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Adoption of the Amendment

Accordingly, pursuant to the authority
delegated to me by the Administrator,
§ 59.13 of Part 39 of the Federal Aviation
Regulations (14 CFR 38.13) is amended
by adding the following new
Airworthiness Directive:

British Aerospace: Applies to BAC 1-11 200
and 400 series sirplanes, certificated in
all categories. Compliance is required as
indicated,

For airplanes fitted with pilots windshield
No. 1, left and right-hand part numbers
AB31A705 and AB31A706 respectively,
produced in 1879 and 1980 with serial
numbers beginning with 9-H and 0-H,
manufactured by P.P.G. Industries, inc.,
accomplish the following, unless already
accomplished:

A. Check the bus-to-bus electrical
resistunce of the windshield NESA coat
within the next 200 hours time in service or 28
days, whichever ocours first, after the
effective date of this AD in accordance with
paragraph 2.1 of the Accomplishment
Instructions of British Aerospace Alert
Service Bulletin 56-A-PM5836, dated March
19, 1902,

Note.—If windshield is replaced with
another windshield produced in 1978 or 1980,
repeat paragraph A after 200 hours time in
service but not later than 300 hours time in
service on the replacement windshield.

B. Accomplish the actions of paragraph 2.2,
203, or 2.4 of the service bulletin based upon
the resistance values obtained in the check
done in paragraph A.

C. Alternate means of compliance which
provide an equivalent level of safety may be
used when approved by the Manager, Seattle
Aircraft Certification Office, FAA, Northwest
Mountain Reglon.

D. Special flight permits may be issued in
accordance with FAR 21,187 and 21.199 to
operate airplanes to a base for the
accomplishment of inspections and/or
modifications required by this AD.

This amendment becomes effective
May 31, 1983.

(Secs. 313(a), 601, and 603, Federal Aviation
Act of 1658, as amended (49 U.5.C. 13564(a),
1421, und 1423); Sec. 8{c) Department of
Transportation Act (49 U.S.C, 1855[c)); and 14
CFR 11.89)

Note.—~The FAA determined that this
regulation Is an emergency regulation that Is
not major under Section 8 of Executive Order
12291. It is impracticable for the agency lo
follow the procedures of Order 12281 with
respect Lo this rule since the rule must be
issued immediately to correct an unsafe
condition in aircraft. It has been further
determined that this document involves an
emergency regulation under DOT Regulatory
Policies and Procedures (44 FR 11034;
February 26, 1979). If this action is
subsequently determined to involve a
significant/major regulation, a final
regulatory evaluation or analysis, as
appropriate, will be prepared and placed in
the regulatory docket (otherwise, an
evaluation or analysis is not required). A
copy of it, when filed, may be oblained by

contacting the person identified under the
caption “For Further Information Contact.”

Issued in Seattle, Washington on May 11,
1983,

Charles R. Foster,

Director, Northwest Mountain Region.
[FR Doc. 63-13458 Filed 5-18-8% &45 am]
BILLING CODE 4910-13-M

14 CFR Part 39

[Docket No. 83-ASW-25; Amdi. No.30-
4648; Predecessor Docket No. 78-NE-21]

Alrworthiness Directives; Sikorsky
S-61 Series Hellcopters Certificated in
All Categories

AGENCY: Federal Aviation
Administration (FAA]}, DOT,

ACTION: Final rule.

sUMMARY: This amendment amends an
existing Airworthiness Direclive (AD)
which requires ultrasonic inspections of
the main rotor blade spindles of S-61
type helicopters. This amendment
revises the AD by clarifying the
applicability; decreasing the initial and
repetitive inspection intervals; updating
a mailing address; and referencing the
latest revision of the Sikorsky service
bulletin. The amendment is needed to
preclude the possibility of failure of
main rotor spindles.

DATE: Effective date May 25, 1983.

Compliance shedule—As prescribed
in the body of AD.

ADDRESSES: The applicable service
bulletin may be obtained from the
United Technologies Corporation,
Sikorsky Aircraft, North Main Street,
Stratford, Connecticut 06601, Attn: 5-61
Commercial Product Support
Department.

Copies of the service bulletin are
contained in the Rules Docket at the
Office of the Regional Counsel,
Southwest Region, Federal Aviation
Administration, 4400 Blue Mound Road,
Fort Worth, Texas 76100.

FOR FURTHER INFORMATION CONTACT:
Cheryl McCabe, Aerospace Engineer,
ANE-~152, Boston Aircraft Certification
Branch, Aircraft Certification Division,
New England Region, Federal Aviation
Administration, 12 New England
Executive Park, Burlington,
Massachusetts 01803; telephone (617)
273-7336.

SUPPLEMENTARY INFORMATION: This
amendment further amends Amendment
39-3305 (43 FR 44478), AD 78-20-05, as
amended by Amendment 38-3425 (44 FR
12021), Amendment 38-3444 (44 FR
19184), and Amendment 39-3838 (45 FR
47130), which currently requires

repetitive ultrasonic inspection of the
main rotor blade spindles of Sikorsky
S-61 series helicopters.

After issuing Amendment 36-3838, the
FAA determined that:

1, The applicability requires
clarification because the AD only
applies to certain non-modified spindles
and this is not clearly specified in the
AD as evidenced by & recent inquiry
from a foreign authority:

2. The ultrasonie inspection interval
and the initial inspection time for the
main rotor spindles must be decreased
from 180 to 70 hours' fime in service
because during a periodic ultrasonic
inspection on a military helicopter &
crack greater than one-half the cross
section of the spindle lug was found.
The crack origin was located in the
outboard edge of the large chamfer (the
spindle incorporated nickel sulfamate
plating).

3. The FAA mailing address for
reporting requires updating due to the
recent rearganization in the FAA.

4, The latest revision of the Sikorsky
service bulletin should be referenced in
the AD to agree with the decreased
inspection intervals.

The information collection
requirement contained in this regulation
(§ 39.13) has been approved by
Office of Management and Budge! under
the provisions of the Paperwork
Reduction Act of 1880 (Pub. L. 96-511)
and has been assigned OMB contral
number 2120-00586.

Since a situation exists that requires
immediate adoption of this regulation,
and since this amendment also provides
an applicability clarification which
imposes no additional burden on any
person, it is found that notice and public
procedure hereon are impracticable and
unnecessary and good cause exists for
making this amendment effective in less
than 30 days.

Approximately 14 aircraft could be
affected by the requirements of this AD
for an estimated impact of $70 per
aircraft per 180 flight hours.

List of Subjects in 14 CFR Part 39

Air transportation, Aircraft, Aviation
safety, Safety.

Adoption of the Amendment

Accordingly, pursuant to the authority
delegated to me by the Administralor,
§ 39.13 of Part 38 of the Federal Aviation
Re%ulauons (14 CFR 39.13) is amended
by further amending Amendment 39—
3305 (43 FR 44476), AD 78-20-05, as
amended by Amendment 39-3425 (44 FR
12021), Amendment 39-3444 (44 FR
19184), and Amendment 39-3838 (45 FR
47130), as follows:
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1. In the first paragraph and paragraph
1, delete “P/Ns S6112-23027, S6112-
23025, and S6110-23325 main rotor
spindles” and insert in its place: “main
rotor P/N S6112-23025-1 spindles
(S6112-23027-006 spindle assemblies)
and $6110-23325 series spindles (S6110-
23327 series spindle assemblies).”

2. In paragraph 1, delete “Prior to
further flight, unless already
accomplished within the last 180 hours'
time in service,”" and insert in its place
"Within the next 20 hours' time in
service, unless already accomplished
within the last 50 hours' time in service,
after the effective date of this
amendment.”

3. In paragraph 1, delete the number
*180" from the second and third places
where it occurs and insert in its place:
0.

4. In paragraphs 1 and 3, delete
"Chief, Engineering and Manufacturing
Branch” and insert in its place:
"Manager, Boston Aircraft Certification
Branch,"

5. In paragraph 1, delete “61B10-33C"
and insert in its place: “81B10-33F."

The manufacturer’s specifications and
procedures identified and described in
this directive are incorporated herein
and made a part hereof pursuant to
U.S.C. 552(a)(1). All persons affected by
this directive who have not already
received these documents from the
manufacturer may obtain copies upon
request to United Technologies
Corporation, Sikorsky Aircraft, North
Main Street, Stratiord, Connecticut
06601, Attn: S-61 Commercial Product
Support Department, These documents
also may be examined in the Office of
the Regional Counsel, Federal Aviation
Administration, Southwest Region, 4400
Blue Mound Road, Fort Worth, Texas
76108,

This amendment becomes effective
May 25, 1983.

This amendment amends Amendment 39~
3305 (43 FR 44476), AD 78-20-05, as amended
by Amendment 39-3425 (44 FR 12021),
Amendment 39-3444 (44 FR 19184) and
Amendment 39-3838 (45 FR 47130).

(Secs. 313(a), 801, and 803, Federal Aviation
Act of 1958, as amended (49 U.S.C. 1354{a),
1421, and 1423); Sec. 8(c), Department of
Transportation Act (49 U.S.C. 1655(c)); 14
CFR 11.89)

Note.—The FAA has determined that this
regulation only involves 14 aircraft that could
be affected by the requirements of this AD
for an estimated impact of $70 per aircrait.
Therefore, T certify that this action (1) is not &
“major rule” under Executive Order 12291,
and (2} is not a “significant rule” under DOT
Regulatory Policies and Procedures (44 FR
11034, February 28, 1978). A copy of the final
evaluation prepared for this action is
contained in the regulatory docket. A copy of
it may be obtained by contacting the person

identified under the caption “FOR FURTHER
INFORMATION CONTACT."

Issued in Fort Worth, Texas, on May 4,
1883,
F. E. Whitfield,
Acting Director, Southwest Region.
[FR Do £3-13439 Filed 5-18-8% #45 am|
BILLING CODE 4910-13-M

e —

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Part 1
(T.D. 7893]

Amendment of income Tax
Regulations To Conform to Repeal of
Subpart F Exception for Investments
in Less Developed Countries and to
Foreign Base Company Shipping
Income Regulations

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Final regulations,

« SUMMARY: This document! contains final

Income Tax Regulations relating to the
taxation of shipping income of
controlled foreign corporations and their
shareholders. The document also
contains regulations concerning
investments in less developed countries
by controlled foreign corporations.
Changes to the applicable tax law were
made by the Tax Reduction Act of 1975.
The regulations provide the public with
guidance needed to comply with the
provisions. The regulations affect
certain foreign corporations which are
controlled by U.S. persons and the U.S.
shareholders of those corporations.

DATE: The regulations are effective for
taxable years of controlled foreign
corporations beginning after December
31, 1975, and for taxable years of U.S,
shareholders within which or with
which the taxable years of such
controlled foreign corporations end;
except that the amendments to §§ 1.959-
1(d)(2) and 1.964-1(c}(3){ii) are effective
June 20, 1983.

FOR FURTHER INFORMATION CONTACT:
Jacob Feldman of the Legislation &
Regulations Division, Office of the Chief
Counsel, Internal Revenue Service, 1111
Constitution Avenue, N.W., Washington,
D.C. 20224, Attention: CC:LR:T, 202-566-
3289, not a toll-free call.

SUPPLEMENTARY INFORMATION:
Background

On February 9, 1978, the Federal
Register published proposed
amendments to the Income Tax
Regulations (26 CFR Part 1) under

sections 864, 881, 951, 952, 954, 955, 958,
959, 964, 970, and 972 of the Internal
Revenue Code of 1954 (43 FR 5529). On
August 9, 1978, the Federal Register
published proposed amendments to the
Income Tax Regulations under several
sections of the Internal Revenue Code,
including section 955. The August 9,
1976, Notice of Proposed Rulemaking
proposed a new § 1.955-0, The February
9, 1978, Notice of Proposed Rulemaking
proposed a paragraph (a) to this § 1.955-
0. All of these amendments were
proposed to conform the regulations to
sections 602 (c) and (d) of the Tax
Reduction Act of 1975 (89 Stat. 58). The
proposed amendments which were
published on August 9, 1976, are being
finalized (with some changes) at the
same time as these amendments. No
public comments were received
concerning the amendments proposed
on February 9, 1978, A public hearing
was neither requested nor held. The
changes to the regulations as proposed
are only of a correcting and clarifying
nature. The amendments are to be
issued under the authority contained in
section 7805 of the Internal Revenue
Code of 1954 (68A Stat. 917, 26 US.C.
7895).

Statutory Bases

The United States taxes foreign
corporations only on certain United
States source income and income from
any source which is connected with the
conduct of a trade or business in the
United States. As a result, the United
States generally does not impose a tax
on foreign source income of a foreign
corporation even though it is owned or
controlled by U.S. persons. When the
foreign corporation actually remits its
foreign source income to U.S.
shareholders as a dividend, the United
States imposes a tax. The tax is imposed
on the U.S. shareholder, not the foreign
corporation. The fact that no U.S. tax is
imposed until the income is distributed
is what generally is referred to as tax
“deferral.”

The Internal Revenue Code provides
for an exception to the general rule of
deferral under the “subpart F”
provisions of the Code {sections 951
through 964). Under these provisions,
income from certain tax haven activities
is taxed at the shareholder level
whether or not the income is actually

* received in the form of a dividend.

