Section 904.—Limitation on 1997. These regulations provide guidance
Credit needed to comply with those changes and
affect individuals and corporations claim-

26 CFR 1.904—4: Separate application of section ing foreign tax credits.
904 with respect to certain categories of income. .
DATES: Effective Date These regula-

T.D. 8916 tions are effective January 3, 2001.

Applicability Dates The specific dates
DEPARTMENT OF THE TREASURY ¢ applicability of these regulations are as

Internal Revenue Service follows:
26 CFR Part 1 The amendments to §81.861-9,
1.861-11, and 1.861-14 generally apply

Application of Section 904 to to taxable years beginning after December

Income Subject to Separate 31, 1989. The dates of applicability are
Limitations and Section 864(e) stated in §1.861-9(h)(5)(i) and (ii),
Affiliated Group Expense §1.861-11(d)(8), and 8§1.861-14(d)(1),
Allocation and Apportionment (d)(2)(i), and (d)(2)(ii).

Rules The amendment to §1.904-4(b)(1)(i)

~applies to taxable years beginning after
AGENCY: Internal Revenue Servicepecember 31, 1992.

(IRS), Treasury. The amendments to §1.904—4(e)(3)(ii)
ACTION: Final and temporary regula-and (e)(3)(iv) apply to taxable years
tions. beginning after December 31, 2000.

) ) The amendments to §1.902-1(d)(3)(ii),
SUMMARY: This d_ocument_contalns §1.904-4(c)(5)(v), (c)(6)(iv), (c)(7)(ii),
Income Tax Regulations relating to thqcy(7)(iii), (c)(8) Example 9, and (g)(3),
section 864(e)(5) and (6) rules on affiliatzng to §1.904-5(d)(2) and (m) apply to
ed group interest and other expense allgsyaple years beginning after December
cation and apportionment and to the Se@1, 1986. However, for taxable years
tion 904(d) foreign tax credit limitation. beginning before January 1, 2001, taxpay-
Changes to the applicable laws were madgg may rely on §1.904—4(c)(6)(iv) and
by the Tax Reform Act of 1986, the q)3)ii), (iii), and (iv) of regulations pro-
Technical and Miscellaneous Revenue A‘}éct REG-209527-92, INTL-1-92, pub-
of 1988, the Revenue Reconciliation Aclished at 1992—-1 C.B. 1209. See
of 1993, and the Taxpayer Relief Act 0f§601.601(d)(2) of 26 CFR part 601
revised April 1, 2000.
The amendments to §1.904-5(a)(3),
(9), (h)(4), and (i)(1), (3), and (4) apply to
taxable years beginning after December
31, 2000. However, taxpayers may
choose to apply the rule of 81.904-5(i)(3)
in taxable years beginning after December
31, 1991, provided that the taxpayer
makes appropriate adjustments to elimi-
nate any double benefit arising from the
application of the rule to taxable years
that are not open for assessment.
ADDRESSES: Send submissions to:
Regulations Unit CC (REG-106409-00),
room 5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. In the alternative, submissions
may be hand-delivered between the hours of
8 am. and 5 p.m. to Regulations Unit CC
(REG-106409-00), Courier's Desk,
Internal Revenue Service, 1111 Constitution
Avenue, NW., Washington, DC or sent elec-
tronically, via the IRS Internet site at:
http:/Amww.irs.gov/tax_regs/regslist.html.



FOR FURTHER INFORMATION CON- final regulations under section 904 and tander section 904(d)(2) for AMT foreign
TACT: Bethany A. Ingwalson at (202)the final regulations under section 864 areax credit purposes. For taxable years
622-3850 (not a toll-free number). adopted as modified by this Treasurpeginning after December 31, 1993, divi-
SUPPLEMENTARY INFORMATION: decision. dends from section 936 corporati.ons are
subject to a separate AMT foreign tax
credit limitation. In addition, for taxable
_ _ _ years beginning after December 31, 1995
On May 14, 1992, a notice of proposeé‘ 351.861-9,1.861-11, and 1.861-14 corporations eligible for a credit under
rulemaking (INTL-1-92, 1992-1 C.B. The proposed regulations undesection 30A are treated as section 936 cor
1209) was published in th&ederal §§1.861-9, 1.861-11, and 1.861-14 angorations, under sections 30A(e) and
Register (57 F.R. 20660), proposingfinalized substantially as proposed, an&6(g)(4)(C)(iii)(V!).
amendments to the temporary Income Take corresponding provisions of the tem- Treasury and the IRS proposed change
Regulations (26 CFR part 1) under sectioporary regulations are removed. For putto the temporary regulations in order to
864(e)(5) and (6) and to the Income Tajoses of the alternative minimum tavexclude section 936 corporations from the
Regulations (26 CFR part 1) under sectiopaMT), for taxable years beginning afteraffiliated group solely for purposes of
904(d). The proposed regulations undebecember 31, 1989, the dividendsllocating expenses in determining the
section 864(e)(5) and (6) concern the alldeceived deduction under section 243 doesnount of the group’s foreign source
cation and apportionment of intereshot apply to the portion of a dividendalternative minimum taxable income,
expense and certain other expenses withiitributable to income that is exempt fronwhich affects the AMT foreign tax credit.
an affiliated group for alternative mini-tax under section 936 or 30A. See sectichhis change has the effect of increasing
mum tax purposes. The proposed regulgs(g)(4)(C). Therefore, the exempt porthe amount of interest and other expense
tions under section 904(d) provide rulegion of the dividend is, in effect, includedapportioned to dividend income from a
for determining a taxpayer’s foreign taxn adjusted current earnings (ACE) forsection 936 corporation. The regulations
credit limitation. purposes of computing the dividend recipwere intended to mitigate the treatment,
Also on May 14, 1992, final regulationsjent’s alternative minimum taxablefor AMT foreign tax credit purposes, of
(T.D. 8412, 1992-1 C.B. 271) under secincome. Dividends from a corporationsection 936 corporation dividends as pas
tion 904(d) of the Internal Revenue Codgyith respect to which an election is insive income and would similarly mitigate
of 1986 (Code) were published in thesffect under section 936 or 30A (a sectiothe treatment of such dividends as sepa
Federal Register(57 F.R. 20639). The 936 corporation) are eligible for the divi-rate limitation income in post-1993 tax-
final regulations added provisions thatiends received deduction for regular taable years.
were reserved in final regulations (T.Dpurposes. Section 243(b)(1)(B)(ii). Commentators wrote and testified at
8214, 1988-2 C.B. 220) published in the To the extent included in income, divi-the public hearing that Treasury and the
Federal Register(53 F.R. 27006) in 1988 dends from a section 936 corporation ttRS do not have statutory authority to
and also made other changes to the 198 affiliated United States corporation ddssue regulations under section 864(e)(5
final regulations. Written comments werehot qualify for look-through treatmentexcluding section 936 corporations from
received with respect to the final and proynder section 904(d)(3) and §1.904-%he affiliated group solely for AMT pur-
posed regulations and a public hearinginder sections 904, 861(a)(2)(A), angoses. They contended that the AMT anc
was held on September 24, 1992. 862(a)(2), such amounts generally areegular tax systems must remain parallel
On July 8, 1996, additional proposedreated as foreign source passive incomeless a deviation is appropriate for sim-
amendments to the Income Tax Regulatiofexcept as otherwise provided in sectioplification purposes. However, the enact-
under section 904 (REG-209750-95904(q)). For taxable years beginning aftement of a separate limitation category for
1996-2 C.B. 484) were published in thdecember 31, 1993,  sectioncertain portions of dividends from section
Federal Register(61 F.R. 35696), address-56(q)(4)(C)(iii)(IV), added to the Code as936 corporations for AMT purposes,
ing the grouping rules under §1.904-4(chart of the Revenue Reconciliation Act okffective for taxable years beginning after
On January 11, 1999, final regulations (T.D1993 (Public Law 103-66, 107 Stat. 3121993, demonstrates that, because of th
8805, 1999-1 C.B. 371) were published inRRA 1993), creates an AMT foreign taxACE adjustment, the AMT and regular tax
theFederal Register(64 F.R. 1505) finaliz- credit separate limitation for dividendforeign tax credit systems cannot operate
ing these amendments and portions of thRcome attributable to income that isexactly alike with respect to dividend
1992 proposed regulations, with modificaexempt from tax under section 936 oincome from section 936 corporations.
tions. 30A. The separate limitation applies sole- The amendments were proposed tc
The significant points raised by thely for AMT purposes. apply to taxable years beginning after
comments to the 1992 final and proposed Thus, for taxable years beginning afteDecember 31, 1991. In response to &
regulations and at the hearing, and theecember 31, 1989, and before January ggmment, the applicability date of the
changes made to the proposed, temporango4, the portion of the dividends fromamendments to the regulations unde
and final regulations, are discussed in theection 936 corporations that are adde®§1.861-9, 1.861-11, and 1.861-14 ha:
remainder of the preamble. After considpack into alternative minimum taxablebeen changed to taxable years beginnin
eration of the comments received, thghcome as ACE adjustments are subject &fter December 31, 1989, to conform to
below-described amendments to the 199Re separate limitation for passive incomene effective date of the statutory change

