903. Credit for taxes in lieu of incone, etc., taxes

For purposes of this part and of sections 164(a) and 275(a)
, the term"inconme, war profits, and excess profits taxes" shal
include a tax paid in lieu of a tax on income, war profits, or
excess profits otherwi se generally inposed by any foreign country
or by any possession of the United States.

904. Limtation on credit

(a) Limtation. -- The total anmount of the credit taken
under section 901(a) shall not exceed the sane proportion of the
tax agai nst which such credit is taken which the taxpayer's
taxabl e i ncome from sources wi htout the United States (but not in
excess of the taxpayer's entire taxable incone) bears to his
entire taxable income for the same taxable year.

(b) Taxable incime for purpose of computing limtation. --

(1) Personal exenptions. -- For purposes of subsection (a)
, the taxable income in the case of an individual, estate, or
trust shall be conputed without any deduction for personal
exenpti ons under section 151 or 642(b).

(2) Capital gains. -- For purposes of this section --
(A) In general. -- Taxable income from sources outside the
United Sttes shall include gain fromthe sale or exchange of

capital assets only to the extent of foreing source capital gain
net income.

(B) Special rules where capital gain rate differential. --
In teh case of any taxable year for which there is a capital gain
rate differential --

(1) in lieu of applying subparagraph (A), the taxable
i ncone from sources outside the United States hslal include gain
formthe sale or exchange of capital assets only in an anount
equal to foreign source capital gain net inconme reduced by the
rate differntial portion of foreign source net captial gain,

(ii) the entire taxable inconme shall include gain fromthe
sal e or exchange of capital assets only in an anmount equal to
capital gain net inconme reduced by the rate differential portion
of net capital gian, and

(ii1) for purposes of determ ning taxable inconme from
sources outside the United States, any net capital |oss (and any
amount which is a short-termcapital |oss under section 1212(a))
from sources outside the United States to the extent taken into
account in determning capital gain net incone for the taxable
year shall be reduced by an anobunt equal to the rate differenti al
protion of the excess of net capital gain fromsources wi htin the
United States over net capital gain.

(3) Definitions. -- For purposes of this subsection --

(A) Foreign source capital gain net inconme. -- The term
"foreign source capital gain net incone" nmeans the |esser of --
(1) capital gain net incone fromsources wthout the

United States, or

(ii) capital gain net incone.

(B) Foreign source net capital gain. -- The term"foreign
source net capital gain" neans the | esser of --

(i) net capital gain fromsources w thout the United
States, or



(ii) net capital gain.

(C Section 1231 gains. -- The term"gain fromthe sale or
exchange of capital assets" includes any gain so treated under
section 1231.

(D) Capital gain rate differential. -- There is a copita
gain rate differential for any taxable year if --

(i) in the case of a taxpayer other than a corporation,
subsection (h) of section 1 applies to such taxable year, or

(ii) in the case of a corporation, any rate of tax inposed
by section 11, 511, or 831(a) or (b) (whichever applies) exceeds
the alternative rate of tax under section 1201(a) (determ ned
Wi t hout regard to the |ast sentence of section 11(b)(1)).

(E) Rate differential portion. --

(i) In general. -- The rate differential portion of
f orei gn source net capital gain, net capital gain, or the excess
of net capital gain fromsources within the United States over
net capital gain, as the case may be, is the sanme proportion of
such amount as --

(I') the excess of the highest applicable tax rate over the
alternative tax rate, bears to

(I'l) the highest applicable tax rate.

(1i) Hi ghest applicable tax rate. -- For purposes of clause
(i), the term"highest applicable tax rate" neans --

(I') in the case of a taxpayer other than a corporation, the
hi ghest rate of tax set forth in subsection (a), (b), (c), (d),
or (e) of section 1 (whichever applies), or

(I'l) in the case of a corporation, the highest rate of tax
specified in section 11(b).

iii) Alternative tax rate. -- For purposes of clause (i),
the term"alternative tax rate" neans --

(I') in the case of a taxpayer other than a corporation, the

alternative rate of tax determ ned under section 1(h), or

(I'l) in the case of a corporation, the alternative rate of
tax under section 1201(a).