These rules apply only to U.S. persons
owning 10 percent or more of the voting
power of a foreign corporation and only
if more than 50 percent of the voting
power of the corporation is owned by
U.S. persons who each own 10 percent
or larger interests.
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Among the types of subpart F income
is “foreign base company income.”
Before enactment of the Tax Reduction
Act of 1975, section 954(b)(1) of the Code
excluded from foreign base company
income certain dividends, interest, and
gains from qualified investments in less
developed countries. Under sections
951(a)(1)(A)(ii) and 955, a U.S.
shareholder was taxed on its pro rata
share of this excluded income only
when it was withdrawn from investment
in less developed countries. Section
602(c) of the Tax Reduction Act
repealed the section 954(b)(1) exclusion.
In addition, section 602(c) repealed the
provisions of section 955, as it existed
before the Tax Reduction Act of 1975,
and added a new section 955 concerning
amounts invested in foreign base
company shipping operations. Congress
did not, however, repeal the section
951(a)(1)(A)(ii) imposition of tax on a
U.S. shareholder’s pro rata share of
excluded income when withdrawn from
investment in less developed countries.
As a result of the retention of section
951(a)(1)(A)(ii), repealed section 955 (as
in effect before amendment by the Tax
Reduction Act) retains some vitality.

Section 602(d) of the Tax Reduction
Act of 1975 also added a new category
of income to foreign base company
income. The new category is called
“foreign base company shipping
income.” Under section 954(b)(2), foreign
base company shipping income is not
included in foreign base company
income to the extent that the shipping
income is reinvested in qualified
investments in foreign base company
shipping operations. Under sections
951(a)(1)[A){iii) and 955 (as amended by
the Tax Reduction Act of 1975),
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations is
included in the gross income of U.S.
shareholders.

Summary of Regulations, Changes, and
Public Comment

The amendments to the regulations
provided by this document generally
reflect the repeal of the less developed
country exception to subpart F and
coordinate the existing subpart F
regulations with the foreign base
company shipping income regulations
proposed on August 9, 1976, and which
are being adopted on the same day as
these regulations. The amendments also
update and correct certain cross
references to and within the subpart F
regulations. In addition, the proposed
amendments change certain reporting
requirements under subpart F by
requiring that taxpayer identification
numbers also be furnished in cases in

which taypayer names and addesses are
currently required to be furnished. The
requirement that taxpayer identification
numbers be furnished applies only with
respect to reports required to be filed
after June 20, 1983.

Regulatory Flexibility Act and Executive
Order 12291

This regulation was published as a
proposed regulation before January 1,
1981, the effective date of the Regulatory
Flexibility Act [5 U.S.C Chapter 6). In
addition, the Service has concluded that
the regulations do not constitute
regulations subject to the Regulatory
Flexibility Act [5 U.S.C. Chapter 6]. The
Commissioner of Internal Revenue has
also determined that this regulation is
not a major regulation as defined in
Executive Order 12291 and therefore a
regulatory impact analysis is not
required.

Drafting Information

The principal author of these
regulations is Kenneth Klein of the
Legislation and Regulations Division,
Office of the Chief Counsel, Internal
Revenue Service. However, personnel
from other offices of the Internal
Revenue Service and Treasury
Department participated in developing
these regulations both on matters of
substance and style,

List of Subjects in 26 CFR 1.861-1
Through 1.997-1

Incomes taxes, Aliens, Export,
Domestic International Sales
Corporation (DISC), Foreign investments
in U.S,, Foreign tax credit, Source of
income, United States investments
abroad.

Adoption of Amendments to the
Regulations

The amendments to 26 CFR Part 1
which were set forth in the Notice of
Proposed Rulemaking appearing in the
Federal Register of February 9, 1978 (43
FR 5529), are adopted, subject to the
revisions set forth below. In addition,
other amendments to 26 CFR Part 1 are
adopted, as set forth below.

PART 1—{AMENDED]

Paragraph 1. The amendments to
§ 1.951-1, as set forth in paragraph 4 of
the Notice of Proposed Rulemaking, are

* changed as follows:

1. The last sentence of instructionzl
paragraph 4 is revised by inserting the
phrase “of subparagraphs (1)(c), 3, and 5
above" between the words “provisions"
and “read".

2. The heading of § 1.951-1(c)(1) is
revised by inserting the phrase

“countries. " immediately after the word
“developed "',

Par. 2. The amendments to § 1.951-3,
as set forth in paragraph 5 of the Notice
of Proposed Rulemaking, are changed as
follows:

1. The third sentence of paragraph (a)
of Example (4) of § 1.951-3 is revised by
placing the symbol “§" between the
abbreviation "CFR" and the number
“1,954-1(b)(1)".

2. New paragraph (c) of Example (4) of .
§ 1.951-3 is revised by deleting the word
“or” and inserting in its place the word
“of",

Par. 3, The amendment to § 1.952-1, as
set forth in paragraph 6 of the Notice of
Proposed Rulemaking, is revised by
adding the symbol "§" in paragraph
(b)(1) between the-abbreviation "CFR"
and the number “1.952-%b)(1)".

Par. 4. The proposed amendments to
§ 1.954-1(b)(3)(v), as set forth in
paragraph 8 of the Notice of Proposed
Rulemaking, are deleted.

Par. 5. The amendments to § 1.954-2,
as set forth in paragraph 9 of the Notice
of Proposed Rulemaking, are changed as
follows: Instructional subparagraph 1 of
instructional paragraph 9 is revised by
deleting the word ""Subdivision” and
inserting in its place the phrase
“Subdivision (i) is revised by deleting
the period at the end and inserting a
comma in its place and subdivision".

Par. 8. The amendment to § 1.954-3, as
set forth in paragraph 10 of the Notice of
Proposed Rulemaking is revised by
deleting “paragraph(b)(3)(iv)" in the first
sentence of subparagraph (2)(i)(d ) and
inserting in lieu thereof “paragraph
(b)(4)(i)",

Par. 7. The amendment to § 1.954-5, as
set forth in paragraph 11 of the Notice of
Proposed Rulemaking, is revised by
inserting the symbol "§" between the
abbreviation “CFR" and the number
"1.954-5".

Par. 8. The amendment to § 1.955, as
set forth in paragraph 12 of the Notice of
Proposed Rulemaking, is deleted.

Par. 9. Proposed § 1.955-0, as set forth
in paragraph 13 of the Notice of
Proposed Rulemaking, is changed as
follows: The second sentence of § 1.955-
0(a)(2) is revised by placing the symbol
“§§" between the abbreviation “CFR"
and the number "“1.854-1".

Par. 10. The amendments to § 1.959-1,
as set forth in paragraph 17 of the Notice
of Proposed Rulemaking, are changed as
follows:

1. The second sentence of § 1.959-1{c)
is revised by adding a comma
immediately after the work
“operations’.

2. The amendment to § 1.859-1(d)(2) is
revised by inserting the phrase “(in the
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case of information required to be
furnished after [date which is 30 days
after publication of these final
regulations in the Federal Register])”
between the words “and"" and
"taxpayer"”,

Par. 11. The amendments o § 1.964-1,

as set forth in paragraph 19 of the Notice
of Proposed Rulemaking, are changed as
follows:

1. Instructional subparagraphs (1) and
(3) of instructional paragraph 19 are
revised by deleting the phrase " “or
(3)(B)"," and inserting in its place both
times the phrase " “of 1875",".

2. Instructional subparagraph (3) of
instructional paragraph 19 is revised by
inserting a comma immediately after the
number "'1.954-6(f)".

3. The last sentence of instructional
paragraph 19 is revised by inserting the
phrase “of subparagraphs (4). (5), and
(6)(d) above" between the words
“provisions" and “read".

4. Section 1.984-1(c)(3)(ii) is revised
by inserting the phrase “(in the case of
stalements required to be filed after
[date which is 30 days after publication
of these final regulations in the Federal
Register])"” immediately after the phrase
“taxpayer identification numbers” the
first time it appears and immediately
before the phrase “taxpayer
identification numbers” the second time
it appears.

Par. 12. Instructional paragraph 20 of
the Notice of Proposed Ri i
amending §§ 1.964-2 (a) and (b)(1), is
revised by deleting the phrase “955,"
and inserting in its place the phrase
"955" and before the comma
immediately thereafter.”

Par. 13, The amendments to § 1.964-3,
as set forth in paragraph 22 of the Notice
of Proposed Rulemaking, are changed as
follows.

1. The last sentence of instructional
paragraph 22 is revised by adding the
phrase “of subparagraphs (1)(b) and (2)
above” between the words “provisions”
and “read".

2. Section 1.964-3(c)(1)(i) is revised by
deleting the period after the phrase
“taxable year”, deleting the period after
the phrase “April 1, 1975)", and by
adding the symbols *§§" between the
abbreviation “CFR" and the number
“1.954-1(d)(3)(i)".

Par. 14. The amendments to § 1.964-4,
as set forth in paragraph 23 of the Notice

of Proposed Rulemaking, are changed as

follows:

1. Instructional subparagraph (2)(b) of
instructional paragraph 23 is revised by
deleting the word “both", deleting the
comma after the number *19876" and
inserting in its place a semicolon, and by
deleting the phrase “1.954 and” and
inserting in its place the symbol “§".

2. The last sentence of instructional
paragraph 23 is revised by adding the
phrase “of subparagraphs (1)(a), (1)(c),
and 3 above” between the words
“provisions” and “read".

3. Section 1.964-4(d)(4) is revised by
inserting the symbol "§" between the
abbreviation “CFR" and the number
“1.964-4(d)(4)".

4. Section 1.964-4{d)(5) is revised by
inserting the symbol “§" between the
abbreviation "CFR" and the number
“1.964-4{d)(5)".

5. Section 1.984-4(d)(8)(v) is revised
by deleting the phrase “§ 1.954-6(f)."
and inserting in its place the phrase
“§§ 1.954-6(f) and 1.954-6(b)[1)(viii),".

6. The flush language at the beginning
of §1.964-4(g-2) is revised by adding the
word “operations” immediately after the
word “shipping”,

Roscoe L, Egger, Jr.,

Commissioner of Internal Revenue.
Approved: April 26, 1983,

John E. Chapoton,

Assistant Secretary of the Treasury.

PART 1—[AMENDED]

Part 1 of Title 26 of the Code of
Federal Regulations is amended as
follows:

Paragraph 1. Section 1.864-5(d}(2) is
amended as follows;

1. Subdivision (i) is revised.

2. Subdivision (ii) is revised by
changing "30 percent” to 10 percent.”

3. Subdivision (ii) is revised by
inserting “(30 percent in the case of
taxable years of foreign corporations
ending before January 1, 1976)"
immediately after 10 percent."

The revised provision reads as
follows:

§ 1.864-5 Foreign source income
effectively connected with U.S. business.

(d) Excluded foreign scurce income.

(2) Subpart F income of a controlled
foreign corporation. * * *

(i) Foreign base company shipping
income which is excluded under section
954(b)(2),

(ii) Foreign base company income
amounting to less than 10 percent (30
percent in the case of taxable years of
foreign corporations ending before
January 1, 1978) of gross income which
by reason of section 954(b)(3){A) does
not become subpart F income for the
taxable year,

- - - » -

Par. 2, Section 1.881-1 (e)(4)(i) is
amended to read as follows:

§ 1.881-1 Manner of taxing foreign
corporations,

(e) Other provisions applicable to
foreign corporations * * *

(4) Controlled foreign corporations.—
(i) Subpart F income and increase of
earnings invested in U.S. Property. For
the mandatory inclusion in the gross
income of the U.S. shareholders of the
subpart F income, of the previously
excluded subpart F income withdrawn
from investment in less developed
countries, of the previously excluded
subpart F income withdrawn from
investment in foreign base company
shipping operations, and of the increase
in earnings invested in U.S. property, of
a controlled foreign corporation, see
sections 951 through 964, and the
regulations thereunder.

Par. 3. Section 1.951-1 is amended as
follows:

1. Paragraph (a)(2) is amended as
follows:

a. Subdivision (ii) is revised by
deleting “paragraph (c)" and inserting in
lieu thereof “paragraph (c) (1)," and by
deleting the word “and" at the end
thereof.

b. Subdivision (iii) is redesignated as
subdivision (iv).

c. Immediately after subdivision (ii)
new subdivision (iii) is added.

2. Paragraph (b)(1) is amended by
deleting “paragraph (a}{(1)" and inserting
in lieu thereof “paragraph (a)(2)(i).”

3. Paragraph (c) is revised.

4. Paragraph (d) is amended by
deleting “paragraph (a)(3)" both times it
appears and inserting in lien thereof
“paragraph (a)(2)(iv)."

5. Paragraph (e)(1) is revised. The
added and revised provisions read as
follows:

§ 1.951-1 Amounts Included In gross
income of U.S. shareholders.

(a) In general. * * *

(2] LR

(iii) Such shareholder's pro rata share
(determined under paragraph (c)(2) of
this section) of the corporation’s
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
such taxable year of the corporation,
and

(¢) Limitation on a United States
shareholder's pro rata share of
previously excluded subpart F income
withdrawan from investmenis.—{1)
Investments in less developed countries,
For purposes of paragraph (a)(2)(ii) of
this section, a United States
shareholder’s pro rata share (determined




22508

Federal Register / Vol. 48, No. 98 / Thursday, May 19, 1983 / Rules and Regulations

in accordance with the rules of
paragraph (e) of this section) of the
foreign corporation's previously
excluded subpart F income withdrawn
from investment in less developed
countries for the taxable year of such
corporation shall not exceed an amount
which bears the same ratio to such
shareholder's pro rata share of such
income withdrawn (as determined under
section 955(a)(3), as in effect before the
enactment of the Tax Reduction Act of
1975, and paragraph (c) of § 1.955-1) for
such taxable year as the part of such
year during which such corporation is a
controlled foreign corporation bears to
the entire taxable year. See paragraph
(c)(2) of § 1.955-1 for a special rule
applicable to exclusions and
withdrawals occurring before the date
on which the United States shareholder
acquires his stock.

