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ACTION: Find regulations.

SUMMARY: This documeh contains
final regulatiors relating to the defini-
tions of subpat F income ard foreign
personé holding compaty income of a
controlled foreign corporatim ard the
allocation of deficits for purposs of
computirg the deemed-pai foreign tax
credit The® regulatiors are necessary
to provide guidane tha coordinates
with previousy publishel guidane un-
der sectim 954 Thes regulatiors will
affect United States shareholdes of con-
trolled foreign corporations.

DATES Thes regulatiors are effective
Januay 2, 1997.

For specifc dates of applicability, see
8§ 1.952-1(f)(5) 1.952-2(c)(1) 1.954—
2(b)(3 ard 1.960-1(i)(6).

FOR FURTHER INFORMATION CON-
TACT: Valerie Mark, (202 622-3840
(nat a toll-free call).

SUPPLEMENTARY
Backg round

On September 7, 1995 proposd
regulations (IL-75-2 [1995-2 C.B.
480]) amendiry the Income Tax Regula-
tions (26 CFR Pat 1) unde sections
952, 954(9 ard 960 of the Internal
Revene Cocke (Codé were publishel in
the Federd Registe (60 FR 46548) In
final regulatiors unde section 954 (T.D.
8618 [1995-2 C.B. 89]), also published
on tha dat (60 FR 46500) a provision
relating to the treatmemn of tax-exempt
intere$ unde the foreign persona hold-
ing compaly incone rules was reserved.
The propose regulatiors provided rules
for the treatmem of tax-exemp interest

INFORMATION:

ard also provided guidane unde sec-
tions 952 ard 960 to coordinaé with the
final regulations No public hearirg was
requestd or held One written comment
was receivel on the propose regula-
tions After consideratio of this com-
ment, the proposd regulations are
adoptel as final regulatiors without
amendment.

Explanatio n of Provisions
§ 1.952-1(% ard (f) ard 1.960-1(i)

Sections 1.952-Ye) and (f) and
1.960-1() are unchangd from the pro-
posel regulations.

8§ 1.952-2(c)(] and 1.954—2(b)(3)

Unde § 1.954-2T(b)(6) interes in-
conme tha was exemp from tax under
section 103 was included in the foreign
personbholding compaly income of the
controlled foreign corporation Howeve,
the ne foreign bas compary income
tha was attributabé to tax-exemp inter-
ed was treatal as tax-exemp interes in
the hand of the United States share-
holde upon a deemd distribution under
subpat F ard therefoe excludel for
regula tax purpose but potentially sub-
ject to the alternatie minimum tax.
Section 1.954-2(b)(3) as propose and
finalized amend the rule in the tempo-
rary regulatiors to provide tha foreign
personé holding compaly incone in-
cludes intereg income tha is exempt
from tax unde sectim 103 The tax-
exemp interes would nat retan its
characte as sud in the hand of the
United States shareholde upon a
deemd distribution unde subpat F. As
a resut of the treatmen of tax-exempt
interes in thew final regulations Rev.
Rul. 72-52% (19722 C.B. 456) is obso-
leted.

A commentato argued tha treatment
of tax-exemp interes in the proposed
regulatiors was contray to section 103.
This commen was rejected The Code
does not specificaly addres how sec-
tion 103 applies in the contex of sub-
pat F. Although § 1.9522 provides
that in general U.S. tax principles
apply in computirg subpat F income,
this regulation makes certan Cocde pro-
visions inapplicabé when necessar to
sene the purpose of subpat F. See
§ 1.952-2(c)(2).

§ 1.954-1(d)(4)(iii)

The exampe in § 1.954-1(d)(4)(ii) is
amendd to corre¢ a mathematicherrar.

§ 1.954-2(g)(2)

The regulations are amended to
clarify tha income derived in the trade
or busines of trading foreign currency
is not excludal from foreign personal
holding compaty income unde the
busines need exception A technical
correctim is mace to § 1.954-2(g)-

A (B)(2).
§ 1.957-1(c)

Technicd correctios are mack to
§ 1.957-1(¢ Examples &rd 9.

Special Analyses

It has been determind tha this Trea-
suly decisi is not a significart regula-
tory action as defined in EO 12866.
Therefore aregulatoy assessmetris not
required It has al®o been determined
tha sectian 553( of the Administrative
Procedue Act (5 U.S.C chapte 5) does
not apply to thes regulations and be-
cau® the® regulatiors do not impos a
collection of information on smal enti-
ties the Regulatoy Flexibility Act (5
U.S.C chapte 6) does not apply. Pursu-
ant to section 7805() of the Internal
Revene Code the notice of proposed
rulemakirg precedilg the® regulations
was submittel to the Chief Counsé for
Advocagy of the Smal Busines Admin-
istration for commei on its impad on
smal business.