Background Explanation of Provisions



The regulations also provide a definitiorholder was repealed by TRA 1997, applicelarify the rule of the proposed regula-
of section 936 corporations that reflectable for distributions after August 5, 1997tions that the dividend recipient and the
the enactment of section 30A. With respect to distributions beforeimmediately preceding owner (or owners)
In addition, the regulations move theAugust 6, 1997, 8§1.904-4(g)(3)(ii) must be members of the same affiliated
flush text at the end of §1.861-11T(d)(6}hrough (iv) of the proposed regulationgroup both when the recipient acquires
to a new 81.861-11(d)(7). The new parasignificantly limited the circumstancesthe stock of the distributing corporation
graph (d)(7) provides, among otheunder which a dividend paid to a newfrom the immediately preceding owner
things, that the attribution rules of sectiorUnited States shareholder by a CFC out @ind when the recipient receives the divi-
1563(e) rather than the rules of sectiorarnings and profits accumulated while itlend.
318 will apply to determine indirect own-was a CFC (but before the recipient In response to a comment, the regula-
ership for purposes of §1.861-11T(d)(6)became a United States shareholdetipns clarify the LIFO ordering rule in
The change in the regulations to refer twould be treated as dividends from a nor§1.904—4(g)(3)(iii) of the proposed regu-
section 1563(e) is consistent with paracontrolled section 902 corporation. Theations (paragraph (g)(3)(ii)(C) of the
graph 7 of Notice 89-91 (1989-2 C.Bfinal regulations at 81.904-4(g)(3)(ii)(A) final regulations) for determining whether
408), which stated that the IRS intendsetain the proposed rule denying looka distribution from a CFC is attributable to
that the reference in §1.861-11T(d)(6) tthrough treatment only to new Unitedthe period after a more-than-90-percent
section 318 should instead be a referen&ates shareholders that acquire more thamited States shareholder became a
to section 1563(e), effective for all post90 percent of a CFC. This rule relaxed thenited States shareholder. The final reg-

1986 taxable years. statutory limitation to the extent necessarylations state that such a distribution
to avoid the administrative burdens thatomes first from the pool of post-acquisi-
IIl. §1.904 would arise if more than one Unitedtion undistributed earnings, next from the

States shareholder were entitled to l10okt0/50 pool of post-1986 undistributed
through treatment on distributions of postearnings attributable to the pre-acquisition
1986 undistributed earnings but the lookperiod, if any, and finally on a LIFO basis
1. Distributions From Controlled Foreignthrough pools for each new shareholddrom any pre-acquisition earnings and
Corporations That are not Eligible forbegan in different years. profits attributable to pre-1987 accumu-
Look-Through Treatment Commentators argued that the reguldated profits.
tions should be further expanded to allow To reflect the amendments made to sec-

Section 1.904—4(g)(3)(i) provides that distook-through on pre-acquisition earninggion 904(d)(2)(E)(i) by TRA 1997, the
tributions made by a controlled foreign corfor all new shareholders that acquire dinal regulations provide at
poration (CFC) from earnings and profitdeast 10 percent of the voting power of th€1.904-4(g)(3)(ii)(D) that the denial of
accumulated before the distributing corporastock of a CFC, that is, to all new sharelook-through treatment to new more-than-
tion became a CFC are treated as dividentslders entitled to compute a credit fo®0-percent shareholders for distributions
from a noncontrolled section 902 corporadeemed-paid taxes under section 902 ad earnings and profits accumulated
tion. The final regulations reorganize thesection 960. Treasury and the IR®efore the recipient became a United
provisions of §1.904-4(g)(3) and include aleclined to adopt the suggestion, becaus&tates shareholder applies only to distrib-
reserved paragraph at §1.904—4(g)(3)(i)(C)he proposed regulations already relaxeations made before August 6, 1997.
The regulations are proposed to be amenddte statutory requirement to an appropriSection 1.904-4(g)(3) has been reorga-
in a separate document (REG-104683-0@}e extent. nized to separate the rules under sectior
published on page 407 of this Bulletin to A commentator suggested that th®04(d)(2)(E) that are applicable to distrib-
address the effect of an intervening periohtra-group  acquisition  rule  in utions after August 5, 1997, from the rules
when the corporation was not a CFC on th&1.904-4(g)(3)(ii)(C) of the proposed regthat are applicable only to distributions on
eligibility of the distributions for look- ulations (paragraph (g)(3)(ii))(B) of theor before that date.
through treatment. final regulations) should be revised to Rules substantially identical to the pro-

Prior to amendment by the Taxpayeapply when the new and old shareholdeqsosed section 904 regulations were pro-
Relief Act of 1997 (Public Law 105-34,0f a CFC are related under the attributioposed in 1995 under section 902. See
107 Stat. 312)(TRA 1997), sectionrules of sections 318 and 958, rather tharop. Reg. §1.902—1(d)(2)(ii) through (iv)
904(d)(2)(E)(i) provided that a CFConly to transfers within an affiliated (69 F.R. 2049; 1995-1 C.B. 959, 970),
would not be treated as a noncontrolledroup. Other commentators requestegind the reserved paragraph at
section 902 corporation with respect tdhat the exception be expanded to apply ®1.902-1(d)(3)(ii) (1997). A commenta-
distributions from earnings and profitsnontaxable transfers of stock in which théor noted that the effective date included
that were accumulated while the corporanew and old shareholders cease to be the proposed section 902 regulations
tion was a CFC and, except as provided imembers of the same affiliated groupapplied to taxable years beginning after
regulations, the taxpayer was a Unitedreasury and the IRS decline to expanBecember 31, 1986, while the proposed
States shareholder in such corporatiothe scope of the intra-group exception tapplicability date for the substantially
The rule limiting look-through treatmentthe 90-percent shareholder rule, whiclidentical regulations proposed under sec-
to earnings and profits accumulated whilapplies only for distributions prior to tion 904(d) applied to taxable years begin-
the taxpayer was a United States sharédugust 6, 1997. The final regulationsning after December 31, 1991. Since sec-

A. Changes to the 1992 Proposed
Regulations.



tion 904(d)(2)(E)(i) applies to all taxabledend category. The revised rule applies to The 1992 final regulations, which gen-
years beginning after 1986, the final regutaxable years beginning after Decembegrally look to foreign law rules for pur-
lations adopt the earlier applicability date31, 1991. However, taxpayers may relposes of determining the year or years tc
and amend the reserved paragraph ab the proposed regulations for taxablevhich a reduction in foreign tax relates,
8§1.902-1(d)(3)(ii) to add a cross referyears beginning before January 1, 2001.were intended to apply LIFO default rules
ence to the final section 904 regulations. The final regulations adopt the pro4in order to avoid multiple redetermina-
, i posed rule that a shareholder entitled tiions under section 905(c) in situations
2. Succeeding Shareholders’ Treatment |y _through treatment on pre-acquisitiowhere a tax reduction applies to a distrib-
of Additional Taxes on Previously Taxed garnings treats additional taxes imposegtion of previously taxed income that is
Income Recognized by Prior on distributions of previously taxed pasireated under foreign law as made out of
Shareholders sive income as allocable to the generahulti-year pool of income.  See
In response to a comment,”mit"?‘tioln cfa\tegory. Th.is rule applies t081.905-3T(f) (.requiring.a rgdeterminatipn
§1.904—4(c)(6)(iv) of the proposed reguf"_" d[strlbutlons of previously taxed pas-of Fieemed paid taxes, in lieu of a pooling
lations is revised. Section 1.904—4(c)(6§V€ income after August 5, 1997. adjustment, when corporate tax is reducec

provides rules for applying the high-taxg Special Rules for Dividends Between in connection with a distribution of previ-
kick-out from the passive limitation cate-cpcg ously taxed income).
gory when additional taxes are paid or In response to a comment,
deemed paid with respect to a distribution Section 1.904-5(i)(3) of the proposec+-904—4(C)(7)(i) and §1.904-4(c)(8)
of previously taxed passive income thategulations, reducing to ten percent thEXa@mple Sare revised to clarify that if a
had been included in income in an earliecommon ownership threshold for divi-loréign country’s law allocates a foreign
year under section 951(a)(1). Paragraptends between CFCs to qualify for look{@X reduction to a pool or group contain-
(c)(6)(iv) applies when a new shareholdethrough treatment, is finalized as proind income from more than one taxable
acquires stock in a controlled foreign corposed, applicable to taxable year¥€ar and that pool or group is defined
poration after income has been includetieginning after December 31, 200022S€d on a characteristic of the income
in the prior shareholder’s income undeHowever, taxpayers may choose to appl{for €xample, the rate of tax paid with
section 951(a)(1) but before the income ithe rule to taxable years beginning aftefSPECt t0 the income) rather than basex
distributed and subjected to additionaDecember 31, 1991, so long as appropr2" the taxable year in which the income is
foreign tax. ate adjustments are made to eliminate afiF/ved. then foreign law is not considered
As proposed, paragraph (c)(6)(iv) prodouble benefit arising from the applical® SPECify a year or years to which the tax
vided that new shareholders entitled ttion of the rule to taxable years that ar&eduction applies and the last-in first-out
look-through treatment on distributions ofot open for assessmenExample 2of (HIFO) default rule applies.
pre-acquisition earnings (U.S. shareholdproposed §1.904-5(i)(4) is also finalized, N réSponse to a comment, a new para
ers that acquired 90 percent or less of theith modifications described in Il B.4 of 9r@Ph (C)(5)(v) has been added to
distributing corporation) would place thethis preamble, below, relating to change§1-904—4 t0 supply a cross-reference tc
additional taxes in the general limitatiorto correct errors ifExample 1in the 1992 the rule that, pursuant to the general rule
category. However, new shareholdernal regulations. of section 904(d)(3)(E), passive income
who were not entitled to look-through _ excluded _from foreign personal holdlqg
treatment (because the sharehold&® Changes to the 1992 Final company income under the subpart F higt