(4) Coordination with section 936. -- For purposes of
subsection (a), int eh case of a corporation, the taxable incone
shal |l not include any portion thereof taken into account for
puposes of the credit (if any) allowed by section 936.

(c) Carryback and carryover of excess tax paid. -- Any
amount by which all taxes paid or accrued to foreign countries or
possessions of the United States for any taxable year for which
t he taxpayer chooses to have the benefits of this subpart exceed
the imtation under subsection (a) shall be deened taxes paid or
accrued to foreign countries or possessionf of the United States
in the second precedi ng taxable year, in the first preceding
taxabl e year, and in the first, second, third, fourth, or fifth
succeedi ng taxable years, in that order and to the extent not
deened taxes paid or accrued in a prior taxable year, in the
amount by which the limtation under subsection (a) for such
precedi ng or succeedi ng taxabl e year and the anpunt of the taxes
for any taxable year earlier than the current taxable year which
shal | be deened to have been paid or accrued in such preceding or
subsequent taxable year (whether or not the taxpayer chooses to
have the benefits of this subpart with respect to such earlier
taxabl e year). Such anount deened paid or accrued in any year



may be avilaed of only as a tax credit and not as a deduction and
only if the taxpayer for such year chooses to have benefits of
this subpart as to taxes paid or accrued for that year to foreign
countries or possessions of the United States.

(d) Separate application of section with respect to certain
cat egories of incone. --

(1) In general. -- The provisions of subsections (a), (b)

, and (c) and sections 902, 907, and 960 shall be applied
separately with respect to each of the following itens of incone:

(A) passive incone,

(B) high withholding tax interest,

(C© financial services incone,

(D) shipping incone,

(E) in the case of a corporation, dividends from each
noncontrol | ed section 902 corporation,

(F) dividends froma DI SC or former DI SC (as defined in
section 992(a)) to the extent such dividends are treated as
i ncome from sources without the United States,

(G taxable inconme attributable to foreign trade incone
(within the nmeani ng of section 923(b)),

(H distributions froma FSC (or a former FSC) out of
earnings and profits attributable to foreign trade incone (w htin
t he nmeani ng of section 923(b)) or interest or carrying charges
(as defined in section 927(d)(1)) derived froma transaction
which results in foreign trade incone (as defined in section 923
(b)) and

(I') incone other than incone described in any of the
precedi ng subpar agraphs.

(2) Definitions and special rules. -- For purposes of this
subsection --

(A) Passive income. --

(i) In general. -- Except as othermﬁse provided in this
subpar agraph, the term "passive income" neans any incone received
or accrued by any person which is of a king which would be
f orei gn personal hol di ng conpany incone (as defined in section
954(c)) .

(1i) Certain anounts included. -- Except as provided in
clause (iii), the term"passive incone" includes any anount
i ncludible in gross incone under section 551 or, except as
provided in subparagraph (E)(iii) or paragraph (3)(I) section
1293 (relating to certain passive forelgn |nvestnent conpanles)

(i1i1) Exceptions. -- The term "passive inconme" shall not
i ncl ude - -
(1) any income described in a subparagraph of paragraph (1)
ot her than subparagraph (A),
(I'l1) any export financing interest,
(I'11) any high-taxed i nconme, and
I

any foreign oil and gas extration inconme (as defined in
section 907(c)).

(iv) Carification of application of section 864(d)(6). --
I n determ ning whether any inconme is of a king which would be
f orei gn personal hol di ng conpnay incone, the rules of section 864
(d)(6) shall apply only in the case of income of a controlled
f orei gn corporation

(B) Hi gh withholding tax interest. --



(i) In general. -- Except as otherw se provided in this
subpar agraph, the term "high" w thholding tax interest” nmeans any
interest if --

(I') such interest is subject to a withholding tax of a
f oreign country or possession of the United States (or other tax
determ ned on a gross basis), and

(I'l) the rate of such tax applicable to such interest is at
| east 5 percent.

(1i) Exception for export financing. -- The term "high
Wi t hhol ding tax interest” shall not include any export financing
i nterest.

