Notice of Proposed Rulemaking
and Notice of Public Hearing

Allocation of Loss on Disposition of
Stock

INTL-4-95

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of proposeé rulemak-
ing and notice of public hearing.

SUMMARY: This documenh contains
proposé Income Tax Regulatios relat-
ing to the allocatin of loss realized on
the disposition of stock Thes regula-
tions will affed United States and for-
eign shareholdex of stodk in domestic
ard foreign corporations The regula-
tions are necessar to modify existing
guidane with respet to stok losses.
This documehn also contairs a notice of
public hearirg on the regulations.

DATES. Written commens mug be re-
ceived by Octobe 7, 1996 Outlines of
topics to be discussd at the public
hearirg scheduld for Novembe 6,
1996 at 10 a.m mug be receival by
Octobe 16, 1996.

ADDRESSES Serd submissios to:
CC:DOM:CORPR (INTL-4-95), room
5228 Internd Revene Service POB
7604 Ben Franklin Station Washington
DC 20044 In the alternative submis-
sionrs may be hard deliverad between
the hous of 8 am amd 5 p.m to:
CC:DOM:CORPR (INTL-4-95), Couri-
er's Desk Internd Reveng Service,
1111 Constitution Avente NW., Wash-
ington DC. The public hearirg will be
held in room 2615 Internd Revenue
Building, 1111 Constitution Avenwe
NW., Washington DC.

FOR- FURTHER- INFORMATION
CONTACT: Concernig the regulations,
Seh B. Goldstein (202 622—-3850 con-
cernirg submissios and the hearing,
Evangelish Lee (202 622-719 (not
toll-free numbers).

SUPPLEMENARY INFORMATION:

Paperwok Reductio Act

The collection of information con-
tained in this notice of propose
rulemakirg has been submittel to the
Office of Managemen arnd Budge for
review in accordane with the Pape-
work Reduction Act of 19% (44 U.S.C.
3507).

Commensg on the collection of infor-
mation shoutl be sert to the Office of
Managemen and Budget Attn: Desk
Officer for the Departmeh of Treasuy,
Office of Information and Regulatory
Affairs, Washington DC 20503 with
copies to the Internal Revenwe Service
Attn: IRS Repors Clearane Officer,
T:FP, Washington DC 20224 Com-
ment on the collection of information
shoutl be receivel by Septembe 6,
1996.

An ageng may not condud¢ or spon-
sa, and a persa is not required to
respom to, a collection of information
unles the collection of information dis-
plays avalid contrd numbe:.

The collection of information under
section 865(j)(1) is in § 1.865-2(e)(2)-
(ii). The proposé regulatiors provide
tha in ordea for taxpayes to elect
retroactive application of the regulations,
taxpayes mug comply with the report-
ing requiremerg containg in § 1.865—
2(e)(2)(ii). This information is required
by the IRS as acondition for a taxpayer
to eled to apply the rules of § 1.865-2
retroactivey. This information will be
usal to determire whethe a taxpayer
propery applied the regulations The
responderst generaly will be U.S. cor-
poratiors or individuals tha sel or
otherwie dispo® of stok in a foreign
corporation of which the selle owns
more than 10% of the vote or value.

Books or records relating to a collec-
tion of information mug be retainel as
long as their contens may becone ma-
terid in the administration of ary inter-
nd revene law. Generaly, tax returns
and tax retum information are confiden-
tial, as required by 26 U.S.C 6103.

Estimat@ totd annué reportirg bur-
den 4,0 hours The estimate annual
burden pe respondeh varies from 1
hou to 5 hours dependig on individual
circumstanceswith an estimate ave-
acge of 2 hours.

Estimatel numbe of
2,000.

Estimatel annud frequeny of re-
sponsesOnce.

respondents

Backgound

This documem contairs proposel
regulatiors amendig the Income Tax
Regulatios (26 CFR Pat 1) under
sectiors 861, 865 and 904 of the Inter-
nd Revene Code The regulatiors are

ale issual unde authoriy containel in
sectim 7806 of the Internd Revenue
Code.

Explanation of Provisions

This notice of proposé rulemaking
provides rules unde sectian 865()) relat-
ing to the treatmen of losse from the
sak or othe disposition of stock.