acquired more than 90 percent of the didkegulations. Eax (;,\x(;:eption of sltalgtiqtn t5.954(b)(4) Wi”tt':ﬁ
tributing corporation) would place the T imitati reated as general imitation income at the
taxes in the general limitation or noncon-l' Passive Limitation FOGEI Income  crc Jevel unless the special rule in
trolled section 902 corporation category, Section 1.904—4(b)(1)(i) is amended t§1-904-4(c)(7)(iii) applies.
dep_endmg on whgther or not th_e associattarify that, for taxable years peg!nmng4_ Examples lllustrating Look-Through
ed income inclusion of the prior shareafter December 31, 1992, passive inCOMBjes for Dividends and Interest
holder was high-taxed income. does not exclude foreign oil and gas

A commentator argued that the latteextraction income (as defined in section In response to comments,
rule’s dependence on whether income we&07(c)). This amendment reflects th&1.904-5(i)(4) Example 1and Prop.
high-taxed or not in the hands of the prerepeal of section 904(d)(2)(A)(iii)(IV), §1.904-5(i)(4) Example 2are revised.
vious shareholder, for purposes of detewhich excluded FOGEI from the defini-The 1992 version dExample lwas erro-
mining the treatment of the taxes in théion of passive income, by sectionneous because, although the first-tier CFC

hands of a new 90-percent shareholdet3235(a)(2) of RRA 1993. in that example owns only 40 percent of
added unnecessary complexity. In ) the second-tier CFC, the second-tier CFC
response to the comment, the regulatiorfs High-tax Kickout owns 100 percent of the third-tier CFC.

amend §1.904-4(c)(6)(iv) to provide that ggction 1.904—4(c)(4)(ii) is revised tol herefore, the second- and third-tier
a shareholder not entitled to look-throughafiect the addition of §1.904-4(c)(3)(iv). CFCs are related look-through entities
on pre-acquisition earnings must treat the and the look-through rules of
additional taxes as allocable to the nor3. Reduction in Tax on Distribution of ~ 8§1.904-5(i)(1) apply to interest payments
controlled section 902 corporation divi-Previously Taxed Income between them. The section 904(d)(3)(B)



look-through rule for subpart F inclusionghat, in the case of a financial servicesides rules for allocating foreign taxes to
applies to the U.S. parent’s recognition oéntity, if foreign taxes are imposed orseparate categories. The current regula
subpart F income of the second-tier CFGmounts that are not income under Unitetions determine the income to which the
attributable to the interest paid by theStates tax rules (a base difference), thereign taxes relate by reference to for-
third-tier CFC. foreign taxes will be placed in the limita-eign law (taxes are related to income if the
Example 2of the proposed regulationstion category for financial servicesincome is included in the tax base upon
reached the correct result but applied ancome rather than the general limitationvhich the foreign tax is imposed).
incorrect rationale. Just asBixample 1 category. The commentator argued thadforeign taxes are allocated and appor-
on the facts of proposeixample 2the financial services entities typically havetioned to separate categories by referenct
related look-through entity rules ofno general limitation income, and that théo the separate categories to which the
§1.904-5(i)(1) would apply to distribu-financial services category essentialljncome taxed under foreign law would be
tions between the second- and third-tieserves as the residual basket for financialssigned under U.S. tax principles. See
CFCs even without the application of theservices entities. §1.904-6(c)Example 5 Comments are
special rule for dividends in proposed Treasury and the IRS decline to adopequested on the manner in which the reg:
§1.904-5(i)(3). Examples land 2 are the suggested change. Treasury and thiations could be made easier to under-
revised to illustrate the different ownerdRS believe that most cases in which forstand and apply.
ship thresholds that are required in ordegign tax is imposed in the absence of
for the look-through rules to apply toconcurrent associated income inclusion i
interest and dividends paid betweeithe United States are properly analyzed as|t has been determined that this
CFCs. The regulations also add a neWavolving a timing difference rather than arreasury decision is not a significant reg-
Example 3to further clarify the applica- base difference. A timing differenceyjatory action as defined in Executive
tion of §1.904-5(i). occurs when foreign tax is imposed on ayrder 12866. Therefore, a regulatory

. item that would be income under Unitethssessment is not required. It also ha:
5. Treatment of Section 951(a)(1)(B)  States tax principles if it were recognizegheen determined that section 553(b) of the

Inclusions as Dividends for U.S. tax purposes in the same yeapdministrative Procedure Act (5 U.S.C.

Paragraph (m)(4) of §1904_5 is amend'_l'reasury and the IRS believe that ba%apter 5) does not app|y to these regu|a.

ed to clarify that, for purposes of the sectiodifferences  (in which foreign tax istions, and because the notice of propose:

904(g) re-sourcing rules, sectionPoSed on an amount that the Unite¢lemaking preceding the regulations was

951(a)(1)(B) inclusions are treated as diviotates would never recognize as incomgssued prior to March 29, 1996, the

dends sourced under tipgo rata rule of Zuih :csi:} grllztl)eri;ilyb(zg;uraif'?‘gf;r:g'er;glﬁegUlatory Flexibility Act (5 U.S.C.
section 904(g)(4) and §1.904-5(m)(4) p hapter 6) does not apply. Pursuant to

financial services entities is not required.section 7805(f) of the Code, the notice of

Section 904(g)(2) provides a rule for sourc- However. Treasury and the IRS are co . :
ing section 951(a) inclusions, which literal- . . . ' y e fbroposed rulemakmg_precedmg these reg
3|der|ng whether additional rules are neediations was submitted to the Small

:x Isnggtjigi zz?&zgl(f)?g)lncéljes(;ggﬁ g((a)z((:rl)tzged to clarify the operation of Business Administration for comment on
treats an amount described in segctio)|§31'904F6(a)(l)(iV)' For example, Treasurjts impact on small business.

. and the IRS are considering whether the

951(2) as U.S. source income to the exteply, -ions should be revised to addredarafting Information

!t s atiributable to "e”.‘s of U.S. So.urceexplicitly situations in which a foreign
income of the foreign corporation.

. . country and the United States recognize,_.. ;
Inclusions under section 951(a)(1)(A) ar%iffererxt amounts of income or charact(‘(:]erizSlatlons 's Rebecca 1. Rosenberg of the

measured by tracing the inclusion directl - . Bifice of Associate Chief Counsel
to the items of income received by a CFC)f,he income dlfferently_, for example, as. International), within the Office of Chief

. L ) ) esult of differences in calculating basis | h |
Like an actual dividend, an increase in earyy - iccies under consideration. inclu Counsel, IRS. However, other personne

ings invested in U.S. property that is includ om the IRS and Treasury Department

s X ‘the appropriate treatment of situations :? o . '
. I . articipated in their development.
ed in income under section 951(a)(1)(B) Which a timing difference occurs but ther P % % % % P

treat?d as pa_lid pro ra(;a out f_Of all of thes more than one possible characterization
CFCs earnings and profits. Se%f the income that might be recognized idoption of Amendments to the

81.904-5(c)(4)(1).  The final regulationsyo f,re for U.S. tax purposes, and situdRegulations

amend §1.904-5(m)(4)()) to clarify thations iy which the United States and anoth-

section  904(g)(2) ~sources  SECUORy coyntry perceive different taxpayers as Accordingly, 26 CFR part 1 is amended
951(a)(1)(B) inclusions by applying theo
rata rules of section 904(g)(4).

