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The rule limiting the multi-year pools and profits described in the current finall. Separate Categories: §1.904—4
of earnings and taxes to post-1986 taxegulation, but also formerly pooled earn- . ,
able years beginning with the year irings and profits of a less-than-10%-U.s A The active rents and royalties
which a foreign corporation first has aowned foreign corporation attributable tg®XcepPtion
qualifying shareholder alleviates thepost-1986 years during which the section ggaction 1.904-4(b)(2) sets forth the
administrative difficulties such share-902 stock ownership requirements werg.iive rents and royalties exception to the
holders face in reconstructing accumulatmet, and post-pooling earnings and prOféeparate limitation for passive income.
ed earnings and taxes accounts in coits accumulated during subsequent taxqp;q exception currently applies only to

nection with their acquisition of stock inable years during which the foreign CO'hayments from unrelated payors.

a pre-existing foreign corporation.poration did not have a qualifyindgeyeral commentators have requestec
While section 902 provides that poolingshareholder. The formerly pooled earng, Treasury and the IRS amend the reg-

of earnings and taxes begins only wheimgs would be considered pre-1987 accy;iations to provide that royalties received
the foreign corporation first has a qualimulated profits of the last taxable year of,om a member of the recipient’s affiliat-
fying shareholder entitled to compute ahe foreign corporation as of the end of 4 group (including foreign affiliates)
credit for deemed-paid taxes, the statutehich the ownership requirements Werehay qualify for the exception if the roy-
does not provide for any change in a formet. Distributions out of formerly pooled jtias are derived in the conduct of an
eign corporation’s post-1986 undistrib-earnings would be subject to the samg.iive trade or business and the payor
uted earnings and taxes pools following pre-1987 law rules as distributions of,cag the underlying property in an active
stock disposition or other transactiorother pre-1987 accumulated profits;.oqe or business. As explained below,
after which the foreign corporation noexcept that the formerly pooled foreignTreasury and the IRS propose to adopt @
longer has a qualifying shareholderincome taxes related to the formerly, 4ified version of the suggested
Section 1.902-1(a)(13)(i) currently propooled earnings would continue to b%hange.

vides that, once a foreign corporatiomaintained in U.S. dollars. The proposed gaction 904(d)(2)(A)(i) defines passive
begins to maintain pools of earnings andegulations ~ would  also  amend;,.ome as foreign personal holding com-
taxes, the pools include periods during1.902-1(a)(13) to provide that poolingpany income, as defined in section 954(c).
which the stock ownership requirementsf earnings and taxes would resume in the, o section 904(d) active rents and royal-
of section 902 are not met. Should sucfirst subsequent taxable year as of the engl.o exception derives from section
a corporation later again have a qualifyef which the foreign corporation again954(c)(2)(A)’ which excludes from for-
ing shareholder, such a shareholddras a qualifying shareholder. Formerl)éign personal holding company income,
would have to reconstruct the post-198fooled earnings would continue to beq thus from passive income, any rents
undistributed earnings and taxes pools tweated as pre-1987 accumulated profits, royalties derived in the active conduct
include undistributed earnings and taxesven if the foreign corporation latery 5 trade or business and received from
for periods during which there was ndbegan to maintain pools of earnings and,, \,nrelated person. The current final
qualifying shareholder, in order to com-+axes again. regulations at §1.904—4(b)(2)(ii) modify
pute deemed-paid credits with respect to Treasury and the IRS believe the prog,iq exception to take into account activi-
distributions of earnings and profitsposed rules would be easier for taxpayeis.s of members of the recipient’s affiliat-
accumulated during later periods irto apply than the current regulationsgy group in determining whether the
which the ownership requirements werevhich require pooling to continue throug}}ecipient meets the active trade or busi-
met. periods when the foreign corporation hagagg prong of the test for section 904(d)

Treasury and the IRS believe that theo shareholders entitled to compute Burposes.
policy concerns underlying the ruledeemed-paid credit. These proposed Treasury and the IRS have consistently
deferring the start of pooling until theamendments complement the proposeg. jined to extend look-through treatment
corporation has a qualifying shareholdamendments to the section 904 regulg, payments from foreign non-controlled
er also apply to the situation where dions, described below, concerning th?)ayors. See T.D. 8412 (1992-1 C.B. 271,
foreign corporation once had, but nceffect of intervening noncontrolled statu5273)_ Treasury and the IRS continue to
longer has, such a shareholdewon the look-through pools of post-198§,qjieve that the nature of the income
Therefore, Treasury and the IRS believendistributed earnings and taxes mainsgineq by a foreign non-controlled payor
it is appropriate to stop the multi-yeartained by a controlled foreign corporationsom the use of the licensed property
pooling of earnings and taxes at the forfhe proposed regulations also would bgho,1d not determine whether a rent or
eign corporation level when a foreignconsistent with the approach taken i'?oyalty payment constitutes income from
corporation no longer has a qualifyingecently proposed amendments to the regia active conduct of a trade or business of
shareholder. ulations under section 367(b) relating tqo recipient.

The proposed regulations wouldthe carryover of earnings and taxes However, Treasury and the IRS have
amend §1.902-1(a)(10) to provide thaaccounts in reorganizations involving foryacided that it is appropriate to eliminate
pre-1987 accumulated profits subject teign corporations (REG-116050-99. gistinction between royalties received
the annual layering rules of pre-1987 la2000-48 I.R.B. 520, published in theéyom related and unrelated payors in
include not only the actual pre-1987 earnFederal Register (65 FR 69138) on

. i ; ) applying the active rents and royalties
ings and profits and pre-pooling earningdlovember 15, 2000).

exception for purposes of section 904(d).



Therefore, these regulations propose tweated as dividends from a noncontrolled Distributions of post-1986 undistributed
amend prospectively 81.904-4(b)(2) teection 902 corporation to the extent thagarnings in the non-look-through pool will
provide that for purposes of section 904he distribution is out of earnings andoe treated as dividends from a non-look-
(but not for purposes of section 954), therofits accumulated during periods inthrough 10/50 corporation (10/50 dividend
active rents and royalties exception wilwhich the distributing corporation was noincome) when distributed to a qualifying
not require that the rents and royalties be& CFC. Proposed §1.904-4(g)(3)(i)(@)( shareholder, or as passive income when dis
received from an unrelated payor. Thigprovides rules to address the effect dfibuted to any other shareholder. Pre-198°
change is proposed to apply to rents aridtervening noncontrolled status on theccumulated profits distributed after a
royalties paid or accrued more than 6eligibility for look-through treatment of decontrolling event will similarly be treated
days after the date that these regulatiomiistributions of pre-2003 accumulationsas 10/50 dividend income or as passive
are published in final form. of pooled earnings and profits from ancome when distributed, depending on the
o - ~ CFC. Consistent with the proposedtatus of, and the amount of stock owned by

B. Restriction of affiliated group special amendments to §1.902—1(a) previouslthe shareholder at the time of distribution.
rule for active rents and royalties discussed, proposed §1.904-4(g)(3Because the separate limitation treatment o
exception ()(C)(2) provides rules to address thadistributions during the taxable year is com-
_ . . effect of intervening less-than-10%-U.S.puted with reference to year-end pools of
th QS f(r;ro fl?r,pfsléiogf ?rf:)gzc)t(ic)e ?;?1\,:Isd2flawned status on the post-1986 undistrilpost-1986 undistributed earnings under sec
royailties exception from passive incomé’ted earnings and taxes pools and préen 902, the proposed regulations provide
under section 904, rents or royalties wi|I1987 accumulated profits of a foreigrthat distributions to a qualifying shareholder
be treated as deriv,ed in the active condu Prporation and the application of thdhat are made in the taxable year in which ¢
of a trade or business by a United Stat gok-through rules to distributions fromdecontrolling event occurs are treated a
person or controlled foreign corporation ifsuch a foreign corporation. The proposeti0/50 dividend income to qualifying share-
any member of the recipient's aﬁi”atedregulations anticipate to some extent, butolders, or passive income to other share
group (defined to include foreign corpora-do not provide comprehensive guidancéjolders, whether made before or after the
tions) meets the requirements of sectio garding the changes to the statutorgecontrolling event. Similarly, under
954(C)(2)(A) with respect to the license ook-through rules for 10/50 companie1.904-4(g)(3)(iii), earnings and profits
property. The proposed regulations Wouﬂﬁat become effective for post-2002 taxaccumulated in the year in which a foreign
amend the definition of affiliated groupable years. Addi'FiqnaI conforming corporation becomes a CFC are treated &
for purposes of §1.904—4(b)(2)(ii) tochanges to thg provisions of §81.904—4ccumulated after 'the cor.poratlon. b_ecamea
include only U.S. corporations and conf’md 1.904—5 will pe required to reerpt theCFC. Such earnings will bg e!|g|ble for
trolled foreign corporations in which changes in terminology reflected in thdook-through treatment when distributed to a
United States members of the affilialte(ﬁroposed regulations that are necessitatébhited States shareholder during the taxabls
group own, directly or indirectly, at least y these statutory changes. year in which the distributing corporation
80 percenlc of the stock (by ,vote and The proposed regulations provide thatyecomes a CFC or during any subsequer
value). This requirement is consisten hen a CFC bgcomes a nor!—look—througtaxable year until the distributing corporation
with the affiliated group rules of 0/50 corporatlon (because it ceases to loeases Fo be a CFC or other look-througt

§1.904—4(e)(3)(ii), which consider thecontrolled by United Stat'es.shareholder&orporaﬂon. '

activities of other members of the aﬁiliat-bUt has at least one qualifying sharehold- As noted, the proposed regulations do
ed group for purposes of determinin r, in a taxable year beginning befor@ot permit look-through treatment for
whether an entity is a financial service anuary 1, 2003), post-1986 undistributedarnings and profits accumulated in pre-
entity. The proposed regulations revis arnings that were accumulated through003 taxable years while the distributing
the affiliated group rule in the active rent§ e end of thg taxaple year preceding tr@rppration was a CF_C if the e.arnings. are
and royalties exception due to administrat-"’lxable year in which the decontrqlllngdlstrlbuted after an |n.terven!ng period
tive concerns regarding the difficulty Ofe\{eﬁt occurred and that were prev_louslgndlqg before 2003 during WhICh the cor-
determining whether related, but non-con?“g'ble for look-through treatment will be poration was not a CFC, even if the cor-
trolled, foreign corporations ,engage in thgonsolidated in, and constitute the operporation is a CFC or other look-through
active 7conduct of a trade or business witl"9 balance of, a single non-look-througlcorporation at the time of distribution.
respect to licensed property. pool at the foreign corporation level. TheEarnings and profits previously eligible
regulations provide that distributions offor look-through treatment will be placed

C. Effect of intervening noncontrolled or the prior look-through earnings will con-in a single non-look-through pool with
less-than-10%-U.S.-owned status on  tinue be treated as dividends from a nomew earnings accumulated in taxable
distributions from a controlled foreign look-through 10/50 corporation, and willyears beginning before January 1, 2003
corporation or other look-through not be eligible for look-through treatmentwhile the corporation is not a CFC. The
corporation even if the foreign corporation laterproposed rule would eliminate the need to
becomes a CFC again or becomes eligibtietermine whether distributions made