Section 1.8654 provides tha the al-
location of loss on the disposition of
propery not governel by § 1.865-2
continues to be governda by the gene-
ally applicabk rules of § 1.861-8 ex-
cepf as provided in othe administrative
pronouncements For example Notice
89-8 (19894 C.B. 699 remairs in
effect with respet to losses describd in
that Notice The treatmem of portfolio
stock which is excludel from § 1.865—
2, will be reviewal in the contex of a
broade projed dealig with similar
portfolio investmentsincluding delt in-
strumeng ard derivative financid prod-
ucts Allocation of loss on the disposi-
tion of stok of a regulatel investment
compaly and stok of an S corporation
alo will continle to be governe by
88 1.861-8(e)(7)fi and (ii).

Section 1.865-2(a provides the gen-
erd rule tha stok losses are allocated
in the same manne as stok gains
(determine without regad to sections
1248 and 865(f)). Thus stok loss gen-
erally is allocatel to the residene of the
sellg. Loss recognizéd by a United
States residem on the disposition of
stok attributabé to a foreign brand is
allocatel to foreign soure income if a
gain would haw been taxabk by the
foreign county and the highes marginal
rate of tax imposal in tha foreign
county is at leag 10 percent Loss
recognizé by a nonresiden alien indi-
vidud or foreign corporatimm with re-
spet to stok constitutig a United
States red propery intere¢ reduces
United States sour@ income in acca-
dane with section 897.

Section 1.865-2(h provides excep-
tions to the generd rule. Sectin 1.865—
2(b)(1) provides a dividend recapture
rule that applies to losses realizad on a
disposition of stok within 24 months
following the inclusion of a dividerd or
similar amount To the extert of the
dividend recaptue amount the loss shall
be allocatel to the sane class of income
as the dividend Unde a de minimis
rule, the recaptue rule will not apply if



the sum of all dividend recapture Section 1.865-2(d) provides defini-corporations. This certification is also
amounts is less than 10 percent of théons. based upon the fact that, even in cases
realized loss. Under § 1.865-2(e), the regulationgn which the regulation applies to small

A dividend recapture amount includesare proposed to be effective for taxablentities, the burden imposed by the
an actual dividend, a subpart F olyears beginning after 60 days after thgollection of information in the regula-
qualified electing fund inclusion attribut- date final regulations are published irtion, which is merely an election to
able to a dividend received by a conthe Federal Register However, a tax- apply the regulation to prior taxable
trolled foreign corporation in a separatepayer may elect to apply the regulationgears, is not substantial and, therefore,
limitation category other than that forretroactively to stock losses in all operthe collection of information will not
passive income, and an inclusion attribpost-1986 taxable years. A taxpayer gerimpose a significant economic impact
utable to section 956 or 956A. Divi- erally may make the election by attachon such entities. Therefore, a Regulatory
dends from foreign corporations, whiching a statement to an original orFlexibility Analysis under the Regula-
often are sheltered from United Stategimended federal income tax return filedory Flexibility Act (5 U.S.C. chapter 6)
tax by foreign tax credits and do notafter final regulations are published iniS not required. Pursuant to section
reduce the shareholder’s basis in théhe Federal Register However, the 7805(f) of the Internal Revenue Code,
stock, may reduce the selling price ofelection will not be effective unlessthis notice of proposed rulemaking will
the stock, thereby creating or increasinggmended returns are filed within 120be submitted to the Chief Counsel for
a loss on sale. Similarly, the identifieddays of the date final regulations areAdvocacy of the Small Business Admin-
subpart F inclusions may increase th@ublished in theFederal Registet istration for comment on their impact on
shareholder’s stock basis without sub- gection 1.904-4(c) is proposed to bémall business.

stantially affecting the value of theamended to provide rules specifically , .
stock, offering similar opportunities to addressing the treatment of loss allo€omments and Public Hearing

create a tax mismatch from an econoMigated to the section 904(d) separate gefore these proposed regulations are
wash' by pairing tax-sheltered fofelgn category for passive income. The P'O%dopted as final regulations, consider-
source inclusions and United Stategosed amendments provide that, for pu ’

r‘- . . . .
source loss. . . ation will be given to any written com-
_ ) poses of the grouping rules relating t ; - ;
Section 1.865-2(b)(2) provides a conthe high-tax kick-out described in sec?mems (signed original and eight (8)

sty e fequimg generaly talion SOAG)2)E). & passe 1oss s M-1SE R commeniswi e it o
loss recognized on the disposition of aRjg|ly allocated to a group based on th%ubiic inenection and copvin

