum tax foreign tax 
credit under section 59 (regardless of 
whether or not the taxpayer has made 
an election under section 59(a)(4)). 

(b) Use of alternative minimum tax 
rates—(1) Taxpayers other than corpora-
tions. In the case of a taxpayer other 
than a corporation, for purposes of de-
termining the alternative minimum 
tax foreign tax credit under section 
59— 

(i) Section 904(b)(3)(D)(i) shall be ap-
plied by using the language ‘‘section 
55(b)(3)’’ instead of ‘‘subsection (h) of 
section 1’’; 

(ii) Section 904(b)(3)(E)(ii)(I) shall be 
applied by using the language ‘‘section 
55(b)(1)(A)(i)’’ instead of ‘‘subsection 
(a), (b), (c), (d), or (e) of section 1 
(whichever applies)’’; and 

(iii) Section 904(b)(3)(E)(iii)(I) shall 
be applied by using the language ‘‘the 
alternative rate of tax determined 
under section 55(b)(3)’’ instead of ‘‘the 
alternative rate of tax determined 
under section 1(h)’’. 

(2) Corporate taxpayers. In the case of 
a corporation, for purposes of deter-
mining the alternative minimum tax 
foreign tax credit under section 59, sec-
tion 904(b)(3)(E)(ii)(II) shall be applied 
by using the language ‘‘section 
55(b)(1)(B)’’ instead of ‘‘section 11(b)’’. 

(c) Effective date. This section shall 
apply to taxable years beginning after 
July 20, 2004. See § 1.904(b)–1(i) for a 
rule permitting taxpayers to choose to 
apply § 1.904(b)–1 and this § 1.904(b)–2 to 
taxable years ending after July 20, 2004. 

[T.D. 9141, 69 FR 43316, July 20, 2004; 69 FR 
61761, Oct. 21, 2004] 

§ 1.904(f)–0 Outline of regulation provi-
sions. 

This section lists the headings for 
§§ 1.904(f)–1 through 1.904(f)–8 and 
1.904(f)–12. 

§ 1.904(f)–0 Outline of regulation provisions. 

This section lists the headings for 
§§ 1.904(f)–1 through 1.904(f)–8 and 1.904(f)–12. 

§ 1.904(f)–1 Overall foreign loss and the overall 
foreign loss account. 

(a)(1) Overview of regulations. 
(2) Application to post-1986 taxable years. 
(b) Overall foreign loss accounts. 
(c) Determination of a taxpayer’s overall 

foreign loss. 
(1) Overall foreign loss defined. 
(2) Separate limitation defined. 
(3) Method of allocation and apportion-

ment of deductions. 
(d) Additions to the overall foreign loss ac-

count. 
(1) General rule. 
(2) Overall foreign losses of another tax-

payer. 
(3) Additions to overall foreign loss ac-

count created by loss carryovers. 
(4) Adjustments for capital gains and 

losses. 
(e) Reductions of overall foreign loss ac-

counts. 
(1) Pre-recapture reduction for amounts al-

located to other taxpayers. 
(2) Reduction for amounts recaptured. 
(f) Illustrations. 
(g) Effective/applicability date. 

§ 1.904(f)–2 Recapture of overall foreign losses. 

(a) In general. 
(b) Determination of taxable income from 

sources without the United States for pur-
poses of recapture. 

(1) In general. 
(c) Section 904(f)(1) recapture. 
(1) In general. 
(2) Election to recapture more of the over-

all foreign loss than is required under para-
graph (c)(1). 

(3) Special rule for recapture of losses in-
curred prior to section 936 election. 

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

(5) Illustrations. 
(d) Recapture of overall foreign losses from 

dispositions under section 904(f)(3). 
(1) In general. 
(2) Treatment of net capital gain. 
(3) Dispositions where gain is recognized ir-

respective of section 904(f)(3). 
(i) Foreign source gain. 
(ii) U.S. source gain. 
(4) Dispositions in which gain would not 

otherwise be recognized. 
(i) Recognition of gain to the extent of the 

overall foreign loss account. 
(ii) Basis adjustment. 
(iii) Recapture of overall foreign loss to 

the extent of amount recognized. 
(iv) Priorities among dispositions in which 

gain is deemed to be recognized. 
(5) Definitions. 
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