(i1i1) Regulations. -- The Secretary may by regul ati ons
provi de that --

(1) amounts (not otherw se high w thholding tax interest)
shal |l be treated as high wi thholding tax interest where necessary
to prevent avoi dance of the purposes of this subparagraph, and

(I'l) a tax shall not be treated as a w thhol ding tax or
ot her tax inposed on a gross basis if such tax is in the nature
of a prepaynent of a tax inposed on a net basis.

(© Financial services inconme. --

(i) In general. -- Except as otherwi se provided in this
subpar agraph, the term"financial services inconme" neans any
i ncone which is recieved or accrued by any person predom nantly
engaged in the active conduct of a banking, insurance, financing,
or simlar business, and which is --

(I') described in clause (ii),

or simlar business,
) derived fromthe investnment by an insurance comapny of
its unearned prem uns or reserves ordinary and necessary for the
proper condcut of its insurance business, or

(I11) of a king which would be insurance incone as defined
in section 953(a) determ ned without regard to those provisions
of paragraph (1)(A) of such section which limt insurance incone
to inconme fromcountries other than the country in which the
corporatin was created or organi zed.

(ii1) Exceptions. -- The term"financial services incone"
does not include --

(1) any high withholding tax interest,

(I'l) passive inconme (determ ned without regard to subcl ause
(1) of subparagraph (A)(iii)), or
(I'11) export financing intrest which (but for subparagraph
(B)(ii)) would be high w thholding tax interest.
(i) General description of financial services incone. --
I ncome is described in this clause if such incone is --
(I') derived in the active conduct of a banking, financing,
I
I

~

(I'1) any dividend froma noncontrolled section 902
cor poration, and

(I'11) any export financing interest not described in clause
(i)crnr).

(D) Shipping incone. -- The term "shipping i ncone"” neans

any income received or accrued by any person which is of a king
whi ch woul d be foreign base conmpany hipping incone (as defined in
section 954(f)). Such term does not include any dividend froma
noncontrol | ed section 902 corporation and does not include any
financi al services incone.



(E) Noncontrolled section 902
corporation. --

(i) In general. -- The term"noncontrolled section 902
cor poration” neans any foreign corporation with respect to which
t he taxpayer neets the stock ownership requirenents of section
902(a) (or, for purposes of applying paragraph (3), the
requi renents of section 902(b)). A controlled foreign
corporation shall not be treated as a noncontrolled section 902
corporation with respect to any distribution out of its earnings
and profits for period during which it was a controlled foreign
corporation and except as provided in regul ations, the taxpayer
was a United States sharehol der in such corporation

(1i) Special rule for taxes on high-w thhol di ng tax
interest. -- |If a foreign corproation is a noncontrolled section
902 corporation with respect to the taxpayer, taxes on hgih
Wi t hhol ding tax interest (to the extent inposed at a rate in
excess of 5 percent) shall not be treated as foreign taxes for
pur poses of determ ning the amount of foreign taxes deened paid
by the taxpayer under section 902.

(tii1) Treatment of inclusion under section 1293. -- If any
foreign corporation is a noncontrolled section 902 corporation
Wi th respect to the taxpayer, any inclusion under section 1293
Wi th respect to such corporation shall be treated as a divi dend
from such corporation

(F) High-taxed incone. -- The term "high-taxed incone"
means any i ncome which (but for this subparagraph) woul d be
passive incone if the sumof --

(1) the foreign inconme taxes paid or accrued by the
taxpayer with respect to such inconme, and

(i1i) the foreign inconme taxes deened paid by the taxpayer
Wi th respect to such inconme under section 902 or 960,
exceeds the highest rate of tax specified in section 1 or 11
(whi chever applies) nultiplied by the amount of such incone
(determined with regard to section 78). For purposes of the
precedi ng sentence, the term"foreign incone taxes" means any
I nconme war profits, or excess profits tax inmposed by any foreign
country or possession of the United States.