89%-owned forelgn affl_llate redyces_fo_r-foreign tax that was, or would have " bl'p o %y g. heduled
eign source passive income if, withinheen imposed on the transaction had the Npu ch eagnglggg eegosc edule
the past five years, the seller or ankgaje resulted in a gain under foreign law, > N ovemoer o, , at a.m. in

member of its consolidated group recogs, after allocation and apportionment of 2o 2615, Intenal Revenue Building,

nized gain on the disposition of a for-| deductions, net income in a group is-——+ constitution Avenue NW., Wash-

eign affiliate that was sourced undef i wington DC. Because of access restric-
section 865(f). In order to provide reliefIrees_;j)et(r;ta ntoze[rc]),e agﬁ’oﬂi‘)xe;émﬂgii?dggﬁons, visitors will not be admitted be-
for taxpayers that could have taken stepglated to general limitation income. The’ond the building lobby more than 15
to avoid section 865(f) treatment ONpet loss is not considered related td"UteS Pefore the hearing starts.
gain sales occurring prior to the pUbnca'generaI limitation income, but propor- The rules of 26 CFR 601.601(a)(_3)
tion of these proposed regulations, th‘ﬁonately reduces income in the othe@PPly to the hearing. Persons that W|_sh
five-year lookback period will be phasedpassive income groups. The determind® Present oral comments at the hearing
in so that losses will be tainted only bytion of whether income in the positive must submit written comments by Octo-
reason of gains recognized after SepteMncome groups is high-taxed is made®®’ 7, 1996 and submit an outline of
ber 6, 1996. after this allocation of loss groups. AnytOPiCS to be discussed and time to be
Section 1.865-2(b)(3) provides antiet joss in the section 904(d) separatdevoted to each topic (signed original
abuse rules designed to prevent taxpaystegory for passive income constitute@nd €ight (8) copies) by October 16,

ers from changing the allocation of ag separate limitation loss governed b :

loss with respect to stock or othersection 904(f)(5). A period of 10 minutes will be allot-
property by entering into certain transac- ted to each person for making com-
tions. _ Special Analyses ments.

Section 1.865-2(c) provides rules of An agenda showing the scheduling of

general application. Section 1.865— It has been determined that this noticene speakers will be prepared after the

2(c)(1) provides that a partner’s distribu-of proposed rulemaking is not a signifi-geadline for receiving outlines has

tive share of loss resulting from acant regulatory action as defined inpassed. Copies of the agenda will be

disposition of stock by a partnership isExecutive Order 12866. Therefore, &yailable free of charge at the hearing.

allocated as if the partner disposed ofegulatory assessment is not required. It

the stock. In an appropriate case the loss hereby certified that these regulationgyrafting Information

may be attributable to a fixed place ofdo not have a significant economic

business of the partnership rather than tonpact on a substantial number of small The principal author of these regula-

the partner’s residence. entities. This certification is based ontions is Seth B. Goldstein, of the Office
Section 1.865-2(c)(2) provides thathe fact that these regulations will pri-of the Associate Chief Counsel (Interna-

worthlessness shall be treated as a disaarily affect U.S. owners of significant tional), IRS. However, other personnel

position for purposes of the stock losdnterests in foreign corporations, whichfrom the IRS and Treasury Department

allocation rules. owners generally are large multinationaparticipated in their development.



Adoption of Amendments to the Regulgprovided in § 1.865-1 and paragraplamounts) with respect to such stock at
tions (b) of this section, loss recognized orany time during the recapture period,
Accordingly, 26 CFR Part 1 is pro- the sale or other disposition of stockthen, to the extent of the dividend
’ ) shall be allocated to the class of grossecapture amount (or amounts), the loss
posed to be amended as follows: income and, if necessary, apportioneghall be allocated and apportioned on a
PART 1—INCOME TAXES between the statutory grouping of grosproportionate basis to the class or
income (or among the statutory group<lasses of gross income or the statutory
Paragraph 1. The authority citation forings) and the residual grouping of gros®r residual grouping or groupings of
part 1 is amended by adding entries inncome, with respect to which gaingross income to which the dividend

numerical order to read as follows: (other than gain treated as a dividendecapture amount was assigned.
Authority: 26 U.S.C. 7805 * * * under section 1248) from the sale of (ii) Exception for de minimis
Section 1.865-1 is also issued undeguch stock would give rise in the handsamounts.Paragraph (b)(1)(i) of this sec-

26 U.S.C. 865(j)(2). of the seller (without regard to sectiontion shall not apply to a loss realized by
Section 1.865-2 is also issued undeg65(f)). For purposes of section 904a taxpayer on the disposition of stock if

26 U.S.C. 865(j)(1). any such loss shall be allocated to thé¢he sum of all dividend recapture

Par. 2. Section 1.861-8 is amended byeparate category to which such gaimmounts included in income by the
adding paragraph (e)(7)(iii) to read aswould have been assigned (without retaxpayer with respect to such stock
follows: § 1.861-8 Computation of tax-gard to section 904(d)(2)(A)(iii)(1ll)). during the recapture period is less than
able income from sources within theFor purposes of § 1.904-4(c)(2)(ii)(A), 10 percent of the realized loss.