(2) Investments in foreign base
company shipping operations. For
purposes of paragraph (a)(2)(iii) of this
section, a United States shareholder’s
pro rata share (determined in
accordance with the rules of paragraph
(e) of this section) of the foreign
corporation's previously excluded
subpart F income withdrawn from
investment in foreign base company
shipping operations for the taxable year
of such corporation shall not exceed an
amount which bears the same ratio to
such shareholder's pro rata share of
such income withdrawn {as determined
under section 955(a)(3) and paragraph
(c} of § 1.955A-1) for such taxable year
as the part of such year during which
such corporation is a controlled foreign
corporation bears to the entire taxable
year, See paragraph (c)(2) of § 1.955A~1
for a special rule applicable to
exclusions and withdrawals occurring
before the date on which the United
States shareholder acquires his stock.

(e) “Pro rata share” defined.—{1) In
general. For purposes of paragraphs (b),
(c), and (d) of this section, a United
States shareholder’s pro rata share of a
controlled foreign corporation's subpart
F income, previously excluded subpart F
income withdrawn from investment in
less developed countries, previously
excluded subpart F income withdrawn
from investment in foreign base
company shipping operations, or
increase in earnings invested in United
States property, respectively, for any
taxable year is his pro rata share
determined under paragraph (a) of
§ 1.952-1, paragraph (c) of § 1.955-1,
paragraph (c) of § 1.955A-1, or
paragraph (c) of § 1.956-1, reapectively.

Par. 4, Section 1.951-3 is amended as
follows:

1. Example (4) is amended as follows:

a. Paragraph (a) is amended by
deleting “paragraph (b){1) of § 1.954-1"
in the third sentence and inserting in
lieu thereof “26 CFR § 1.954-1(b)(1) (Rev.
as of Apr. 1, 1975)" and by inserting in
the sixth sentence ", as in effect before
the enactment of the Tax Reduction Act
of 1975," immediately after “section
955(a)."

b. A new paragraph (c) is added.

2. Example (5) is amended by deleting
“paragraph (a)(3)" each time it appears
in paragraphs (&) and (b) and inserting
in lieu thereof “paragraph (a)(2)(iv)".

The added provision reads as follows:

§ 1.951-3 Coordination of subpart F with
foreign personal holding company
provisions.

Example (4). * * *

{c) The principles of this example also
apply to withdrawals (determined under
section 955(a), as in effect before the
enactment of the Tax Reduction Act of 1875)
of previously excluded subpart F income from
investment in less developed countries
effected after the effective date of such Act,
and to withdrawals (determined under
section 955(a), as amended by such Act) of
previously excluded subpart F income from
investment in foreign base company shipping
operations.

» - - - .

Par, 5. Section 1.952-1 is amended as
follows:

1. Paragraph (a)(2) is amended by
deleting “1.954-5).” and inserting in lieu
thereof “1.954-7.".

2, Paragraph (b)(1) is revised to read
as follows:

§ 1.952-1 Subpart F iIncome defined.

(b) Exclusion of U.S. income—{1)
Taxable years beginning before January
1, 1967, For rules applicable to taxable
years beginning before January 1, 1967,
see 26 CFR § 1.952-1(b)(1) (Rev. as of
April 1, 1975).

Par. 6. Section 1.952-2(c)(5])(i) is
revised to read as follows:

§ 1.952-2 Determination of gross Income
and taxable income of a foreign
corporation.

(c) Special rules for purposes of this
section. * * *

(8) Treatment of capital loss and net
operating loss. * * *

(i) Capital loss carryback and
carryover. The capital loss carryback
and carryover provided by section
1212(a) shall not be allowed.

Par. 7. Section 1.954-2(d)(2){iv}{b)(2) is
amended as follows:

1. Subdivision (i) is amended by
deleting “and" at the end thereof.

2. Subdivision (/] is amended by
deleting the period at the end thereof
and inserting in lieu thereof *, and".

3. A new subdivision (iv) is added to
read as follows:

§ 1.954-2 Foreign personal holding
company income.

(d) Certain income received from
unrelated persons in the active conduct
of a trade or business * * *

(2) Dividends, interest, and gains on
securilies, received in banking or other
financing business from unrelated
persons * * *

(iv) Income of foreign corporations
owned by Edge Act or Agreement
corporations * * *

(b) Foreign corporations included.

(2) V' e
(iv) Foreign base company shipping
income, as defined in § 1,954-6.

Par. 8. Section 1.954-3(b) is amended
as follows:

1. The first sentence of subparagraph
(2)(1)(d) is amended by deleting
“paragraph (b)(3){iv)" and inserting in
lieu thereof “paragraph (b)(4)(ii)".

2. The second sentence of
subparagraph (3) is amended by deleting
"'30 percent” and inserting in lieu thereof
10 percent"’

Par. 9. Section 1.954-5 is revised to
read as follows:

foreign
W beginning before January 1,

For rules applicable to taxable years
of controlled foreign corporations
beginning before January 1, 1976, see
section 954(b)(1) (as in effect before the
enactment of the Tax Reduction Act of
1975) and 28 CFR § 1.954-5 (Rev. as of
April 1, 1975).

Par. 10. Section 1.955-0, as reserved in
paragraph 9 of the appendix to the
notice of proposed rule making
published on August 9, 1976 (41 FR
33286), is added, consisting of paragraph
(a) to read as follows:

§ 1.955-0 Effective dates.

(a) Section 955 as in effect before the
enactment of the Tax Reduction Act of
1975—(1) In general. In general,

§5§ 1.955-1 through 1.955-8 are
applicable with respect to withdrawals
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of previously excluded subpart F income
from qualified investment in less
developed countries for taxable years of
foreign corporations

December 31, 1962, and to taxable years
of United States shareholders (as
defined in section 851(b)) within which
or with which such taxable years of
such foreign carporations end. However,
such sections are effective with respect
to withdrawals of amounts invested in
less developed country shipping
companies described in section 855(c)(2)
(as in effect before the enactment of the
Tax Reduction Act of 1875) only for
taxable years of foreign corporations
beginning before January 1, 1976, and for
taxable years of United States
shareholders {as defined in section
851({b)) within which or with which such
taxable years of such foreign
corporations end. For rules applicable to
withdrawals of amounts invested in less
developed country shipping companies
described in section 955(c)(2) (as in
effect before such enactment), in taxable
years of foreign corporations beginning
after December 31, 1975, see section
855(b)(5) (as amended by such Act) and
$§ 1.955A~1 through 1.955A4.

(2) References. Except as otherwise
provided therein, all references ]
contained in §§ 1.955-1 through 1.955-6
to section 954 or 955 or to the regulations
under section 954 are to those sections
and regulations as in effect before the
enactment of the Tax Reduction Act of
1975, For regulations under section 854
(as in effect before such enactment), see
26 CFR §§ 1.954-1 through 1.954-5 (Rev.
as of April 1, 1975). For taxable years of
foreign corporations beginning after
December 31, 1975, and for taxable
years of United States shareholders (as
described in section 851(b)) within
which or with which such taxable years
of such foreign corporations end, the
definitions of less developed countries
and less developed country corporations
contained in section 802(d) {as amended
by such Act) and § 1.902-2 apply for
purposes of determining the credit for
corporate stockholders in foreign
corporations under section 902,

Par, 11. Paragraph (a) of § 1.955-1 is
revised to read as follows:

§1.955-1 Shareholder's pro rata share of
amount of exciuded subpart F
Income withdrawn from investment in fess
developed countries.

(a) In general. Pursuant to section
851(a)(1)(A)(ii) and the regulations
thereunder, a United States shareholder
of a controlled foreign corporation must
include in its gross income its pro rata
share (as determined in accordance with
paragraph (c) of this section) of the

amount of such controlled foreign
corporation’s previously excluded
subpart F income which is withdrawn
for any taxable year from investment in
less developed countries, Section 855
provides rules for determining the
amount of a controlled foreign
corporation’s previously excluded
subpart F income for any taxable year of
the corporation beginning after
December 31, 1962, that is withdrawn
from investment in less developed
countries for any taxable year of the
corporation beginning before January 1,
1870. Except for investment in less
developed country shipping companies,
section 955 also provides rules for
determining the amount of a controlled
foreign corporation’s previously
excluded subpart F income for any
taxable year of the corporation
beginning after December 31, 1962,
which is withdrawn from investment in
less developed countries in taxable
years of the corporation beginning after
December 31, 1975. To determine the
amount of a controlled foreign
corporation's previously excluded
subpart F income withdrawn from
investment in less developed country
shipping ies described in section
955(c)(2) in taxable years of a controlled
foreign corporation beginning after
December 31, 1975, see section 855(b)(5)
(as in effect after amendment by the Tax
Reduction Act of 1975) and §§ 1.955A-1
through 1.956A-4 . For effective dates,
see § 1.955-0,

Par, 12, Section 1.955-3 is amended as
follows:

1. The first sentence of paragraph (a)
is amended by deleting “In lieu of
determining the increase under” and
inserting in lieu thereof “In lieu of
determining the increase for a taxable
year of a foreign corporation beginning
before January 1, 1976, under™.

2. Immediately after the last sentence
of paragraph [b)(1) a new sentence is
added to read as follows:

§ 1.955-3 Election as to date of
determining qualified iInvestments in less
deveioped countries

(b) Time and manner of making
election—{1) Without consent. * * * For
taxable years of a foreign corporation
beginning after December 31, 1975, no
election under this section with respect
to a controlled foreign corporation may
be made without the consent of the
Commissioner.

» - - . »

Par. 13. The first sentence of § 1.958-
1{a) is revised to read as follows:

§ 1.965-1 Direct and Indirect ownership of
stock.

(a) In general. Section 958{a) provides
that, for purposes of sections 951 to 964
(other than sections 955(b)(1) (A} and (B)
and 855(c)(2)(A)(ii) (as in effect before
the enactment of the Tax Reduction Act
of 1975), and 960(a)(1)), stock owned
means—

(1) Stock owned directly; and

(2) Stock owned with the application
of paragraph (b) of this section.

Par. 14. Section 1.959-1 is amended as
follows:

1. The second and third sentences of
paragraph (a) are revised.

2. The third senfence of paragraph (b)
is revised.

3. The second sentence of paragraph
(c) is revised.

4. Paragraph (d)(2) is revised.

The revised provisions read as
follows:

§ 1.858-1 Exclusion from gross income of
United States persons of previously taxed
earnings and profits

(a) In general. * * * The amounts so
taxed to certain United States
shareholders are described as subpart F
income, previously excluded subpart F
income withdrawn from investment in
less developed countries, previously
excluded subpart F income withdrawn
from investment in foreign base
company shipping operations, and
increases in earnings invested in United
States property, Section 959 provides
that amounts taxed as subpart F income,
as previously excluded subpart F
income withdrawn from investment in
less developed countries, or as
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations are
not taxed again as increases in earnings
invested in United States property. * * *

(b) Actual distributions to United
States persons. * * * Thus, earnings and
profits attributable to amounts which
are, or have been, included in the 8
income of a United States shareholder of
a foreign corporation under section 851
(a)(1)(A)i) as subpart F income, under
section 951(a)(1)(A)(ii) as previously
excluded subpart F income withdrawn
from investment in less developed
countries, under section 951(a){1)(A)(iii)
as previously excluded subpart F
intome withdrawn from investment in
foreign base company shipping
operations, or under section 951(a)(1)(B)
as earnings invested in United States
property, shall not be again included in
the gross income of such shareholder
when such amounts are actually
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distributed, directly or indirectly, to
such shareholder, * * *

(c) Excludable investment of earnings
in United States property, * * * Thus,
eamings and profits attributable to
amounts which are, or have been,
included in the gross income of a United
States shareholder of a foreign
corporation under section 851{a)(1){A)(i)
as subpart F income, under section
951(a)(1)(A)(ii) as previously excluded
subpart F income withdrawn from
investment in less developed countries,
or under section 951{a)(1)(A)(iii) as
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations, may
be invested in United States property
without being again included in such
shareholder's income under section 951
(a)' -

(d) Application of exclusions to
shareholder's successor in interest.

(2) The name, address, and (in the
case of information required to be
furnished after June 20, 1983) taxpayer
identification number of the person from
whom the stock interest was required;

Par, 15, Section 1.959-3 is amended as
follows:

1. Paragraph (a) is amended by
inserting “previously excluded subpart F
income withdrawn from investment in
foreign base company shipping
operations,” immediately after
“countries,”.

2. Paragraph (b) is amended by
deleting “Earnings” the first time it
appears in the fifth sentence of
subparagraph (3) and inserting in its
place “For example, earnings".

3. Paragraph (b) is amended further by
inserting “or foreign base company
shipping operations” immediately after
"“assets" in the fifth sentence of
subparagraph (3).

Par. 16. Section 1.964-1 is amended as
follows:

1. The second sentence of the flush
material following paragraph (b)(2)(ii) is
amended by inserting a comma after
“section 857)" and by inserting a comma
after “of 1975", and by inserting before
the period *, or pays a dividend that is
included in the foreign base company
shipping income of a controlled foreign
corporation under § 1.954-6(f)".

2. The first sentence of example (2) 6f
paragraph (b)(3) is amended by deleting
“Corporation N" and inserting in lieu
thereof “In 1973, Corporation N".

3. The first sentence of paragraph
(c)(2) is amended by inserting 8 comma
after “section 857)", by inserting a

comma after "of 1975)", and by deleting
“section 952(d),” and inserting in lieu
thereof “section 852(d), or pays a
dividend that is included in the foreign
base company shipping income of a
controlled foreign corporation under

§ 1.854-8(f)"..

4. Paragraph (c)(3)(ii) is revised.

5. Paragraph (c)(5) is amended by
adding at the end thereof a new
sentence.

6. Paragraph (c)(6) is amended as
follows:

a. Subdivision (ii) is amended by
deleting “section 955(c))" and inserting
in lien thereof “‘section 955(c), as in
effect before the enactment of the Tax
Reduction Act of 1975)".

b. Subdivision (iii) is amended by
deleting the word “or"” from the end
thereof.

c. Subdivision (iv) is amended by
deleting the period from the end thereof
and inserting in lieu thereof *; or”.

d. A new subdivision (v) is added.

e. The second sentence of the flush
material following new subdivision (v)
is amended by inserting immediately
before the period “or pays a dividend
that is included in the foreign base
company shipping income of a
controlled foreign corporation under
§ 1.954-6(1)"

The added provisions read as follows:

§ 1.964-1 Determination of the earnings
and profits of a foreign corporation.