Under section 904(d)(2)(E)(i)) andfor look-through treatment with respect tavhile the corporation is a non-look-
§1.904-4(g)(3)(i), dividends from a con-earnings accumulated in post-2002 taxthrough 10/50 corporation (or, after 2002,
trolled foreign corporation (CFC) areaple years. a 10/50 look-through corporation) are



made out of look-through earnings accuinvolving a CFC that is decontrolled afterspecific cross-references to such cate-
mulated in pre-2003 years prior to thehe regulations become final but beforgories each time a provision refers to
decontrolling event or pre-2003 non-lookJanuary 1, 2003, and to earnings that athe separate categories listed in section
through earnings accumulated afterwardaccumulated in taxable years beginning04(d). Sections 1.904-4(a) and
Treasury and the IRS believe this ruldefore January 1, 2003, and that are ndt904-5(a)(1) are amended to include a
would be simpler to apply with respect tdreated as distributed to the CFC’s U.Seference to such additional separate
pre-2003 periods during which theshareholders under section 1248 in comategories.
records necessary to establish lookaection with the decontrolling event. ] )
through treatment are less likely to b&omments are requested as to whether tHe Allocation and Apportionment of
maintained by a foreign corporation thasimplification objectives of the regulation T@Xes to Separate Categories: §1.904-6
is not controlled by United States sharesould best be met by extending the effec- Treasury and the IRS propose to amend
holders. tive date to cover decontrolling events th%l.904—6(a)(1) to clarify the rules for
This intervening noncontrolled statusoccurred in prior periods. determining the amount of income (in
situation differs from the special situation Consistent with the proposed amendéaCh U.S. separate category) taxed by @
described in 81.904-4(g)(3)(ii), whichments to §1.902—-1(a) and with the approa reign country, in situations in which for-
allows look-through treatment on distrib-taken with respect to the pre-2003 decontrglign law does not provide expense alloca-
utions to a more-than-90-percent Unitedituation, 81.904-4(g)(3)())(QY) of the tion rules. In such cases, for purposes of
States shareholder after August 6, 199proposed regulations provides thatdiStribLHetermining the amount of income taxed
of earnings and profits that were accumuions out of formerly pooled earnings tha[J the foreign country in order to allocate
lated while the distributing corporationare converted to an annual layer of pre-19 nd apportion foreign taxes to separate
was a CFC. In the latter case, pre-acquccumulated profits when a foreign Corpoéategories, a taxpayer must allocate the
sition post-1986 undistributed earnings ofation no longer has a qualifying Shareh0|déxpenses that are deductible under foreigr
a CFC with a more-than-90-percener will be treated as distributions from g, using the same methods that the tax-

United States shareholder were requiregon-look-through 10/50 corporation, evel%ayer uses to allocate expenses that ar

eductible under U.S. law for purposes of
determining the amount of taxable
come.

to be maintained in a non-look-throughif the foreign corporation later becomes
pool prior to the effective date of thelook-through corporation again.
amendment to section 904(d)(2)(E)(i) by The proposed regulations reserve o
TRA 1997. During the entire period thethe treatment of distributions from a 10/50
non-look-through pool was required to bdook-through corporation, including thelVv. Capital Gain and Loss Adjustments:
maintained, the corporation was a CF@eatment of distributions out of earnings1.904(b)-1
that was more-than-90-percent-owned bgnd profits accumulated in periods before
a single domestic  corporation.the taxpayer acquired its stock. COMp g iinn 904(b) capital gain and loss
Accordingly, the rules governing thements are requested on whether additio'&ajustments
effect of the 1997 repeal of the rule limit-al guidance is needed to clarify the rules
ing look-through treatment to earninggoverning distributions from CFCs, and The proposed regulations provide guid-
accumulated while the more-than-90-peren how the regulations should be modiance regarding the rule of section
cent United States shareholder was fied to reflect the rules of section 1105(bp04(b)(2)(A) that foreign source capital
United States shareholder of the distribuef TRA 1997, extending look-throughgain may not exceed the lesser of capital
ing corporation do not provide an approtreatment to distributions from 10/50 corgain net income from sources outside the
priate model for resolving the ongoingporations out of earnings and profits accudnited States or worldwide capital gain
issue addressed by the proposed regul@ulated in post-2002 taxable years. net income. A similar rule applies with
tions. -, . respect to net capital gain. The regula-
Section 904(d)(4) as amended by seg' Additional separate categories tions also provide guidance regarding the
tion 1105(b) of TRA 1997 effective for Treasury and the IRS propose to addile of section 904(b)(2)(B) that capital
taxable years beginning after Decembex new paragraph (m) to §1.904-4, tgains from foreign and U.S. sources, and
31, 2002, will generally extend the look-provide that if section 904(a), (b), andcapital losses from foreign sources, must
through rules to distributions of earninggc) are applied separately to any categde adjusted based on capital gain rate dif-
accumulated by a 10/50 company in posty of income under the Code (for examferential amounts. The proposed regula-
2002 taxable years. Accordingly, nonple, under section 901(j), 865(h), ortions exercise the regulatory authority
look-through 10/50 corporations will not904(g)(10)), that category of incomegranted under section 904(b)(2)(C)
exist after 2002, although 10/50 look<{additional category) will be treated for(authorizing regulations to modify the
through corporations will continue topurposes of the Code and regulationapplication of section 904(b)(2) and (3) to
maintain non-look-through pools of earn{including, for example, section 904(f)) properly reflect capital gain rate differen-
ings and taxes accumulated in pre-2008s if it were a separate category listed itials and the computation of net capital
taxable years. Therefore, if the regulasections 904(d)(1) and 904(d)(3)(F)(i)gain) and section 904(d)(6) (authorizing
tions are finalized prospectively, the effecThis amendment is intended to clarifysuch regulations as may be necessary an
of proposed 81.904-4(g)(3)(1))(A@)(gen- the treatment of such additional sepaappropriate for the purposes of section
erally would be limited to situationsrate categories without the need fof04(d)).



The proposed regulations first providdor double counting of foreign-sourceCode applies reduced tax rates to capita
guidance concerning the adjustment®sses that might result if foreign-sourceyains generally, but the specific taxpayer
required when foreign source capitafjains in one separate category weneas capital losses that equal or excee
gains exceed the lesser of capital gaireduced by reason of foreign-source losgapital gains. Any such elective rule
net income (or net capital gain) fromes that reduce ordinary income in anothevould need to include ordering rules for
sources outside the United States or capeparate category. determining the source, the separate cate
ital gain net income (or net capital gain) The regulations further provide that ifgory, and the rate group of the capital
from all sources. Section 904(b)(2)(A)the taxpayer's capital gain net incoméosses that are taken into account for the
and section 904(b)(2)(B)(i) provide thatfrom sources outside the United Statesurrent taxable year, including those capi-
for purposes of section 904, foreigrexceeds the taxpayer's capital gain neal losses that are currently deductible to
source capital gains that are included imcome from all source.e., where there the extent of $3,000 under section 1211(b)
foreign source taxable income may nois a net U.S. capital loss),pso ratapor- against ordinary income, and those losse:
exceed the lesser of capital gain ndton of such excess reduces the capit#hat are subject to the capital loss carry-
income from sources outside the Unitedain net income from sources outside thever rules.

States or capital gain net income fronUnited States in each of the taxpayer's As noted, section 904(b)(2)(C) grants
all sources. Section 904(b)(2)(A),separate limitation categories and, withimegulatory authority to modify the appli-

(3)(A). Similar rules apply for purposeseach separate category, in each rate grougation of section 904(b)(2) and (3) “to

of determining foreign source net capitallhe pro rata portion is determined basedthe extent necessary to properly reflect
gain. Section 904(b)(3)(B). After theon the relative amounts of net capital gaiany capital gain rate differential under
1986 enactment of separate limitatiofirom sources outside the United States isection 1(h) or 1201(a) and the computa-
categories in section 904(d), the issueach separate category or rate group. tion of net capital gain.” The proposed
arises as to the extent to which foreign In addition, the proposed regulationgegulations exercise this authority and
source capital gains should be adjustegftovide guidance on adjusting capitahdjust the section 904(b)(2)(B) calcula-
if the taxpayer has foreign source capitajains and foreign capital losses to refledtons to reflect the fact that, for taxable
gains and losses in more than one sepeapital gain rate differentials. Sectioryears ending after May 6, 1997, section
rate category. 904(a) limits the foreign tax credit to thel(h) contains multiple capital gains

The proposed regulations provide thaesser of 1) foreign tax paid or accruediates. The proposed regulations thus
foreign source capital gains included iror 2) pre-credit U.S. tax multiplied by arequire that capital gain net income,
foreign source taxable income in any segd¥raction equal to foreign source taxabldrom sources outside the United States
arate category are reduced by reason mfcome over worldwide taxable incomeand from all sources, must be adjustec
section 904(b)(2)(A) and section(the limitation fraction). Multiplying the pursuant to section 904(b)(2)(B)(i) and
904(b)(2)(B)(i) only by foreign source pre-credit U.S. tax by the limitation frac-(ii) by the rate differential portion of
capital losses in the same separate catedmn is meant to determine the portion otach rate group of the taxpayer’s net
ry and by a ratable portion of the excess dJ.S. taxes that are attributable to foreigoapital gain from sources outside the
capital gain net income from foreignsource income. Section 904(b)(2)(BUnited States and from all sources,
sources (in the aggregate, considering aldjusts capital gains in the numerator angtspectively.
of the taxpayer’s separate categories) ovdenominator, and foreign source capital The proposed regulations also provide
capital gain net income from all sourcesosses in the numerator, of the limitatiorguidance on adjusting foreign source cap:
(considering capital gains and losses frorfraction if capital gains are taxed at loweital losses under section 904(b)(2)(B)(iii).
sources within and outside the Unitedates than ordinary income, as is ofteifhe regulations clarify that such capital
States, from all of the taxpayer’s separatihne case under current law for individuiosses (after netting against foreign source
categories). Thus, the proposed rulals. Unless capital gains and foreigrapital gains in the same rate group, a
would reduce capital gain net incomeapital losses are adjusted to account falefined in the regulations) should be
from foreign sources in any separate cat¢his difference, the limitation fraction reduced based on the tax rate applicabl
gory only if the taxpayer has a net U.S.will not accurately reflect the portion ofunder section 1(h) to the net capital gains
source capital loss, and not in instancetbe total pre-credit U.S. tax that is propthat are offset by such net capital losses ir
where foreign-source capital gains in onerly attributable to foreign sourcethe determination of the taxpayer's tax-
separate category are offset only by forincome. able income. Although  section
eign-source capital losses from another The rate differential adjustments to904(b)(2)(B)(iii) provides for such adjust-
separate category. This rule implementsapital gains and foreign source capitahent in instances when net foreign losse:
Congress’s intent  that  sectionlosses, under section 904(b) and the prévave offset U.S. source capital gains, the
904(b)(2)(A) and section 904(b)(2)(B)(i)posed regulations, apply only if the speexistence of multiple separate categories
should prevent foreign-source capitatific taxpayer has net capital gain that iafter 1986 may result in foreign source
gains from inappropriately increasing thesubject to reduced tax rates for the taxabtapital gains and losses in separate cate
numerator of the foreign tax credit limita-year. Treasury and the IRS request congories offsetting one another. Therefore,
tion fraction under section 904(a) if thosaments with respect to applying on an eledhe regulations require adjustment of for-
capital gains were offset by U.S.-sourcéive basis adjustments based on rate digign capital losses that offset foreign
capital losses, while avoiding the potentialerentials for taxable years in which thesource capital gains associated with dif-



ferent capital gains rates, in addition talations provide that, for purposes of In addition, taxpayers requested clarifi-
foreign capital losses that offset U.Sapplying section 904(b) in determiningcation on the application of the carryover
source capital gains. the AMT foreign tax credit, the maximumprovisions in taxable years following sec-
In determining which capital gains areAMT rates should be used rather than thiéion 904(j) election years. Because high-
offset by capital losses from sources outrates specified in section 1. taxed income, as defined in section
side the United States in different rate In addition, the regulations clarify that904(d)(2)(F), is calculated by reference to
groups, the proposed regulations providsection 904(b)(2)(B)(ii) (relating to capi-the highest rate of tax specified in section
that net capital losses from sources withital gains from all sources), as well as sed- or 11 (whichever is applicable),
the United States will not be taken intdion 904(b)(2)(B)(i) and (iii) (relating to Treasury and the IRS expect that some
account, in order to simplify this determi-foreign source capital gains and lossefdividual taxpayers who are eligible to
nation. Treasury and the IRS requesespectively) apply (in modified form, aselect the application of section 904(j) may
comments regarding whether the regulgrovided in section 59) to the determinahave foreign tax credit carryovers in the
tions should take net capital losses frortion of the AMT foreign tax credit. The passive income category.
sources within the United States intaegulations also clarify that section 904(b) The proposed regulations clarify that
account for such purposes, and, if so, whatpplies to taxpayers electing to apply ththe amount of a foreign tax credit carry-
type of ordering rules should be applied.simplified foreign tax credit limitation over to or from a non-section-904(j)-elec-