(G Export financing interest. -- For purposes of this
paragraph, the term"export financing interest” means any
I nterest derived fromfinancing the sale (or other disposition)
for use or consunption outside the United States of any property

(1) which is manufactured, produced, grown, or extracted in
the United States by the taxpayer or a related person, and

(i1i) not nore than 50 percent of the fair nmarket val ue of
which is attributable to products inported into the United
St at es.

For purposes of clause (ii), the fair market value of any
property inported into the United States shall be its appraised
val ue, as deternmi ned by the Secretary under section 402 of the
Tariff Act of 1930 (19 U . S.C. 140l1la) in connection with its

| mportation.

(H Related person. -- For purposes of this paragraph, the
term"rel ated person” has the meaning given such termby section
954(d) (3), except that such section shall be applied by



substituting "the person with respect to whomthe determ nation
i s being nmade" for "controlled foreign corporation” each place it
appears.

(I') Transitional rule. -- For purposes of paragraph (1) -

(i) taxes paid or accrued in a taxable year beginning
bef ore January 1, 1987, with respect to incone which was
descri bed i n subparagraph (A) of paragraph (1) (as in effect on
the day before the date of the enactnment of the Tax Reform Act of
1986) shall be treated as taxes paid or accrued with respect to
i ncone described in subparagraph (A) of paragraph (1) (as in
effect after such date),

(ii) taxes paid or accrued in a taxable year beginning
bef ore January 1, 1987, with respect to incone which was
descri bed i n subparagraph (E) of paragraph (1) (as in effect on
the day before the date of the enactnment of the Tax Reform Act of
1986) shall be treated as taxes paid or accrued with respect to
i ncone described in subparagraph (1) of paragraph (1) (as in
effect after such date) except that --

(I') such taxes shall be treated as paid or accrued with
respect to shipping incone to the extent the taxpayer establishes
to the satisfaction of th Secretary that such taxes were paid or
accrued with respect to such incone,

(I') in the case of a person described in subparagraph (C
(i), such taxes shall be treated as paid or accrued with respect
to financial services incone to the extent the taxpayer
establishes to the satisfaction of the Secretary that such taxes
were paid or accrued with respect to such incone, and

(I'11) such taxes shall be treated as paid or accrued with
respect to high withholding tax interest to the extent the
t axpayer establishes to the satifaction of the Secretary that
such taxes were paid or accrued with respect to such incone, and

(1i1) taxes paid or accrued in a taxable year begi nning
bef ore January 1, 1987, with respect to incone described in any
ot her subparagraph of paragraph (1) (as so in effect before such
date) shall be treated as taxes paid or accrued with respect to
i ncone described in the correspondi ng subparagraph of paragraph
(1) (as so in effect after such date).

(3) Look-thru in case of controlled foreign corproations. -

(A) In general. -- Except as otherw se provided in this
par agraph, dividends, interest, rents, and royalties received or
accrued by the taxpayer froma controlled foreign corporation in
whi ch the taxpayer is a United States sharehol der shall not be
treated as incone in a separate category.

(B) Subpart F inclusions. -- Any anmount included in gross
i ncone under section 951(a)(1)(A) shall be treated as inconme in a
separate category to the extent the anpbunt so included is
attributable to incone in such category.

(C© Interest, rents, and royalties. -- Any interest, rent,
or royalty which is received or accrued froma controlled foreign
corporation in which the taxpayer is a United States sharehol der
shall be treated as incone in a separate category to the extent
it is properly allocable (under regulations prescribed by the



Secretary) to incone of the controlled foreign corproation in
such category.

(D) Dividends. -- Any dividend paid out of the earnings
and profits of any controlled foreign corproation in which the
taxpayer is a United States sharehol der shall be treated as
i ncone in a separate category in proportion to the ratio of --

(i) the portion of the earnings andprofits attributable to
i ncone in such category, to

(i1i) the total anount of
earni ngs and profits.

(E) Look-thru applies only where subpart F applies. -- If a
controll ed foreign corporation neets the requirenents of section
954(b) (3)(A) (relating to de mnims rule) for any taxable year,
f or purposes of this paragraph, none of its foreign base conpany
i ncone (as defined in section 954(a) without regard to section
954(b) (5)) and none of its gross insurance incone (as defined in
section 954(b)(3)(C)) for such taxable year shall be treated as
i ncone in a separate category, except that this sentence shal
not apply to any income which (without regard to this sentence)
woul d be treated as financial services income. Solely for
pur poses of applying subparagraph (D), passive inconme of a
controlled forign corporation shall not be treated as inconme in a
separate category if the requirenments of section 954(b)(4) are
met with respect to such incone.