(c) Tax adjustments.
(3) Action on behalf of a corporation

(ii) Written statement. The written
statement required by subdivision (i) of
this subparagraph shall be jointly
executed by the controlling United
States shareholders, shall be filed with
the Director of the Internal Revenue
Service Center, 11601 Roosevelt Blvd.,
Philadelphia, Pennsylvania 19155, within
180 days after the close of the taxable
year of the foreign corporation with
respect to which the election is made or
the adoption or change of method
effected, or before May 1, 1965,
whichever is later, and shall set forth
the name and country or organization of
the foreign corporation, the names,
addresses, taxpayer identification
numbers (in the case of statements
required to be filed after June 20, 1983),
and stock interests of the controlling
United States shareholders, the nature
of the action taken, the names,
addresses, and (in the case of
statements required to be filed after
June 20, 1983) taxpayer identification
numbers of all other United States
shareholders notified of the election or
adoption or change of method, and such

other information as the Commissioner
may by forms require.

(5) Controlling United States
shareholders.* * *
In the event that a foreign corporation is
not a controlled foreign corporation but
pays a dividend to a controlled foreign
corporation that is attributable to
foreign base company shipping income
under § 1.954-6(f), the controlling United
States shareholders (as defined in this
subparagraph) of the controlled foreign
corporation shall be considered the
controlling United States shareholders
of the foreign corporation.

(6) Action not required until
significant.® * *

(v) It is sought to be established that
the corporation has foreign base
company shipping income (within the
meaning of section 854(f)).

Par. 17. Section 1.964-2 (a) and (b)(1)
are amended by inserting "(as in effect
both before and after the enactment of
the Tax Reduction Act of 1975)"
immediately after “section 955" and
before the comma.

Par. 18. Section 1.964-2¢)(1)(i)()) and
{c)(1)(ii) are revised to read as follows:

§ 1.964-2 Treatment of blocked earnings
and profits.

(c) Removal of restriction or
limitation—(1) In general.* * *

(i) Treatment of deferred
income.* * *

(b ) The applicable limitations under
paragraph (c) of § 1.952-1, paragraph
(b)(2) of § 1.955-1, paragraph (b}(2) of
§ 1.955A-1, or paragraph (b) of § 1.856-1.
determined as of the last day of the
immediately preceding taxable year,
taking into account the provisions of
subdivision (ii) of this subparagraph.

(ii) Treatment of earnings and profits.
For purposes of sections 852, 955 (as in
effect both before and after the
enactment of the Tax Reduction Act of
1975), and 956, the earnings and profits
which are no longer subject to a
currency or other restriction or
limitation shall be treated as included in
the corporation’s earnings and profits
for the year in which such earnings and
profits were derived.

Par. 19, Section 1.964-3 is amended as
follows:

1. Paragraph (b) is amended as
follows:

a. Subparagraphs (3) and (4) are
redesignated subparagraphs (4) and (5)
respectively.
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b. A new subparagraph (3) is inserted
immediately after subparagraph (2).

2. Paragraph (c){1){i) is revised.

The added and revised provisions
read as follows:

§ 1.964-3 Records to be provided by
United States shareholders.

(b) Records to be provided.” * *

(3) The previously excluded subpart F
income of such corporation withdrawn
from investment in foreign base
company shipping operations,

(c) Special rules.* * *

(1] . "0

(i) The locus and nature of such
corporation’s activities were such as to
make it unlikely that the foreign base

. company income of such corporation

(determined in accordance with
paragraph (c)(3) of § 1.952-3) exceeded 5
percent of its gross income (determined
in accordance with paragraph (b)(1) of
§ 1.952-3) for the taxable year. (For
taxable years to which § 1.852-3 does
not apply, such amounts shall be
determined under 26 CFR §§ 1.954-
1(d)(3) (i) and (i) (Rev. as of April 1,
1975))), and

. - . » -

Par. 20. Section 1.964-4 is amended as
follows:

1. Paragraph (d) is amended as
follows:

a. Subparagraphs {4) and (5) are
revised.

b. Subparagraphs (6) and (7) are
redesignated subparagraphs (7) and (10),
respectively.

¢. New subparagraphs (6), (8), and (9)
are added.

d. Subparagraph (10) as redesignated
is amended by changing *'(1) through
(6)" to “(1) through (9)".

2. Paragraph (g) is redesignated
paragraph (g-1) and amended as
follows:

a. The heading is revised by inserting
“in less developed countries"
immediately after “investment”.

b. Subparagraph (1) is amended by
inserting *(as in effect for taxable years
beginning before January 1, 1976; see 26
CFR § 1.954-1(b){1) (Rev. as of April 1,
1975))" immediately after “§ 1.954-1".
~ ¢ Subparagraph (2) is amended by
inserting “(as in effect before the

enactment of the Tax Reduction Act of *

1975]" immediately after “section
955(a)",

d. Subparagraph (3) is amended by
inserting “(as in effect before the
enactment of the Tax Reduction Act of
1875)" immediately after “section
855(a)".

3. A new paragraph (g-2) is added
immediately after redesignated
paragraph (g-1).

The revised and added provisions
read as follows:

§ 1.964-4 Verification of certain classes of
Income.

(d) Foreign base company income and
exclusions therefrom * * *

(4) Qualified investments in less
developed countries. For rules in effect
for taxable years of foreign corporations
beginning before January 1, 1976, see 26
CFR § 1.964-4(d)(4) (Rev. as of April 1,
1975

(5) Income derived from aircraft or
ships. For rules in effect for taxable

ears of foreign corporations beginning

fore January 1, 1976, see CFR § 1.964-
4{d)(5) (Rev. as of April 1, 1975).

(6) Foreign base company shipping
income. The foreign base company
shipping income to which section 954(f)
and § 1.854-8 apply, for which purpose
there must be established—

(i) Gross income derived from, or in
connection with, the use (or hiring or
leasing for use) of any aircraft or vessel
in foreign commerce, as determined
under § 1.954-6(c),

(i) Gross income derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign
co(;mnerce. as determined under § 1.954~
6(d),
{iii) Gross income incidental to
income described in subdivisions (i) and
(ii) of this subparagraph, as determined
under § 1.954-6(e),

{iv) Gross income derived from the
sale, exchange, or other disposition of
any aircraft or vessel used (by the seller
or by a person related to the seller) in
foreign commerce,

(v) Dividends, interest, and gains
described in §§ 1.954-6(f) and 1.954(b)
(1) (viii),

(vi) Income described in § 1.954-6(g)
(reéamyg to partnerships, trusts, etc.),

an
(vii) Exchange gain, to the extent
allocable to foreign base company
shipping income, as determined under
§ 1.952-2(c)(2)(v)(5).
If the controlled foreign corporation has
income derived from or in connection
with, the use (or hiring or leasing for
use) of any aircraft or vessel in foreign
commerce, or derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign
commerce, it shall be necessary to
establish, from the books and records of
the controlled foreign corporation, that
such aircraft or vessel was used in

foreign commerce within the meaning of
aet{%)pamgmphs (3) and (4) of § 1.954-
).

(8) Qualified investments in foreign
base company shipping operations. The
foreign base company shipping income
that is excluded from foreign base
company income under section 954(b)(2)
and § 1.954-1(b)(1).

(9) Special rule for shipping income.
The distributions received through a
chain of ownership described in section
958(a) which are excluded from foreign
base company income under section

954(b)(6)(B) and § 1.954-1(b}(2).

(8-2) Withdrawal of previously
excluded subpart F income from
investment in foreign base company
shipping operations.

Books or records sufficient to verify the
previously excluded subpart F income of
the controlled foreign corporation
withdrawn from investment in foreign
base company shipping operations for
the taxable year must establish—

(1) The sum of the amounts of income
excluded from foreign base company
income under section 954(b)(2) and
paragraph (b)(1) of § 1.954-1 for all prior
taxable years,

{2) The sum of the amounts of
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all prior taxable years, as determined
under section 955({a) and paragraph (b)
of § 1.855A-1,

(3) The amount withdrawn from
investment in foreign base company
shipping operations for the taxable year
as determined under section 955(a) and
paragraph (b) of § 1.955A-1, and

(4) If the carryover (as described in
§ 1.955A~1(b)(3)) of amounts relating to
investments in less developed country
shipping companies (as described in
§ 1.995-5(b)) is applicable, (i) the
amount of the corporation's qualified
investments (determined under § 1.955-2
other than paragraph (b)(5) thereof) in
less developed country shipping
companies at the close of the last
taxable year of the corporation
beginning before January 1, 1976, and (ii)
the amount of the limitation with respect
to previously excluded subpart F income
(determined under § 1.955-1(b)(1)(i)(2))
for the first taxable year of the
corporation beginning after December
31, 1975.

Par. 21, Section 1.970-1(c)(1) is
amended by inserting “(as in effect
before the enactment of the Tax
Reduction Act of 1975)" immediately




22512

Federal Register / Vol. 48, No. 98 / Thursday, May 19, 1983 / Rules and Regulations

after “section 955", found in the flush

paragraph following subparagraph {iii).
Par. 22. Section 1.972-1(b])(3)(i) is

amended by inserting “(as in effect

before the enactment of the Tax

+ Reduction Act of 1975)" immediately

after “section 955™.

¥R Doc. E3-12807 Flled 5-11-8% 204 pm|
BILLING CODE 4230-01-M

26 CFR Parts 1and 9
IT.D. 7894]

Foreign Base Company Shipping
Income

AGENCY: Internal Revenue Service,
Treasury.
ACTION: Final regulations.

SUMMARY: This document contains final
Income Tax Regulations relating to
shipping income of controlled foreign
corporations and the taxation of their
shareholders. Certain provisions were
added to the applicable tax law by the
Tax Reduction Act of 1975 and the Tax
Reform Act of 1976. The regulations
provide the public with the guidance
needed to comply with the provisions.
The regulations affect certain forei
corporations which are controlled g;
U.S. persons and the U.S. shareholders
of those corporations.

DATE: The regulations are effective for
taxable years of fareign corporations
beginning after December 31, 1975, and
for taxable years of U.S. shareholders
within which, or with which, the taxable
years of such foreign corporations end.

FOR FURTHER INFORMATION CONTACT:
Jacob Feldman of the Legislation and
Regulations Division, Office of the Chief
Counsel, Internal Revenue Service, 1111
Constitution Avenue, N.W., Washington,
D.C. 20224, Attention: CC:LR:T, 202-566~
3289, nol a loll-free call.

SUPPLEMENTARY INFORMATION:
Background

On August 9, 1976, the Federal
Register published proposed
amendments to the Income Tax
Regulations {26 CFR Part 1) under
sections 952, 954, and 955 of the Internal
Revenue Code of 1954 (41 FR 33285). On
August 25, 1976, the Federal Register
published corrections to the proposed
regulations under sections 952 and 955
(41 FR 35855). On March 3, 1977, the
Federal Register proposed additional
amendments to the Income Tax
Regulations under section 954 (42 FR
12199). On August 22, 1977, the Federal
Register published amendments to the
Temporary Income Tax Regulations

under the Tax Reduction Act of 1975 (26
CFR Part 8) under sections 954 and 955
(42 FR 42198), The August 22, 1977,
amendments adopted as temporary
regulations §§ 1.954-7(b) and 1.955A-4,
which were proposed on August 8, 1976,
The proposed [or adopted] amendments
would conform the regulations to certain
changes in the tax law made by sections
602 (c)-{e) of the Tax Reduction Act of
1975 (89 Stal. 60) and section 1024 of the
Tax Reform Act of 1976 (90 Stat, 1620).
The amendments are to be issued under
the authority contained in sections 7805,
955(b)(2) , and 955(b)(3) of the Internal
Revenue Code of 1954 (68A Stat. 917, 26
U.S.C. 7805; 89 Stal. 63, 26 U.S.C.
955(b)(2); 89 Stat. 64, 26 U.S.C. 955[(b])(3))-
After consideration of all comments
submitted regarding the proposed
amendments, the amendments are
adopted as revised by this Treasury
Decision.

Statutory Bases

The United States taxes foreign
corporations only on certain United
States source income and income from
any source which is connected with the
conduct of a trade or business in the
United States. As a result, the United
States generally does not impose tax on
foreign source income of a foreign
corporation even though it is owned or
controlled by U.S. persons, When the
foreign corporation actually remits its
foreign source income to its U.S.
shareholders as a dividend, the United
States imposes a tax.

The tax is imposed on the U.S.
shareholder, not the foreign corporation.
The fact that no U.S. tax is imposed until
the income is distributed is what
generally is referred to as tax “deferral.”

The Internal Revenue Code provides
for an exception to the general rule of
deferral under the so-called “subpart F"
provisions of the Code {sections 951
through 964). Under these provisions,
income received by foreign corporations
form certain tax haven activities is
taxed at the shareholder level whether
or not the income is actually received by
the shareholder in the form of a
dividend. These special rules apply only
to U.S. persons owning 10 percent or
more of the voting power of a foreign
corporation and only if mare than 50
percent of the voting power of the
corporation in owned by U.S. persons
who each own 10 percent or larger
interests.