Draftin g Information

The principd authos of thes regula-
tions are Barbam Felke amd Valerie
Mark of the Office of the Associate
Chiegf Counsé (International) IRS.
Howeve, otha personnk from the IRS
ard Treasuy Departmen participatel in
their development.

* Kk ko Kk ok

Adoption of Amendment s to the
Regulations

Accordingly, 26 CFR parn 1
amendd as follows:

PART 1—INCOME TAXES

is

Paragrah 1. The authoriy citation for
pat 1 is amendd by addirg an ently in
numericé orde to rea as follows:

Authority: 26 U.S.C 7805 * * *

Section 1.9604 also issual unde 26
U.S.C 960(a) * * *

Pa. 2. Section 1.952-1 is amendd by
addirg paragraph (e) ard (f) to rea as
follows:



§ 1.952-1 Subpart F income defined. (5) Earnings and deficits retain sepa-egory containing the recapture account,
% % % % rate limitation character. The income will be reduced in any taxable year by
L . reduction rules of paragraph (e)(1) ofthe amount which is recharacterized un-
(e) Application of current €arnings thjs section shall apply only for pur-der paragraph (f)(2)(i) of this section.
and profits limitation—(1) In general.lf  phoses of determining the amount of ann addition, each recapture account, and
the subpart F income (as defined iMnclysion under section 951(a)(1)(A)post-1986 undistributed earnings in the
section 952(a)) of a controlled foreignfrom each separate category as definegbparate category containing the recap-
corporation exceeds the foreign corporan g 1.904-5(a)(1) and the separate Catyre account, will be reduced in the
tion's earnings and profits for the tax-eqgories in which recapture accounts argyount of anv distribution out of that
able year, the subpart F income includestablished under section 952(c)(2) an ccount (as dZtermined under the order-

ible in the income of the corporation's naragraph () of this section. For rules '
United States shareholders is reducegpp"%abr;e i(n) computing post-1986 un-"9 rules of section 959(c) and para-

under section 952(c)(1)(A) in accor-gistributed earnings, see generally sedraph (NE3)(ii) of this section).

dance with the following rules. Thetjon 902 and the regulations under that (3) Distribution ordering rules—

excess of subpart F income over currendection. For rules relating to the allo-() Coordination of recapture and distri-

year earnings and profits shall— cation of deficits for purposes ofbution rules. If a controlled foreign
(i) First, proportionately reduce SUb'computing foreign taxes deemed paicorporation distributes an amount out of

part F income in each separate categofynder section 960 with respect to arfarnings and profits described in section

of the controlled foreign corporation, asinclusion under section 951(a)(1)(A), se®59(c)(3) in a year in which current

defined in § 1.904-5(a)(1), in whichg 1.960-1(i). year earnings and profits exceed subpart
current earnings and profits are zero or (f) Recapture of subpart F income inF income and there is an amount in a
less than zero; subsequent taxable yeaf(1) In gen- recapture account for such year, the

(i) Second, proportionately reduceeral. If a controlled foreign corpora- recapture rules will apply first.