United States and from other sourceany loss allocated to passive income (2) Consistency exceptiea(i) In

and activities. shall be allocated (prior to the applica-general. Except to the extent provided
L tion of § 1.904-4(c)(2)(i))(B)) to the in paragraph (b)(1) of this section, loss

() *** group of passive income to which gainrecognized by a taxpayer with respect to
(7) *** on the sale would have been assigned the sale or other disposition of stock of

(i) Special rules for allocation of the sale of the stock had resulted in tha foreign affiliate (or of a corporation
loss from disposition of stockSee recognition of a gain under the law ofthat was a foreign affiliate within the
§ 1.865-2 for special rules regardinghe relevant foreign jurisdiction or juris- five-year period preceding the date of
the allocation of loss recognized ondictions. See section 904(f)(5) and thehe sale) or a foreign affiliate holding
certain dispositions of stock in taxableregulations under that section for rulexompany shall be allocated to reduce
years beginning after December 31regarding the treatment of separate limiforeign source income if the taxpayer
1986. tation losses. (or, in the case of a taxpayer that is a

Par. 3. Sections 1.865-1 and 1.865—2 (2) Stock attributable to foreign of- member of a consolidated group (within
are added under the undesignated cefice. Except as otherwise provided inthe meaning of § 1.1502-1(h)) at the
ter heading, DETERMINATION OF 8 1.865-1 and paragraph (b) of thigime the loss is recognized, the consoli-
SOURCES OF INCOME, to read assection, in the case of loss on the sale afated group) recognized gain on the
follows: other disposition of stock (other thandisposition of any stock that was

stock constituting inventory) by asourced under section 865(f) within the
§ 1.865-1 Loss from the disposition olUnited States resident that is attributabléive-year period ending on the last day
personal property. to an office or other fixed place of of the taxable year in which the loss
Allocation of loss on the sale or Otherbusin.ess in a foreign country within thewas recognized. See paragraph (a)(1) of
disposition of portfolio stock, stock of 4 meaning of section 865(e)(3), the I(_)ssh|s section for rules relating to the
regulated investment comp'any (as de§hal| be allocated to reduce foreignallocation of the loss to separate catego-
fined in section 851), stock of an S ource income if a gain would haveries described in section 904(d).

rooration defin din tion 1361 been taxable by the foreign country and (ii) Phased-in lookback periodThe

corporation (as define sectio )the highest marginal rate of tax imposedule of paragraph (b)(2)(i) of this section
and other personal property not 9%Vin the foreign country is at least 10shall apply only if gain sourced under

erned by 8§ 1.865-2 is governed by . : i
§ 1.861-8 or other administrative pro_percent. section 865(f) was recognized after Sep

nouncements. Portfolio stock is. with (3) Stock co_nstituting a United S_tatestember 6, 1996.
respect to a téxpayer stock in a c,orpor real property interest.Loss _re_cognlzed _(3)_ Anti-abuse rules.If one of _the_
tion in which the tax’payer oWns. or is%y a nonre5|dent alien individual or apr_lnqlpal purposes of a reorganization
considered to own under the I‘l,,l|eS o{qrelgn' corporation on the sale or othewthm Fhe meaning _of section 368(a),
section 267(c), less than 10 percent gls_posmon of stock that constitutes dlqwdatlon_under section 332, transfer to
the total comb1ine d voting power of al?Unlted States real property interest shalh corporation unlder section 351, transfer
classes of stock entitled o vote of suc be allopated to reducg_ United Stateto a partnership undgr _section 721,
corporation and less than 10 percent gioqrce income. For additional rules goviransfer to a trust, distribution by a
the total value of the stock of suchcming the treatment of su_ch loss, separtnership, distribution b_y_ a ftrust, or
corporation section 897 and the regulations thereurtfa_nsfer.to_ or from a qL_JaIn‘led busmess
: der. unit (within the meaning of section
f (b) Exceptions—(1) Dividend recap- 989(a)) is to change the allocation of a
ture exception—(i) In general.Except as built-in loss on the disposition of stock
otherwise provided in 8§ 1.865-1, if a(or other personal property), the loss
(a) General rules for allocation of taxpayer realizes a loss on a dispositioshall be allocated as if it were recog-
loss on disposition of stoek(1) Alloca- of stock, and the taxpayer included innized on the disposition of the stock (or
tion against gain.Except as otherwise income a dividend recapture amount (oother personal property) immediately