The IRS is considering providing arules under section 59(a)(4). tion year is not reduced to account for the
simplified worksheet for performing the o ) o part of the carryover that (but for section
section 904(b)(2)(B) adjustments in the/- Coordination of Section 904(j) with  gn4(j)) could have been used in interven-
Form 1116 instructions, for taxpayerscarryforward and Carryback Rules: ing section 904(j)-election years. Section
whose capital gains are subject only to 181.904() 904(j) was intended to allow taxpayers to

or 20 percent tax rates under section 1(h) gaction 904(j) allows a taxpayer to?void computing the section 904(a) limi-
(similar to the simplified worksheet pro-g4jact not to apply section 904(a) (the fortation fraction. See Committee on the
vided in the 1999 Form 1040 instruction%ign tax credit limitation fraction) if the Budget, U.S. House of Representatives,
as an alternative to Schedule D for taxt'axpayer’s creditable foreign taxes paid oReport on Revenue Reconciliation Act of
payers whose capital gains are subjegl.cryed for the year are $300 or lest997, June 24, 1997, at 520-21.
only to 10 and 20 percent tax rates und £600 or less for joint filers), the taxpay_Requiring taxpayers to compute the
section 1(h)). Treasury and the IR$pg foreign source gross income consis@nount of carryover that could have been

request comments on this approach. entirely of passive income, and suclysed in the election year would be incon-

B. Appropriate tax rates for AMT foreign NcOme and taxes are reported to the ta?lSti?t Wltf:j_tthe Statytoryl purpose c|>f mak(;
tax credit calculation payer on a payee statement. If a taxpaytld 1€ Credit provisions less complex an
elects to apply section 904(j) for any tax/ess burdensome for ta>l<payers.W|th small
The proposed regulations provide thaable year, no foreign taxes paid or accruegnounts of solely passive foreign-source
the alternative minimum tax (AMT) rates,in such year may be carried over to an{)cOMe reported on payee statements.
rather than the regular tax rates, apply fasther year, and no foreign taxes paid dyl@xPayers may, of course, choose to per-
purposes of carrying out the sectiorccrued in any other year may be carrig™™m the calculations to determine
904(b) capital gains rates adjustments faver to the section 904(j) election year. Whether electing the application of section
the AMT foreign tax credit. Section The proposed regulations clarify that £040) would be more advantageous for
904(b) generally adjusts capital gains anthxpayer may elect to apply section 904(j€M. particularly for years in which a for-
foreign source capital losses based on ther a taxable year only if all of the taxe<i9n tax credit carryover will expire.)
difference between the maximum U.S. tapaid or accrued for the taxable year and for HOWever, the section 904()) election
rate and the tax applicable to capital gainshich a credit is allowable to the taxpayef0€S not extend the carryforward and car-
under section 1(h). This adjustment isinder section 901 for the taxable year af¥Pack periods under section 904(c). For
necessary to calculate more accurately theeditable foreign taxes (as defined in se€*@mple, if a carryforward expires in
amount of U.S. tax that is attributable tdion 904(j)(3)(B). For example, suppose?000; and the taxpayer elects the applica-
foreign source income (as determined bthat in year 2, the taxpayer accrues arfiPn Of section 904 () for the 2000 taxable
application of the section 904(a) fraction)pays foreign tax that was not shown on ¥€& the carryforward cannot be used in
Section 59(a)(1)(B) provides that thepayee statement furnished to the taxpay&PC0 (Pursuant to section 904()(1)(C)) or
AMT foreign tax credit must be deter-and that is related to general limitatiol" @ later year (pursuant to the expira-
mined as if “section 904 were applied ofincome that was recognized and includefion of the carryforward period).
the basis of alternative minimum taxablén income for U.S. tax purposes in year 1. Similarly, the determination of whether
income,” and therefore requires the applilf the foreign taxes in the general limitatiof1€ t@xpayer paid or accrued more than
cation of section 904(b) in determiningcategory are creditable under section 901300 (Or $600) of creditable foreign taxes
the AMT foreign tax credit. In order tofor year 2, the taxpayer may not elect t& Made without regard to carryovers. For
reflect more accurately the amount of preapply section 904()) for year 2, even if alEX@mPple, a single taxpayer who pays $300
credit tentative minimum tax attributableof the taxpayer's income in year 2 is quali®f creditable foreign taxes in 2001, and
to foreign source AMT income, these regfied passive income. has a $500 carryover to 2001 from a pre-



vious yeatr, is eligible to elect the applicasecurity procedures, visitors must enter a1.S.C. 902(c)(7). * * *
tion of section 904(j) for the 2001 yearthe 13" Street entrance, located betweeSection 1.904—4 also issued under 26
However, if the election is made, the taxConstitution and Pennsylvania Avenued,).S.C. 904(b)(2)(C) and 904(d)(5).
payer cannot claim a credit in 2001 for th&lW. In addition, all visitors must presentSection 1.904-5 also issued under 26
$500 otherwise treated as a carryover. photo identification to enter the building.U.S.C. 904(d)(5).
) Because of access restrictions, visitorSection 1.904—6 also issued under 26

VI. Removal of Example in 81.954-2 i not be admitted beyond the immedi-U.S.C. 904(d)(5).

The proposed regulations removéte entrance area more than.15 mingt&ction 1.904-7 also issued under 26
Example 2 under §1.954-2(b)(2)(iv), before the.hearmg starts. For informatiot).S.C. 904(d)(5). ** *
whi_ch was intended to illustrate the app"ab_ou.t having your name placed on .thd%ar_ 2. Section 1.902—-0 is amended by:
cation of the rules under §1_954_2(b)(25JU|Id|ng access list to attend the hearing, 1. Revising the entry for 81.902-1(a)
for the exception from foreign personafSee the “FOR ,',:URT.HER INFORMA_ (135(ii) J Y '
holding _company for certain -exportTION CONTACT? section of this pream- 5550y o iy for 51.902-1(a)
financing interest. Treasury and the IR 1;he wles of 26 CFR 601 601(a)(3)(13)(”i)'
iy oo, o a9 e heating. Pesons o wsh fp e T¥Sors s sctons s s o

son, it is being removed. Comments arBresent oral comments at the hearing muls:

invited concerning whether a replacemerUPmit electronic or written commentsgy 902_0 Qutline for regulations

example is necessary. and an outline of the topics to be dispisions for section 902.
cussed and the time to be devoted to each

Special Analyses topic (signed original and eight (8)*****

. . . copies) by April 5, 2001. A period of 10 ) )
It has been determined that this noticg,inutes will be allotted to each person fop1.902-1 Credit for domestic corporate

of proposed rulemaking is not a Signiﬁ'making comments. An agenda showin hareholder of a foreign corporation for
cant regulatory action as defined in,q scheduling of the speakers will be prf_oreign income taxes paid by the foreign
Executive Order 12866. Therefore, a reG5ared after the deadline for receiving outcorporation.

ulatory assessment is not required. It al§ges has passed. Copies of the agen ‘%

has been determined that section 553(Q)i pe available free of charge at the hearr;3) ««
of the Administrative Procedure Act (5;,

U.S.C. chapter 5) does not apply to these™ (i) Resumption of pooling.
regulations, and because the regulatiorBrafting Information i"l)* E)iamples.

do not impose a collection of information o . .
on small entities, the Regulatory The principal author of these proposed Par 3. Section 1.902-1 is amended a

Flexibility Act (5 U.S.C. chapter 6) doesreg_ulations is Rebe_:cca I Rqsenberg of tHellows: o
not apply. Pursuant to section 7805(f) oPffice of Associate Chief Counsel 1. Paragraph (a)(8)(ii) is amended by
the Code, this notice of proposed rule(International), within the Office of Chief revising the second sentence.

making will be submitted to the chiefCounsel, Internal Revenue Service. 2. Paragraph (a)(10)(i) is revised.
Counsel for Advocacy of the SmaliHowever, other personnel from the IRS 3. Paragraph (a)(10)(iii) is amended by

Business Administration for comment orfNd Treasury participated in their developrevising the last sentence and adding on

their impact on small business. ment. sentence. _
*okok ok ok 4. Paragraphs (a)(13)(i)(A) and (a)(13)
Comments and Public Hearing ()(B) are revised.
_ Proposed Amendments to the 5. Paragraphs (a)(13)(i)(C) and (a)(13)
Before these proposed regulations aregulations (i)(D) are added.

adopted as final regulations, consideration
will be given to any electronic or written _
comments (a signed original and eight (g P& amended as follows:

Accordingly, 26 CFR part 1 is proposed 8- Paragraph (a)(13)(ii) is revised.
7. Paragraph (a)(13)(iii) is added.

The revisions and additions read as fol-

copies) that are submitted timely to theapT 1—INCOME TAX: TAXABLE lows:

IRS. The IRS and TreaSUry Depal’tmen{zEARS BEGINNING AFTER

request comments on the clarity of th¢yecEMBER 31, 1953 §1.902-1 Credit for domestic corporate
proposed rules and how they can be made shareholder of a foreign corporation for

easier to understand. All comments will Paragraph 1. The authority citation foforeign income taxes paid by the foreign
be available for public inspection andpart 1 is amended by removing the entrgorporation.
copying. for “Section 1.902-1 and 902-2" and

A public hearing has been schedule@1.904-4 through 1.904-7", and adding (@) >~
for April 26, 2001, beginning at 10 a.m.entries in numerical order to read in part @ o o
in the IRS Auditorium, Internal Revenueas follows: (if) *** Foreign income taxes (other
Building, 1111 Constitution Avenue, Authority: 26 U.S.C. 7805 * * * than taxes attributable to formerly pooled

NW., Washington, DC. Due to building Section 1.902—1 also issued under 26 €amings that are maintained in United
States dollars) that are deemed paid witt



respect to a distribution of pre-1987 accuStates dollars at the spot exchange rate éign income taxes but converted such
mulated profits shall be translated froneffect on the date of the distributionpools to pre-1987 accumulated profits
the functional currency of the lower-tierexcept that foreign income taxes attribut(formerly pooled earnings) and associated
corporation into dollars at the spotable to formerly pooled earningspre-1987 foreign income taxes because
exchange rate in effect on the date of théescribed in the third sentence of parasuch ownership requirements were not
distribution. * * * graph (a)(10)(i) of this section shall bemet as of the close of a subsequent post
*ok ok koK maintained in United States dollars a4986 taxable year, then the post-1986
(20) * * * (i) The term pre-1987 accu- originally translated in accordance withundistributed earnings and post-1986 for-
mulated profits means the amount of theection 986(a). Post-1986 foreign incomeign income taxes of the foreign corpora-
earnings and profits of a foreign corporataxes attributable to such formerly pooledion shall be determined by taking into
tion computed in accordance with sectioearnings shall be treated as pre-1987 foaccount only taxable years beginning on

902 and attributable to its taxable yearsign income taxes. and after the first day of the first such sub-
beginning before January 1, 1987 (prex* *** sequent taxable year of the foreign corpo-
1987 earnings). If the special effective (13) * ** (i) * * * ration as of the end of which such owner-

date of paragraph (a)(13)(i) of this section (A) The post-1986 undistributed earnship requirements are met and ending
applies, pre-1987 accumulated profits alsmgs and post-1986 undistributed foreigmefore the first day of a subsequent tax-
includes any earnings and profits (comincome taxes of the foreign corporatiorable year in which such ownership
puted in accordance with section 964(aghall be determined by taking into accourtequirements are not met as of the end of
and 986) attributable to the foreign corpoenly consecutive taxable years beginninthe taxable year. The post-pooling earn-
ration’s taxable years beginning afteon and after the first day of the first taxings, formerly pooled earnings, pre-pool-
December 31, 1986, but before the firsable year of the foreign corporation as oihg earnings, and pre-1987 earnings of
day of the first taxable year of the foreigrthe end of which the ownership requiresuch a foreign corporation shall continue
corporation in which the ownershipments of section 902(c)(3)(B) and parato be considered pre-1987 accumulated
requirements of section 902(c)(3)(B) andiraphs (a)(1) through (4) of this sectiomprofits. The rules of paragraph
paragraphs (a)(1) through (4) of this seare met and ending before the first day df)(13)(i)(B) through (D) of this section
tion are met with respect to that corporaa subsequent taxable year in which sudhall apply if such a foreign corporation
tion (pre-pooling earnings). Pre-1987wnership requirements are not met as @fgain becomes a less-than-10%-U.S.-
accumulated profits also includes anyhe end of the taxable year; owned foreign corporation.
post-1986 undistributed earnings formerly (B) Earnings and profits accumulated (i) Examples The following examples illus-
maintained by a less-than-10%-U.S.prior to the first day of the first taxablel'at the special effective date rules of this paragraph
owned foreign corporation (as defined iryear of the.foreign corporatiorj as of 'théa)gfgmple 1 As of December 31, 1991, and since
§1.904-4(g)(1)) that are attributable to thend of which such ownership requiréss incorporation, foreign corporation A has owned
foreign corporation’s taxable years beginments are met shall be considered praeo percent of the stock of foreign corporation B.
ning after December 31, 1986, as of th&987 accumulated profits (which mayCorporation B is not a controlled foreign corpora-
end of which such ownership requireinclude both pre-pooling earnings and©"- Corporation B uses the calendar year as s tax-
. . able year, and its functional currency is the u.
mems were met (formerly pooled garnpre-1987 earnings); . Assume 1u equals $1 at all relevant times. On April
ings). Such formerly pooled earnings (C) Formerly pooled earningsi, 1992, Corporation B pays a 200u dividend to
shall be considered pre-1987 accumulatetkscribed in paragraph (a)(10)(i) of thisorporation A and the ownership requirements of
profits of the last taxable year of the forsection shall be considered pre-198%ection 902(c)(3)(B) and paragraphs (a)(1) through
eign corporation in which such ownershiccumulated profits of the taxable yeaf®) ©f this section are not met at that time. On July