subpart F income in each separate cation's subpart F income for a taxable (ii) Distributions reduce recapture ac-
egory in which subpart F income eX-year is reduced under the current yeacounts first.Any distribution made by a
ceeds current earnings and profits; anglarnings and profits limitation of sectioncontrolled foreign corporation out of
(iii) Third, proportionately reduce 952(c)(1)(A) and paragraph (e) of thisearnings and profits described in section
subpart F income in other separate cakection, recapture accounts will be es959(c)(3) shall be treated as made first
egories. tablished and subject to recharacterizean a proportionate basis out of the
(2) Allocation to a category of sub-tion in any subsequent taxable year teecapture accounts in each separate cat-
part F income An excess amount that isthe extent the recapture accounts weregory to the extent thereof (even if the
allocated under paragraph (e)(1) of thisot previously recharacterized or distrib-amount in the recapture account exceeds
section to a separate category must bgted, as provided in paragraphs (f)(2post-1986 undistributed earnings in the
further allocated to a category of subparand (3) of this section. separate category containing the recap-
F income if the separate category con- (2) Rules of recapture-(i) Recapture ture account). Any remaining distribu-
tains more than one category of subpadccount. If a category of subpart F tion shall be treated as made on a
F income described in section 952(a) orincome described in section 952(a) orproportionate basis out of the remaining
in the case of foreign base companyn the case of foreign base companyarnings and profits of the controlled
income, described in § 1.954-1(c)(1)income, described in § 1.954-1(c)(1)foreign corporation in each separate cat-
(i) (A)(1) or (2. In such case, the (iii)(A)(1) or (2) is reduced under the egory. See section 904(d)(3)(D).
excess amount that is allocated to theurrent year earnings and profits limita- (4) Examples. The application of
separate category must be allocated ton of section 952(c)(1)(A) and para-paragraphs (e) and (f) of this section
the various categories of subpart F ingraph (e) of this section for a taxablemay be illustrated by the following
come within that separate category on gear, the amount of such reduction ShaUexampIes:
proportionate basis. constitute a recapture account. Example 1.() A, a U.S. person, is the sole
(3) Recapture of subpart F income (ii) Recapture. Each recapture ac- shareholder of CFC, a controlled foreign corpora-
reduced by operation of earnings andcount of the controlled foreign corpora-tion formed on January 1, 1998, whose functional
profits limitation. Any amount in a cat- tion will be recharacterized, on a pro-f(;‘rrég:]c{;:etggm“ba:]“y igf’ei' ir?;%:i‘;’;f i;LOgOeuneor;I
egory of subpart F income described importionate basis, as subpart F income ifjyitation income described in section 904(d)(1)()
section 952(a) or, in the case of foreigrthe same separate category (as define@d incurs a (200u) loss attributable to activities
base company income, described i § 1.904-5(a)(1)) as the recapture achat would have produced general limitation in-
§ 1.954-1(c)(1)(iii)(A)Q) or (2) that is count to the extent that current yeaﬁggeeg:ﬁts'io%%t gf“?grzritgrf ;J’;Crgg:gl It?olj(.jgi)r?gs g)an
redu_ced by operation of tha current yeaearnings and profits exceed subpart fany income that is passive income described in
earnings and profits limitation of sectionincome in a taxable year. The Unitedsection 904(d)(1)(A), and 100u of foreign personal
952(c)(1)(A) and this paragraph (e) shalStates shareholder must include his proolding company income that is dividend income
be subject to recapture in a subsequemata share (determined under the rules ofbject to a separate limitation described in section
year under the rules of section 952(c)(2§ 1.951-1(e)) of each recharacterized?4@(1)(E) for dividends from a noncontrolled
. . LN . Section 902 corporation. CFC'’s subpart F income
and paragraph (f) of thls section. amount in income as subpart F inCOM&,"1998 300u, exceeds CFC's current earnings
(4) Coordination with sections 953 in such separate category for the taxablgnd profits, 100u, by 200u. Under section
and 954.The rules of this paragraph (e)year. 952(c)(1)(A) and paragraph (e) of this section,
shall be applied after the application of (iii) Reduction of recapture accountsubpart F income is limited to CFC's current
sections 953 and 954 and the regulationsnd corresponding earningsEach re- 2198 ?r?d A,Fs’rc’f'ts of 100u, all of which is
) . . gross Income under section
under those sections, except as providethpture account, and post-1986 undisysi(a)(1)(A). The 200u of CFC's 1998 subpart F
in § 1.954-1(d)(4)(ii). tributed earnings in the separate catincome that is not included in A's income in 1998



by reason of section 952(c)(1)(A) is subject tocompany sales income that is general limitatiomfter the deemed-paid taxes are computed, at the
recapture under section 952(c)(2) and paragrapincome and 100u of foreign personal holdingclose of 1999 CFC has a (95u) deficit in general
(f) of this section. company income that is passive limitation incomelimitation earnings and profits ((100u) opening
(i) For purposes of determining the amount andn addition, C_FC incurs (lO_u)_of expenses t_hat ardalance + l_OOu_cgrre_nt earni_ngs - 95u inglusion),
type of income included in A's gross income andallocable to its separate limitation for dividends55u of passive limitation earnings and profits (50u
the amount and type of income in CFC's recapturdrom the noncontrolled s_ection 902 corporation.oper)ing balance + 100u current f_oreigr] personal
account, the rules of paragraphs (e)(1) and (2) ofhus, CFC's subpart F income for 1999, 200uholding company income - 95u inclusion), and
this section apply. Under paragraph (e)(1)(i) oféxceeds CFC's current earnings and profits, 19040u o_f earnings_ a_nd profits subject to the separate
this section, the amount by which CFC's subpart Foy 10u. Under section 952(c)(1)(A) and paragrapliimitation for dividends from the noncontrolled
income exceeds its earnings and profits for 1998€) of this section, _subpart F inc_ome is limited tosection 902 corporation (50u opening balance +
200u, first reduces from 100u to 0 CFC's subparCFC's current earnings and profits of 190u, all of(10u) expense).
F income in the general limitation category, whichwhich is included in As gross income under Example 3.(i) A, a U.S. person, is the sole
has a current year deficit of (100u) in earnings andgection 951(a)(1)(A). shareholder ofCFC, a controlled foreign corpora-
profits. Next, under paragraph (e)(1)(iii) of this (ji) For purposes of determining the amount andion whose functional currency is the u. At the
section, the remaining 100u by which CFC's 1998ype of income included in A's gross income andbeginning of 1998, CFC has post-1986 undistrib-
subpart F income exceeds eamings and profits he amount and type of income in CFC's recapturaited earnings of 275u, all of which are general
applied proportionately to reduce CFC's subpart Ryccounts, the rules of paragraphs (e)(1) and (2) dfmitation earnings described in  section
income in the separate categories for passivghis section apply. While CFC's general limitation 904(d)(1)(I). CFC has no previously-taxed earn-
income ~ (100u) and dividends from thepost-1986 undistributed earings for 1999 are Gngs and profits described in section 959(c)(1) or
noncontrolled section 902 corporation (100u).((100u) opening balance + 100u subpart F iN1c)(2). In 1998, CFC has a (200u) loss in the
Thus, A includes 50u of passive limitation/foreigncome), CFC's general limitation subpart F incomeg . ’ . . .