§ 1.865-2 Loss from the disposition o
certain stock.



prior to the reorganization, liquidation,does not apply because the $100 dividend recaggory for passive income described in
transfer, or distribution. In addition, if atT”r:zr:f”;%“”ttoe’i;iedjxtt?npi;cetgé O;;;gg SiLli\%i(c’j;‘:]f]l%ection 904(d)(2)(A)).
loss recognized by a taxpayer with F€<ecapture amount. the loss must be allocated under (3) Foreign affiliate. A foreign affili-
spect to the sale or other disposition Of)aragraph (b)(1)(i) of this section to the separar@t€ IS @ foreign corporation that is a
stock in a corporation is primarily attrib- jimitation category to which the dividend was member of the affiliated group (within
utable to loss with respect to one oOfassigned (general limitation income). the meaning of section 1504(a) without
more financial instruments held by the (i) BecauseP recognized gain on the sale of regard to section 1504(b)) that includes
corporation, and one of the taxpayer’stock in a foreign affiliate that was sourced undethe taxpayer.
principal purposes for holding the finan-section 865(f) within the period described in  (4) Foreign affiliate holding com-
cial instrument or instruments throughpi‘ga%raph (b)(zh)(') d‘?f th'?.sem'?”?hselrema'lr(””.g pany. A foreign affiliate holding com-
the corporation is to allocate loss unde Hoca?esj tgnfotre?gn 'zgﬂf'ctfgagsi\}e inzzf:ﬁe Lsndepany is any corporation, substantially all
§ 1.865-2, the stock loss shall be alloparagraph (b)2)(i) of this section. the assets of which consist of stock of
cated under § 1.865-1 as if it were ( aser allocation of the stock lossP's tax- ©ON€ Or more foreign affiliates, held
recognized on the disposition of suchuble income in 1998 consists of $900 of foreigndirectly or indirectly. For purposes of
financial instrument or instruments.source general limitation income and $990 ofthis paragraph, any assets acquired or
Whether a taxpayer has a principaforeign source passive income. held by a corporation with a principal
purpose to allocate loss under § 1.865— s Purpose of avoiding foreign affiliate
2 shall be determined by taking intorecognized by partnershipA partner’s holding company status shall be disre-
account all the facts and Circumsmnce%istributive share of loss résulting fromgarded.
including whether the corporation eN-o sale or other disposition of stock by (5) Recapture periodA recapture pe-
gages in business activities (other thag partnership shall be allocated an iod is the 24-month period preceding
trading financial instruments) and ortioned in accordance with this SeC_he date on which a taxpayer realizes a
whether the taxpayer or any relatecﬁgﬁ as if the partner had disposed of th 0ss on a disposition of stock, increased
person or persons (within the meanin%tock If a sale of stock is attributable to?Y @Y period of time in which the
of section 267(b) or 954(d)(3)) hold n oﬁice or other fixed place of busi_taxpayer has diminished its risk of loss
positions that offset loss positions hel ess of the partnership within the meani-n a manner described in section
by the corporation. For purposes of thiﬁng of section 865(e)(3), such office Or246(c)(4) and the regulations thereunder.
paragraph (b)(3), positions are offsettingﬁxed place of business 'shall be consid- (6) TaxpayerA taxpayer shall include
if the risk of loss of holding one or ered to be an office of the partner foraII predecessors or successors of the
more positions is substantially dimin'purposes of this section taxpayer.
ished by holding one or more other ) (7) United States residentSee sec-
positions. A person may have a principal, . ) tion 865(g) and the regulations thereun-
purpose of affecting loss allocation everjliS Séction, worthlessness giving rise Qe for the definition of United States
though this purpose is outweighed by? dt'eductlon. under_section _165(9) (iNyesident.
other purposes (taken together or sep&uding section 165(g)(3)) with respect o) Eifective date-(1) In general.
to stock shall be treated as a dispositionpyis” gection is effective for taxable
(4) Example.The application of this _ (d) Definitions—(1) Terms defined in years beginning after the date that is 60
paragraph (b) may be illustrated by the 1.861-8.See § 1.861-8 for the mean-days after the date these regulations are