(F) Separate category. -- For purposes of this paragraph -

(i) In general. -- Except as provided in cluase (ii), the
term "separate category” neans any cateogry of income described
i n subparagraph (A, (B, (©, (D, or (E) of paragraph (1).

(1i) Coordination with high-taxed incone provisions. --

(1) In determ ning whether any inconme of a ontrolled
foreign corporation is in a sepate category, subclaue (I11) of
paragraph (2)(A)(iii) shall not apply.

(I'1) Any income of the taxpayer which is treated as incone
in a separate category under this paragraph shall be so treated
not wi t hst andi ng any provision of paragraph (2); except that the
det enrinati on of whether any amount is high-taxed income shall be
made after the application of this paragraph.

(G Dividend. -- For purposes of this paragraph, the term
"di vidend" includes any anmount included in gross incone in
section 951(a)(1)(B). Any anmpount included in gross income under
section 78 to the extent attributable to anpbunts included in
gross income in section 951(a)(1)(A) shall not be treated as
adi vi dend but shall be treated as included in gross incone
under section 951(a)(1)(A).

(H Exception for certain high withholding tax interest. -
- This paragraph shall not apply to any anount which --

(1) wthout regard to this paragraph, is high wthhol ding
tax interest (including any anount treated as high w thhol ding
tax interest under paragraph (2)(B)(iii)), and

(i) would (but for this subparagraph) be treated as
financial services inconme under this paragraph.

The amount to which this paragraph does not apply by reason of
t he precedi ng sentence shall not exceed the interest or
equi val ent incone of the controlled foreign corporation taken



into account in determning financial services incone wthout
regard to this subparagraph.

(I') Look-thru applies to passive foreign investnment conpany
inclusion. -- If --

(i) a passive foreign investnent conpany is a controlled
f orei gn corporation, and

(1i) the taxpayer is a United States sharehol der in such
controll ed foreign corporation,
any amount included in gross incone under section 1293 shall be
treated as incone in a separate category to the extent such
amount is attributable to income in such category.

(4) Controlled foreign corporation; United States
sharehol der. -- For purposes of this subsection --

(A) Controlled foreign corporation. -- The term"controlled
f oreign corporation” has the nearning given such termby section
957 (taking into account section 953(c)).

(5) Regulations. -- The Secretary shall prescribe such
regul ations as nay be necessary or appropriate for the purposes
of this subsection, including regulations --

(A) for the application of paragraph (3) and subsection (f)
(5) in the case of incone paid (or |oans made) through 1 or nore
entities or between 2 or nore chains of entities,

(B) preventing the manipul ation of the character of incone
the effect of which is to avoid the purposes of this subsecion,
and

(C© providing that rules simlar to the rules of paragraph
(3)(C) shall apply to interest, rents, and royalties received or
accrued fromentities which would be controlled foreign
corporations if they were foreign corporations.

(e) Repealed.

(f) Recapture of overall foreign |loss. --

(1) General rule. -- For puposes of this subpart and
section 936, in the case of any taxpayer who sustains an overal
foreign | oss for any taxable year, that portion of the taxpayer's
t axabl e i ncone from sources without the United States for each
succeedi ng taxabl e year which is equal to the | esser of --

(A) the amount of such loss (to the extent not used under
this paragraph in prior taxable years), or

(B) 50 percent (or such |larger percent as the taxpayer may
choose) of the taxpayer's taxable income from sources w thout the
United States for such succeedi ng taxabl e year,
shall be treated as incone fromsources within the United States
(and not as income from sources w htout the United States).