. o X 1, 1992, d ti tion M purch 10 per-
requirements were met as of the end of trending immediately before the next tax: CMESHE corporation 1 purenases - per

; ! “*cent of the Corporation B stock from Corporation A
taxable year. Pre-1987 accumulated proéble year in which such ownershipang, for the first time, Corporation B meets the own-
its also includes earnings and profits accuequirements are not met as of the end efship requirements of section 902(c)(3)(B) and
mulated during subsequent taxable yeatke taxable year; and paragraph (&)(2) of this section. Corporation M uses
of such a less-than-10%-U.S.-owned for- (D) Earnings and profits accumulated"® calendar year as its taxable year. Corporation B
eign corporation as of the end of whicton and after the first day of a taxable ye gjPes not distribute any dividends to Corporation M
. . ) ) aJuring 1992. For its taxable year ending December
such ownership requirements were naif the foreign corporation as of the end 081, 1992, corporation B has 500u of earnings and
met (post-pooling earnings). All fourwhich such ownership requirements argrofits (after foreign taxes but before taking into
types of pre-1987 accumulated profitsiot met shall be considered pre-198ccount the 200u distribution to Corporation A) and
described in this paragraph (a)(10)(i) araccumulated profits (post-pooling earnPays 100u of foreign income taxes that is equal to

also sometimes referred t ] lin $100. Pursuant to paragraph (a)(13)(i) of this sec-
0 as pre-poolinggs). tion, Corporation B’s post-1986 undistributed earn-

annual layers. (i) Resumption of poolinglf the own-  ings and post-1986 foreign income taxes will include

*ok ok kK ership  requirements  of  sectionearnings and profits and foreign income taxes attrib-

(i) * * * Foreign income taxes 902(c)(3)(B) and paragraphs (a)(1)table to Corporation B's entire 1992 taxable year

deemed paid with respect to a distributiothrough (4) of this section are again m%”d all subsequent taxable years beginning before

of pre-1987 accumulated profits shall bevith respect to a foreign corporation tha& ¢ date these regulations are published as final reg
; o . ) lations in thé=ederal Register as well as later tax-

translated from the functional currency obriginally maintained pools of post-1986apie years as of the end of which the ownership

the distributing corporation into Unitedundistributed earnings and post-1986 forequirements of section 902(c)(3)(B) and paragraphs



(a)(1) through (4) of this section are met. Thus, thencome taxes (50u/500u x 100u) with respect to the * * * *
April 1, 1992, dividend to Corporation A will reduce dividend. Both the dividend and the deemed-paid (3 * k%

post-1986 undistributed earnings to 300u (500u taxes are translated into dollars at the spot exchange

200u) under paragraph (a)(9)(i) of this section. Theate on the dividend date, under the law in effect
foreign income taxes attributable to the amount digprior to the effective date of the Tax Reform Act of
tributed as a dividend to Corporation A will not be1986. See paragraphs (a)(10)(i) and (ii) of this sec- Or less-than-10%-U.S.-owned status.
creditable because Corporation A is not a domestion.

shareholder. Post-1986 foreign income taxes, how- Par. 4. Section 1.904-0 is amended as (2) Pool-terminating event.

ever, will be reduced by the amount of foreign taxegg||g\s:

attributable to the dividend. Thus, as of the begin-
ning of 1993, Corporation B has $60 ($100- [$100 x
40% (200u/500u)]) of post-1986 foreign income®
taxes. See paragraphs (a)(8)(i) and (b)(1) of this sec-
tion.

Example 2 The facts are the same ag&xample

1, except that Corporation M sells five percent of th .
O))(V).

Corporation B stock to an unrelated buyer on July
2003, so that Corporation B no longer meets the

by:
a.

b. Removing the entry for paragraph

c. Revising the entries for paragraph

(i)***

(C) Effect of intervening noncontrolled

(1) Pre-2003 decontrolling event.

* k k % %

1. The entries for §1.904—4 are amend-

(4) Special rule for dividends paid by a
10/50 look-through corporation.

Revising the entry for paragraphs * » * x

(b)2)(iii).

(m) Income treated as allocable to an
additional separate category.

* k ok ok k

ownership requirements of section 902(c)(3)(B) andg) and (g)(1), adding entries for para§1_-904(b)—1 Special rules for capital
paragraphs (a)(1) through (4) of this section as ajraph (g)(1)(i) through (g)(1)(iii), and gains and losses.

that date.

Thus, as of December 31, 2003ﬁevising

the entry for paragarph

Corporation B’s earnings and profits all consist of, .
o e e P (9)(3)G)(C).

pre-1987 accumulated profits, comprising pre-198
earnings for years beginning prior to January 1,

d. Adding entries for paragraphs

1987, pre-pooling earnings for taxable years 198¢Q)(3)(1)(C)(), (9)(3)())(C)@), and (g)(4).

through 1991, no earnings for 1992 through 2001,
formerly pooled earnings for 2002 (comprising
Corporation B’s post-1986 undistributed earningsa
for 1992 through 2002), and post-pooling earnings
for 2003. Dividends paid by Corporation B to

e. Adding an entry for paragraph (m).
2. The entries for §1.904(b)-1 are

mended by:

a. Revising section heading and the

Corporation M at any time during 2003 will be con-entries for all of paragraphs (a), (b), and
sidered paid out of pre-1987 accumulated profitg(C).

See paragraphs (a)(10) and (a)(13)(i) of this section.

b. Adding entries for paragraphs (d),

However, Corporation M will be eligible to claim aée), (f), (g), and (h)

deemed-paid credit only with respect to dividend
received on or before July 1, 2003. See paragraphs

3. Revising the entries for all of

(a)(1) and (12) of this section and §1.902-3(a)(1$1.904(b)-2.

and (7).

4.

Removing all the entries for

Example 3 The facts are the same agxample §81.904(b)-3 and 1.904(b)—-4.

2, except that Corporation M purchases an addition-
al five percent of the stock of Corporation B on July
1, 2004, so that Corporation B again meets the own-

5. Adding entries for §1.904(j)—1.

The revisions and additions read as fol-

ership requirements of section 902(c)(3)(B) andOWS:

paragraphs (a)(1) through (4) of this section on

December 31, 2004. As of the end of 2004, assunfl.904-0 Outline of regulation
Corporation B has 500u of post-1986 undistributegprovisions for section 904.

earnings (after foreign taxes but before taking into

account distributions during 2004) and $100 of postt * * * *

1986 foreign income taxes attributable to 2004, 500u

of post-pooling earnings and 100u of pre-1987 for§1.904—4 Separate application of section
eign income taxes attributable to 2003, and 1500u @04 with respect to certain categories of

formerly pooled earnings and $250 of pre-1987 formco

eign income taxes attributable to 2002 (comprising

me.

Corporation B’s post-1986 undistributed earnings: x x x *

and post-1986 foreign income taxes for 1992
through 2002). Corporation B pays dividends to its
shareholders of 500u on March 1, 2004, and 500u on
September 1, 2004. The March 1, 2004, dividend is

(b) * K %
(2) * k* %
(i) Example.

out of Corporation B’s post-1986 undistributed earn* * * x *

ings in its entirety, and reduces Corporation B’s post-
1986 undistributed earnings and post-1986 foreig
income taxes to zero, even though no shareholder

(g) Noncontrolled section 902 corpora-

ﬁgn and non-look-through 10/50 corpora-

eligible to claim a credit for deemed-paid taxes. SelON.

paragraphs (a)(8)(i) and (b)(1) of this section. The
September 1, 2004, dividend is out of 2003 post-
pooling earnings, and reduces 2003 post-pooling
earnings and foreign income taxes to zero.
Corporation M, which is a 10% domestic sharehold-
er of Corporation B on that date and receives a divi-
dend of 50u, is deemed to have paid 10u of foreign

(1) Corporate-level accounts and treat-
ment of distributions to shareholders.
() Definitions.

(i) Accounts at foreign corporation
level.

(iii) Inclusion at shareholder level.

(a) Capital amounts included in taxable
income from sources outside the United
States.

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

(i) In general.

(i)  Allocation of reduction among
multiple separate categories or rate
groups.

(2) Capital losses from sources outside
the United States in the same separat
category.

(38) Exclusivity of rules; no reduction
by reason of net capital loss from
sources outside the United States in ¢
different separate 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 adjustment exists.
(c) Rate differential adjustment of cap-
ital gains.

(1) Rate differential adjustment of cap-
ital gains in foreign source taxable
income.

(2) Rate differential adjustment of cap-
ital gains in entire taxable income.

(d) Rate differential adjustment of cap-
ital losses from sources outside the
United States.

(1) In general.

(2) Determination of which net capital
gains are offset by net capital losses
from sources outside the United States
(e) Definitions.

(1) Alternative tax rate.

(2) Capital gain net income.



(3) Net capital gain. 9. Five sentences are added at the emdlue of the stock. For purposes of this

(4) Rate group. of newly designated paragraph (g)(1)(i). paragraph (b)(2)(ii), indirect ownership

(i) Capital gains. 10. Paragraphs (g)(1)(ii) and (iii) areshall be determined under section 318 and

(i) Capital losses. added. the regulations under that section.