(c) Rules of application-(1) Los

following example: ing of class of gross incomestatutory published as final regulations in the
Example (i) P, a domestic corporation, is a grouping of gross incomeand residual Federal Register
United States shareholder oN, a controlled grouping of gross income. (2) Prior year electior—(i) In gen-

foreign corporationN has never had any subpart L
F income and all of its earnings and profits are (2) Dividend recapture amountA eral. A taxpayer may elect to apply the

described in section 959(c)(3). On August 5, 1997dividend recapture amount is a dividendules of this section to all (but not less
N distributes a dividend tP in the amount of (except for an amount treated as a&han all) of its taxable years that begin
$100. The dividend gives rise to a $5 foreigndividend under section 78), an inclusiomafter December 31, 1986, and on or
‘;"('jtg‘i*t"ig'r‘]j;’l‘%;%be?(%igndﬁ]ecg‘;‘i tgth,‘;’ifhpggpggtdescribed in section 951(a)(1)(A)()) (butbefore the date that is 60 days after the
to the dividend under section 902. Under sectioPNly t0 the extent attributable to adate these regulations are published as
904(d)(3) the dividend is general limitation incomedividend included in the earnings of afinal regulations in theFederal Regis-
described in section 904(d)(1)(1). controlled foreign corporation that ister, and with respect to which the
(i) On February 6, 1998P sells its shares ol included in foreign personal holdingstatute of limitations expires after the
?O’}g V\r,;cg"%g'fae;eai:C%nge'oiicl'l;‘ diiggﬁ;g""; Stgeoncompany income under section 954(c)date that is 120 days after the date these
the sale ofN: ’ (1)(A) and that, pursuant to sectionregulations are published as final regula-
(A) $1,000 of foreign source income that is 904(d)(3)(B), is treated as income in aions in theFederal Register '_I'he elec-
general limitation income described in sectionseparate category other than the separaien shall be effective only if the tax-
904(d)(1)(1), which is subject to foreign taxes of category for passive income described ipayer satisfies all the applicable
$4(OB°); $1.000 of foreian source canial qain that SECHON 904(A)(@)(A), an inclusion de-requirements specified in  paragraph
passive income desgribed in secfi’on 304(d)(1)(A§Cnbed n sec.t|on 951(a)(1)(B) or (C),(e)(2)(||) of Fhls section. .
attributable to gain on the sale of stock in aand an inclusion described in section (i) Requirements for electier(A)
foreign affiliate that is sourced under section1293(a)(1) (but only to the extent attrib-Statement filed with original or
865(f), which is subject to foreign taxes of $30.utable to a dividend that is included inamended returnFor each taxable year
dié;gLthief;Otgred";'r?]%rl‘fr‘n Qﬁg \x‘asl?r?;u(;zdai the earnings of a qualified electing fundsubject to the election, a taxpayer shall
P's income Wi'?hin the recapture period precedin(;}:md.that, pursuant to section 904(d)(3)file an original or amended federal in-
the disposition of theN stock. The de minimis (), IS treated as income in a separateome tax return that reflects the rules of

exception of paragraph (b)(1)(ii) of this sectioncategory other than the separate cathis section and includes the statement