(2) Overall foreign loss defined. -- For purposes of this
subsection, the term"overall foreign |loss" neans the anount by
whi ch the gross incone for the taxable year from sources w thout
the United States (whether or not the taxpayer chooses the
benefits of this subpart for such taxable year) for such year is
exceeded by the sum of the deductions properly apportioned or
al | ocated thereto, except that there shall not be taken into
account - -

(A) any net operating | oss deduction allowable for such
year under section 172(a), and

(B) any --



(1) foreign expropriation |oss for such year, as defined in
section 172(h), or

(ii) loss for such year which areises fromfire, storm
shi pwreck, or other casualty, or fromtheft,
to the extent such loss is not conpensated for by insurance or
ot herwi se.

(3) Dispositions. --

(A) In general. -- For purposes of this chapter, if
property which has been used predom nantly w htout the United
States in a trade or business is disposed of during any taxable
year --

(1) the taxpayer, notw thstandi ng any other provision of
this chapter (other t han paragraph (1)), shall be deenmed to have
received and recogni zed taxabl e incone from sources without the
United States in the taxable year of the dispostion, by reason of
such disposition, in an amunt equal to the | esser of the excess
of the fair market val ue of such property over the taxpayer's
adj usted basis in such propertyor the remaining anount of the
overal |l foreign |osses which were not used under paragraph (1)
for such taxable year or any prior taxable year, and

(1i) paragraph (1) shall be applied with respect to such
i ncone by substituting "100 percent” for "50 percent”.

In determ ning for purposes of this subparagraph whether the
predom nant use of any property has been w thout the United
States, there shall be taken into account use during the 3-year
period ending on the date of the disposition (or, if shorter, the
period during which the property has been used in the trade or
busi ness).

(B) Disposion defined and special rules. --

(1) For purposes of this subsection, the term"dispositon”
i ncludes a sal e, exchange, distribution, or gift of property
whet her or not gain or loss is recognized on the transfer.

(1i) Any taxable inconme recognized solely by reason of
subparagraph (A) shall have the sanme characterization it would
have had if the taxpayer had sold or exchanged the property.

(i) The Secretary shall prescribe such regul ations as he
may deem necessary to provide for adjustnents to the basis of
property to reflect taxable inconmee recogni zed solely by reason
of subparagraph (A).

(C Exceptions. -- Notwi thstandi ng subparagraph (B), the
term "di sposition” does not include --

(i) a disposition of property which is not a material
factor in the realization of incone by the taxpayer, or

(i1i) a disposition of property to a donestic corporation in
a distribution or transfer described in section 381(a).

(4) Accunulation distributions of foregin trust. -- For
pur poses of this chapter, in the case of anounts of inconme from
sources without the United States which are treated under section
666 (without regard to subsections (b) and (c) thereof if the
t axpayer chose to tkae a deduction with respect to the amounts
described in such subsections under section 667(d)(1)(B)) as
havi ng been distributed by a foreign trust in a precedi ng taxal be
year, that portion of such ambunts equal to the anmount of any
overall foreign |oss sustained by the beneficiary in a year prior
to the taxable year of the beneficiary in which such distribution



is received fromthe trust shall be treated as income from
sources Wi htin the United States (and not incone from sources
Wi t hout the United States) to the extent that such | oss was not
used under this subsection in prior taxable years, or in the
current taxable year, against other inconme of the beneficiary.

(5) Treatnent of separate
limtation | osses. --

(A) In general. The amount of the separate limtation
| osses for any taxable year shall reduce inconme from sources
Wi thin the United States for such taxable year only to the extent
t he aggregate anount of such | ossess exceeds the aggregate anount
of the separate limtation incones for such taxable year.

(B) Allocation of |losses. -- The separate limtation |osses
for any taxable year (to the extent such | osses do not exceed the
separate limtation incones for such year) shall be all ocated
anong (and operate to reduce) such incomes on a proportionate
basi s.

(© Recharacterization of subsequent incone. -- If --

(1) a separate limtation |l oss fromany incone category
(hereinafter in this subparagraph referred to as "the |oss
category”) was allocated to inconme from any other category under
subpar agraph (B), and

(i1i) the loss category has incone for a subsequent taxable
year, such incone (to the extent it does not exceed the aggregate
separate limtation | osses fromthe | oss category not previously
recharacterized under this subparagraph) shall be recharacterized
as inconme fromsuch other category in proportion to the prior
reducti ons under subparagraph (B) in such other category not
previously taken into account under this subparagraph. Nothing
I n the preceding sentence shall be construed as recharacteri zing
any tax.