) ; - e pping category described in section
personal holding company income and 50u 0f100u) does not exceed its general limitationg(q)(1)(D), 100u of foreign personal holdin
dividends from the noncontrolled section 902¢cyrrent earnings and profits (100u) for 1999. -h . gn pe ng

; ; ; - . “~‘company income that is passive income described

corporation/foreign personal holding company in-accordingly, under paragraph (e)(1)(iii) of this . ;
come in gross income in 1998. CFC has 100u iection, the amount by which CFC's subpart R Section 904(d)(L)(A), and 125u of general
its general limitation/foreign base company salesncome exceeds its earnings and profits for 199dimitation manufacturing earnings that are not
income recapture account attributable to the 10080y, is applied proportionately to reduce CFC'ssuPpart F income. CFC's subpart F income for
of foreign base company sales income that is nafuppart F income in the separate categories fof998, 100u, exceeds CFC's current earnings and
included in A's income by reason of the earningsgeneral limitation income, 100u, and passive inProfits, 25u, by 75u. Under section 952(c)(1)(A)
and profits limitation of section 952(c)(1)(A). CFC come, 100u. Thus, A includes 95u of generapnd paragraph (e) of this section, subpart F
also has 50u in its passive limitation recaptur@jmitation foreign base company sales income andncome is limited to CFC’s current earnings and
account, all of which is attributable to foreign g5y of passive limitation foreign personal holdingProfits of 25u, all of which is included in As
personal holding company income, and 50u in it%ompany income in gross income in 1999. At thedross income under section 951(a)(1)(A). The 75u
recapture account for dividends from theclopse of 1999 CEC has 105u in its generaIOf CFC’'s 1998 subpart F income that is not
noncontrolled section 902 corporation, all ofjimitation/foreign base company sales income reincluded in As income in 1998 by reason of
which is attributable to foreign personal hoIdingcapture account (100u from 1998 + 5u fromsection 952(c)(1)(A) is subject to recapture under
company income. 1999), 55u in its passive limitation/foreign per-Section 952(c)(2) and paragraph (f) of this section.