(5) Terms used in sections 1(h), 904(b) 11. The heading of paragraph (i) * **

or 1222, (9)(3)(1)(C) is revised and the text to para- Example*** Some of the franchisees are unre-

() Examples. graph (g)(3)(i)(C) is added. lated to S and P. cher franchisees are rglated toy <

(g) Coordination with overall foreign 12. The tgxt ofExample 2through Sguitfyngflfﬁioigﬁrgﬁiﬂ.seg Egﬁeﬁgtgﬁ; g;tsps

loss recapture rules. Example 4 is added to paragraphgoes satisfy, the active trade or business require-

(h) Effective date. @)R)([H(D). ments of section 954(c)(2)(A) and the regulations

i thereunder. The royalty income earned by S with

81.904(b)-2 Special rules for 12 ?’?}??;igzégé(ﬁllfd?i?etge end ofegard to both its reIZtec}/and unrelated franZhisees i

- foreign personal holding company income because S
paragraph (I)(l)(v) is removed. does not satisfy the active trade or business require-
15. The period at the end of paragrapfents of section 954(c)(2)(A) and, in addition, the

application of section 904(b) to
alternative minimum tax foreign tax

credit (N(2)(vi) is removed and “; and” is addedroyalty income from the related franchisees does not
e . ini lify for the same country exception of section
(a) Application of section 904(b)(2)(B) N its place. dua .

adjustments 16. Paragraph (I)(1)(vii) is added. 954(c)(3). However, a_II _of _the_ royalty income
: ] o 17. Paragraph (m) is added earned by S is general limitation income to S under

(b) Use of alternative minimum tax - raragrap added. §1.904-4(b)(2)(ii) because P, a member of S's affili-
rates. The revisions and additions read as folyted group (as defined therein), satisfies the active
(1) Taxpayers other than corporations'.ows: trade or business test (which is applied without

o ) regard to whether the royalties are paid by a related
81.904-4 Separate application of sectiomperson). S's royalty income that is taxable to P

904 with respect to certain categories of under subpart F and the royalties paid to P are gen-
eral limitation income to P under the look-through

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

* k k % %

§1.904()-1 Certain individuals exempt income. rules of §1.904-5(c)(1)(i) and (c)(3), respectively.
: - * kK Kk k *ok ok ok ok
from foreign tax credit limitation. (b) *** (g) Noncontrolled section 902 corpo-

(a) Election available only if all foreign  (2) * * * (i) * * * For rents and royal- ration and non-look-through 10/50 corpo-
taxes are creditable foreign taxes.  ties paid or accrued more than 60 day@tion—(1) Corporate-level accounts and
(b) Coordination with carryover rules. after the date these regulations are pufatment — of  distributions  to
(1) No carryovers to or from e|ecti0h|i8hed as final regulations in theederal Shareholders—(l) .Defmltl(?ns e
year. Register, passive income does not includd=xcept as otherwise provided, the term
(2) Carryovers to and from other yeargny rents or royalties that are derived inOk'thrOUgh .Corporatlc_’n” me.ans a for-
determined without regard to e|ecti0rfhe active conduct of a trade or busines§!dn corporation that is SUbJeCt to the

years. regardless of whether such rents or royalook-through rules of section 904(d)(3) or
(3) Determination of amount of cred-ties are received from a related or an unréection 904(d)(4) (as in effect for taxable
itable foreign taxes. lated person. * * * years beginning after December 31,

(c) Examples. (i) Exception for certain rents and roy-2002). The term “non-look-through 10/50
Par. 5. Section 1.904—4 is amended adties Rents and royalties are consideregorporation” means any foreign corpora-
follows: derived in the active conduct of a trade dion that is not a look-through corporation
1. Paragraph (a) is amended by remofusiness by a United States person or bya&d with respect to which a domestic cor-
ing the period at the end and adding theontrolled foreign corporation (or otherporation meets the stock ownership
language “, or in §1.904—4(m) (additionaEntity to which the look-through rulesrequirements of section 902(a), or, for

separate categories).” apply) for purposes of section 904 (but ng@urposes of applying the look-through
2. The first sentence of paragrap]fpr purposes of section 954) if the requirer|eS described in S.eCtlon 904(d)(3) and
(b)(2)(i) is revised. ments of section 954(c)(2)(A) are satis§1.904-5l, a domestic co_rporatlon meets
3. Paragraph (b)(2)(ii) is revised. fied by one or more corporations that arée requirements of section 902(b). The

4. Paragraph (b)(2)(iii) is removed. members of an affiliated group of corpoferm “less-than-10%-U.S.-owned foreign

5. Paragraph (b)(2)(iv) is redesignate¢ations (within the meaning of sectionCOfprfatIQn" means a foreign corporation
as paragraph (b)(2)(iii). 1504(a), determined without regard tdhat is neither a look-through corporation

6. The last three sentences of theection 1504(b)(3)) of which the recipienfior @ non-look-through 10/50 corpora-
Examplein newly designated paragraphs @ member. For purposes of this pardion. The term “look-through pool”
(b)(2)(iii) are revised and three new sengraph (b)(2)(ii), an affiliated group means the post-1986 undistributed earn-

tences are added at the end. includes only United States corporation§gs of a foreign corporation that are sub-
7. The paragraph heading for paraand foreign Corporations that are COI"I.l'_eCt to the Iook—through provisions of Se.C'
graph (g) is revised. trolled foreign corporations in which tion 904(d)(3) or section 904(d)(4) as in

8. Paragraph (g)(]_) is redesignated égnited States members of the affiliated?ffeCt for taxable years beginning after
paragraph (g)(1)()) and a new heading igroup own, directly or indirectly, at leastDecember 31, 2002. The term “non-look-
added for paragraph (g)(1). 80 percent of the total voting power andhrough pool” means the post-1986 undis-



tributed earnings of a foreign corporatiomoncontrolled section 902 corporatioriated prior to, and distributed after, the
that were accumulated (or treated as accwith respect to the taxpayer. Thereforejecontrolling event. In determining
mulated) while the foreign corporationdividends paid to an individual shareholdwhether the look-through rules apply to
was a non-look-through 10/50 corporaer by a non-look-through 10/50 corporaearnings and profits maintained at the dis-
tion. tion, or by a controlled foreign corpora-tributing corporation level, earnings and
(i) Accounts at foreign corporation tion out of a non-look-through pool, will profits accumulated or distributed in the
level The post-1986 undistributed earnbe treated as passive income. Similarlyaxable year in which a decontrolling event
ings of a controlled foreign corporation ordividends paid to an individual shareholdeccurs shall be considered accumulated ©
other look-through corporation may coner by a look-through corporation that igdistributed after the decontrolling event,
sist of look-through pools (comprisingnot a controlled foreign corporation will respectively. However, in determining
post-1986 undistributed earnings accumube treated as passive income to such indithether a dividend recipient is entitled to
lated during periods when the foreign corvidual, even if the individual owns 10 per-look-through treatment with respect to a
poration was, or was treated as, a lookeent or more of the distributing corporaparticular distribution, only the sharehold-

through corporation, which may includetion’s stock. er's status and ownership of stock at the
post-1986 undistributed earnings in one or* * * * time it receives the dividend is relevant.
more non-look-through pools attributable (3) * * * See 81.902-1(a)(1) and paragrapf
to dividends paid to the look-through cor- (i) * * * (9)(2)(iii) of this section.

poration by each separate non-look- (C) Effect of intervening noncontrolled (2) Pool-terminating event If a look-
through 10/50 corporation), as well as oner less-than-10%-U.S.-owned statdfl) through corporation or a non-look-
or more non-look-through pools (includ-Pre-2003 decontrolling event If a con- through 10/50 corporation becomes a
ing post-1986 undistributed earninggrolled foreign corporation becomes a nonless-than-10%-U.S.-owned foreign corpo-
accumulated during periods when the fotook-through 10/50 corporation, for exam+ation, for example, by reason of the cor-
eign corporation was, or was treated as, [@e, by reason of the corporation’s issuangeoration’s issuance of additional stock or
non-look-through 10/50 corporation).of additional stock or the disposition ofthe disposition of stock by the corpora-
Similarly, a look-through corporation’s stock by the corporation’s controllingtion’s United States shareholders (a pool-
pre-pooling annual layers, as defined itUnited States shareholders to foreign peterminating event), and retains that status
§1.902-1(a)(10)(i), may or may not besons in a taxable year of the controlled foras of the end of the foreign corporation’s
subject to the look-through rules, depenceign corporation beginning before Januartaxable year, then earnings and profits tha
ing on whether the corporation was, of,, 2003, (a decontrolling event), and retaingiere accumulated before the pool-termi-
was treated as, a look-through corporatiothat status as of the end of the foreign conating event will at all times thereafter be
at the time the earnings were accumulaporation’s taxable year, then earnings angleated as pre-1987 accumulated profits
ed. profits that were accumulated before thaccumulated by a non-look-through 10/50
(iii) Inclusion at shareholder levelA decontrolling event during periods whercorporation in  accordance  with
particular dividend recipient will be enti-the corporation was a controlled foreigrg§1.902—-1(a)(10) and (13). Distributions
tled to look-through treatment withcorporation will at all times thereafter beof such earnings and profits after the pool-
respect to a particular distribution from dreated as earnings and profits accumulatéerminating event will not be subject to
controlled foreign corporation only if theby a non-look-through 10/50 corporationthe look-through rules of §1.904-5, even
recipient is a United States shareholder, de corporation’s post-1986 undistributedf the corporation subsequently becomes «
defined in section 951(b) taking intoearnings (or deficits in post-1986 undistriblook-through corporation again. Earnings
account section 953(c), of the controlledited earnings) in each separate categoayd profits accumulated or distributed in
foreign corporation at the time it receiveshall be combined into, and constitute théhe taxable year in which a pool-terminat-
the dividend. Therefore, a dividend distri-opening balance of, a single non-looking event occurs shall be considered accu
bution from a controlled foreign corpora-through pool of post-1986 undistributednulated or distributed after the pool-ter-
tion to a United States shareholder will bearnings accumulated in taxable yeansinating event, respectively. However, in
characterized under the look-throughtbeginning before January 1, 2003. The codetermining whether a dividend recipient
rules, whereas a dividend distribution to @oration’s post-1986 foreign income taxess entitled to look-through treatment with
less-than-10% shareholder of the conn each separate category shall similarly bespect to a particular distribution, only
trolled foreign corporation will be treatedcombined into a single category of postthe shareholder’'s status and ownership o
as passive income. Similarly, under sect986 foreign income taxes attributable tstock at the time it receives the dividend is
tion 904(d)(1)(E), only a corporate sharethe non-look-through pool. Distributions ofrelevant. See 81.902-1(a)(1) and para
holder calculates a separate foreign tesuch earnings and profits after the decomraph (g)(1)(iii) of this section.
credit limitation for dividends from eachtrolling event will not be subject to the look-* * * * *
noncontrolled section 902 corporationthrough rules of §1.904-5, even if the cor- (D) * * *
and the look-through rules of sectiorporation subsequently becomes a controlled Example 2 (i) Facts X, a domestic corporation,
904(d)(4) as in effect for taxable yeardoreign corporation or other look-through?"ns all of the stock of S, a controlled foreign cor-
beginning after December 31, 2002, applgorporation again. The corporation’s preE’orat'on' On March 1, 2002, S pays a dividend to X.
. o ! ! ) . - M ~0On July 1, 2002, S issues additional shares of stocl
only to applicable dividends out of post-1987 accumulated profits will also be ineliyg 7, 4 foreign person, in exchange for a capital con-
2002 earnings of a corporation that is gible for look-through treatment if accumu-tribution. The new stock issuance dilutes X's inter-



estin Sto 40 percent. Thus, Sis a non-look-througlion described in paragraph (m) of thigxample, a taxpayer must use the modified
10/50 corporation beginning on July 1,2002. gaction and will not be treated as genergross income method under §1.861-9T

(i) Result. The March 1, 2002, dividend to X is . .. .. . . . . . L
treated as a dividend from & non-look-through 10/5limitation income described in sectionwhen applying the principles of that sec-

corporation. X is not entitled to look-through treat-904(d)(1)(1). tion for purposes of this paragraph
ment on the dividend under paragraph (g)(3)(i)(C) of * * * * (a)(2)(ii) to determine the amount of a con-

this section. ' ' (m) Income treated as allocable to antrolled foreign corporation’s income, in
haf)c;svrr?g(l:le a3“ (gf 't:ha:t:mﬁ& ?gmzségcnmioﬁg?;é additional separate categoryf section each separate category, that is taxed by :
corporation, since S was Organi’zed in 1980. Both ;@04(a), (b), and (c) are applied separatefpreign country, if the taxpayer applies the
and S use the calendar year as the taxable year. &h any category of income under thenodified gross income method under
July 1, 2002, X sells 60 percent of the stock of S tbnternal Revenue Code (for example§1.861-9T(f)(3) when applying
Z, a foreign person. On July 1, 2003, X repurchasegnder ~ section  56(g)(4)(C)(iii)(1V), §1.861-9T to determine the income and

all of the S stock that it sold to Z in 2002. Thus, S'i ; ; . _
a controlled foreign corporation for 1980 through§45(a)(lo)’ 865(h), 901(j), or 904(g)(10)).earnings and profits of the controlled for

June 30, 2002, a non-look-through 10/50 Corporaﬁophat category of income will be treated fokign corporation for United States tax pur-
from July 1, 2002, through December 31, 2002, an@/! purposes of the Internal Revenue Codgoses.
a look-through corporation from January 1, 2003and regulations as if it were a separate cat+ * * *
forward, as well as a controlled foreign corporatioregory listed in section 904(d)(1) and sec- Par. 8. Section 1.904(b)-1 is revised to
o e qomnr 2@ offion 904AB)(F(). read as follows:

(i) Result Pursuant to paragraph (g)(3)(i)(C) of Par. 6. In §1.904-5, paragraph (a)(L) is

this section, X is entitled to look-through treatment . .
with respect to distributions before January 1, 2004€vised to read as follows: §1.904(b)-1 Special rules for capital

of S’s post-1986 undistributed earnings accumulated ~gains and losses.

through December 31, 2001, and of S's pre-19881.904-5 Look-through rules as applied ) ) )
accumulated profits. Distributions after Decembeto controlled foreign corporations and (@) Capital amounts included in tax-
31, 2001, of earnings and profits accumulated beforgther entities. able income from sources outside the
January 1, 2003, will be treated as dividends from a United States-(1) Limitation on capital

non-look-through 10/50 corp(_)ra_tlon_. Xis entltleq to (a) * K % gain from sources outside the United
look-through treatment on distributions of earnings (1)

and profits accumulated and distributed after The term separat_e category’states when the taxpay(_ar _has net ca_pital

December 31, 2002. means, as the context requires, any Cafiysses from sources within the United
Example 4 (i) Facts The facts are the same asgory of income described in sectionstates—(i) In general Except as other-

in Example 3except that X sells 95 percent, rathei904(d)(1)(A), (B), (C), (D), (E), (F), (G). wise provided in this section, for purposes

than 60 percent, of the stock of S to Z. Thus, Sis (), or (1) and in §1.904—4(b), (d), (€), (), of section 904 and this section, taxable
controlled foreign corporation for 1980 through Jun !