described in paragraph (e)(2)(ii)(C) ofyear subject to the election, each los&Jnited States person that would other-
this section. Amended returns filed purfrom the disposition of stock that iswise be passive income shall not be
suant to this section must be filed on oisubject to this section and that wadreated as passive income if the income
before the date that is 120 days after thencurred by the taxpayer or by anyis determined to be high-taxed income.
date these regulations are published antrolled foreign corporation (within Income shall be considered to be high-
final regulations in theFederal Regis- the meaning of section 953(c)(1)(B) ortaxed income if, after allocating ex-
ter. 957) with respect to which the taxpayempenses, losses and other deductions of
(B) Presentation of statement upornis a United States shareholder (withirthe United States person to that income
audit. A taxpayer that is under examina-the meaning of section 951(b) orunder paragraph (c)(2)(ii) of this section,
tion with respect to any taxable year953(c)(1)(A)). For each such loss, thehe sum of the foreign income taxes
subject to the election on the date that istatement shall provide the name angaid or accrued by the United States
120 days after the date these regulatioridentifying number of the entity that person with respect to such income and
are published as final regulations in thencurred the loss, the amount of the losshe foreign taxes deemed paid or ac-
Federal Register must furnish a copy and the paragraph of this section undecrued by the United States person with
of the statement described in paragraptvhich the loss is allocated. Each lossespect to such income under section
(e)(2)(ii)(C) of this section for all years subject to paragraph (b)(1) of this sec902 or section 960 exceeds the highest
subject to the election to the revenudion shall be separately identified with arate of tax specified in section 1 or
agent responsible for examining its fednotation stating “Subject to dividend section 11, whichever applies (and with
eral income tax returns on or before theecapture under § 1.865-2(b)(1).” Thereference to section 15 if applicable),
date that is 140 days after the date thesgatement shall also include the follow-multiplied by the amount of such in-
regulations are published as final regulaing declaration: “No losses, other thancome (including the amount treated as a
tions in the Federal Register For pur- those so identified herein, are subject taividend under section 78). If, after
poses of this paragraph (e)(2)(ii))(B), a8 1.865-2(b)(1).” The statement shallapplication of this paragraph (c), income
taxpayer is under examination beginningndicate whether the taxpayer or anythat would otherwise be passive income
on the date the taxpayer (or any memberontrolled foreign corporation (within is determined to be high-taxed income,
of the consolidated group of which thethe meaning of section 953(c)(1)(B) orsuch income shall be treated as general
taxpayer is a member) has been corB57) with respect to which the taxpayedimitation income, and any taxes im-
tacted in any manner by a representativis a United States shareholder (withirposed on that income shall be consid-
of the Internal Revenue Service for thehe meaning of section 951(b) orered related to general limitation income
purpose of scheduling any type of ex953(c)(1)(A)) acquired the stock afterunder 8§ 1.904-6. If, after application of
amination of any of its federal incomeJuly 8, 1996, as a result of a transactiothis paragraph (c), passive income is
tax returns and ending on the earliest oflescribed in paragraph (b)(3) of thisless than zero, the loss shall constitute a
the date: the taxpayer (or consolidatedection (regardless of the purpose opassive separate limitation loss (subject
group of which the taxpayer is a mem-purposes of the transaction). An electiorto the rules of section 904(f)(5) and the
ber) receives a “no change” letter; theshall not be effective unless each stateegulations under that section), but any
taxpayer (or consolidated group ofment required by this paragraphtaxes imposed on passive income shall
which the taxpayer is a member) payge)(2)(ii) contains all the information be considered related to general limita-
the deficiency (or proposed deficiency);specified herein. tion income under § 1.904-6. For addi-
or on which a deficiency, jeopardy, Par. 4. Section 1.904-0 is amendetional rules regarding losses related to
termination, bankruptcy, or receivershipby revising the entry for § 1.904- passive income, see paragraph (c)(2) of
assessment is made. An electing tax4(c)(2)(ii) and adding entries for para-this section. Income and taxes shall be
payer that is not under examination withgraphs (c)(2)(ii)(A) and (B) of that translated at the appropriate rates, as

respect to any taxable year subject tsection to read as follows: determined under sections 986, 987 and
the election on the date that is 120 days 989 and the regulations under those
after the date these regulations are put$ 1.904-0 Outline of regulation provi- sections, before application of this para-
lished as final regulations in theederal Sions for section 904. graph (c). For purposes of allocating
Registerand is contacted thereafter by a L A A taxes to groups of income, United States
representative of the Internal Revenue source passive income is treated as any

Service for the purpose of schedulingg 1.904—4 Separate application of seCother passive income. In making the
any type of examination of any of its tion 904 with respect to certain catego-getermination whether income is high-

federal income tax returns for a yearies of income. taxed, however, only foreign source in-
subject to the election must furnish a ooroox e come, as determined under United States
copy of the statement described in para- (€) *** tax principles, is relevant. See paragraph
graph (e)(2)(ii)(C) of this section for all (2) *** (c)(8) Examples(10), (11) and (12) of
years subject to the election to the (i) Grouping rules. this section for examples illustrating the
revenue agent responsible for examining (A) Initial allocation and apportion- application of this paragraph (c)(1) and
its federal income tax returns within 20ment of deductions. paragraph (c)(2) of this section.

days of being contacted. (B) Reallocation of loss groups. (2) Grouping of items of income in

(C) Contents of statemenThe state- Par. 5. Section 1.904-4 is amendedrder to determine whether passive in-
ment shall be entitled “ELECTION UN- by revising paragraphs (c)(1) and (c)(2come is high-taxed income(i) Effective
DER § 1.865-2(e)(2) TO APPLY RET- and adding paragraph (c)(8xample 11 date. For purposes of determining
ROACTIVELY § 1.865-2 STOCK andExample 12to read as follows: whether passive income is high-taxed
LOSS ALLOCATION RULES.” The (c) High-taxed income-(1) In gen- income, the grouping rules of para-
statement shall identify, for the taxableeral. Income received or accrued by agraphs (c)(3), (c)(4), and (c)(5) of this



section apply to taxabk years beginning
after Decembe 31, 1987 See notice
87-6 for the groupirg rules applicable
to taxabk yeas beginnirg after Decem-
ber 31, 198 ard before Januay 1,
1988 Paragrah (2)(ii)(B) of this section
is effective for taxabk years beginning
after the dake tha is 60 days after the
dake the® regulatiors are publishal as
final regulatiors in the Federd Regis-
ter.