(D) Special rules for losses fromsources in the United
States. -- Any loss fromsources in the United States for any
taxabl e year (to the extent such | oss does not exceed the
separate limtation incones fromsuch year) shall be allocated
anont (and operate to reduce) such incomes on a proportionate
basis. This subparagraph shall be applied after subparagraph (B)

(E) Definitions. -- For purposes of this paragraph --

(i) Incone category. -- The term "income category” mnmeans
each separate category of inconme described in subsection (d)(1).

(ii) Separate limtation incone. -- The term "separate

limtation i ncone” means, with respect to any incone category,
the taxable incone from sources outside the United States,
separately conputed for such category.

(ii1) Separate limtation loss. -- The term "separate
limtation | oss” means, with respect to any incone category, the
| oss from such category determ ned under the principles of
section 907(c)(4)(B)

(F) Dispostions. -- |If any separate limtation |laws for
any taxable year is allocated agai nst any separate limtation
i ncone for such taxabl e year except to the extent provided in
regul ations, rules simlar to the rules of paragraph (3) shal
apply to any disposition of property if gain from such



di sposition would be in the inconme category with respect to which
there was such separate limtation |oss.

(g) Source rules in case of United States-owned foreign
corporations. --

(1) In general. -- The follow n amount swhich are derived
froma United States-owned foreign corporation and which woul d be
treated as derived from sources outside the United States w thout
regard to this subsection shall, for purposes of this section,
be treated as derived fromsources within the United States to
the extent provided in this subsection:

(A) Any armount included in gross incone under --

(i) section 951(a) (relating to anobunts included in gross
i ncone of United States sharehol ders),

(i1i) section 551 (relating to foreign personal hol ding
conpnay i nconme taxed to United States sharehol ders), or

(1ii) section 1293 (relating to current taxation of incone
fromqualified funds).

(B) Interest.

(© Dividends.

(2) Subpart F and foreign personal hol ding or passive
foreign i nvestment conpany inclusions. -- Any anount descri bed
i n subpar agraph (A) of paragraph (1) shall be treated as derived
fromsources wihtin the United States to the extent such anount s
attributable to incone of the United States-owned foreign
corporation fromsources within the United States.

(3) Certain interest allocable to United States source
incone. -- Any interest which --

(A) is paid or accrued by a United States-owned foreign
corporation during any taxable year,

(B) is paid or accrued to a United States sharehol der (as
defined in section 951(b)) or a related person (within the
meani ng of section 267(b)) to such a sharehol der, and

(C is properly allocable (under regul ati ons prescribed by
the Secretary) to incone of such foreign corporation for the
taxabl e year from sources within the United States,
shal | be treated as derived fromsources within the United
st at es.

(4) Dividends. --

(A) In general. -- The United States source ratio of any
di vidend paid or accrued by a United States-owned foreign
corporation shall be treated as derived fromsources within the
United States.

(B) United States source ratio. -- For purposes of
subparagraph (A), the term"United States source ratio" mneans,

Wi th respect to any dividend paid out of the earnings and profits
for any taxable year, a fraction --

(1) the nunmerator of which is the portion of the earnings
and profits for such taxable year fromsources within the United
States, and

(ii) the denom nator of which is the total anmount of
earnings and profits for such taxable year.

(5) Exception where United States-owned foreign corporation
has smal |l anobunt of United States source inconme. -- Paragraph
(3) shall not apply to interest paid or accreud during any
t axabl e year (and paragraph (4) shall not apply to any dividends



pai d out of the earnings and profits for such taxable year) if -

(A) the United States-owned foreign corporation has
earnings and profits for such taxable year, and

(B) less than 10 percent of such earnings and profits is
attributable to sources within the United States.
For purposes of thepreceding sentence, earnings and profits shal
be determ ned wi thout any reduction for interest described in
paragraph (3) (determ ned wi htout regard to subparagraph (O
t hereof).