(iii) For purposes of computing post-1986 un-sonal holding company income recapture account (ii) For purposes of determining the amount and
distributed earnings, the rules of sections 902 an@0u from 1998 + 5u from 1999), and 50u in itstype of income included in A's gross income and
960, including the rules of § 1.960-1(i), apply.dividends from the noncontrolled section 902the amount and type of income in CFC's recapture
Under § 1.960-1(i), the general limitation deficit corporation/foreign personal holding company in-account, the rules of paragraphs (e)(1) and (2) of
of (100u) is allocated proportionately to reducecome recapture account (all from 1998). this section apply. Under paragraph (e)(1) of this
passive limitation earnings of 100u and (ji) For purposes of computing post-1986 un-Section, the amount of CFC's subpart F income in
noncontrolled section 902 dividend earnings Ofgjstributed earnings in each separate category, tfxcess of earnings and profits for 1998, 75u,
100u. Thus, passive limitation earnings are reryles of sections 902 and 960, including the rulegeduces the 100u of passive limitation foreign
duced by 50u to 50u (100u passive limitationof § 1.960-1(i), apply. Thus, post-1986 undistrib-Personal holding company income. Thus, A in-
earnings/200u total earnings in positive separatgted earnings (or an accumulated deficit) in eacl§ludes 25u of passive limitation foreign personal
categories x (100u) general limitation deficit = 50useparate category are increased (or reduced) Iding company income in gross income, and
reduction), and the noncontrolled section 902rrent earnings and profits or current deficits inCFC has 75u in its passive limitation/foreign
corporation earnings are reduced by 50u to 50Wgch separate category. The accumulated deficit personal holding company income recapture ac-
(100u  noncontrolled section 902 corporationCEC's general limitation earnings and profitscount.
earnings/200u total earnings in positive separatgogu) is reduced to 0 by the addition of 100u of (iii) For purposes of computing post-1986 un-
categories x (100u) general limitation deficit = 50u1999 earnings and profits. CFC's passive limita-distributed earnings in each separate category the
reduction). All of CFC's post-1986 foreign income tion earnings of 50u are increased by 100u toules of sections 902 and 960, including the rules
taxes with respect to passive limitation income and 50y, and CFC’s noncontrolled section 902 corpoef § 1.960-1(i), apply. Under § 1.960— 1(i), the
dividends from the noncontrolled section 902ration earnings of 50u are decreased by (10u) tshipping limitation deficit of (200u) is allocated
corporation are deemed paid by A under sectiongy. After the addition of current year earningsproportionately to reduce general limitation earn-
960 with respect to the subpart F inclusions (50and profits and deficits to the separate categoriesigs of 400u” and passive limitation earnings of
inclusion/50u earnings in each separate categonhere are no deficits remaining in any separatd00u. Thus, general limitation earnings are re-
After the inclusion and deemed-paid taxes argategory. Thus, the allocation rules of § 1.960-duced by 160u to 240u (400u general limitation
computed, at the close of 1998 CFC has a (100Uj(i)(4) do not apply in 1999. Accordingly, in earnings/500u total earnings in positive separate
deficit in general limitation earnings (100u subpartgetermining the post-1986 foreign income taxesategories x (200u) shipping deficit = 160u reduc-
F earnings + (200u) nonsubpart F loss), 50u ofleemed paid by A, post-1986 undistributed earntion), and passive limitation earnings are reduced
passive limitation earnings (100u of earnings atings in each separate category are unaffected Hyy 40u to 60u (100u passive earnings/500u total
tributable to foreign personal holding companyearnings in the other categories. Foreign taxesarnings in positive separate categories x (200u)
income - 50u inclusion) with a correspondingdeemed paid under section 960 for 1999 would bshipping deficit = 40u reduction). Five-twelfths of
passive limitation/foreign personal holding com-getermined as follows for each separate categonZFC's post-1986 foreign income taxes with re-
pany income recapture account of 50u, and 50u afith respect to the inclusion of 95u of foreign spect to passive limitation earnings are deemed
earnings subject to a separate limitation for divi-gase company sales income out of general limitapaid by A under section 960 with respect to the
dends from the noncontrolled section 902 corporasion earnings, the section 960 fraction is 95usubpart F inclusion (25u inclusion/60u passive
tion (100u earnings - 50u inclusion) with ainclusion/0 total earnings; with respect to theearnings). After the inclusion and deemed-paid
corresponding  noncontrolled  section  902inclusion of 95u of passive limitation income thetaxes are computed, at the close of 1998 CFC has
corporation/foreign personal holding company in-section 960 fraction is 95u inclusion/150u passivel0Ou of general limitation earnings (275u opening
come recapture account of 50u. earnings. Thus, no general limitation taxes wouldalance + 125u current earnings), 75u of passive

Example 2.(i)) The facts are the same as inbe associated with the inclusion of the generalimitation earnings (100u of foreign personal hold-
Example 1with the addition of the following limitation earnings because there are no accumung company income - 25u inclusion), and a
facts. In 1999, CFC earns 100u of foreign basdated earnings in the general limitation category(200u) deficit in shipping limitation earnings.