Among the types of subpart F income
is "“foreign base company income.”
Section 602{d) of the Tax Reduction Act
of 1975 added a category of income to
foreign base company income. The new
category is called “foreign base
company shipping income." Foreign

base company shipping income, as
defined in section 954{f), generally
includes income derived from, or in
connection with, the use of an‘aircraft o
vessel ip foreign commerce, or from
services directly related to such use.
Foreign base company shipping income
also includes dividends and interest
received from certain foreign
corparations, and gains from the sale of
stock or obligations of certain foreign
corporations, if the dividends, interest,
or gains are attributable to foreign base
company shipping income. Section
954(b)(7), as added by section 1024(a) of
the Tax Reform Act of 1976, provides
that foreign base company shipping
income does not include income from: or
in connection with, the use of an aircraft
or vessel between two points within the
foreign country in which a foreign
corporation is created or organized and
in which the aircraft or vessel is
registered.

Sections 954 (b)(2) and (g) provide an
importan! exception to the taxation of
foreign base company shipping income.
Shipping income is not included in
foreign base company income to the
extent the shipping income is reinvested
in certain shipping assets. The exclusion
operates so that to the extent that a
controlled foreign corporation increases
its “qualified investments in foreign
base company shipping operations™
during a taxable year, the shipping
income for that year is excluded from
foreign base company income. If a
controlled foreign corporation decreasges
its qualified investments in foreign base
company shipping operations during a
vear, the amount of the decrease
generally will be taxed to the
shareholders under section
951(a)(1)(A)(iii).

Section 955(b)(1) defines “qualified
investments in foreign base company
shipping operations™ as investments in
any aircrait or vessel used in foreign
commerce, and other assets used in
connection with the performance of
services directly related to the use of the
aircraft or vessel. Qualified investments
include investments in stock or
obligations of other controlled foreign
corporations which hold qualified
shipping assets.

Section 955(b){2) permits the Treasury
Department to issue regulations
establishing rules under which a group
of related corporations can combine
their foreign base company shipping
income and their qualified investments
for purposes of determining the amount
of income subject to current taxation
under subpart F. Section 955{b){3)
provides a special rule whereby the
Treasury Department may allow a U.S.




Federal Register / Vol. 48, No. 98 / Thursday, May 19, 1983 / Rules and Regulations

22513

shareholder of a controlled foreign
corporation to elect to compute the
corporation's increase or decrease in
qualified investments as of a different or
a longer period of time than the one year
which is generally required.

Summary of Regulations, Changes, and
Public Comments

The following summary of the final
regulations includes a description of the
more important changes from the
regulations as proposed. A number of
the changes were made in response to
comments received from the public. The
more important of those comments will
be mentioned, including those which did
not result in & change,

Section 1.952-3 provides step-by-step
instructions to guide taxpayers through ,
the complexities of the foreign base
company income calculations, Section
954(b)(6) provides a general rule that
foreign base company shipping income,
when distributed through a chain of
related companies, shall not be included
in foreign base company income of more
than one of the related companies.
Example (2) of § 1.952-3(d) illustrates
that such dividends are, nevertheless,
included in foreign base company
shipping income if required to do so by
section 854(b)(3)(B), which provides
that, if the foreign base company income
exceeds 70 percent of gross income, the
entire gross income shall (except as
provided in sections 954(b)(2), (4), and
(5)) be treated as foreign base company
income, The example also illustrates
that such dividends may be reinvested
in foreign base company shipping
operations in order to avoid current
taxation.

Several public commenters suggested
that these Code provisions should be
interpreted as not requiring
reinvestment in order to avoid current
taxation. No change was made because
the Service believes that if Congress had
intended such a rule, paragraph (b)(6) of
section 954 would have been included in
the exceptions to section 854(b)(3)(B), in
;1sd)dilion to paragraphs (b)(2), (4), and

Section 1.954-1(b)(1) provides that
reinvested shipping income shall not be
ingluded in foreign base company
shipping income. Section 1.954-1(b)(2)
provides a “chain rule” such that
generally shipping income which
previously has been included in foreign
base company income of a related
controlled foreign corporation shall not
again be included in foreign base
company income when distributed
through a chain of ownership. In
response to a public comment, § 1.954—
1(b)(2) provides ihat the chain rule
applies to all distributions, whether by

dividend, redemption of stock, or
complete or partial liquidation. The
proposed regulations, would have
applied the chain rule only to dividends.
However, the regulation provides that
the chain rule for shipping income does
not apply to the characterization of
income for purposes of the foreign
personal holding company rules of
sections 551 through 558,

Sections 1.854-1(b) (3) and (4) concern
the section 954(b)(4) exclusion from
foreign base company income. If it is
established to the satisfaction of the
Service that neither (1) the creation nor
organization of a controlled foreign
corporation, nor (2) the effecting of a
transaction giving rise to what would
otherwise be foreign base company
income, had as one of its significant
purposes a substantial reduction of
income taxes, then the income is
excluded. Section 1.954-1(b)(4)(ii)
generally applies the same mechanical
test to foreign base company shipping
income as is applied to foreign personal
holding company income to determine
whether such income qualifies for the
exclusion. Several public commenters
suggested that the foreign base company
shipping income should more
appropriately be included in the
mechanical test applied to foreign base
company sales and services income,
rather than foreign personal holding
company income. Another public
commenter suggested that even if the
personal holding company income test
were to apply, that it should be modified
in several respects. The Internal
Revenue Service believes that the
foreign personal holding company
income test is the more appropriate test
to apply to shipping income. One
important modification is made to the
test as it applies to foreign base
company shipping income, however. A
new § 1.954-1(b)(4)(ii)(b) is added to the
regulations as proposed. The new
section addresses the situation where
over a period of three years a controlled
foreign corporation’s increase in
qualified investments in foreign base
company shipping operations equals or
exceeds its foreign base company
ahlppinf income for those years even
though for certain of those years the
amount of the increase is less than the
amount of shipping income. In such &
situation, under the general rules, there
would have been current taxation of the
excess of the shipping income over the
increase in qualified investments. Under
the new rule, generally, if over three
years the increase in qualified
investments equals or exceeds the
amount of shipping income, the Service
will determine that there has not be>n a
significant purpose of substantial

income tax reduction, as the
Congressional policy encouraging
reinvestment would have been met.

Section 1.954-1(f)(3) provides that
foreign base company shipping income
shall not also be considered as another
type of foreign base company income.
Two public commenters suggested that
the rule also should provide that
shipping income will not be included in
foreign personal holding company
income described in section 553. The
suggestion has not been followed
because the Service has found no
indication of such a Congressional
intent. A cross-reference to the section
553 foreign personal holding company
income rules has been added to § 1.954-
1(f)(3) to alert taxpayers to potential
application of those rules.

Section 1.954-8 sets forth rules for
determining foreign base company
shipping income. Section 1.954-8(b)(1)
generally defines foreign base company
shipping income. Two public
commenters suggested that the rule in
§ 1.954-6(a)(2)(ii), that foreign base
company shipping income does not
include amounts earned by a foreign
corporation before 1978, should be
changed so that pre-1976 income, when
distributed by a foreign corporation, will
not be currently taxed if it is reinvested
in shipping assets. A new § 1.954-
6(b)(1)(viii) has been added in the final
regulations to provide that if the pre-
1976 income is dividends, interest, or
gains attributable to income derived
from aircraft and ships by a less
developed country shipping company
(described in § 1.955-5(b)) before 1978,
then that income will be treated as
foreign base company shipping income.

Section 1.954-6(b)(3) defines “foreign
commerce.” The provisions of that
section have been amended in the final
regulations to exclude from foreign base
company shipping income that income
derived from commerce between points
in the same foreign country if both (1)
the foreign corporation is created or
organized and (2) the aircraft or vessel
is registered in that foreign country. The
change of the definition implements the
amendments by section 1024 of the Tax
Reform Act of 1976 to saction 854(b)(7).

Section 1.954-8(b)(3)(ii) defines the
term "vessel.” The term is used in a
somewhat broader sense than when
used (1) for certain investment tax credit
purposes and (2) with respect to
movable property used for the
exploration or development of natuwul
resources on the continental shelf for
purposes of the exclusion from
treatment as investment in U.S. property
under section 956(b)(2)(C | (§ 1.956-
2(b)(1)(ix)). Certain types of movable
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property (such as barges), which could
qualify as vessels for purposes of
determining shipping income, may not
be treated in some circumstances as
vessels under certain investment tax
credit provisions and for the cited
exclusion from investment in U.S.
property provision. Section 1.954~
6(b)(3)(ii) is revised to provide that the
definition of “vessel" does not apply for
purposes of the cited exclusion from
investment in U.S. property provision.

Section 1.954-8(c) defines and
provides illustrations of “income
derived from, or in connection with, the
use . . . of any aircraft or vessel in
foreign commerce.” A public commenter
suggested that Example (2) of paragraph
(c)(2) be amended to make explicit that
income derived from the transportation
and sale of a commodity in foreign
commerce does not constitute forei
base company shipping income to the
extent that any portion of the sales price
is allocable to transportation costs. No
change has been made in the example.

Section 1.954-6(d) defines “income
derived from, or in connection with, the
performance of services directly related
to the use of an aircraft or vessel in
foreign commerce.” The provision sets
forth the type of services which, if
performed for a related person, will be
treated as “directly related" services:
e.g., terminal services, stevedoring
services, or maintenance services.
Section 1.954-6(d)(4) provides a “70
percent test” by which all of a foreign
corporation’s income for a taxable year
from a facility used in connection with
the performance of “directly related™
services will be included in foreign base
company shipping income if more than
70 percent of the gross income from the
facility is shipping income. For purposes
of this test, § 1.954-6(d)(5) provides that
gross income includes an arm’s length
charge for services performed by a
foreign corporation for itself. One public
commenter suggested that this 70
percent rule is inappropriate. While the
final regulations generally retain the
rules, the 70 percent rule is made
optional.

Section 1.954-8(e)(1) provides that
foreign base company shipping income
includes all incidental income derived
by a corporation in the course of the
active conduct of foreign base company
shipping operations. In response to a
public comment, proposed § 1.954—
6(e)(2) has been changed in the final
regulations to provide that interest
derived by a seller from a purchase
money morigage loan in respect of the
sale of an aircraft or vessel is incidental
shipping income.

Section 1.954-6(f) provides rules
whereby foreign base company shipping

income of a controlled f

corporation includes certain dividends,
interest, and gains allocable to shipping
income of another foreign corporation.
One public commenter suggested that if
such income is ultimately attributable to
foreign base company shipping income,
it should be treated as shipping income,
even if it is received by a corporation
which is not a controlled foreign
corporation. The suggestion was not
followed as a rule of practical necessity
since neither U.S. shareholders nor the
Internal Revenue Service will ordinarily
have access to the books and records of
a corporation which is not a controlled
foreign corporation in order to
determine whether income is
attributable to foreign base company
shipping income. Section 1.954-6(f)(1), as
proposed, would have treated dividends,
interest, and gains as shipping income
only if received from a corporation of
which it owns at least 10 percent of the
voting stock. In response to a public
comment, the final regulations have
expanded the provision so that
dividends, interest, and gains received
from a related controlled foreign
corporation or & less-developed country
shipping company will be included in
foreign base company shipping income
because investments in such
corporations may qualify as shipping
assets.

Section 1.954-7 defines “increase in
qualified investments in foreign base
company shipping operations.” The
definition is important because, to the
extent that a controlled foreign
corporation’s foreign base company
shipping income for a taxable year
exceeds such increase, there generally
will be current taxation of the excess in
the hands of the U.S. shareholders. The
section provides that the increase is the
amount by which the corporation’s
qualified investments at the close of a
taxable year exceed its investments at
the close of the preceding taxable year.
Section 1.954-7(b}(1) permits a U.S.
shareholder to elect to determine the
increase one year later; /e, instead of
comparing the amount of qualified
investments as of the close of the
taxable year and the preceding taxable
year, the amount of qualified
investments at the close of the
subsequent taxable year is compared to
such amount at the close of the present
taxable year. Section 1.954-7(b)(2)
permits a U.S. shareholder to elect to
have, in the first taxable year that a
controlled foreign corporation has
shipping income, the determination
made over a two-year period. Two
public commenters suggested that the
rule should permit the determinations to
be made over a longer period of time. No

change was made because of the
additional complexity and the
considerable delay in determining tax
liability for a given taxable year that
such a change would result in, the
questionable benefits to a taxpayer of
such a change, and bécause of the
change previously mentioned to § 1.954-
1(b)(4)(ii) concerning lack of significant
purpose of substantial income tax
reduction.

Section 955 provides rules for
determining the amount of a controlled
foreign corporation's previously
excluded subpart F income which is
withdrawn from investment in foreign
base company shipping operations.
Generally, U.S. shareholders will
currently be taxed on the amount of
withdrawal. Section 1.955A-1(b)
provides the general rule that the
amount of withdrawal is the amount by
which the amount of qualified
investments in foreign base company
shipping operations at the close of the
preceding taxable year exceeds the
amount of qualified investments at the
close of the taxable year. The section
also sets forth various limitations on the
amount of withdrawal provided for by
the statute. Among those limitations is
the rule providing that the amount by
which recognized losses on sales or
exchanges of qualified investments
exceed recognized gains on such sales
or exchanges during the year be
subtracted from the amount of
withdrawal. Several public commenters
suggested that other losses, such as
operating losses or losses from
worthless investments, should also be
applied to reduce the amount of
withdrawal. The suggested change was
not made because the Service believes
that the statutory language (section
955(a)(2)) does not permit such an
interpretation. Other public commenters
suggested that the regulations should
permit a carryback and a carryforward
of excess qualified investments from a
taxable year, so that withdrawals in
other years could be offset by the
excess. The suggested change was not
made because the Service believes that
the pertinent statutory language is too
specific to permit the change. However,
as mentioned earlier, a rule with an
effect similar to'that suggested is
adopted in § 1,954-1(b)(4)(ii){5) in order
to determine whether a significant
purpose of substantial income tax
reduction was present.