(6) United States-owned foreign corporation. -- For
pur poses of this subsection, the term"United States-owned
f orei gn corporation” means any foreign corporation if 50 percent
or nore of --

(A) the total conbined voting power of all classes of stock
of such corporation entitled to vote, or

(B) the total value of the stock of such corporation,
is held directly (or indireclty through applying paragraphs (2)
and (3) of section 958(a) and paragraph (4) of section 318(a)) by
United States persones (as defined in section 7701(a)(30)).

(7) Dividend. -- For purposes of this subsection, the term
"di vidend" includes any gain treated as ordinatry income under
sectionl246 or as a dividend under section 1248,

(8) Coordination with subsection (f). -- This subsection
shal | be applied before subsection (f).
(9) Treatnent of certain domestic corporations. -- For

pur poses of this subsection --

(A) in the case of interest treated as not from sources
Wi thin the United States under section 861(a)(1)(A), the
cor poration paying such interest shall be treated as a United
St at es- owned foreign corporation, and

(B) in the case of any dividend treated as not from sources
Wi thin the United States under section 861(a)(2)(A), the
cor poration paying such dividend shall be treated as a United
St at es- owned foreign corporation

(10) Coordination with treaties. --

(A In general. -- If --

(i) any amount derived froma United States-owned foreign
corporation would be treated as derived fromsources within the
United States under this subsection by reason of an item of
i ncone of such United States-owned foreign corporation

(1i) under a treaty obligation of the United States (applied
Wi t hout regard to this subsection and by treating any anount
i ncluded in gorss incone under section 951(a)(1) as a dividend),
such amount woul d be treated as arising from sources outside the
United States, and

(1i1) the taxpayer chooses the benfits of this paragraph,
this subsection shall not apply to such anmbunt to the extent
attributable to such itemof incone (but subsections (a), (b),
and (c) of this section and sections 902, 907, adn 960 shall be
applied separately with respect to such anobunt to the exten so
attributable).

(B) Special rule. -- Amounts included in gross incone
under section 951(a)(1) shall be treated as a dividend under
subparagraph (A)lii) only if dividends paid by each corporation



(the stock in which is taken into account in determ ning whet her
the shareholder is a United States shareholder in the United

St at es- owned foreign corporation), if paid to the United States
sharehol der, would be treated under a treaty obligation of the
United States as arising rromsources outside the United States
(applied without regard to this subsection).

(11) Regulations. -- The Secretary shall prescribe such
regul ati ons as nmay be necessary or appropriate for purposes of
this subsection, includig --

(A) regulations for the application of this subsection in
the case of interest or dividend paynents through 1 or nore
entities, and

(B) regulations providing that this subsection shall apply
to interest paid or accrued to any person (whether or not a
Uni ted States sharehol der).

(h) Coordination with nonrefundabl e personal credits. -- In
t he case of an indivudal, for purposes of subsection (a), the tax
agai nst which the credit is taken in such tax reduced by the sum
of the credits all owabl e under subpart A of part |V of subchapter
A of this chapter.

(i) Limtation on Use of Deconsolidation to Avoid Foreign
Tax Credit Limtations. -- If 2 or nore donestic corporations
woul d be nenbers of the sanme affiliated group if --

(1) section 1504(b) were applied without regard to the
exceptions contained therein, and

(2) the constructive ownership rules of section 1563(e)
applied for purposes of section 1504(a),
the Secretary may be regul ati ons provide for resourcing the
i ncone of any of such corporations or for nodifications to the
consolidated return regulations to the extent that such
resourcing or nodifications are necessary to prevent the
avoi dance of the provisions of this subpart.

(j) Cross references. --

(1) For increase of limtation under subsection (a) for
taxes paid with respect to anpunts received which were included
in the gross income of the taxpayer for a prior taxable year as a
United States shareholder with respect to a controlled foreign
corporation, see section 960(b).

(2) For nodividation of |limtaiton under subsection (a) for
pur poses of determ ning the amount of credit which can be taken
agai nst the alternative mninmumtax, see section 59(a).