Example 4.()) The facts are the same as in§ 1,952—-2 Determination of gross in-cluding interest that is described in

Example 3with the addition of the following come and taxable income of a foreigrsection 103 (see § 1.952—2(c)(1)).
facts. In 1999, CFC earns 50u of general limita-

tion earnings that are not subpart F income an&orporatlon' * * * * *
75u of passive limitation income that is foreign * * * * * % %
personal holding company income. Thus, CFC has (@)

125u of current earnings and profits. CFC distrib- (c) Special rules for purposes of this (2) ** *
utes 200u to A. Under paragraph ((3)() of thissection—(1) Nonapplication of certain (i) * * *
section, the recapture rules are applied first. Thus . . E h h . di (B) % % %
the amount by which 1999 current earnings an@rowsmns. xcept where ot er,W,'Se Is- N

profits exceed subpart F income, 50u, istinctly expressed, the provisions of (1)

recharacterized as passive limitation foreign persubchapters F, G, H, L, M, N, S, and T (i) Arises from a transaction (other
Sonta'FhO_'d'ng Cormpany iwome. ZCSFCSftOIa' subof chapter 1 of the Internal Revenuethan a hedging transaction) entered into,
part T income for 5 ~eou O PaSSVesha shall not apply and, for taxableor property used or held for use, in the
limitation foreign personal holding company in- . . .
come (75u current earnings plus 50u recaptur¥€ars of a controlled foreign corporationnormal course of the controlled foreign
account), and the passive limitation/foreign perbeginning after March 3, 1997, thecorporation’s trade or business, other

sonal holding company income recapture accounprovisions of section 103 of the Internalthan the trade or business of trading
is reduced from 75u to 25u.

) _ ~ Revenue Code shall not apply. foreign currency;

(i) CFC has 150u of previously-taxed earnings
and profits described in section 959(c)(2) (25u * ok x ok ooy
attributable to 1998 and 125u attributable to (2) The foreign currency gain or loss

1999), all of which is passive limitation earnings Par. 4. In § 1.954-1, the Example ingjises from a bona fide hedging transac-

and profits. Under section 959(c), 150u of theparagraph (d)(4)(iii) is revised to read as; . . ..

s STEE on, as defined in paragraph (a)(4)(ii) of
B it daarad 1o sociom seo(eyayollows: this section, with r(fs egt tg a(tr;(ngggtion
earnings and profits described in section 959(c)(2). ’ p

The remaining 50u is deemed to be made fror;§ 1.954-1 Foreign base company inor property that satisfies the require-

earnings and profits described in section 959(c)(3 ments of paragraphs (g)(2)(||)(B)X(|)

Under paragraph (f)(3)(ii) of this section, the COME. i ; ; ;
dividend distribution is deemed to be made first throth (“) of this section, prowded

out of the passive limitation recapture account to * * ¥ * ¥ that any, gain or loss arising _from .SUCh
the extent thereof (25u). Under paragraph (d) * * * transaction or property that is attnbut-.
(A(2)(iii) of this section, the passive limitation . able to changes in exchange rates is
recapture account is reduced from 25u to 0. The (4) clearly determinable from the records of

remaining distribution of 25u is treated as made (iii) * * * th . .

. L : - e CFC as being derived from such
out 'of CFC's general limitation earnings and Example.During its 1995 taxable year, CFC, at i g9 v, F f
profits. controlled foreign corporation, earns royalty in- ransaction or property. For purposes o

(iii) For purposes of computing post-1986 un-come, net of taxes, of $100 that is foreignthis para_lgraph_ (g)(Z)_(ii)(B)I), a hedging
distributed earnings, the rules of section 902 angersonal holding company income. CFC has ndransaction will satisfy the aggregate
960, including the rules of § 1.960-1(i), apply.expenses associated with this royalty income. CF‘ﬁedging rules of § 1.1221-2(c)(7) only
Thus, the shipping limitation accumulated deficitpays $50 of foreign income taxes with respect t L
of (200u) reduces general limitation earnings andhe royalty income. For 1995, CFC has Currenciffal,:h(or all but ? de. nlzmgm.s arr;]OLam)d
profits of 450u and passive limitation earnings andzarnings and profits of $50. CFC's subpart pOI the aggregate ris eing hedge
profits of 150u on a proportionate basis. Thusjncome, as determined prior to the application ofarises In connecpon with tran_sactlons or
100% of CFC's post-1986 foreign income taxesthis paragraph (d), exceeds its current earings argroperty that satisfy the requirements of
with respect to passive limitation earings areprofits. Thus, under paragraph (d)(4)(i) of th'sparagraphs (9)(2)(i)(BY)(i) through
deemed paid by A under section 960 with respecgection, the amount of CFC’s only net item Of(iii) of this section. brovided that an
to the 1999 subpart F inclusion of 125u (100uincome, the royalty income, will be limited to $50. \ ™/ -ton, p y
inclusion (numerator limited to denominator)/100uThe remaining $50 will be subject to gain or loss arising fro,m Su_Ch transac-
passive earnings). No post-1986 foreign incoméecharacterization in a subsequent taxable yedions or property that is attributable to
taxes remain to be deemed paid under section 90fnder section 952(c)(2). Because the amount qfhanges in exchange rates is clearly
o me e T o ftemof income is 50, the effectve rate of tax ondeterminable from the records of the
pany income recapture account. One-twelfth ofhe item, for purposes of this paragraph (d), is 5¢-FC as being derived from such trans-
CFC's post-1986 foreign income taxes with re-percent ($50 of taxes/$50 net item + $50 of taxesjaCtions or property.
spect to general limitation earnings are deemedccordingly, an election under paragraph (d)(5) of
paid by A under section 902 with respect to the;hls section may be madg to exclude the'ltem of
distribution of 25u general limitation earnings andincome from the computation of subpart F income. p5r g Section 1.957-1 is amended
profits described in section 959(c)(3) (25u by:
inclusion/300u general limitation earnings). After oo yi R ) the last ¢ ¢
the deemed-paid taxes are computed, at the close . Removing the last senience O
of 1999 CFC has 425u of general limitation &l 5. In 8§ 1.954-2, paragraphg,aragraph (c) Example 8 and addin