(ii) Grouping rulegA) Initial alloca-
tion and apportionmeh of deductions.
For purposs of determinig whether
passie inconme is high-taxed expenses,
losses ard othe deductios shal be
allocatel and apportiond initially to
eath of the groups of passie income
(describé in paragraph (c)(3), (4), and
(5) of this section) unde the rules of
8§ 1.861-8 throudh 1.861-14, 1.865—
1, and 1.865-2 Taxpayes tha allocate
and apportion interes expeng on an
assé bass may nevertheles apportion
passie interes expens amorgy the
groups of passie income on a gross
income basis If loss from the disposi-
tion of propery gives rise to foreign tax
(e.g, the transactia giving rise to the
loss is treatel unde foreign law as
having given rise to a gain), the foreign
tax shal be allocatel to the group of
passie income to which the loss is
allocatel unde this paragrap (c)(2)(ii)-
(A), without regad to paragrap
(c)(2)(ii)(B) of this section A determina-
tion of whethe passie incone is high-
taxed shal be mace only after applica-
tion of paragrap (c)(2)(ii)(B) of this
sectian (if applicable).

(B) Reallocation of loss groups If,
after allocatim armd apportionmet of
expenses losses ard othe deductions
unde paragrap (c)(2)(ii))(A) of this sec-
tion, the sum of the allocabk deductions
exceed the gros income in one or
more groups the exces deductiors shall
proportionatef redu@ income in the
othe groups (but not below zero) and
ary taxes imposeal with respet to such
loss grouwp or groups shal be considered
relatel to generd limitation income.

*_| *_| *_| *_| *

(8 * * %

Exampé 11. P, a domestt corporation earns
the following items of gros income $100 of
foreign source passie limitation interes income
not subje¢ to ary foreign tax, $200 of foreign
source passie limitation royalty income subject
to a 5percen foreign withholding tax (foreign tax
paid is $10) $13M of foreign source passive
limitation rentd income subjet¢ to a 25 percent
foreign withholding tax (foreign tax paid is $325),
$500 of foreign source genera limitation income
tha gives rise to a $250 foreign tax, and $200 of

U.S. sour@ capitd gain tha is not subje¢ to any
foreign tax. P has a$700 deductim allocabk to its
passie rentd income P’s only othe deductia is
a $500 capitd loss on a sak of stok tha is
allocatel to foreign soure passie limitation in-
come unde § 1.865-2(b)(2) If P had recognized
a gain on the stok sak unde foreign law, the
gain would not hawe been subje¢ to foreign tax.
The $500 capitd loss is initially allocatel to the
grow of passie income naot subjed to any foreign
tax, and the $400 amoun by which the capital
loss exceed the income in the group mug be
reapportiond to the othe groups unde paragraph
(c)(2)(ii)(B) of this section The net royalty in-
come is thus reducel by $100 to $100 ($200 —
($400 x (200/800)) ard the net rentd income is
reducel by $300 to $300 ($13® — $700 — ($400
x (600/800))) The $100 net royalty income is not
high-taxel and remairs passie income The $300
net rentd incone is high-taxel becaus the foreign
taxes excee the highes United States rate of tax
on tha income Unde the high-tax kick-out, the
$300 of net rentd income (the gross rentd income
ard expenss allocatel and apportioné thereto)
ard the $3%5 of associatd foreign tax are as-
signal to the generd limitation categoy.

Exampé 12. The facts are the same as in
Exampé 11 excep the amoun of the capitd loss
tha is allocatel unde § 1.865-2(b)(2 ard para-
graph (c)(2) of this sectim to the groyp of foreign
sour@ passie income subje¢ to no foreign tax is
$1100. Unde paragrap (c)(2)(ii)(B) of this sec-
tion, the exces deductios of $100 mug be
reapportiond to the $200 of ne royalty income
subjet to a 5% withholding tax and the $600 of
ne rentd income subjet to a 25% withholding
tax. The inconme in ead of the® groups is reduced
to zerg ard the foreign taxes impose on the
rentd and royalty income are considerd related to
generd limitation income The remainirg loss of
($200 constituts a separag limitation loss with
respet to passie income.

* * * * *

Margard¢ Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federd Registe on
July 5, 1996 8:45 a.m, and publishel in the issue
of the Federd Registe for July 8, 1996 61 F.R.
35696)