§pecial Analyses

The principal author of these final reg-

realizing the same income (with or withou@S follows:

a timing or characterization difference)PART 1—INCOME TAXES

Comments are requested on the appropriate

scope and content of additional guidance on Paragraph 1. The authority citation for

these types of issues. part 1 is amended by adding citations for
A commentator requested that Treasury and the IRS are also conside§81.861-9, 1.861-ll and 1.861-14 to read

81.904-6(a)(1)(iv) be revised to provideang clarifying §1.904—6(a)(1), which pro-as follows:

6. Treatment of Base Differences in the
Case of Financial Services Entities



Authority: 26 U.S.C. 7805 * * * income under sections 861(a)(2)(A)only the interest expense incurred by the
Section 1.861-9 also issued under 2862(a)(2), and 904(d)(2)(A) and the regugroup member during the period of mem-
U.S.C. 863(a), 26 U.S.C. 864(e), 2dations under those sections. For taxableership shall be allocated and apportionec
U.S.C. 865(i), and 26 U.S.C. 7701(f). * *years beginning after December 31, 1993s if all members of the group were a sin-
* stock in a related section 936 corporatiogle corporation. In this regard, assets helc
Section 1.861-11 also issued under 26ould be characterized for alternativeduring the period of membership shall be
U.S.C. 863(a), 26 U.S.C. 864(e), 26ninimum tax purposes as an asset subjeetken into account.  Other interest
U.S.C. 865(i), and 26 U.S.C. 7701(f).to the separate limitation for section 93@&xpense incurred by the group member
Section 1.861-14 also issued under 2€orporation dividends because the stoadturing its taxable year but not during the
U.S.C. 863(a), 26 U.S.C. 864(e), 26roduces foreign source dividend incomeeriod of membership shall be allocated
U.S.C. 865(i), and 26 U.S.C. 7701(f).* *that, for alternative minimum tax purpos-and apportioned without regard to the
* es, is subject to a separate foreign taxther members of the group.
Par. 2. Section 1.861-9 is added to readdedit  limitation  under  section (2) Inclusion of section 936 corpora-
as follows: 56(g)(4)(C)(iii)(IV). However, stock in a tions—(i) Rule—(A) In general Except
i i section 936 corporation is characterizeds otherwise provided in paragraph
§1.861-9 Allocation and apportionment 55 5 'S, source asset to the extefd)(2)(i)(B) of this section, the exclusion
of interest expense. required by section 904(g). For the defiof section 936 corporations from the affil-
(a) through (h)(4) [Reserved]. For fyr-Nition of the temsectiq_n 936 corporation iated group under section 1504(b)(4) QOes
ther guidance, see §1.861-9T(a) througﬂeem§1.861—1;(d)(2)(||). . not apply for purposes of this .sectlon.
(i) Effective date This paragraph Thus, a section 936 corporation that
(h)(4). . - ) :
d (N(5) applies to taxable years beginningneets the ownership requirements of sec:
persons—(i) General rule Stock in a after December 31, 1989. tion 1504(a) is a member of the affiliated

related person held by the taxpayer or by Par 3. In 81.861-9T, paragraph (h)(Syroup. _
another related person shall be charactdr- revised to read as follows: (B) Exception for purposes of alterna-

| PP .
of the taxpayer's pro rata share of assef§ interest expense (temporary). e}ﬁlllated group qf section 936 corpora-
held by the related person attributed to tions under section 1504(b)(4) shall be

each statutory grouping and the residudl* * * * operative for purposes of the application

grouping under the stock characterization (h) * ** of this section solely in determining the
rules of §1.861-12T(c)(3)(ii), except that (5) [Reserved]. For further guidancegmount of foreign source alternative min-

(h)(5) Characterizing stock in relate

the portion of the value of intangiblesee 81.861-9(h)(5). imum taxable income within each sepa-
assets of the taxpayer and related persons R rate category and the alternative mini-
that is apportioned to the related person Par. 4. Section 1.861-11 is added tBum tax foreign tax credit pursuant to

under §1.861-9T(h)(2) shall be charactefead as follows: section 59(a). Thus, a section 936 corpo-

ized on the basis of the net income befor. ) . ration that meets the ownership require-
. 1.861-11 Special rules for allocatin ; ;
interest expense of the related perso§ P 9 ments of section 1504(a) is not a member

W|th|n_each statut.ory grouping or r§S|dua ffiliated group of corporations. determining the amount of foreign source
grouping (excluding income that is pas-

sive under §1.904-4(b)). (a) through (c) [Reserved]. For furthe@/térnative minimum taxable income
(i) Special rule for section 936 corpo-guidance, see §1.861-11T(a) through (c)Vithin each separate category and the
rations regarding alternative minimum (d) Definition of affiliated group—(1) altérnative minimum tax foreign tax cred-
tax. For purposes of characterizing stockseneral rule For purposes of this section,|t Pursuant to section 59(a). _
in a related section 936 corporation ifin general, the termaffiiated grouphas _ (i) Section 936 corporation defined
determining foreign source alternativehe same meaning as is given that term yP" PUrPoses of this section, §1.861-9,
minimum taxable income within eachsection 1504, except that section 936 cofnd 81.861-14, the tersection 936 cor-
separate category and the alternative miporations are also included within thdPoration means, for any taxable year, a
imum tax foreign tax credit pursuant tcaffiliated group to the extent provided incerPoration with an election in effect to
section  59(a), the rules ofparagraph (d)(2) of this section. Sectioh€ €ligible for the credit provided under
§1.861-9T(g)(3) shall apply and1504(a) defines an affiliated group as ong€ction 936(a)(1) or section 30A for the
§1.861-9(h)(5)(i) shall not apply. Thusor more chains of includible corporationd@x@ble year. _ _
for taxable years beginning afterconnected through 80-percent stock own- (i) Example This example illustrates
December 31, 1989, and before Januamrship with a common parent corporatiof’€ Provisions of paragraph (d)(2)(i) of
1, 1994, stock in a related section 93@vhich is an includible corporation (asth'; secPon/:A o X Lof the stock of
qorporgt_ion is characterized for aItemadefined in §ection 1504(b)). In the case of xnlgss_ém)tesa;f aﬁiﬁ;‘gz agr;’u; gfsézfpoc;a_
tive minimum tax purposes as a foreigm corporation that either becomes or ceaggns within the meaning of section 1504(a) and uses
source passive asset because the staekto be a member of the group during thie tax book value method of apportionment. In
produces foreign source passive dividencourse of the corporation’s taxable yea000,Y owns all of the stock of Z, a section 936 cor-



poration. Z manufactures widgets in Puerto Rico. tase may be). The loss must be recaptured in subse-(d) (1) and (2) [Reserved]. For further

purchases these widgets and markets them exclguent years under the rules of section 904(f) for p“buidance see §1.861-11(d)(1) and (2).

sively in the United States. Of the three corporaposes of the alternative minimum tax foreign tax’ , 4 4 4 «

tions, only Z has foreign source income, whichcredit. * * * . .
includes both qualified possessions source invest- (jv) Effective date This paragraph (7) Special rules for the application of
ment incon}e ant(_J ge;oe‘:alzl,imitatil(_): ;ncome. '_:Ogd)(Z) applies to taxable years beginniné_lﬁGl_llT(d)(G) [Reserved]_. F.0r spe-
urposes of section , Z's qualified possession

purp q p Sfter December 31, 1989. cial rules for the application of

source investment income constitutes foreign sour
passive income. In computing the section E1J3OA ben- (d)(3) through (6) [Reserved]. For fur'?i'fél*_llT(d)(G)’ see §1.861-11(d)(7).

efit, Y and Z have elected the cost sharing methodher guidance see 81.861-11T(d)(3 ) )
Of the three corporations, only X has debt and, thushrough (6). Par. 6. Section 1.861-14 is added to
only X incurs interest expense. (7) Special rules for the application ofread as follows:

(B) Analysis for regular tax Assume first that X §1.861-11T(d)(6) The attribution rules §1.861-14 Special rules for allocating

has no alternative minimum tax liability. Under . ; P :
paragraph (d)(2) of this section, Z is treated as @f Section 1563(e) and the regU|at|0n§nd apportioning certain expenses (other

member of the XY affiliated group for purposes ofunder that section shall apply in determinthan interest expense) of an affiliated
allocating and apportioning interest expense for redng indirect ownership under group of corporations
ular tax purposes. As provided in §1.861-11T(b)(2)g1 861-11T(d)(6). The Commissioner () through (c) [Reserved]. For further

section 864(e)(1) and (5) do not apply in computing b 5ye the authority to disregard trustguidance, see §1.861-14T(a) through (c).
the combined taxable income of Y and Z under sec- ] = (d) Definition of affiliated arou (1)
tion 936, but these rules do apply in computing th@artnerships, and pass-through entities group-

foreign source taxable income of the XY affiliatedthat break affiliated status. Corporation§5enefa| rule Fof purposes of this sec-
group. The effect of including Z in the affiliated described in §1.861-11T(d)(6) shall bdion, the termaffiliated group has the
group is that X, the only debtor corporation in thet_:onsidered to constitute members of apame meaning as is given that term by

group, must, under the asset method described fijiated group that does not file a consolsection 1504, except that section 936 cor-
8§1.861-9T(g), apportion a part of its interest orations (as defined in
expense to foreign source passive income and fodated return and shall therefore be suf®

eign source general limitation income. This igeCt to the limitations imposed under81.861-11(d)(2)(ii)) are also included
because the assets of Z that generate qualified p&1.861-11T(g). The affiliated group fil-within the affiliated group to the extent
sessions source investment income and general ”'ihg a consolidated return shall be consigerovided in paragraph (d)(2) of this sec-

tation income are included in computing the grouy o 4 14 constitute a single corporation folion. Section 1504(a) defines an affiliated
apportionment fractions. The result is that, under

section 904(f), X has an overall foreign loss in bottPUrPOSEs of applying the rules QfgrOUp as_ one or more chains of includible
the passive and general limitation categories, whic81.861-11T(g). For taxable years beginsorporations connected through 80%
currently offsets domestic income and must b@ing after December 31, 1989,stock ownership with a common parent
recaptured against any subsequent years' foreigg 861-11T(d)(6)(i) shall not apply incorporation which is an includible corpo-
passive income and general limitation incomeyatarmining foreign source alternativeration (as defined in section 1504(b)). In
respectively, under the rules of that section. .. le i ithi h . .