30, 2002, a less-than-10%-U.S.-owned foreign woand (g), any category of income describephcome from sources outside the United

poration from July 1, 2002, through June 30, 2003N 81.904—-4(m), or any category of earnstates (in all of the taxpayer's separate
and a controlled foreign corporation beginning odiNgs and profits to which incomecategories in the aggregate) shall include
July 1, 2003. described in such prOViSionS is attributcapita| gain net income from sources out-

(i) Result The resultis the same asHrample gpje. . . .
3, except that distributions from S made betweeR 4 4 x side the United States (determined by

July 1, 2002, and June 30, 2003, will be treated as considering all of the capital gain and loss
passive income to X because X owns less than 10 Par'_. 7 In §1'904_6’_ paragraphtems in all of the taxpayer’s separate cat-
percent of the stock of S during that period(&)(1)(ii) is amended by adding two senggories in the aggregate) only to the extent
Distributions from S to X made between January tences at the end to read as follows: of capital gain net income from all

2002, and June 30, 2002, will be treated as dividends sources. Similarly. except as otherwise
from a non-look-through 10/50 corporation.§1.904—6 Allocation and apportionment ) Y, b

Distributions from S to X made after June 30, 2003pf taxes. provided in this section, for purposes of
out of earnings and profits accumulated prior to section 904 and this section, net capital
January 1, 2003, will be treated as dividends from a (a) * k k (1) * ok % gain from sources outside the United

non-look-through 10/50 corporation. X is entitled to /..y & % . - : . .
look-through treatment of distributions after June 30, . (i If the taxpayer applies the prin- States (determined by considering all of

2003, out of earnings and profits accumulated aftdriPles Of 881.861-8 through 1.861-14T fothe capital gain and loss items in all of the

December 31, 2002. purposes of allocating expenses at the levélxpayer's separate categories in the

*OK K kK of the taxpayer (or at the level of the qualiaggregate) shall not exceed net capital
(4) Special rule for dividends paid by afied business unit, foreign subsidiary, ogain from all sources.

10/50 look-through corporatian other entity that paid or accrued the foreign (ii) Allocation of reduction among mul-

[Reserved] taxes) under this paragraph (a)(1)(ii), suctiple separate categories or rate groug$
*ok ok kK principles shall be applied (for such purcapital gain net income (or net capital
() **=*(2)*** poses) in the same manner as the taxpay&in) from sources outside the United

(vii) Income that meets the definitionsapplies such principles in determining thé&tates exceeds capital gain net income (ol
of a separate category described in par@mcome or earnings and profits for Unitechet capital gain), and the taxpayer has cap:
graph (m) of this section and of any otheBtates tax purposes of the taxpayer (or @l gain net income (or net capital gain)
category of separate limitation incomehe qualified business unit, foreign subfrom sources outside the United States in
described in section 904(d)(1)(A) througtsidiary, or other entity that paid or accruedwo or more separate categories or in two
(H) will be subject to the separate limitathe foreign taxes, as the case may be). For more rate groups, such excess must be



apportioned on pro ratabasis as a reduc- require any reduction of As passive category capital (ii) In the case of a corporation, tax is
tion to each such separate category, a@" , imposed under section 1201(a) on the tax
then within each separate category, on g E;;?;FSaianae)ipiiﬁLde’ f?ocn‘:rzgfr‘ggz’ohu"::ss?ggayer at a rate less than any rate of ta
pro ratabasis among rate groups. For pUlgpited states, of which $300 is in the general limiJMPosed on the taxpayer by section 11, 511
poses of the preceding sentenom, rata tation category and $200 is in the passive categor@r 831(a) or (b), whichever applies (deter-
means based on the relative amounts of tBé& capital gain net income from sources outside theined without regard to the last sentence o
capital gain net income (or net capital’nited States is $500 ($300 + $200). Because B alggction 11(b)(1)), for the taxable year.
gain) from sources outside the U'niteﬂgcil:;Zf:g:'Bk,)ssf::;izllzoaifgorrrets?nucrgﬁfevzf':g'; t:”e (c) Rate differential adjustment of cap-
States in each separate category, or in ea&?@”ces) is $400 ($300 + $200 - $100). Pursuant Al gains—(1) Rate differential adjust-
rate group within a separate category.  paragraph (a)(1)(B) of this section, the $100 exced®ient of capital gains in foreign source
(2) Capital losses from sources outsidef capital gain net income from sources outside thtaxable income In determining taxable
the United States in the same separatdited States over capital gain net income from ajhcome from sources outside the United
category Except as otherwise provided inf:éﬁiﬁzn(’$t?1(:ge:ﬁ:ﬁgo(g3nggz5%% i?%olrct)'gyngf'ssgg)é‘tatgs for purposes of section 904 and thi
paragraph (d) of this section, taxabl, the general limitation category and two-fitthsSECtiON, capital gain net income from
income from sources outside the Unitegs200/$500 of $100, or $40) to the passive categorgources outside the United States in eac
States in each separate category shall beerefore, for purposes of section 904, the genergleparate category, after any reduction pur
reduced by any capital loss that is allocdimitation category includes $240 ($300 - $60) ofsyant to paragraph (a) of this section, shal
ble or apportionable to sources outside th?r‘ﬁt'g ot Snaert] d'Tﬁg?gszsgq;?e‘ggf;in‘lﬁ:gg 3:2 g reduced by the sum of the rate differ-
United States in such separate category oo - $40) of capital gain net income from source€Ntial portions (as defined in section
the extent such loss is allowable in deteputside the United States. 904(b)(3)(E)) of each rate group of net
mining taxable income for the taxable Example 3 Taxpayer C, a corporation, has acapital gain from sources outside the
year (taking into account losses aIIowabI%zgt’gg?nc?r?:a' é%sei;ﬁ?ni;:;ei;’t‘fﬁe tg%ﬂ”ggglnited States in such separate category.
under section 1211(b)). " capital gain o rcon atere e sates (2) Rate differential adjustment of cap-
(3) Exclusivity of rules; no reduction i, the passive category, and a $2,000 capital galt@! gains in entire taxable incomeFor
by reason of net capital losses fromrom sources within the United States. C's capitapurposes of section 904 and this section
sources outside the United States in a difiain net income from sources outside the Unitethe entire taxable income shall include
ferent separate categary Capital gains States is zero, since losses exceed gains. C's capiillins from the sale or exchange of capita
from sources outside the United States @12'r;t;6t o T;‘:gnil fsrzlr‘;czzljfczlss%j; o géssets only to the extent of capital gain ne
any separate category shall be limited b.ynri)ted Ztates does not exceed its capital gain nEiCome reduced by the sum of the rate dif-
reason of section 904(b)(2)(A) and thencome from all sources, and therefore paragrapierential portions (as defined in section
comparable limitation of section (a)(1) of this section does not require any reductio04(b)(3)(E)) of each rate group of net
SOA(E)(2YE)) orly o the extent provic& S wesie ey sresans, B pepes gpital gin
ed in paragraph (a)(1) of this .sectloriapital gain net e s geniral imitatior, cate. () Rate differential adjustment of cap-
(relating to limitation on capital gain from gqyy includes a capital loss of $6,000 because onif! l0sses from sources outside the Unitec
sources outside the United States whegs,000 of capital loss is allowable as a deduction iStates—(1) In general In determining
taxpayer has net capital losses frorthe current year. The entire $4,000 of capital loss itaxable income from sources outside the
sources within the United States) an@xcess of the $6,000 of capital loss that offsets capijnjted States for purposes of section 90Z
paragraph ()(2) of this section (re_latin@ﬂgglgﬁ?ﬁggf:{}f rfg;gegfb;fghoggmgr%nd this section, any net capital loss from
to capital losses from sources outside thgen into account under section 904(a) or (b) for theOUrces outside the United States includex
United States in the same separate categrrent taxable year. in a separate category pursuant to para
ry). (b) Capital gain rate differentiak-(1) graph (a) of this section shall be reducec
(4) Examples The following examples Application of adjustments only if capitalby the sum of the rate differential portion
illustrate the application of this paragraplyain rate differential exists Section of the net capital gains (from the same rate
(a). The examples are as follows: 904(b)(2)(B) and paragraphs (c) and (dyroup in other separate categories, from
Example 1 Taxpayer A, a corporation, has a genpf this section apply only for taxable yearsther rate groups in the same or other ser
eral limitation category capital loss of $3,000 fromy, \yhich the taxpayer has a capital gaiarate categories, or from sources within
sources oqt5|de the United States, a passwepategogt diff tial the United States) that are offset b A
capital gain of $3,000 from sources outside thtate dierential. . ; o y suc
United States, and a capital loss of $2,000 from (2) Determination of whether capital net capital loss in determining the taxpay-
sources within the United States. A has no capitgjain rate differential existsFor purposes er’s entire taxable income.
gain net income from sources outside the Unitegf section 904(b) and this section, a capi- (2) Determination of which net capital
States (in the aggregate, from all separate calgy gain rate differential is considered tayains are offset by net capital losses from
gories), because the $3,000 passive capital gain less. ) . .
the $3,000 general limitation capital loss yields a ndt XISt for the taxable year only if the taxsources outside the United Statefor
of zero. From all sources, A also has no capital gai@yer has a net capital gain for the taxablgurposes of paragraph (d)(1) of this sec:
net income. (The resulting $2,000 net capital loss igear and— tion, in order to determine which net cap-
not currently allowable under section 1211(a) (j) In the case of a taxpayer other than #al gains (from any rate group) are offset
because Ais a corporation.) Because As capital gaityy o ration, tax is imposed at a reducebly net capital losses from sources outside
net income from sources outside the United States . . .
does not exceed A's capital gain net income from alidt€ under section 1(h) for the taxabléhe United States, the following rules shall

sources, paragraph (a)(1) of this section does ny€ar; or apply in the following order:



(i) Capital losses from sources outsidéo offset net capital gain in the 25 percergales or exchanges. Such term shall
the United States shall first be nettedate group. include net section 1231 gain, but shall
against capital gains from sources outside (v) The net capital losses from sourcesot include gains or losses from the sale
the United States in the same rate grouutside the United States in any rater exchange of capital assets to the exten
and the same separate category as the fgroup, to the extent netted against net cafhiat such gains are not treated as capita
eign source capital losses. ital gains in any other separate categoiyains. In determining capital gain net

(i) Net capital losses from each ratainder paragraph (d)(2)(ii) of this sectiorincome, gains and losses which are not
group from sources outside the Unitedr against net capital gains in any othefrom the sale or exchange of capital assets
States shall be netted against net capitate group under paragraph (d)(2)(iv) obut which are treated as capital gains and
gains from sources outside the Unitethis section, shall be treated as conpng losses under the Internal Revenue Code
States from the same rate group in otheata from each separate category that corare included.
separate categories, ratably to the extetdins net capital losses from sources out- (3) Net capital gain The terrmet capi-
that net capital gains and losses in a paside the United States in that rate groupal gain means the excess of the net long-
ticular rate group occur in two or moreFor example, assume that the taxpayer hteesm capital gain (including net section
separate categories. $20 of net capital losses in the 20 percerd231 gain) for the taxable year over the net