Section 1.955A~2(a) defines broadly
“gualified investments in foreign base
company shipping operations.”
Generally, a qualified investment
includes an investment in an aircraft or
vessel, related shipping assets, stock or
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obligations of a related controlled
foreign corporation if the assets of the
corporation are used in foreign base
company shipping operations, a
partnership if the partnership is engaged
in foreign base company shipping
operations, and stock or obligations of a
less developed country shipping
company.

Section 1.955A-2{b) provides that a
“related shipping asset" is any asset
used for or in connection with the
production of foreign base company
shipping income. The section gives
examples of related shipping assets,
One commenter asserted that Congress
intended that oil drilling ships constitute
qualified investments in foreign base
company shipping operations. H.R. Rep.
No. 93-1502, 93d Cong., 2d Sess. 138
(1974). The final regulations (§§ 1.955A~
2 (b){2) and 1.854-8(b)(3)(i)) provide that
an oil drilling ship does not constitute a
qualified investment. As oil drilling
ships are not engaged in foreign
commerce, as that term is defined in the
statute and in the regulations, an oil
drilling ship can not constitute a
qualified investment, notwithstanding
the statement to the contrary in one
committee report to an unenacted bill.
H. Rep. No. 93-1502, 83d Cong., 2d Sess.
138 (1974).

Two commenters suggested that the
final regulations should include a “safe
harbor" for amounts of working capital
which should be treated as related
shipping assets. Because the amount of
required working capital can
significantly vary from corporation to
corporation, no change was made in the
final regulations. The Service believes
that the rule in § 1.955A-2(b)(2)(i) that
“reasonably necessary” working capital
constitutes a related shipping asset is
satisfactory.

The regulations as proposed included
as an example of a related shipping
asset “amounts . . . deposited in bank
accounts or invested in readily
marketable securities pursuant to a
specific, definite, and feasible plan to
purchase any tangible asset for use in
foreign base company shipping
operations.” Section 1.955A-2(b)(3) sets
forth limitations on amounts that could
be invested pursuant to such a plan.
Among those limitations was that the
amount accumulated could not exceed
110 percent of a reasonable down
payment on the first vessel planned to
be purchased. Numerous commenters
suggested that this limitation was
?;duly rem-lcﬂfv& and conflicted with

¢ practices of the shipping industry.
Shipowners often have plam;.;s to
purchase more than one vessel over a
relatively short period of time. Thus, it

often is necessary to accumulate far
more than that which would have been,
permitted by the proposed regulation. In
the final regulations, the limitation has
been expanded to cover all vessels
planned to be purchased within a
reasonable period, the amount of a
“reasonable” down payment has been
increased from 25 to 28 percent, and the
provision has been converted into a
“gafe harbor" provision. In addition, the
final regulations also provide that in the
case of an accumulation of assets which
does not come within the safe harbor
limitation, the determination as to
whether such assets have accumulated
beyond the reasonably anticipated
needs of the business, will be made
based on factors including but not
limited to the availability of financing
and the availability of a suitable vessel.

Section 1.955A-2(c) sets forth rules
whereby an investment in stock or
obligations of a related controlled
foreign corporation are considered as
qualified i:lh\;esunenu in foreignnl:ane
com pping operations. The
reguf:t?g'ns. as proposed, treated such
an investment as a qualified investment
only if each asset of the related
controlled foreign corporation was an
aircraft or vessel used in foreign
commerce or a related shipping asset.
Numerous commenters suggested that
the “each asset” requirement was
unduly restrictive and would work
unfairly to disqualify investments where
the related corporation’s assets
consisted substantially of shipping
assets. Proposed § 1.955A-2(c}){1) has
been changed in the final regulations to
delete the “each asset” requirement.
Under the new rule, the amount of the
investment which will be treated as a
qualified investment will depend upon
the extent to which the assets of the
related corporation are used in foreign
base company shipping operations.
Thus, a pro rata portion of an
investment can qualify. A special rule is
added, however, such that an
investment in an obligation of a related
corporation will not be a qualified
investment if the obligation represents a
liability which constitutes a specific
charge against an asset of the second
corporation which is not a shipping
asset. A new “Example (3)" is added to
l!J.BSSA—Z(«:)(sl to illustrate the new

€.

Section 1.955A-2(g) provides that the
amount of an investment is its adjusted
basis reduced by liabilities to which the
property is subject. Section 1.955A-
2(g)(2) ignores certain artificially created
liabilities through related persons in
making this determination. One public
commenter suggested that the artificial

liability rule should be deleted. While
the Service believes that the rule in the
existing regulations is generally
appropriate, the final regulations do
provide that related party liabilities
created before November 20, 1974 (the
date the House of Representatives bill
proposing the shipping rules was first
introduced), will not be ignored.

Section 1.955A-3 establishes rules
under which a U.S. shareholder may
elect to combine the foreign base
company shipping income and the
change in qualified investments in
foreign base company shipping
operations of a related group of
corporations. Section 1.955A-3(b)(1)(i)
requires that in order to make a related
group election, all the related
corporations must use the same taxable .
year, A public commenter has suggested
that the regulations should provide that,
if a controlled foreign corporation
wishes to change its taxable year in
order to qualify for the election, such
change would be permitted. The
suggestion was not followed because
the Service believes that the ordinary
rules for changing a taxable year of a
corporation should apply. In appropriate
cases, the Service will approve the
change of a taxable year in order to
qualify for the election. One commenter
has suggested that the final regulations
should provide that if any member of a
group is on a 52-53 week taxable year,
and if the taxable year for all members
of the group ends within the same
seven-day period, then the same taxable
year requirement should be satisfied.
The final regulations adopt that
suggestion.

Section 1.955A-3(b)(3) provides that if
two or more corporations are treated as
a related group for a taxable year, the *
U.S. shareholder may not also elect to
treat two or more other corporations as
a related group during that taxable year.
A commenter has suggested that the rule
should be deleted. The final regulations
do not follow the suggestion because to
do so would unduly complicate
accounting by taxpayers and increase
the audit burden of the Service.

Section 1.955A-3(c)(3) of the proposed
regulations provided that qualified
investments of each member of a related
group shall not include stock or
obligations of any other member of the
group. A public commenter suggested
that the combination of that rule and the
rule in § 1.955A-2(g)(2) (that the amount
of a qualified investment is determined
by subtracting liabilities from adjusted
basis) results in a double exclusion of
the same liability from the amount of a
qualified investment. As a result of the
suggestion, the final regulations have
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deleted the rule with respect to
obligations of a related party.

A commenter has suggested that there
should be a carryover of group excess
deductions and group excess
investments. The Service did not make
the change because it believes that the
pertinent statutory language is too
specific to permit the change, However,
as mentioned earlier, a rule with an
effect similar to that suggested is -
adopted in § 1.954-1(b)(4){ii)(b) in order
to determine whether a significant
purpose of substantial income tax
reduction was present. The final
regulations, in § 1.955A-3(c)(4)(vii), have
been expanded significantly so as to
provide a more detailed example of the
computations required under the group
excess investment provisions than that
set forth in the proposed regulations.

A change has been made concerning
the § 1.955A-1(b)(2)(ii)(B) limitation, in
the related group setting, on the amount
of a corporation's previously excluded
subpart F income withdrawn from
investment in foreign base company
shipping operations. Under new
§ 1.955A-1(b)(2)(iii)(C), a related group
member's limitation is increased by (1)
the amount that its reinvestment in
qualified shipping assets offsets a
related group member's foreign base
company shipping income (but only for a
taxable year beginning after December
31, 1983) and (2) the amount that a
deduction of a related group member
reduces its foreign base company
shipping income for the year (but only
for a taxable year beginning after
December 31, 1883).

Section 1.955A—4 prescribes )
regulations under section 855(b)(3)
allowing the dates for determining the
amount of increases in qualified
Investments to be postponed for an
additional year or more. The regulations
generally permit a one-year
postponement of the election. Except for
the first year that a controlled foreign
corporation receives foreign base
company shipping income, the
regulations permit the postponement to
a longer period of time only with
consent of the Commissioner,

It is expected that later consideration
may be given to the extent, if any, to
which amounts of qualified investments
in foreign base company shipping
operations and other foreign base
company shipping income tax
characteristics should be carried over in
corporate reorganizations.

The regulations also include technical
changes to implement certain statutory
amendments made by sections 602 (c)

and (e) of the Tax Reduction Act of 1975.

The Act generally repealed the
investment in less developed country

provisions of prior law and the Act
reduced the section 954(b){3)(A) de
minimis rule {excluding amounts from
foreign base company income) from 30
percent to 10 percent of gross income.

Regulatory Flexibility Act and Executive
Order 12291

This regulation was published as a

. proposed regulation before January 1,

1981, the effective date of the Regulatory
Flexibility Act (5 U.S.C. Chapter 6). In
addition, the Service has concluded that
the regulations do not constitute
regulations subject to the Regulatory
Flexibility Act (5 U.S.C. Chapter 6). The
Commissioner of Internal Revenue has
also determined that this regulation is
not a major regulation as defined in
Executive Order 12291 and therefore a
regulatory impact analysis is not
required.

Drafting Information

The principal author of these
regulations is Kenneth Klein of the
Legislation & Regulations Division,
Office of the Chief Counsel, Internal
Revenue Service. However, personnel
from other offices of the Internal
Revenue Service and Treasury
Department participated in devloping
these regulations both on matters of
substance and style.

List of Subjects in 26 CFR 1.861-1
Through 1.897-1

Income taxes, Aliens, Exports,
Domestic International Sales

Corporation (DISC), Foreign investments

in U.S., Foreign tax credit, Source of
income, United States investment
abroad.

Adoption of Amendments to the
Regulations

The following amendments to 26 CFR
Parts 1 and 9 are hereby adopted; as set
forth below.

PART 1—{AMENDED]

Paragraph 1. Section 1.952-1 is
amended by adding the followin
sentences at the end of paragrap
(c){2)(ii) thereof.

§ 1.952-1 Subpart F income defined.

(c) Limitation on a controlled
corporation's subpart F income. * * *

(2) Special rules. * * *

(ii) Deficits in earnings and profits
taken into account only once. * * *
To the extent a controlled foreign
corporation’s (the “first corporation”)
excess foreign base company shipping
deductions for any taxable year
(determined under § 1.955A-3(c)(2)(i))
reduce the foreign base company

shipping income of another member of &
related group (as defined in § 1.955A~
2(b)), such deductions shall not be taken
into account in determining the earnings
and profits or deficits in earnings and
profits of such first corporation for such
taxable year for purposes of this
paragraph (c) and paragraph (d) of this
section. The rule of the preceding
sentence shall not apply to the extent
the excess foreign base company
shipping deductions of the first
corporation reduce the foreign base
company shipping income of another
member of a related group below zero.

Par. 2. § 1.952-2 is amended by
revising paragraph (c)(2){v) to read as
follows:

§1.952-2 Determination of gross income
and taxable income of a foreign
corporation.

(c) Special rules for purposes of this
section. * * *

(2) Application of principles of
§1.964-1. * ¢ *

(v) Exchange gain orloss. (a)
Exchange gain or loss, determined in
accordance with the principles of
§ 1.964-1(e), shall be taken into account
for purposes of determining gross
income and taxable income.

(b) Exchange gain or loss shall be
treated as foreign base company
shipping income {or as a deduction
allocable thereto) to the extent that it is
attributable to foreign base company
shipping operations. The extent to which
exchange gain or loss is attributable to
foreign base company shipping
operations may be determined under
any reasonable method which is
consistently applied from year to year.
For example, the extent to which the
exchange gain or loss is attributable to
foreign base company shipping
operations may be determined on the
basis of the ratio which the foreign
based company shipping income of the
corporation for the taxable year bears to
its total gross income for the taxable
year, such ratio to be determined
without regard to this subdivision (v).

{c¢) The remainder of the exchange
gain or loss shall be allocated between
subpart F income and non-subpart F
income under any reasonable method
which is consistently applied from year
to year, For example, such remainder
may be allocated to subpart F income in
the same ratio that the gross subpart F
income (exclusive of foreign base
company shipping income) of the
corporation for the taxable year bears to
its total gross income (exclusive of
foreign base company shipping income)
for the taxable year, such ratio to be
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determined without regard to this
subdivision {v).

Par. 3. Immediately after § 1.952-2
new § 1.952-3 is added to read as
follows:

§ 1.952-3 Order of foreign base company
and subpart F Income computations.

(a) Scope—{1) In general. This section
describes and illustrates the
computations which a United States
shareholder of a controlled foreign
corporation is required to make in
connection with the application of
section 954 and the subsequent
application of section 852. However, this
section does nol apply to any controlled
foreign corporation to which section 953
(relating to income from insurance of
United States risks) applies. For rules
relating to the application of section 853
and the relationship between sections
953 and 954, see the regulations under
section 853. This section also does not
apply to any controlled foreign
corporation to which section 952(a)(3)
(relating to international boycotts) or
section 952{a}{4) (relating to illegal
payments to foreign officials) applies.

(2) Effective date. This section applies
to taxable years of foreign corporations
beginning after December 31, 1975, and
to taxable years of United States
shareholders (as defined in section
951(b)) within which or with which such
taxable years of such foreign
corporations end.

(b) General rule, Except as provided
in paragraph [c) of this section, a United
States shareholder must determine the
subpart F income of a controlled foreign
corporation to which this section applies
(and to which neither section 952{a)(3).
952(a)(4), nor 953 applies) in the
following manner:

(1) Step 1. Determine gross income
under § 1.952-2, and (if applicable)

§ 1.959-2 (relating to the exclusion of
certain dividends from gross income).