(C) Analysis for alternative minimum tax Minimum taxable income wit in eac.the case of a corporation that either
Assume, alternatively, that X is liable to pay theSEparate category and the alternative milbecomes or ceases to be a member of th
alternative minimum tax. Pursuant to section 59(ajmum tax foreign tax credit pursuant togroup during the course of the corpora-

X must compute its alternative minimum tax foreignsection 59(a) to the extent that such appliion’s taxable year, only the expenses

tax credit as if section 904 were applied on the b"1‘5£:°‘ation would result in the inclusion of aincurred by the group member during the
of alternative minimum taxable income instead o

taxable income. Under paragraph (d)(2)(i)(B) of thiS€ction 936 Cprporation within the af'ﬁ'liat-period of membership shall be allocated
section, for purposes of the apportionment of interl€d group. This paragraph (d)(7) applies tand apportioned as if all members of the
est expense in determining alternative minimum taxtaxable years beginning after Decembejroup were a single corporation. In this
able income within each limitation category, Z is not31, 1986. regard, the apportionment factor chosen

considered a member of the XY affiliated group. .
Thus, the stock (and not the assets) of Z are includ- (e) through (g) [Reserved]. For furtherhall relate only to the period of member-

ed in computing the group apportionment fractionsguidance, see §1'861_11T(e) Fhroth (95hip.  For example, if apportionment on
Pursuant to sections 59(g)(4)(C)Gii)(v), Par. 5. Section 1.861-11T is amendeghe basis of assets is chosen, the averag
861(a)(2)(A), and 862(a)(2), dividends paid by aby: amount of assets (tax book value or fair
section 936 corporation are foreign source income 1, Revising paragraphs (d)(1) andnarket value) for the taxable year shall be

subject to a separate foreign tax credit limitation fo d)(2 . .
altermative minimum tax purposes.  Thus, undeg )(2). multiplied by a fraction, the numerator of

§1.861-97(g)(3), the stock of Z must be considered 2: R€émoving the concluding text fol-which is the number of months of the cor-
attributable solely to the statutory grouping consistowing (d)(6)(ii). poration’s taxable year during which the
ing of foreign source dividends from Z. The effect 3. Adding paragraph (d)(7). corporation was a member of the affiliat-
of excluding Z from the affiliated group is that X The revisions and additions read as folq group, and the denominator of which is

must apportion a part of its interest expense to t WS: h b f h ithin th
separate category for foreign source dividends from the number of months within the corpora-

Z in computing alternative minimum taxable incomegq 861-11T Special rules for aIIocatingtion’S taxable year. If apportionment on
within each separate category. If, as a result, under d apportioning interest expense of que basis of gross income is chosen, only

: A n
section 904(f), X has a separate limitation loss or an” 7 . . ross income aenerated durina the perioc
overall foreign loss in the category for dividends@ffiliated group of corporations g g 9 P

of membership shall be taken into

from Z for alternative minimum tax purposes, ther(temporary). ; )
that loss must be allocated against X’s other income account. If apportionment on the basis of

(separate limitation or United States source, as tie* * * * units sold or sales receipts is chosen, only



units sold or sales receipts during the perg1.902—1 Credit for domestic corporate (g) * * *
od of membership shall be taken intshareholder of a foreign corporation for (2) * * *
account. Expenses incurred by the groujpreign income taxes paid by the foreign (v) Examples.

member during its taxable year, but notorporation. (3) Special rule for dividends paid by a
during the period of membership, shall bg . xx controlled foreign corporation.

allocated and apportioned without regard (i) Distributions out of earnings and prof-
to other members of the group. This (d) >~ its accumulated when the distributing cor-

paragraph (d)(1) applies to taxable years (_:,J’) o ) . poration was not a controlled foreign cor-
beginning after December 31, 1989. (ii) * * * For rules regarding dividend . 4on

(2) Inclusion of section 936 corpora-distributions before August 6, 1997, 1Ay General rule.
tions—(i) General rule Except as other- Certain more-than-90-percent U”'“?‘%B) Ordering rule.
wise provided in paragraph (d)(2)(ii) ofStates shareholders of a controlled foreigit) Effect of intervening noncontrolled
this section, the exclusion from the aﬁili—fgrfgrf‘t'on’ see §1.904-4(g)(3)(ii). status.
ated group of section 936 corporations ) . (D) Examples.
under section 1504(b)(4) does not apply Par 9. Section 1.904-0 is amended &) pre-august 6, 1997, dividend distribu-
for purposes of this section. Thus, a se ollows: ) ) tions out of earnings and profits accumu-
tion 936 corporation that meets the own- 1- Amending the entries for 81.904-4,t04 pefore a more-than-90-percent
ership requirements of section 1504(a) iy: . . United States shareholder became
a member of the affiliated group. a. Adding entries for paragraphspited States shareholder.

(i) Exception for purposes of alterna-(€)(G)(V), (C)(E)(V)(A), and ()(6)(IV)(B). (a) General rule.
tive minimum tax The exclusion from the P- Adding an entry for paragraphg) gxception for intra-group acquisi-

affiliated group of section 936 corpora—(g)(z)(v)' . ) tions.

tions under section 1504(b)(4) shall be C: Revising the entries for paragraphgsy ordering rule.

operative for purposes of the applicatio9)(3) and (@)(3)(). - (D) Distributions after August 5, 1997.

of this section solely in determining the d- Adding entries for paragraphsgy pxamples.

amount of foreign source alternative min{9)3)MN(A), (©)(3)()(B), (9)(3)()(C), and iy Treatment of earnings and profits for
imum taxable income within each sepa(g)(3)(')(D)' transition year.

rate category and the alternative minimum & Revising the entry for paragraphy pefinitions.

tax foreign tax credit pursuant to sectioﬁg)(3)(")' ) ) (v) Effective date.

59(a). Thus, a section 936 corporation Adding entries for paragraphss s « «

that meets the ownership requirements &8)(3)(ID(A), (QG)((B), (9)(3)()(C), Par. 10. Section 1.904—4 is amended by

section 1504(a) is not a member of th&)3)()(D), and (g)(3)(i)(E). 1. Revising the second sentence in

affiliated group for purposes of determin- 9- Revising the entries for paragraphga agraph (b)(1)(i)(B).

ing the amount of foreign source alterna(9)(3)(iii) and (g)(3)(). 2. Revising paragraph (c)(4)(ii).

tive minimum taxable income within each N: Adding an entry for paragraph 3 aqding a new paragraph (c)(5)(v).

separate category and the alternative mif(rg)_(3)(v)' . 4. Adding the text to paragraph

imum tax foreign tax credit pursuant to |- Removing the entry for paragraphcg)iv).

section 59(a). (9)(4). o i 5. Adding a new sentence at the end o
(i) Effective date This paragraph 1he revisions and additions read as folsaragraph (c)(7)(ii).

(d)(2) applies to taxable years beginninbOWS: 6. Revising the second sentence of

after December 3.1, 1989. §1.904-0 Outline of regulation paragraph (9)(7)(iii). _
(d)(3) t.hrough (i) [Reserved]. For fur- 5. \isions for section 904. . 7. Amgndlng paragraph (c)(8) by revis-

ther guidance see §1.86l—l4T(d)(3§ ing the fifth sentence of paragraph (i) of

through (j). *ok ok koK Example 9and the fifth sentence of para-
Par. 7. In 81.861-14T, paragraph (d) i aph (ii) ofExample 9

— . gr
revised to read as follows: §(1)'490‘E4 Sepatr?te aptpl.lcatlcin of §ect|?r9 8. Revising paragraph (e)(3)(ii).
with respect to certain categories of o Adding the text to paragraph

§1.861—14T Spemal rl_JIes for allocating income. (€)(3)(iv) Example 2
and apportioning certain expenses (other*

* 10. R i i S
than interest expense) of an affiliated Frer 0. Redesignating paragraph (g)(4) a

. * % % aragraph 2)(Vv).

group of corporations (temporary). Eg)) k% i 119 R%vi(s?%(g] 1E1e) heading for paragraph
AR (v) Coordination with section 954(b)(4). (d)(3) and revising paragraph (9)(3)().