(iii) Capital losses from sources withinrate group in the passive category and $4hort-term capital loss for such year, but
the United States shall be netted againef net capital losses in the 20 percent rathall not include gains or losses from the
capital gains from sources within thegroup in the general limitation categorysale or exchange of capital assets to the
United States in the same rate group. both from sources outside the Uniteextent that such gains are not treated as cay

(iv) The net foreign capital losses fromStates. Further assume that $50 of th&l gains. In determining net capital gain,
each rate group, as determined undéotal $60 net capital losses from sourcegains and losses which are not from the sale
paragraph (d)(2)(ii) of this section, shalloutside the United States are nettedr exchange of capital assets but which are
be netted against the taxpayer’s remainirggainst net capital gains in the 28 percetreated as capital gains and losses under th
net capital gains from sources within andate group (from other separate categoridsternal Revenue Code are included.
outside the United States in the followingr from sources within the United States). (4) Rate group For purposes of this
order, and without regard to any net capi©ne-third of the $50 of such capital losssection—
tal losses, from any rate group, fromes would be treated as coming from the (i) Capital gains With respect to cap-
sources within the United States— passive category, and two-thirds of suchal gains, the termmate groupmeans the

(A) First against net capital gains fronf50 would be treated as coming from themounts subject to a particular rate of tax
sources within the United States in th@eneral limitation category. under section 1(h). For example, the 20
same rate group; (vi) The determination of which capitalpercent rate group of capital gain net

(B) Next, against net capital gains ingains are offset by capital losses fronmcome from sources outside the United
other rate groups, in the order in whictsources outside the United States und&tates consists of the capital gain net
capital losses offset capital gains for purthis paragraph is made solely in order toacome from sources outside the United
poses of determining the taxpayer's taxdetermine the appropriate rate-differenStates that is subject to tax at a rate of 2C
able income and without regard tdial-based adjustments to such capitgdercent under section 1(h).
whether such net capital gains derive fronosses under this section and section (i) Capital losses With respect to
sources within or outside the United®04(b), and does not change the sourceapital losses, the rate group shall be
States, as follows: allocation, or separate category of angetermined as if the sale or exchange that

(1) A short-term capital loss (includingsuch capital gain or loss for purposes gfroduced the capital loss had instead pro-
any short-term capital loss carryover) igomputing taxable income from sourcesluced a capital gain. For example, if the
used first to offset short-term capital gairwithin or outside the United States or fosale of an asset held for more than one
otherwise taxable at ordinary incomeny other purpose. year yields a capital loss, but any gain
rates. Any remaining net short-term capi- (e) Definitions For purposes of sec-generated by the sale would have beern
tal loss is used first to offset any net longtion 904(b) and this section, the followingsubject to tax at a rate of 20 percent under
term gain in the 28 percent rate groupefinitions apply: section 1(h), the capital loss is allocated to
then to offset net long-term gain in the 25 (1) Alternative tax rate The term the 20 percent rate group for purposes of
percent rate group, and finally to offset nealternative tax rataneans, with respect to this section.
long-term gain in the 20 percent rateny rate group, the rate applicable to that (5) Terms used in sections 1(h), 904(b)
group. rate group under section 1(h) (for taxpayer 1222 For purposes of this section, any

(2) A net capital loss in the 28 perceners other than corporations) or 1201(aerm used in this section and also used in
rate group is used first to offset net capitgfor corporations). For example, the altersection 1(h), section 904(b) or section
gain in the 25 percent rate group, and themative tax rate for unrecaptured sectiod222 shall have the same meaning given
to offset net capital gain in the 20 percernt250 gain is 25 percent. such term by section 1(h), 904(b) or 1222,
rate group. (2) Capital gain net incomeThe term respectively, except as otherwise provided

(3) A net capital loss in the 20 percentapital gain net incomeneans the excessin this section.
rate group is used first to offset net capitadf the gains from the sales or exchanges of (f) Examples The following examples
gain in the 28 percent rate group, and therapital assets over the losses from sudlustrate the provisions of this section. In



these examples, the adjustment for thgain in calculating the rate differentialhad resulted in gain rather than loss, the gain would
rate differential portion is shown as a fracadjustments). In addition, all dollarhave been taxed at arate of 20 percent under sec-
tion, the numerator of which is the alteramounts in the examples are abbreviat%égitla(lh;é;s;rtgg ziriézxxgﬁnyfhaé’ﬁnnzz i?gt%f
native tax rate percentage and the denorflem amounts in the thousandsd, $50 a1 are taxed at a rate of 28 percent under section
inator of which is 39.6 percent (therepresents $50,000). The examples are g8§). A also has $100 of capital losses from
current highest applicable tax rate fofollows: sources within the United States. If the sale or
individuals under section 1). All of the Example 1 () A, an individual, has foreign e?“igagge ge’_‘terla“ﬁg SUChhcap,"a' 'Oﬁzes hadbi”S‘ea
; ; urce items only in the passive category for the Yiélded a capital gain, such gain would have been
lexamples assume that all cgpltal g_alns a'tslaxaue year. A has $1,000 of capital gains from subject to tax a rate of 20 percent under section
osses are Iong-term. capital gains ang, - .<"otside the United States, which would bel(h). A also has $500 of ordinary income from
losses. (Therefore, in these examplegyed at a rate of 20 percent under section 1(h). Asources within the United States.
capital gain net income equals net capitahs $700 of capital losses from sources outside the (i) As items of ordinary income, capital gain
gain, and for convenience both ard/nited States, which resulted from the sale of capiand capital loss for the taxable year are summarize«

referred to in the examples as net capitéﬁ' assets held for more than one year. If the sale in the following table:

foreign source

U.S. source passive
20% rate group ($100) $1,000
($700)
25% rate group
28% rate group $800
ordinary income $500

(iii) A's capital gain net income from sources out-tion. The $1,000 of capital gain less the $700 of cajpdnited States in the same rate group (20 percent). /
side the United States ($300) does not exceed Al loss yields $300 of net capital gain in the 20 pemust adjust the resulting $200 ($300 - $100) of net
capital gain net income from all sources ($1,000)cent rate group in the passive category. A mustpital gain in the 20 percent rate group as requirec
Therefore, paragraph (a)(1) of this section does nadjust the resulting net capital gain in the passivender section 904(b)(2)(B)(ii) and paragraph (c)(2)
require any reduction of A's capital gain net incomeategory as required under section 904(b)(2)(B)(idf this section, using 20 percent as the alternative ta

in the passive category. and paragraph (c)(1) of this section, using 20 percerdte, as follows: $200(20%/39.6%). A must also
(iv) In computing As taxable income from as the alternative tax rate, as follows:adjust the $800 of net capital gain in the 28 percen
sources outside the United States in the numerator $800(20%/39.6%). rate group, using 28 percent as the alternative ta

the section 904(a) foreign tax credit limitation frac- (v) In computing A's entire taxable income in therate, as follows: $800(28%/39.6%).

tion for the passive category, capital gains and losslenominator of the section 904(a) foreign tax credit (vi) As passive category foreign tax credit limi-
es from sources outside the United States are nettiégmitation fraction, A must combine the $300 nettation is computed as follows:

within rate groups and within separate categoriesapital gain from sources outside the United States

See paragraphs (a)(2), (c)(1), and (d)(1) of this seend the $100 net capital loss from sources within the

$300 (20%/39.6%)
$500 + $200 (20%/39.6%) + $800 (28%/39.6%)

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

foreign source

U.S. source general passive
20% rate group $300 ($500) $100
25% rate group $200
28% rate group $500 ($300)
ordinary income $1,000 $500 $500

(ii) X's capital gain net income from sources out-gories, X must adjust capital gain net income and nefde the United States in each rate group are nette
side the United States in the aggregate (zero, sincapital losses as provided in section 904(b)(2)(B)(ixgainst net capital gains from sources outside the
losses exceed gains) does not exceed X's capital gand (iii) and paragraphs (c)(1) and (d)(1) of this sedJnited States in other separate categories in the
net income from all sources ($300). Therefore, pardion. same rate group. Thus, $100 of the $500 net capita
graph (a)(1) of this section does not require any (A) First, capital gains and losses from sourcekss in the 20 percent rate group in the general limi-
reduction of X’s capital gain net income in the paseutside the United States are netted within rat&tion category offsets $100 of net capital gain in the
sive category. groups and within separate categories. There are 80 percent rate group in the passive category. The

(iii) In computing X’s taxable income from such amounts to be netted in this case. $100 net capital gain remains in the passive catego
sources outside the United States in the numerators (B) Because X has net capital losses in the geny and is adjusted under paragraph (c)(1) of this sec
of the section 904(a) foreign tax credit limitationeral limitation category, under paragraph (d)(2)(ii) otion as follows: $100(20%/39.6%). The $100 net
fractions for the passive and general limitation catethis section X’s net capital losses from sources outapital loss remains in the general limitation catego-



ry and is adjusted under paragraph (d)(1) of this se$300 net capital loss remains in the general limitanet income by netting all of X’s capital gains and
tion as follows: $100 (20%/39.6%). tion category and is adjusted under paragraph (d)(Igsses, from sources within and outside the United
(C) Next, under paragraph (d)(2)(iv)(A) of this of this section as follows: $300(28%/39.6%). States, and adjusting any remaining net capital gains,
section, X's net capital losses from sources outside (D) Next, under paragraph (d)(2)(iv)(B) of thisbased on rate category, under section
the United States in any rate group and in any sepsection, the remaining net capital losses in a ra@04(b)(2)(B)(ii) and paragraph (c)(2) of this section.
rate category are netted against net capital gains gnoup are netted against net capital gains from oth&rmust also include foreign source ordinary income
the same rate group from sources within the Unitechte groups from sources within and outside th& the numerators, and worldwide ordinary income
States. Thus, $300 of the $500 net capital loss in thénited States. The remaining $100 of the $500 nét the denominator, of the foreign tax credit limita-
20 percent rate group in the general limitation catezapital loss in the 20 percent rate group in the genetien fractions. The denominator of X's foreign tax
gory offsets $300 of net capital gain in the 20 percerdl limitation category offsets $100 of the remainingcredit limitation fractions reflects $2,000 of world-
rate group from sources within the United Stateset capital gain in the 28 percent rate group fronwide ordinary income, $100 of U.S.-source net cap-
The $300 of net capital loss remains in the generaburces within the United States. The $100 of nétal gain taxed at the 28% rate and adjusted as fol-
limitation category and is adjusted under paragraptapital loss remains in the general limitation categdews: $100 (28%/39.6%), and $200 of U.S.-source
(d)(2) of this section as follows: $300 (20%/39.6%)ry and is adjusted under paragraph (d)(1) of this senet capital gain taxed at the 25% rate and adjusted a:
Similarly, the $300 of net capital loss in the 28 pertion as follows: $100 (28%/39.6%). follows: $200 (25%/39.6%).
cent rate group in the general limitation category off- (iv) In computing X's entire taxable income in  (v) X's general limitation foreign tax credit lim-
sets $300 of net capital gain in the 28 percent ratee denominator of the section 904(a) foreign taikation is computed as follows:
group from sources within the United States. Theredit limitation fractions, X must adjust capital gain

$500 - $100 (20%/39.6%) - $300 (20%/39.6%) - $300 (28%/39.6%) -$100 (28%/39.6%)

$1,000 + $500 + $500 + $100 (28%/39.6%) + $200 (25%/39.6%)

(vi) X's passive category foreign tax credit limitation is computed as follows:
$500 + $100 (20%/39.6%)

$1,000 + $500 + $500 + $100 (28%/39.6%) + $200 (25%/39.6%)

Example 3 (i) Y, an individual, has the following items of ordinary income, capital gain, and capital loss for the taxable year:

foreign source

U.S. source general passive
20% rate group $300 ($720) $80
25% rate group $200
28% rate group $500 ($150) 50
ordinary income $1,000 $1,000 $500