(2) Step 2. Determine net foreign base
company shipping income as follows:

(i) First. Determine foreign base
company shipping income under
§ 1.954-9;

(i) Second. Exclude from foreign base
company shipping income the items
thereof which are excluded from subpart
F income under § 1.952-1(b)(2) (relating
Lo the exclusion of United States income
from subpart F income), or which are
excluded from foreign base company
income under § 1.954-1(b) (2) and (3)
(relating, respectively, to chain rule and
:o c)orporation not availed of to reduce

ax);

(iif) Third. Reduce the balance by the
deductions allocable thereto under
§ 1.954-1(c); and

(iv) Fourth, Reduce the remaining
balance by the increase in qualified
investments in foreign base company
shipping operations as determined under
§ 1.854-7 (see § 1.954-1(b)(1)).

{3) Step 3. Determine net foreign
personal holding company income, net
foreign base company sales income, and
net foreign base company services
income as follows:

(i) First. Determine foreign personal
holding company income under § 1.954-
2, foreign base company sales income
under § 1.954-3, and foreign base
company services income under
§ 1.954-4;

(ii) Second. Exclude from each such
type of income the items thereof which
are excluded from subpart F income
under § 1.952-1(b)(2) or which are
excluded from foreign base company
lnc;me under § 1.954-1(b) (2) and (3};
an

{iii) Third. Reduce the balance of each
such type of income by the deductions
allocable thereto under § 1.954-1(c).

(4) Step 4. The foreign base company
income is the sum of the net amounts
determined in subparagraphs (2) and (3)
of this paragraph.

(5) Step 5. The subpart F income is the
lesser of—

(i) The sum of (A) the foreign base
company income as determined under
subparagraph (4) of this paragraph and
(B) the exchange gain (or loss) allocable
(under § 1.852-2(c)(2)(v)(c)) to subpart F
income; or

(ii} The earnings and profits limitation
stated in section 952(c) (see § 1.952-
1(c)).

(8) Step 8. The subpart F income of an
export trade corporation (as defined in
section 971{a)) must be reduced as
provided in § 1.970-1(b).

(c) Section 954(b)(3) ratio less than 10
percent or more than 70 percent—{1)
Less than 10 percent. Under § 1.954-
1{d)(1), if the foreign base company
income (determined as provided in
subparagraph (3) of this paragraph) of a
controlled foreign corporation to which
this section applies (and to which
neither section 952(a)(3), 952(a)(4), nor
953 applies) is less than 10 percent of the
gross income {determined as provided in
paragraph (b)(1) of this section), the
subpart F income of that controlled
foreign corporation is zero. &

(2) More than 70 percent. Under
§ 1.954-1(d)(2), if the foreign base
company income (determined as
provided in subparagraph (3) of this
paragraph) of a controlled foreign
corporation to which this section applies
(and to which neither section 852(a)(3),
952(a)(4), nor 953 applies) is more than
70 percent of the gross income
(determined as provided in paragraph

{b)(1) of this gection), a United States
shareholder must determine the subpart
F income of that controlled foreign
corporation in the following manner:

(i) Step 1. The foreign base company
income is the gross income (determined
as provided in paragraph (b){1) of this
section), reduced as follows:

(A) First, exclude the items thereof
which are excluded from subpart F
income under § 1.952-1(b)(2) or which
are excluded from foreign base company
income under § 1.954-1(b}(3);

(B) Second, reduce the balance by the
deductions allocable thereto under
§ 1.954-1(c)

{C) Third, reduce the remaining
balance by the amount of the reinvested
shipping income determined as provided
in subparagraph (4) of this paragraph.

(ii) Step 2. The subpart F income is the
lesser of—

(A) The foreign base company income
as determined under subdivision (i) of
this subparagraph; or

{B) The limitation stated in section
952(c) (see § 1.952-1(c)).

(iii) Step 3. The subpart F income of
an export trade corporation (as defined
in section 971(a)) must be reduced as
provided in § 1.970-1(b),

(3) Foreign base company income.
Solely for purposes of subparagraphs (1)
and (2) of this paragraph, the foreign
base company income of a controlled
foreign corporation shall be the sum of
the balances determined after applying
paragraph (b) (2)(ii) and (3)(ii) of this
section.

(4) Reinvested shipping income.
Solely for purposes of subparagraph
(2)(i)(C) of this paragraph, the amount of
reinvested shipping income of a
controlled foreign corporation shall be
determined as follows:

(i) Step 1. Determine foreign base
company shipping income under
§ 1.954-6;

(ii) Step 2. Exclude from foreign base
company shipping income the items
thereof which are excluded from subpart
F income under § 1.952-1(b)(2) or which
are excluded from foreign base company
income under § 1.954-1(b)(3);

(iii) Step 3. Reduce the balance by the
deductions allocable thereto under
§ 1.954-1(c);

(iv) Step 4. The amount of reinvested
shipping income is the lesser of—

(A) The remaining balance, or

(B) The increase in qualified
investments in foreign base company
shipping operations as determined under
§ 1.954-7.

(d) Hlustrations. The application of
this section may be illustrated by the
following examples, in each of which it
is assumed that A is a United States
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shareholder who owns stock in a
controlled foreign corporation on
December 31, 1976, the corporation uses
the calendar year as the taxable year,
and for 1976, the corporation has no
income derived from the insurance of
United States risks (within the meaning
of section 853(a)), neither section
952(a)(3) (relating to international
boycotts) nor section 852(a)(4) (relating
to illegal payments to foreign officials)
applies to the corporation, and the
corporation is not an export trade
corporation (within the meaning of
section 971(a)):

Example (1). (a) For 1978, P Corporation
has no foreign base company sales income
and no foreign base company shipping
income.

(b) A must apply the test prescribed by
section 854(b)(3) to P's taxable year 1976 as
follows, based on the facts shown in the
following table:

(1) Geoss mcome ...
{2) () Foreign personal holding compa-

1.954-1(0N2), and 1. muhm)

L T ———
(3) (1) Foregn base company services

a0d 1954 1K) s 100

() Balance..... bty S 4 350

(4) Tentative foreign base Ww incoemne (int
(20 plus dno (3)(e) o =

ms«:aonwm)momc mun‘p«
cont)

(c) Snce the section 054(b)J) ratio s not less than 10
percont hor more than 70 percet. A must dotermine P's
subpart F income for 1976 as folows, based on the facts
shown in the foflowing tabio:

(7 TR RS NS VR

mmwmwmm
&) Less: homs of foregn porson holdng
company income sxcluded under §§ 1.952-

1(6)2), 1.954-1)(2), and 1.854-1{B)3)

(%) Balance ... .
Mwmmwm —

ﬂ)memmm
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m income oxcluded under £ 1 954~
1)2) and 1.954-1(ONT) oo

(W) Batance . ,
Mmmmum >

v) Net kreigh base company senrsces

(4) Subpant F income: (i) Forwign base company

income (line (2Kv) plus ina (3)V)) .

() Ewhcno-m attributable to lwpm F
income

ﬁ)Tmnmmmemwm
e (1) .

(v} Eamings and profits Smitation ..
MWFMMGMMN
RN SRR ) e

Exampée (2). (a) For 1976, N Corporation has no foregn

(vi) Net foreign Dase company shipping

personal holdng company iIncome, no foregn base Y
saks Income, and no foreign base company services
& N $100 of dvidands from anoth
ab w which I exchuded from Joregn
WMMM‘W-!QM“M\O
foreign  base  company ShpPINg but which is not
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made an [ by relatod
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mnwlolovmouu'
(1) Gross income .

(@) () Forewgn base company shipping NCome ...

W) Less: Mems of locegn base compary

shipping Income excluded under §4§ 1.962-
1{ONZ), 1.654-1{D)A, and 1.H54-1D))..

[ ] e et SR
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(peecont
cc)s-uwmmmunmmmlx
must determine the amount of N's reinvesied shipping
for 1976 as folk based on the facts shown In the
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(1) Foroign base company shipping income
mwmammmm
ncome  exchuded ﬂtmubnz] g
1.954-1{bK3) . DL F AL Ao =

$1.000

[3) Subpart F income: (i) Foregn base company

ncome (line (K)o

w Em om anndutable lom F
Incorng
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L ) PO—— . 2 -
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Exampie (4. (8) For 1676, Q Comporabon has no ommg

shipping  income e
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1.954-1(0)(2). and 1.954-1()(3).-

W) B

(3) Balance_..
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#v) Less: Deductions sllocable 1o balence ...

V) Remaning balance ...
W) Less: siod shipping

(vi) Foregn base compeny

(2) Eamings and profits smitation ...
fa)s-amrrmmumum)m

{2) (i) Foreign base company shippng income ...
) Less: Nems of foroign base company
shipping mcome excluded under §3 1.852-
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{2) Net foreign base company shipping income. (1)
Foregn base company shipping income. ..
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(L) A must apply the test prescribed by secton 952N
Lo A's taxable yoar 1976 as follows, basod On the facts
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(peecent) -
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shippeng
M Less. Moms of foroign base company
shipping income excluded under §5 1 052..
1ONZ). 1.954-1(0)2), and 1.954-1(0M3).......
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Par. 4. Section 1.954-1 is amended as
follows:

1. The heading and paragraphs (a),
(b)(1). and (b)(2) are revised.

2. Paragraph (b)(3) is redesignated as
paragraph (b)(4), and paragraph (b)(4) is
redesignated as paragraph (b){3).

3. Paragraph (b)(3) (as redesignated) is
amended as follows;

a. The heading is revised.

b. Subdivision (i) is amended by
deleting “ending After October 9, 1969",
and inserting in lieu thereof “beginning
after December 31, 1975".

¢. Subdivision (i) is amended by
revising (a), in {b) by deleting
"subparagraph (3)" and inserting in lieu
thereof “subparagraph (4)", and by
deleting “subparagraph (3){viii)" in the
last sentence and inserting in lieu
thereof “subparagraph (4)(vii)",

d. Subdivision (iv) is amended by
edding & new sentence at the end
thereof,

e. Subdivision (v) is amended by
deleting the phrase “(d)(6)5. inserting the
phmse “(d){7)" in its place, deleting
Income Tax Division” and inserting in
lieu thereof “Corporation Tax Division".

f. Subdivision (vi) is amended by
deleting “subparagraph (3)(vi)" and
inserting in lieu thereof “subparagraph
[4)(v)", and by deleting “subparagraph

(3)(vii)" and inserting in lieu thereof
“subparagraph (4)[vi)".

& Subdivision (vii) is amended by
revising the heading, by deleting
“example” in the first sentence and
inserting in lieu thereof “examples”, by
redesignating the example as “Example
(1)". by deleting *1969" in the seventh
sentence of example (1) (as
redesignated) and inserting in lieu
thereof *1977", and by adding new
examples (2) and (3) at the end thereof.

4. Paragraph (b)(4) (as redesignated) is
amended as follows:

a. The heading, subdivisions (i) and
(ii), and the text of subdivision (iii) as
precedes (@) thereof are revised.

b. Subdivisions (ii)(a) (2) and (2). (iii)
(b), and {iv) are each amended by
deleting “in respect to" and inserting in
lieu thereof “in respect of",

¢. Subdivision (v) is deleted.

d. Subdivisions (vi), {vii), and (viii) are
redesignated as subdivisions (v), (vi).
and (vil), respectively.

e. Subdivision (v) (as redesignated) is
amended by deleting "the creation or
organization of a controlled foreign
corporation results in" and and inserting
in lieu thereof “there has been”, by
deleting *'29 percent” and inserting in
lieu thereof 9 percent”, and by deleting
“71 percent” and inserting in lieu thereof
91 percent”.

f. Subdivision (vi) (as redesignated) is
amended by deleting “subdivisions (i) to
(vi)" and inserting in lieu thereof
“subdivisions (i) to (v)".

8. Example (1) of subdivision (vii) as
(redesignated) is amended by deleting
*“1963" and inserting “1976" in lieu
thereof, and by deleting “organization of
B Corporation in country Y did not have
the effect of substantially reducing” and
inserting in lieu thereof “there has been
no substantial reduction of.

h. Example {2) of subdivision {vii) (as
redesignated) is amended by deleting
“organization of B Corporation in
country Y did have the effect of
substantially reducing” and inserting in
lieu thereof “there has been a
substantial reduction of’,

L. Example (3) of subdivision (vii) (as
redesignated) is amended. and example
(4) of subdivision (vii) (as redesignated)
is deleted.

5. Paragraph (c) is amended by
revising the first and last sentences
thereof.

6. Paragraph (d) is amended as
follows:

a. The heading is revised.

b, Subparagraph (1) is amended by
deleting 30" in both places where it

appears and inserting in lieu thereof
10",

¢, Subparagraph (2) is amended by
deleting “(1)," immediately after “except
as provided in paragraph” and by
inserting (1), (b)(3)." immediately after
“and paragraphs (b)". In addition, a new
sentence is added at the end of
subparagraph (2). -

d. Subparagraph (3) is revised.

e. The text of subparagraph (4) us
precedes the example is revised.

f. The example in subparagraph (4) is
amended by deleting “30" in all three
places where it appears and by inserting
in lieu thereof 10",

7. Paragraph (e) is amended by
deleting *1.954-5" and inserting in lieu
thereof “1.954-7",

8. Paragraph (f) is amended by
deleting “1.954-5" and inserting in lieu
thereof “1.954-7", and by adding a new
subparagraph (3) at the end thereof,

The added and amended provisions
read as follows:

§ 1.954-1 Foreign base company income;
taxable years beginning after December
31,1975,

{a) In general. The subpart F income
of a controlled foreign corporation for
any taxable year includes its foreign
base company income for such taxable
year, See section 952{a]. For taxable
years beginning after December 31, 1975,
the foreign base company income of a
controlled foreign corporation consists
of the sum of its foreign personal holding
company income, as defined in § 1.954-
2, its foreign base company sales
income, as defined in § 1.954-3, its
foreign base company services income,
as defined in § 1.954—4, and its foreign
base company shipping income, as
defined in § 1.954-6, modified and
adjusted in accordance with this
section. For corresponding rules
applicable to taxable years beginning
before January 1, 1976, see 26 CFR
§ 1.954-1 (Rev. as of April 1, 1975). For
additional rules relating to the
computation of foreign base company
income, see § 1.952-3.