(d)(1) and (2) [Reserved]. For further(6) * * * 12. Revising the paragraph headings
guidance, see §1.861-14(d)(1) and (2). (iv) * * * and adding the text to paragraphs
ok ok ok Kk (A) General rule. (g)(3)(|l) thl’OUgh (IV)

Par. 8. Section 1.902-1(d)(3)(ii) is(B) Exception for U.S. shareholders not 13. Adding paragraph (g)(3)(v).
amended by adding text to read as fokntitled to look-through. The revisions and additions read as fol-

lows: * ok k Kk lows:



81.904-4 Separate application of sectior1997, to new shareholders acquiring morty if the affiliated group as a whole meets
904 with respect to certain categories of than 90 percent of a controlled foreigrthe requirements of paragraph (e)(3)(i) of
income. corporation), is not entitled to look-this section. For purposes of this para-
ot ot through treatment with respect to pregraph (e)(3)(ii), affiliated group means an
) acquisition earnings and profits of the disaffiliated group as defined in section
(b)***(l)***.(')*_** tributing corporation, the increase inl504(a), determined without regard to

~ (B) * * * Passive income does nottreign taxes described in paragrapbection 1504(b)(3). In counting the
include any income that is also describeghy(g)(iv)(A) of this section shall be treat-income of the group for purposes of deter-
in section 904(d)(1)(B) through (H), anyeq as taxes related to the noncontrolleatining whether the group meets the
export financing interest (as defined insection 902 corporation income of the disrequirements of paragraph (e)(3)(i) of this
section 904(d)(2)(G) and paragraph (h) ofiputing corporation. section, the following rules apply. Only
this section), any high taxed income (as (c) Effective date This paragraph the income of group members that are
defined in section 904(d)(2)(F) and parac)(6)(iv) applies to taxable years beginUnited States corporations or foreign cor-
graph (c) of this section, or, for taxableying after December 31, 1986. Howeveporations that are controlled foreign cor-
years beginning before January 1, 1993¢r taxable years beginning beforeporations in which United States members

any foreign oil and gas extraction incomeanyary 1, 2001, taxpayers may rely onf the affiliated group own, directly or

(as defined in section 907(c)). * * * §1.904-4(c)(6)(iv) of regulations projectindirectly, at least 80 percent of the total
rrww INTL-1-92, published at 1992-1 C.B.voting power and value of the stock shall
(c)*** 1209. See §601.601(d)(2) of this chaptehe included. For purposes of this para-
(4) *** (7) *** graph (e)(3)(ii), indirect ownership shall

(i) Income from sources without the (jj) * * * For purposes of this paragraphbe determined under section 318 and the
QBU's country of operatian Passive (c)(7)(ii), foreign law is not considered toregulations under that section. The
income from sources without the QBU'sattribute a reduction in tax to a particulaincome of the group will not include any
country of operation shall be grouped ojear or years if foreign law attributes théncome from transactions with other
the basis of the tax imposed on thagy reduction to a pool or group containmembers of the group. Passive income
income as provided in paragraphs (c)(3)(thg income from more than one taxablavill not be considered to be active financ-

through (iv) of this section. year and such pool or group is defineihg income merely because that income is
e based on a characteristic of the incomearned by a member of the group that is ¢
(5)**~* (for example, the rate of tax paid withfinancial services entity without regard to

(v) Coordination  with  section respect to the income) rather than on thée rule of this paragraph (e)(3)(ii). This
954(b)(4) For rules relating to passivetaxable year in which the income isparagraph (e)(3)(ii) applies to taxable
income of a controlled foreign corporaerived. years beginning after December 31, 2000.
tion that is exempt from subpart F treat- (iii) * * * If a taxpayer excludes passive *****
ment because the income is subject §dcome from a controlled foreign corpora- (iv) * * *
high foreign tax, see section 904(d)(3)(E)ion’s foreign personal holding company Example 2 Foreign corporation A, which is not

§1.904—4(c)(7)(iii), and 81.904-5(d)(2). income under these circumstances theﬁr,comro"ed foreign corporation, owns 100 percent
! of the stock of domestic corporation B, which owns

(6) o . . notwithstanding the general rule OflOO percent of the stock of domestic corporation C.

(iv) Increase in taxes paid by succesg1.904-5(d)(2), the income shall be COna aiso owns 100 percent of the stock of foreign cor-
sors—(A) General rule Except as pro- sidered to be passive income until distribporation D. D owns 100 percent of the stock of
vided in paragraph (c)(6)(iv)(B) of this ution of that income.* * * domestic corporation E, Which owns 1QO percent of
section, if passive earnings and profits (8) * * * the stock of controlled foreign corporation F. All of

. . . . . ,_ the corporations are members of an affiliated group
previously included in income of a United  Example 9 (i) * * * Under country G's ithin the meaning of section 1504(a) (determined

States shareholder are distributed to a peaw, distributions are treated as made owithout regard to section 1504(b)(3)). Pursuant to
son that was not a United States sharef a pool of undistributed earnings subjeataragraph (e)(3)(ii) of this section, however, only the
holder of the distributing corporation into the 50% tax rate. * * * income of B, C, E, and F is counted in determining

the year the earnings were included, any (i) * * * Country G treats the distribu- whether the group _meets_ the requirements of para
. in f . taxes paid or accrued f . f the 50% graph (e)(3)(i) of this section. For the 2001 taxable
Increase In toreign ta P on of earnings as out of the o tax ra-tﬁealr, B’s income consists of $95 of active financing

or deemed paid or accrued, on that distrpool of earnings accumulated in 1987 an@come and $5 of passive non-active financing
bution shall be treated as taxes related &988. * * * income. C has $40 of active financing income and
genera| limitation income, regardless of * x x $20 of pas_sive_ non—_acti\_/e financing income. E has
whether the previously-taxed income was (e) * * * $70 of active financing income and $15 of passive
. . . non-active financing income. F has $10 of passive
considered high-taxed income under sec- (3) * * * income. B and E qualify as financial services enti-
tion 904(d)(2)(F) in the year of inclusion. (i) Special rule for affiliated groups ties under the entity test of paragraph (e)(3)(i) of this
(B) Exception for U.S. shareholdersin the case of any corporation that is not gection. Therefore, B and E are financial services
not entitled to look-throughin the case of financial services entity under paragrapﬁ’;]‘g::siswghf?:;nrceigf‘?e:\j’iC‘é":eé:teitr tgidggf‘;fatf]ea
a United States sharehq'lder thgt, by .reaee)(S)(_{) of this section, but is a me_mber_oﬁcome of B and E shall be treategas financial ser-
son of paragraph (g)(3)(ii) of this sectioran affiliated group, such corporation Willyices income. C and F do not qualify as financial

(relating to distributions prior to August 6,be deemed to be a financial services engervices entities under the entity test of paragraph



(e)(3)(i) of this section. However, under the affiliat-section 902, and the amount of foreign taxes deemed (2) The immediately preceding owner
2 ¥ are Tandial sentces enies because at 14937 acoumulated profis il be compued on L OWNErS were entitled to look-through
80 percent of the group’s total income consists ofear-by-year basispunder the rules pof sectioir,emr_nent on dls_trlbutlons f,rom the dis-
active financing income ($205 of active financing902(c)(6)(A) and §1.902-1(b)(3).  In 2000, ptributing corporation (determined after the
income is 80.4 percent of $255 total income). B'mcquires an additional 45% of the stock of S. Thu@pplication of paragraphs (g)(3)(i)) and
and E's passive income is not treated as actiier 2000 and subsequent years, S is a controlled fo(g)(3)(ii)(A) of this section); and

lest of paragraph (@)1 of the. secion everprafts and pays & dvidend aut of prir years sarn (o). B @t the time of such distribution
though i[t) is gtregted as financial services incomr;gs and przfii/s. Pursuant to para[;rapt): (@)(3)(i) o"fmd a,lt th? t'_me that the dIVIder_]d reC|plent
without regard to whether the group satisfies théhis section, because S was not a controlled foreig@\cqu'red its interest from such immediate-
affiliated group test. Once C and F are determinecbrporation before 2000, the dividend to P will bdy preceding owner or owners, such recip-
to be financial services entities under the affiliatedreated as a dividend from a noncontrolled sectiofent and such preceding owner or owners
group rest, however,.all of.the pa§sive'income of th802 corporation. The dividend is treated as paid ﬁr?ére members of the same affiliated grour
group is treated as financial services income. Thuseut of S's non-look-through pool of post-1986 undls—S

100 percent of the income of B, C, E, and F for 2001ributed earnings to the extent thereof, and then oSC}Mthm the meaning of section 1504(a)’

is financial services income. of S's pre-1987 accumulated profits on a LIFO basid€termined without regard to section
* ok ok ok k The entire dividend will be subject to a single sepal 504(b)(3)).
(g) * k% rate limitation for dividends from a noncontrolled (C) Ordering rule If, under paragraph
(3) Special rule for dividends paid by a>¢¢"°" 902 corporation. (9)(3)(ii) of this section (or under para-

controlled foreign corporation-(i)  _}amples 2 through.4Reserved]  graphs (g)(3)(i)(A) and (g)(3)(ii) of this
Distributions out of earnings and profits () Pre-August 6, 1997, dividend distrib-section), ‘a shareholder is not entitled to
accumulated when the distributing Corpo_UtIOHS out of earnings and profits accumulatysok-through treatment, the determination
ration was not a controlled foreign Corpo_ed before a more-than-go-percent Unlte%hether a distribution from its controlled
ration—(A) General rule Distributions States shareholder became a United Stalfseign corporation is attributable to pre-