(i) Y’s capital gain net income from sources out-offsets $100 of net capital gain in the 28 percent rate (E) Under paragraph (d)(2)(iv)(B) of this sec-
side the United States (zero, since losses excegtbup from sources within the United States. Thé&on, the remaining $100 of net capital loss in the 20
gains) does not exceed Y’s capital gain net incom®&100 of net capital loss remains in the general limipercent rate group (in the general limitation and pas-
from all sources ($100). Therefore, paragraph (a)(tation category and is adjusted as follows: $108ive limitation categories) offsets $100 of net capital
of this section does not require any adjustment.  (28%/39.6%). gain in the 25 percent rate group from sources with-

(i) In computing Y’s taxable income from (C) Under paragraph (d)(2)(iv)(A) of this section,in the United States. The proportionate amount of
sources outside the United States in the numeratdfre $300 of net capital gain in the 20 percent rate grodpe $720 net capital loss remains in the general lim-
of the section 904(a) foreign tax credit limitationfrom sources within the United States is reduced pratation category, adjusted as follows: $100
fractions for the passive and general limitation cateportionately by the net capital losses in the 20 perce($720/$800) (25%/39.6%). The proportionate
gories, Y must adjust capital gain net income and neate group in the passive and general limitation catemount of the $80 net capital loss remains in the pas-
capital losses as provided in section 904(b)(2)(B)(iyjories. The proportionate amount of the $720 net capive category, adjusted as follows: $100 ($80/$800)
and (iii) and paragraphs (c)(1) and (d)(1) of this sedtal loss remains in the general limitation category(25%/39.6%).
tion. Since Y has no capital gain net income in angdjusted as follows: $300 ($720/$800) (20%/39.6%). (iv) In computing Y’s entire taxable income in
separate category, the only adjustments are tho$@e proportionate amount of the $80 net capital loshe denominator of the section 904(a) foreign tax
required under section 904(b)(2)(B)(iii) and parafemains in the passive category, adjusted as followsredit limitation fractions, Y must adjust capital gain
graph (d)(1) of this section. $300 ($80/$800) (20%/39.6%). net income by netting all of Y’s capital gains and

(A) Under paragraph (d)(2)(ii) of this section, (D) Of the remaining $500 of net capital loss in théosses, from sources within and outside the United
$50 of Y's $150 net capital loss in the 28 percent rat20 percent rate group (in the general limitation and paStates, and adjusting any remaining net capital gains,
group in the general limitation category offsets $5@ive categories), $400 offsets the remaining $400 of nbsed on rate category, under section
of net capital gain in the 28 percent rate group in theapital gain in the 28 percent rate group from sourc&94(b)(2)(B)(ii) and paragraph (c)(2) of this section.
passive category. The $50 of net capital loss remaimsthin the United States under paragraphY must also include foreign source ordinary income
in the general limitation category and is adjusted a@)(2)(iv)(B)(3) of this section. The proportionate in the numerators, and worldwide ordinary income
follows: $50 (28%/39.6%). The $50 of net capitalamount of the $720 net capital loss remains in the geim the denominator, of the foreign tax credit limita-
gain remains in the passive category and is adjustedal limitation category, adjusted as follows: $40Qion fractions. The denominator of Y’s foreign tax
as follows: $50 (28%/39.6%). ($720/$800) (28%/39.6%). The proportionate amourtredit limitation fractions reflects $2,500 of world-

(B) Under paragraph (d)(2)(iv)(A) of this sec-of the $80 net capital loss remains in the passive catgide ordinary income and $100 of U.S.-source net
tion, the remaining $100 of net capital loss in the 28ory, adjusted as follows:  $400 ($80/$800)capital gain taxed at the 25% rate and adjusted as fol-
percent rate group in the general limitation categor{28%/39.6%). lows: $100 (25%/39.6%).



(v) Y’'s general limitation foreign tax credit limitation is computed as follows:
$1,000 - $50 (28%/39.6) - $100 (28%/39.6%) -$300 ($720/$800) (20%/39.6%) - $400 ($720/$800) (28%/39.6%) - $100 ($720/$89B625%

$1,000 + $1,000 + $500 + $100 (25%/39.6%)

(vi) Y’s passive category foreign tax credit limitation is computed as follows:

$500 + $50 (28%/39.6%) - $300 ($80/$800) (20%/39.6%) -$400 ($80/$800) (28%/39.6%) - $100 ($80/$800) (25%/39.6%)

$1,000 + $1,000 + $500 + $100 (2.5%/39.6%)

(g) Coordination with overall foreign 55(b)(3)" for “the alternative rate of taxfor which the taxpayer elects to apply sec-
loss recapture rules Section 904(b) and determined under section 1(h)”. tion 904(j) shall not be taken into account
this section shall apply before the provi- (2) Corporate taxpayersin the case of a in determining the amount of any carry-
sions of section 904(f). Therefore, thecorporation, for purposes of determining thever to or from any other taxable year.
amount of a taxpayer’s separate limitatioalternative minimum tax foreign tax creditHowever, an election to apply section
income or loss in each separate categomnder section 59, section 904(b)(3)(E)(ii)(1)904(j) to any year does not extend the
the amount of overall foreign loss, and thehall be applied by substituting “sectiomumber of taxable years to which unusec
amount of any additions to or recapture db5(b)(1)(B)” for “section 11(b)". foreign taxes may be carried under sectior
separate limitation loss or overall foreign (c) Effective date This section shall 904(c) and §1.904-2(b). Therefore, in
loss accounts pursuant to section 904(8pply to taxable years beginning after theetermining the number of such carryover
shall be determined after applying sectiofate this section is published as a finalears, the taxpayer must take into accoun
904(b) and this section to adjust capitaiegulation in thé~ederal Register years to which a section 904(j) election

ains and losses in each separate category. applies.
’ (h) Effective date This spection shalgi’ ég 1.904(b)-3 and 1.904(b)-4 (3) Determination of amount of cred-
apply to taxable years beginning after thERemoved] itable foreign taxes Otherwise allowable
date this regulation is published in the par 10. Sections 1.904(b)-3 angarryovers of foreign tax credits from

Federal Registeras a final regulation. 1 904(b)—4 are removed. other taxable years shall not be taken intc
Par. 9. Section 1.904(b)-2 is revised to par, 11. Section 1.904(j)-1 is added tgccount in determining whether the
read as follows: read as follows: amount of creditable foreign taxes paid or

) o accrued by an individual during a taxable
§1.904(b)-2 Special rules for applicationg1.904(j)-1 Certain individuals exempt year exceeds $300 ($600 in the case of

tax foreign tax credit. 904(j)(2)(B)
(a) Election available only if all for- ' :
o ; . . . c) Examples The following examples
(a) Application of section 904(b)(2)(B) eign taxes are creditable foreign taxes il ( t) e th ples o fth'g " Pe
adjustments Section 904(b)(2)(B) shall taxpayer may elect to apply section 904(j ustrae e Provisions ot this section-

L pay Yy p_p y xample 1 In 2001, X, a single individual using the
apply fF)r purposes of det?rm'n|ng theor a taxable year only if all of the taxescash basis method of accounting for income and for-
alternative minimum tax foreign tax cred-for which a credit is allowable to the tax-eign tax credits, pays $100 of foreign taxes with
it under section 59 (regardless of whethgsayer under section 901 for the taxableespect to general limitation income that was earnec

or not the taxpayer has made an electicyear (Without regard to carryovers) al,@nd included in income for United States tax pur-

: . . . . oses in 2000. The foreign taxes would be cred-
under section 59(a)(4)). creditable foreign taxes (as defined in seﬁ— J

. . ’ - able under section 901 but are not shown on &
(b) Use of alternative minimum taxtion 904(])(3)(8))- payee statement furnished to X. X's only income for

rates—(1) Taxpayers other than corpora- (b)  Coordination with carryover 2001 from sources outside the United States is qual
tions In the case of a taxpayer other tharules—(1) No carryovers to or from elec- ified passive income, with respect to which X pays
a corporation, for purposes of determiningion year If the taxpayer elects to app|y$200 of creditable foreign taxes shown on a payee
. i - ; . statement. X may not elect to apply section 904(j)
the alternative minimum tax foreign taxsection 904(j) for any taxable year, ther1’0r 2001 because some of X's foreign taxes are nof
credit under section 59— no taxes paid or accrued by the taxpaygfeditable foreign taxes within the meaning of sec-
(i) Section 904(b)(3)(D)(i) shall be during such taxable year may be deemaidn 904(j)(3)(B).
applied by substituting “section 55(b)(3)"paid or accrued under section 904(c) in Example 2 (i) In 2002, A, a single individual
for “subsection (h) of section 1”; any other taxable year, and no taxes pa}&ing the cash_ basis metr_lod of accom_mting for
(i) Section 904(b)(3)(E)(ii)() shall be or accrued in any other taxable Year May . 1 ae of 825 wrimrabie 1 saesve. Icome.
applied by substituting “sectionbe deemed paid or accrued under sectiQder section 904(c), A may also carry forward to
55(b)(1)(A)(i)" for “subsection (a), (b), 904(c) in such taxable year. 2002 $100 of unused foreign taxes paid in 1998 with
(c), (d), or (e) of section 1 (whichever (2) Carryovers to and from other yearsrespect to passive income, $300 of unused foreigr
applies)”; and determined without regard to election{®xes paid in 1998 with respect to general limitation
(i) Section 904(b)(3)(E)(iii)(I) shall years The amount of the foreign taxe '”i‘;ﬁTees'pi‘(‘ft"t’o(’;:;‘jjj‘fn?ﬁg”;ﬁgegzgg"éf'ﬁ 1999
be applied by substituting “the alternativepaid or accrued, and the amount of thﬁ,reign taxes paid in 1999 with respect to general

rate of tax determined under sectioffioreign source taxable income, in any yeaimitation income. In 2002, A's only foreign source



income is passive income described in sectioissue of the Federal Register for January 3, 2001, 66
904(j)(3)(A)(i), and this income is reported to A onF.R. 319)
a payee statement (within the meaning of section
6724(d)(2)). If A elects to apply section 904(j) for
the 2002 taxable year, the unused foreign taxes paid
in 1998 and 1999 are not deemed paid in 2002, and
A, therefore, cannot claim a foreign tax credit for
those taxes in 2002.

(i) In 2003, A again is eligible for and elects the
application of section 904(j). The carryforwards
from 1998 expire in 2003. The carryforward period
established under section 904(c) is not extended by
As election under section 904(j). In 2004, A does
not elect the application of section 904(j). The $600
of unused foreign taxes paid in 1999 on passive and
general limitation income are deemed paid in 2004,
under section 904(c), without any adjustment for any
portion of those taxes that might have been used as a
foreign tax credit in 2002 or 2003 if section 904(j)
had not prevented A from carrying over taxes to
those years.

(d) Effective date Section 1.904(j)-1
applies to taxable years beginning after
December 31, 1997.

Par. 12. Section 1.954-2 is amended
by:

1. Revising paragraph (b)(2)(iv),
Example 2

2. Removing paragraph (b)(2)(iv),
Example 3

The revision reads as follows:

§1.954-2 Foreign personal holding
company income.

* k ok k Kk

(b) * Kk %

(2) * k%

(|V) * k%

Example 2 (i) DS, a domestic corporation,
wholly owns two controlled foreign corporations
organized in Country A, CFC1 and CFC2. CFC1
purchases from DS property that DS manufactures in
the United States. CFC1 uses the purchased proper-
ty as a component part of property that CFC1 manu-
factures in Country A within the meaning of
8§1.954-3(a)(4). CFC2 provides loans described in
section 864(d)(6) to unrelated persons in Country A
for the purchase of the property that CFC1 manufac-
tures in Country A.

(i) The interest accrued from the loans by CFC2
is not export financing interest as defined in section
904(d)(2)(G) because the property sold by CFC1 is
not manufactured in the United States under
§1.927(a)-1T(c). No portion of the interest is export
financing interest as defined in this paragraph (b)(2).
The full amount of the interest is, therefore, includ-
ed in foreign personal holding company income
under paragraph (b)(1)(ii) of this section.

* k k k%

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue

(Filed by the Office of the Federal Register on De-
cember 29, 2000, 8:45 a.m., and published in the