grap P g
earnings and profits (400u opening balance + S%t(ﬁb))((?’))a (9)(2)(“)(8()1(1)(0 anéj (g)(fZ)II(")_ two sentences in its place.
current earnings - 25u distribution), 0 of passive(B)(2) are revised to read as follows: e _
limitation earnings (75u recapture account + 75u 2. hRewsmg th? last sentence of para
current foreign personal holding company incomeg 1 954-2 Foreign personal holdinggrap (©) E?(_ampe 9 o
- 125u inclusion - 25u distribution), and a (200U) ;oo income The addition and revision read as
deficit in shipping limitation earnings. pany : follows:

* * * * *

* * * *

(5) Effective date.Paragraph (€) of § 1.957-1 Definition of controlled for-
this section and this paragraph (f) apply (b) * * * eign corporation
to taxable years of a controlled foreign (3) Treatment of tax exempt interest. '
igg’?raﬂon beginning after March 3,For taxable years of a controlled foreign

. corporation beginning after March 3, £~ ,
. . ple 8.JV was a controlled foreign corp-

~ Par. 3. In § 1.952-2, paragraph (c)(1)1997, foreign personal holding companyration on the following day because over 50
is revised to read as follows: income includes all interest income, in-percent of the total value in the corporation was

* * * * *

* % %



held by a persm tha was a United States
shareholde unde sectiom 951(b) See § 1.951-
1(f).

Example 9.3V becane a controlled foreign
corporatio on the following day becaus over 50
percen of the totd value in the corporatiamn was
held by a persm tha was a United States
shareholdeunde sectilm 951(b).

* * * * *

Pa. 7. In § 1.960-1 paragrap (i) is
addel to rea as follows:

§ 1.960-1 Foreign tax credit with r
spect to taxes paid on earnings a
profits of controlled foreign corpor

tions.

ings in the othe separad categories.
Howeve, a deficit in ary separad cat-
egay shal not pemanently reduce
earning in othe separat categoriesbut
after the deemed-pa taxes are com-
puted the separag limitation deficit shall
be carried forward in the same separate
categoy in which it was incurred In
addition becaie deeamed-paid taxes
may not excee taxes paid or accrued
by the controlled foreign corporation in
computiry deemed-pal taxes with re-

r%)e(t to an inclusion out of a separate

categoy tha exceed post-198% undis-

ributed earning in tha separat cat-
egoyy, the numerato of the deemed-paid

credt fraction (deemd inclusion from
the separa¢ category may not exceed

(i) Computatio n of deemed-pai d tax@§e denominato (post-198% undistrib-

in post-198 6 taxable yeand) Gen-
eral rule.If a domestt corporation is
eligible to compue deemed-pal taxes
unde section 960(a)(d with respet to
an amoun included in gros income
unde sectiom 951(a) then such domes-
tic corporation shal be deeme to have
paid a portion of the foreign corpora-
tion's post-198 foreign income taxes
determine unde sectim 902 and the
regulatiors unde tha sectiom in the
same manne as if the amoun so in-
cluded were a dividerd paid by such
foreign corporation (determine by ap-
plying section 902(9 in accordane with
sectian 904(d)(3)(B)).

(2) Ordering rule for

uted earning in the separag category).

(5) ExamplesThe application of this
paragrap (i) may be illustrated by the
following examples See § 1.952-1(f)(4)
for additiond illustratiors of thes rules.