from a controlled foreign CorporationSharehOIdefF(.A) General ule ~Look- gequisition earnings shall be made on ¢
shall be treated as dividends from a noryougn grlrlljmﬁ)les:o no: gpf;é;otdlsnlbu"aﬂ-in first-out (LIFO) basis. Thus, a dis-
i i 10ns made bejore August o, , 10 aMOrgripytion shall be deemed made first from
therefore not subject t fﬁépggﬁiﬂ}oﬁgaha”f’otpef?em United States sharefolderife pos(-1986 undistributed eamings
rules of §1.904-5, to the extent that ththet‘?'t'fttr.'b““”g Corpoga“‘;”’ o the extent théttributable to the period after the share-
istribution i ; i i distributions are made from €amings anfo|der became a United States sharehold
g?éﬂ%ujig?e:jsdouurgn%f r?earriglc?sg ;ﬁgg t?wre()glﬁs-rOfits accumulated before the taxpayegy in the distributing corporation, and then
tributing corporation was not a controlled . e & United States shareholder of thgm pre-acquisition earnings, in the order
foreign corporation distributing _corporation (pre-acquisitiogescribed in paragraph (g)(3)()(B) of this
(B) Orderin rulé The determination earnings). Therefore, in the case of a distrigction.
of the earnings to which a distributionction made before August 6, 1997, a dvi- (p) pistributions after August 5, 1997
from a controlled foreign corporation jsdend sf:allll bde tre?ted ggza leldent_d fromla?ook-through principles shall apply to
i _joncontrofied section corporation, anfjstriputions made after August 5, 1997,
?i‘:g»:_boul}? ?Lﬁpsor;agagg_ m-?ﬁss 02 ;S»:ﬁztlt ed Ig(l)lggz(_)ggz rllljlest of SleCt_i]?” 904(d)(3Yo a distribution from a contrgolled foreign
i ¢ ana 3.1. Shall not apply, Ii— corporation to a more-than-90-percent
tllggsshf:d?EtSSStzgdegﬁ?ﬁggS;I[ﬁﬁfa(ﬁta (1) The distibution is received by ayited States shareholder out of pre-
to the period after the distributing corpo?mteol Stta:Fsds?argholder, or b¥. an U?peé'cquisition earnings that were accumulat-
i i tier controlled toreign corporation Of aeq in years during which the corporation
rat!on became a controlled foreign COrPOp) o d States shareholder, at a time whey) Yy ol 3 o r pr con
ration (look-through pools), next from the as a controlled toreign corporaton.

non-look-through pool of post_lg%such United States shareholder is a morgyst-1986 undistributed earnings attribut-

undistributed earnings, if any, and ﬁna"ythan-go-percent United States shareholdghje to the period after the shareholdet

on a LIFO basis from pre-1987 accumu®’ t;e (zllritributing tr:worporation; and  pecame a United States shareholder in th
lated profits. @ he mo:e-t an-90-percent Unitedyistributing corporation and other post-
(C) Effect of intervening noncontrolled Sr:ateshsl areno dir was nOtr? United Stateggeg undistributed earnings accumulatec
status [Reserved] shareholder at the time the distributeqhjie the distributing corporation was a
(D) Examples The following exam- fhaerrggﬁbir:ﬂ pré);'rtso"r"aegsnaccumumed bé’ontrc.)lled foreign corporation shall be
ples illustrate the application of paragraph B) E g fp S combined into a single set of post-1986
©)3)): ( )_ Exception for certain intra-group yndistributed earnings pools for each sep
Example 1 S is a foreign corporation formed in vaUIS_I_tlonS Notv_wthstar_wdlng para_graph arate category described in
1980. Until 1992, S had no United States shard@)(3)(il)(A) of this section, a dividend g1 904-5(a)(1) as of August 6, 1997.
holders. In 1992, P, a domestic corporation, acquird@cipient shall be entitled to look-through (E) Examples The following exam-

10 percent of the stock of S. Thus, for 1992 and sureatment on a distribution out of pre
sequent years, S is a noncontrolled section 902 CAcquisition earninas  if— .
poration. Because the 10-percent ownership require- ql The divid gd ient i Unit dgraph (g)(3)(_”)- _ _

ment of section 902(a) was not satisfied until 1992 @ € dividend recipient IS a United  Example 1 (i) P, a domestic corporation, owns
earnings accumulated by S before 1992 will be treabtates shareholder of the distributing cor00 percent of the stock of U, a controlled foreign

ed as pre-1987 accumulated profits for purposes gForation; corporation. In 1992, P sells 100 percent of the

ples illustrate the application of this para-



stock of U to T, an unrelated domestic corporationinterest in the stock of S. S has no income in 1999 nited States shareholder and which is an
In t:L'E)fQZ, U‘has nodearn]i::gs tatmg r:agls a; divi_dend toé’nd pays a’ dividgnd on Eecerptber ﬁ 1996, out @f per-tier corporation as defined in
out of earnings and profits attributable to prior yearsprior years’ earnings and profits. is paragraplé _ . Ctribh
T is not related to P and P’s ownership of U will no{g)(3)(ii) does not apply because T acquired les ;'902 1(a)(6) with respect to the distrib
be attributed to T. Because the dividend to T in 199tan 90 percent of the stock of S. Thus, T is entitleHINg corporgtlon. N
is out of post-1986 undistributed earnings that art look-through treatment on dividends distriouted (V) Effective date The provisions of
pre-acquisition earnings, the dividend will be treatedut of pre-acquisition earnings, because such earthis paragraph (g)(3) apply to taxable
as a _dividend from a noncont_rglled section 902 colings are att_ributable to periods in which S was a coryears beginning after December 31, 1986.
poration. In 1993, U pays a dividend to T out of curtrolled foreign corporation.
rent earnings and profits. T is entitled to look- (|||) Treatment of earnings and proﬁts
through treatment on the dividend. : e before January 1, 2001, taxpayers may
, . accumulated in a transition year IR .
(i) In September 1997, U pays a dividend to T rely on 81.904-4(g)(3)(ii), (iii) and (iv) of

out of both post-acquisition earnings and pre—alcqu,—Earnlngs and profits accumulated in th?egulations project INTL-1-92, published

sition earnings accumulated while U was a contdxable year in which a corporationat 1992-1 C.B. 1209. See §601.601(d)(2)

trolled foreign corporation. Under paragraphbecame a controlled foreign COI’pOf-EltiOi‘cl)f this chapter
(9)(3)(ii)(D) of this section, T is entitled to look- or in which a more-than-90-percent,, , , . pter.

through treatment on the full amount of the dividendUnited States shareholder became a
Example 2 (i) Domestic corporation P has Par. 11. Section 1.904-5 is amended a:

owned 95 percent of the stock of S, a controlled forUnlted States shareholder shall be ConSlg_llows:

eign corporation, from the time of S's organization€f€d €arnings and profits accumulate

. . ) : . 1. The last sentence in paragraph (a)(3)
in 1990. Domestic corporation R owns the remainafter the corporation became a controlle% revised and one new sentence is added
ing 5 percent of the stock of S. On December ¥oreign corporation or the shareholder ;

2. Paragraph (d)(2) is amended by

1996, T, an unrelated domestic corporation, acquireaeCame a United States shareholder
P’s 95 percent interest in S. On December 31, 1996 removing the word “For” at the beginning

S pays a dividend out of current and prior yearsrespecuvely' of the first sentence and adding the lan-
uage “Except as provided in

earnings and profits. T is a more-than-90-percent (IV) Definitions The following defini-
United States shareholder of S at the time it receivéions apply for purposes of this paragrap : .
the dividend, but was not a United States shareholdg)(3): ; 1'904_4(C)(?)('!') (r_elatmg tO r?dUC“O”S
er at the time the distributed earnings were accumu- A)  More-than-90-percent United in tax upon distribution), for” in its place.
lated. Under this paragraph (g)(3)(ii), the portion o 3. Paragraph (g) is revised.

the dividend to T attributable to pre-acquisition earn-%tates Shareho'_derThe termmore-than- 4. Paragraph (h)(4) is amended by
ings will be treated as a dividend from a noncon90-percent United States shareholder

trolled section 902 corporation. Under paragrapineans, with respect to any controlled fOI’-addlng three neW.Sent.enceS at the end.
5. Paragraph (i)(1) is amended by:

(9)(3)(iii) of this section, T will be entitled to look- eign corporation, a United States share- Revising the third sent
thtz?ggth ;I'eattmig;g” ”r‘r?_npor“o:d Ofrt?_‘f d"’:j’f(;‘%older that owns more than 90 percent of E‘ A;\j/_lsmg e thir tsen enietﬁ g
atiributable to 1996 earnings and profits. Undep "\ - o voting power of all P ing a new sentence at the end.
paragraph (g)(3)(ii)(C) of this section, the dividend . 6. The text to paragraph (i)(3) is added.
received by T will be treated ming first from s'<lasses of stock entitled to vote of the con- . .
ecelvea by e treated as coming first from S . : - 7. Paragraph (i)(4Example 1is
post-1986 undistributed earnings attributable tdrolled foreign corporation. In determin- q
1996, and then from pre-acquisition eamings. ing ownership for purposes of this defini-re\gse_”; text t h (i |
s oo o camo o g aon th infect stock ommershp rues of, 2 {12 1 (@ paregraph (Eampl

. - : ion nd 318 and the regulati )
profits. Under paragraph (g)(3)(ii)(D) of this sec—seCt0 s 958 a d 318 and the egulatio 9. Paraaraph (i xample 3s added.
: . . grap p
tion, T will be entitled to look-through treatment onUNder those sections shall apply. .