Example 1.(i) A, a U.S. person is the sole
shareholde of CFC, a controlled foreign corpora-
tion formed on Januay 1, 1998 who<s functional
curreny is the u. In 1998 CFC earrs 100u of
generd limitation income describé in section
904(d)(1)() tha is not subpat F income ard 100u
of foreign persona holding compary incone that
ism passive- income- describe- in- sectim
904(d)(1)(A) In 198 CFC al incurs a (50u)
loss in the shippirg categoy describé in section
904(d)(1)(D) CFCs subpat F income for 1998,
100y does not exceel CFC's currert earning and
profits of 150u Accordingly, all 100u of CFCs

com putin gsubpat F income is included in A's gross income

deemed-paid taxes under sections 9{ger sedion 951(a)(1)(A). Under sedion

and 960 If a domestt corporatiomn com-

putes deemed-pai taxes unde both sec-
tions 902 and 960 in the sane taxable
yed, section 960 shal be applied first.

After the deemed-pa taxes are com-

puted unde section 960 with respet to

a deemé income inclusion post-1986
undistributel earning amd post-1986
foreign income taxes in eath separate
categoy shal be reducel by the appro-
priate amouns before deemed-pal taxes
are computel unde section 902 with

respet to adividend distribution.

904(d)(3)(B of the Internd Revene Coce and
paragrap (i)(1) of this section A includes 100u of
passie limitation income in gros income for
1998.

(ii) For purposs of computirg post-19& undis-
tributed earning unde sectiors 902 904(d and
960 with respet to the subpat F inclusion the
shippirg limitation deficit of (50u) is allocated
proportionate} to redue@ generd limitation earn-
ings of 100u and passie limitation earning of
100u Thus generd limitation earning are re-
ducal by 25u to 75u (100u generd limitation
earnings/200 totd earning in positive separate
categoris x (50U) shippirg deficit = 25u reduc-
tion), ard passie limitation earning are reduced
by 25u to 75u (100u passie earnings/200 total

(3) Computation of post-198 6 undig_aming; in positive separat categoris x (50u)

tribute d earningsPost-198 undistrib-
uted earning (or an accumulatd deficit
in post-19% undistributel earning3 are
computel unde section 902 ard the
regulatiors unde tha section.

shippirg deficit = 25u reduction) All of CFCs
post-19% foreign income taxes with respet to
passie limitation earning are deeme paid by A
unde sectian 960 with respet to the 100u subpart
F inclusion of passie income (75u inclusion
(numerato limited to denominato unde para-
graph (i)(4) of this section)/7b passie earnings).

(4) Allocation of accumulate d defiafter the inclusin and deemed-pai taxes are

cits. For purpose of computirg post-
198 undistributel earning unde sec-
tions 902 and 960, a post-198
accumulatd deficit in a separa¢ cat-
egoy shal be allocatel proportionately
to redu@ post-198% undistributel earn-

computed at the close of 1998 CFC has 10Qu of
generd limitation earnings 0 of passie limitation
earning (100u of foreign person& holding com-
pary income - 100u inclusion) ard a (50u) deficit
in shippirg limitation earnings.

Example 2.(i) The facts are the sane as in
Example 1lwith the addition of the following

facts In 1999 CFC distributes 150u to A. CFC
has 10Qu of previously-taxd earning and profits
describé in sectian 959(c)(9 attributabé to 1998,
all of which is passie limitation earning and
profits. Unde sectilm 959(c) 10Qu of the 150u
distribution is deeme to be mace from earnings
ard profits describé in sectiom 959(c)(2) The
remainirg 50u is deeme to be mace from earn-
ings ard profits describé in secti; 959(c)(3).
The entire dividerd distribution of 50u is treated
as mack out of CFCs generd limitation earnings
ard profits. See sectilm 904(d)(3)(D).

(i) For purposs of computirg post-19® undis-
tributed earning unde secti;m 902 with respet to
the 199 dividend of 50u, the shippirg limitation
accumulatd deficit of (50u) reduce genera limi-
tation earning and profits of 100u to 50u Thus,
100% of CFCs post-19& foreign income taxes
with respet to genera limitation earning are
deeme paid by A unde section 902 with respect
to the 199 dividerd of 50u (50u dividend/50u
generd limitation earnings) After the deemed-paid
taxes are computed at the close of 199 CFC has
50u of genera limitation earning (100u opening
balan@ - 50u distribution) 0 of passie limitation
earnings ard a (50u) deficit in shippirg limitation
earnings (6) Effective date This paragrap (i)
applies to taxabk yeas of a controlled foreign
corporation beginnirg after March 3, 1997.

Margarg Milner Richardson,
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Donad C. Lubick,

Assistant Secretary of the Treasury.

(Filed by the Office of the Federd Registe on
Decembe 31, 1996 8:45 a.m, and publisha in
the isste of the Federd Registe for Januay 2,
1997 62 F.R. 17)