' L 10. The second and third sentences of
the full amount of the dividend because all of S's  (B) Non-look-through pool Except as ,
earnings and profits were accumulated in years dupgtherwise provided, the termon-look- paragraph (m)(1) are reV!S?d' )
ing which S was a controlled foreign corporationtprogh poolmeans post-1986 undistrib- 11. Paragraph (m)(4)(|)_|s revised.
The dividends to R will be treated as passive income ed earnings accumulated during periods 12. Paragraph (m)(5) is amended by

because R owns less than 10 percent of the stock_l& - A : removing the language “951(a)” from the
S and, therefore, is not entitled to look-through tread? Which the distributing corporation was_. 9 guag (@)

ment. a noncontrolled section 902 corporatiofi'St Séntence and adding the language

Example 3 The facts are the same aExample  that was not a controlled foreign corporaﬁgSl(a)(l)(A)” in its place.

2 except that R, rather than T, acquires from P an 86 The revisions and additions read as fol-

percent interest in S in 1996. Although R was a oty ; lows:
shareholder of S before the acquisition, it was not a (C) Post-1986 undistributed earnings

United States shareholder because it did not own 1_-616 termpost-1986 U!"diStribUted €arn-g1 904-5 Look-through rules as applied
percent of the voting stock of S. Thus, because Mgs has the meaning set forth ing controlled foreign corporations and
owns more than 90 percent of the stock of S, an§1.902-1(a)(9). .
; o : other entities.

received a distribution of earnings before August 7, (D) Pre-1987 accumulated profits
1997, that were accumulated before it became , % % %
United States shareholder of S, this paragralp'ﬁhe term pre-1987_ accumulated prOfIt.S (a . x % .
(9)(3)(ii) applies and R is not entitled to look-Nas the meaning set forth in (3) I_:or this purpose the con-
through treatment on the 1996 dividend. R is ent§1.902—1(a)(10). trolled group is any member of the affili-
tled to look-through treatment on the 1997 dividend. (E) Upper tier controlled foreign cor- ated group within the meaning of section

Etxalr‘g'? 4 Since its OrEa”'Zs“orL'” 1980, Sé' Z oration The termupper tier controlled 1504(a)(1) except that “more than 50 per-
SZ?Creomeby ggi'qgeztﬁ:oég%ir';;én ?,Sanzinoz"g::em b)(/)reign corporationof a United States cent” shall be substituted for “at least 80
domestic corporation R. On November 15, 199eShareholder means a controlled foreigpercent” wherever it appears in section

domestic corporation T acquires R's 40 percengOrporation in which the taxpayer is al504(a)(2). For taxable years beginning

However, for taxable years beginning



before January 1, 2001, the preceding sethird sentence of this paragraph (i)(1) Example 3 The facts are the same agample

tence shall be applied by substituting “5hall be applied by substituting “50 per-: €xcept that U pays both a $100 interest paymen
,and a $50 dividend to T, and T owns 80 percent (by

pe:(iefi Ior more than 50 percent”. cent or more for “more than 50 percent’ . ° - value) of U. Under paragraph (i)(1) of this
o each place it appears. section, T and U are related look-through entities,
(g) Application of look-through rules — ***** because T owns more than 50 percent (by vote an

to certain domestic corporations The (3) Special rule for dividends Solely value) of U. Therefore, look-through principles
principles of section 904(d)(3) and thisor purposes of dividend paymentsiPply to both the interest and dividend income paid

. g . . r accrued by U to T, and T treats both types of
section shall apply to any foreign sourckdetween controlled foreign corporatlon:%come as general limitation income. Under para-

interest, rents and royalties paid by & taxable years beginning after Decembejiapn (c)(1) of this section, P and V apply look-
United States corporation to a related coB1, 2000, two controlled foreign corpora-through principles to the resulting subpart F inclu-
poration. For this purpose, a Unitedions shall be considered related looksions, which therefore are also general limitation
States corporation and another corpordhrough entities if the same United State'?iome to P andV.

tion are considered to be related if onshareholder owns, directly or indirectly, at

owns, directly or indirectly, stock possessleast 10 percent of the total voting power (M) *** (1) *** For purposes of
ing more than 50 percent of the total votef all classes of stock of each foreign cordétermining the portion of a dividend paid
ing power of all classes of stock of theporation. Taxpayers may choose to appl) accrued (or amount treated as a divi
other corporation or more than 50 percerihis paragraph (i)(3) in taxable yeardl€nd, including amounts described in sec
of the total value of the other corporationbeginning after December 31, 1991, protion 951(a)(1)(B)) by a controlled foreign
In addition, a United States corporatiorvided that appropriate adjustments argOrporation thatis treated as from source:
and another corporation shall be considnade to eliminate any double benefit arigithin the United States under section
ered to be related if the same Uniteihg from the application of this paragrapt?04(9)(4), the rules in paragraph (m)(4) of
States shareholders own, directly or indii)(3) to taxable years that are not open fdfiS S€ction apply. For purposes of deter.
rectly, stock possessing more than 50 peassessment. mining the portion of an amount included
cent of the total voting power of all class- (4) Examples* * * in ~gross income under section
es of stock or more than 50 percent of the Example 1 P, a domestic corporation, owns all 0f951(a)(1)(A) that is a_ttrlbUtame to income
total value of each corporation. For purthe stock of S, a controlled foreign corporation. of the contr_oll_ed forelgn_ corporation from
poses of this paragraph, the consirueEs 07" 1 e 505k 10 St X corsources it the Uit States under
stock ownership rules of section 318 anfmaining 60 percent of the stock of T is owned b ection 904(9)(2)’. the rules in paragraph
the regulations under that section apply, a domestic corporation. The percentages of val )(5) of this section apply. * * *

For taxable years beginning beforend voting power of T owned by S and Vv correspona o ) o )
January 1, 2001, this paragraph (g) shalff their percentages of stock ownership. T owns 40 (4) *** (i) *** Any dividend or dis-

; TS ercent (by vote and value) of the stock of U, gripution treated as a dividend under this
be applied by substituting “50 percent 0E))ountry Z corporation that is a controlled foreign

more” for “more than 50 percent” eachcorporation. The remaining 60 percent of U issecnor_1 (including an ampunt included in
place it appears. owned by unrelated U.S. persons. U eamns excl@0SS Income under section 951(a)(1)_(B))
(h) * ** sively general limitation non-subpart F income. Ithat is received or accrued by a United
(4) * ** Similarly, a partnership (first 2001, U makes an interest payment of $100 to States shareholder from a controlled for-
partnership) is considered as owning morngOOk'througr; p”gcl'plis ﬁo nOthappI.y : becaudse Tangign corporation shall be treated as
than 50 percent of the value of anothegr;:1 re not retated look-through entiies under Pa'hcome in a separate category derivec
ph (i)(1) of this section (because T does not ow, -y . .

partnership (second partnership) if thenore than 50 percent of the voting power or value ﬂom sources W'th'n_ the United _States in
first partnership owns more than 50 perU) Th? interest is passive income to T, and is sutprop_omon to the I'-atIO of the portion of the
cent of the capital and profits interests O?ha_\rt F |r:_com|e thJ( Ichand\r/]. L_lnd_e: pa;agt;raph (cL(l) @arnings and profits of the controlled for-
) . is section, look-through principles determine P anghj ion i i .

the second partnership. For fis puTpoSE seer, o0 o4 e et F andign corporatio i the corresponding sep
value will be determined at the end of the. p and v therefore must characterize the inclusiopra € calegory from *’nited States source
partnership’s taxable year. For taxables passive income. o the total amount of earnings and_ proﬂts
years beginning before January 1, 2001, Example 2 The facts are the same agkample of the controlled foreign corporation in

the second preceding sentence shall peexcept that instead of a $100 interest payment, that separate category.

. L. “ " pays a $50 dividend to T in 2001. P and V each owm, * * * *
applled by SUbStltu“ng 50 percent fordirectly or indirectly, more than 10 percent of the

”m(')r(i Tin 5](-) EEicSntl”_ ddition. ¢ voting power of all classes of stock of both T and U. Robert E. Wenzel,
GDar ()2 in addiion, o s iopasgan (06)of e o or Depuy Commissione
ook-tnrougn entuues are related | eP of Internal Revenue.

same United States shareholders owtifg' UTE\ZEJO?S tlfg"lietf]rizgﬁaﬁfnt’ig:‘e'tshrg:gg et”cfi'
dlreCtly or mdlreCtIy’ stock possess'_ngcharacterize the dividend income as general Iimitae‘pproved December 13, 2000.
more than 50 percent of the total \_/Otmﬁon income to T. The dividend is subpart F income 3 han Tall
power of all voting classes of stock (in thef T that is taxable to P and V. The subpart F inclu- _Jonathan Talisman,
case of a corporation) or more than 5@ons of P and V are also subject to look-through Acting Assistant Secretary
percent of the total value of each lookPrinciples, under paragraph (c)(1) of this section, (Tax Policy).
throuagh entity. * * * For taxable earsand are characterized as general limitation income to

. g_ Y- y P and V because the income is general limitatio(Filed by the Office of the Federal Register on De-
beginning before January 1, 2001, th@come of T. cember 29, 2000, 8:45 a.m., and published in the



issue of the Federal Register for January 3, 2001, ¢
F.R. 268)