(b) Exclusions from foreign base
company incaome. Foreign base company
income does not include the following
items:

(1) Reinvested shipping income.
Foreign base company income does not
include foreign base company shipping
income 1o the extent that the amount of
such income does not exceed the
controlled foreign corporation's increase
for the taxable year in qualified
investments in foreign base company
shipping operations. See section
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954(b){2). For definition of the term
“qualified investments in foreign base
company shipping operations,” see
section 955{b) and § 1.955A-2. For rules
relating to the determination of the
increase for a taxable year in qualified
investments in foreign base company
shipping operations, see section 954(g)
and § 1.954-7. For rules relating to the
computation of the amount excluded
from foreign base company income
under this subparagraph, see § 1.952-3.

(2) Chain rule for shipping income.
Except as provided in section 854(b){3)
(and notwithstanding any provision of
§ 1.954-6), distributions by dividend,
redemption of stock, or complete or
partial liguidation by a controlled
foreign corporation through a chain of
ownership describéd in section 958{a) to
another controlled foreign corporation
shall not be included in the fareign base
company income of such other
controlled foreign corporation to the
extent that such distributions are
attributable (under § 1.954-6(f) (4), {5), or
(6)) to foreign base company shipping
income. Thus, a distribution which is not
excluded from gross income under
section 959(b) and § 1.959-2 may be
excluded from foreign base company
income under section 854(b)(6}{B) and
this subparagraph. However, this chain
rule does not apply to the
characterization of income for purposes
of the foreign personal holding company
rules of sections 551 through 558.

(3) Income of cantrolled foreign
corperations not availed of to
substantiolly reduce income or similar
taxes.* * *

(ii) Substential reduction of income
laxe&. ..

{a) Item of foreign personal holding
company income described in § 1.954-2
or an item of foreign base company
shipping income described in § 1.954-8
shall be made by applying the principles
of subparagraph (4)(ii) of this paragraph,
ar

(iv) Application of significant purpose
test. * * * The fact that an aircraft or
vessel is registered in any particular
foreign country does not mean that the
income-producing activity in connection
with which the aircraft or vessel is used
is carried on in that country.

(vii) Mlustrotions. * * *

Example (2). Controlled foreign corporation
X is incorporated under the laws of foreign
country A, and uses the calendar year as the
taxable year. Corporation X has conducted
business for a substantial period of years
prios to 1977. Before 1977, X Corporation was
subject, under the laws of country A, to an
effective tax rate of 46,6 percent on the
income (after allocable deductions other than

income or similar taxes) derived from
purchasing and sefling activities conducted
lhroughoul the world. A substantial part of its
income for 1976 was derived from
transactions in which it purchased from an
unrelated person in foreign country C raw
materials in country C and sald
them to Z Corporation, a related person
organized under the laws of foreign country B
for use in country B. If X Corporation had
been incorporated under the lsws of country
B, it would have paid income and similar
taxes to country B for 1978 in an amount
effectively equal to 51.2 percent of the income
{after allocable deductions other than income
or similar taxes) derived from the sales to Z
Carporation. If X Corporation had been
inearporated under the laws of country C, it
would have paid income and similar taxes to
country C for years before 1977 in an amount
effectively equal to 52 percent of the income
(after allocable deductions other than income
or similar taxes) derived from the saleato Z
Corporation. In 1977 X Corporation also
derives a substantial part of its income from
transactions, in which it purchases from an
unrelated person in country C raw materials
produced in country C and sells them to Z
Corporation for use in country B. Effective
January 1, 1977, there is @ general reduction
in Income tax rates in country A, so that X
Corporation pays an income tax {o country A
for 1977 in an amount effectively equal to 45
percent of the income (after allocable
deductions other than income or similar
taxes) from the sales to Z Corporation. The
income tax laws of countries B and C
applicable for 19768 remain applicable to 1977
without change. During years both before and
after the reduction in country A tax, X
Corporation actively canduets a trade or
business of purchasing persanal property
from unrelated persons and sefling such
property to unrelated persons as well as to Z
Corporation. For 1977, the percentage of total
income of X Corporation derived from sales
of the raw materials to Z Corporation and the
nature of the raw materials so sold to 2
Carporation remain substantially unchanged
from that for 1976. Although the rate of
income and similar taxes paid by X
Corporation to country A for 1977 on the
income from the sales to Z Corporation is less
than 90 percent of, and as much as 5
percentage points less than, the rate {51.2
percent) of the income und similar taxes
which X Corporation would have peid to
country B on the income from the sales to Z
Corporation, under subdivision fiv) of this
subparagraph the other facts and
circumstances in this example will establish
to the satisfaction of the district director that
(a) the organization of X Corporation in
country A, and (b) the effecting through X
Corporation of the sales to Z Corporation
during 1927, did not have as a significant
purpose a substantial reduction of income or
similar taxes, Foreign base company income
of X Corporation for 1977 daes not include
income derived from such sales, Howaver, if
the percentage of the total income of X
Corporation derived from sales of raw
materials to Z Corporation were substantially
increased, or if the nature of the raw
materials so sold to Z Corporation were
significantly changed, the facts and

circumsiances of this example would not
establish to the satisfaction of the district
director that the effecting through X
Corporation of the additional or unusual
sales to Z Corporation during 1977 did not
have as & significant purpose a subatantial
reduction of income or similar taxes.

Example (3). (i) Controlied foreign
corporation Y, which owns and operates o
fleet of foreign flag tankers, is incorporated
under the laws of foreign country L. L
imposes an effective rate of tax of 10 perceni
on the income (after allocable deductions
other than income or similar taxes) from
shipping operations. The highest rate
prescribed by section 11 for ali relevant
taxable years is 48 percent, the sum of the
normal tax rate and the surtax mte
(determined without regard to the surtax
exemption). It is assumed that had ¥ been
incorporated in the United States and owned
and operated a fleet of United States Mag
tankexs, it could have avoided payment of
any taxes on its income from shipping
operations because of it ability to reduce
taxable income by means of depesils of
amounts equal to such income into a capital
construction fund. It is further assumed that
had Y been incorporated in the United States
and owned and operated & fleet of foreign
flag tunkers, it would have paid income taxes
to the United States on its income from
shipping operations at the highest rate
prescribed by section 11

(ii) Sinece the effective rate of tax on income
from such shipping operations paid lo country
L (10 percent) does not equal or exceed 80
percent of the 48 percent rate prescribed by
section 11 (43.2 percent), such income cannot
be excluded from foreign base company
income under paragraph (b){3}(i) of this
section by reason of the application of
paragraph (b}{3)(ii) {e) of this section and
puaragraph (b{4)(ii) of this section.

(iif} Also, the fact that ¥ could have
avoided paying any taxes in the United
States on its shipping income will not
establish to the satisfaction of the district
director that the incorparation of Y in foreign
country L did not have as u significunt
purpose a substantinl reduction of income or
similar taxes, since such aveidance of United
States tax would have been possible only
upon the occurrence of additional events
other than incorporation in the United States
(i.e., the use of United States flag tankers and
the depositing of amounts into the capital
construction fund), which events did not
actually ococur.

(4) No substential reduction of income
or similar toxes—{i) Scope. This
subparagraph prescribes rules for the
application of subparagraph (3) of this
paragraph.

(ii) Poreign personol holding company
income and foreign base campany.
shipping income—{a) General rule. Far
purposes of pmcnnh (b)(3)(ii){a) of this
section, there will be considered to have
been no substantial reduction of income,
war profits, excess profits, or similar
taxes with respect to an item of foreign
personal holding company income
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described in § 1.954-2 or an item of
foreign base company shipping income
described in § 1.954-6 if the effective
rate of such taxes (after allocable
deductions other than such taxes) paid
by a controlled foreign corporation to a
foreign country for the taxable year in
respect of such item of income equals or
‘exceeds 90 percent of the highest rate
prescribed by section 11 {or section 1201
if that is the applicable section) for the
taxable year of the United States
shareholder within which or with which
ends such taxable year of such
controlled foreign corporation. For
taxable years in which section 11
prescribes both a normal tax rate and a
surtax rate, the highest rate is the sum of
the normal tax rate and the surtax rate
(determined without regard to the surtax
exemption).

{b) Carryover rule for foreign base
company shipping income. If the rule in
the immediately preceding subdivision
(@) does not operate to exclude all of a
controlled foreign corporation's foreign
base company shipping income from
foreign base company income for a
taxable year, the carryover rule of this
subdivision () shall be applied. Under
this subdivision (), if for a taxable year,
the amount of a controlled foreign
corporation's increase in qualified
investments in foreign base company
shipping operations (determined under
§ 1.954-7), plus any carryover amount
(or any portion thereof) to that year,
equals or exceeds (thus, is not less than)
the corporation's foreign base company
shipping income for that taxable year,
then there will be considered to have
been no substantial reduction for that
taxable year of income, war profits,
excess profits, or similar taxes with
respect to foreign base company
shipping income. A carryover amount is
an amount which equals, for the taxable
year in which it arises, the excess of a
controlled foreign corporation’s increase
in qualified investments in foreign base
company shipping operations over the
corporation’s foreign base company
shipping income. A carryover amount
(or any portion thereof) may be carried
back or forward only one taxable year
and may be carried over and utilized
only once. A carryover amount (or any
portion thereof) must always be carried
back until exhausted before it is carried
forward unless—{1) the rule in the
immediately preceding subdivision (a)
operates to exclude all of a controlled
foreign corporation’s foreign base
company shipping income from foreign
base company income for the preceding
}umble year, or (2) the corporation's
:_ncn_zase in qualified investments in
‘oreign base company shipping

operations for the preceding taxable
year, plus any other carryover amount
being carried forward to such preceding
taxable year, equals or exceeds the
corporation’s foreign base company
shipping income for the preceding
taxable year. This subdivision (b) shall
not be applied to a corporation with
respect to which a related group election
under § 1.955A-3 is in effect for the
taxable year in which the carryover
arose or to which the amount might
otherwise be carried. The benefit of a
carryover amount which is carried back
may be obtained for a taxable year only
by filing an amended income tax return
(if the income tax return for the taxable
year already has been filed). For
purposes of § 1.955A-1(b)(2)(i)(C),
relating to withdrawal of investment in
foreign base company shipping
operations, an amount

shall be treated as previously excluded
from foreign base company income if
not treated as foreign base company
shipping income by reason of the
application of this carryover rule. The
rules of this subdivision () are
illustrated by the following examples. In
each example controlled foreign
corporation K's taxable year is the
calendar year, no related group election
under § 1.955A-3 is in effect with
respect to K for any year, and K has no
other income in any year.

Example (1). Controlled foreign corporation
K has foreign base company shipping income
and an increase in qualified investments in
foreign base company shipping operations as
set forth in the following table.

190

.| $100

80 | 150

UL e et b AL TRNL s 50

K has a 1982 carryover amount of $50.
Twenty dollars of the carryover amount is
carried back to 1961 and $10 is carried
forward to 1983, The remaining $20 cannot be
carried back or forward to any other year.
For 10681 and 1983, by virtue of the rule of this
subdivision (5), there will be considered to
have been no substantial reduction of income
taxes {and all of the foreign base company
shipping income for 1981 and 19863 is
excluded from foreign base company
income). The benefit of the operation of the
rule for 1981 may be claimed by the US.
shareholder of K by the filing of an amended
income tax retumn,

Example (2). Controlled foreign corporation
K has foreign base company shipping income
and an increase in qualified investments in
foreign base company shipping operstions as
sel forth in the following table.

1082 | 1883

(1) Foresgn base company shpping
$100

(2) Incrosse in quasted invostments
n foreion base company shipping

40 | 150} 90

(3) Excoss {or shortial) of Wne (2)
OO IS ()i ey (00) 50| (10

K has a 1982 carryover amount of $50, All $50
must be carried back to 1081, where it is
exhausted, and may not be carried forward to
1883, Because K's increase in qualified
investments in foreign base company
shipping operations for 1981 {$40), plus the
carryover amount from 1982 (850), does not
equal or exceed K's foreign base company
shipping income for 1981 ($100), the rule of
this subdivision (5) does not operate to
exciude from foreign base company income
any of K's income for 1881. The same is true
for 1983, as K has exhausted the entire $50
carryover amount in 1981. If K had had a 1982
carryover amount of $69 (rather than $50),
then the rule of this subdivision {5) would
operate to exclude all of the 1981 foreign base
company shipping income. If the 1062
carryover amount had been $70, then all of
the 1961 and 1983 income would have been
excluded.

Example (3). Controlled foreign corporation
K has foreign base company shipping income
and an increase in qualified investments in
foreign base company shipping operations as
set forth in the following table.

1080 | 1981 | 1082

o 20 | 20| N0

K has a 1881 carryover amount of $20. The
$20 must be carried forward to 1882, It is not
carried back to 1980 becauvse K's 1980
increase in qualified investments in foreign
base company shipping operations equaled
its 1980 foreign base company shipping
income. K's 1983 carryover amount is $20,
Ten dollars of it is carried back to 1982
whaere, in combination with the $20 carried
forward from 1881, it operates, by virtue of
the rule of this subdivision (5). to exclude all
of K's 1962 foreign base company shipping
income from foreign base company income.
The benefit of the operation of the rule for
1982 may be claimed by the U.S. shareholder
of K by filing an amended income tax return
after 1983. The remaining $10 carryover
amount from 1983 (s carried forward to 1984
where, by virtue of the rule of this
subdivision (b), all of K's foreign base
company shipping income for 1984 is
excluded from foreign base company income.
Example {4). Controlled foreign corporation
K has foreign base company shipping Income
and an increase in qualified investments in
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foreign base company thippfng operations as
sel forth in the following te

(1) Foreign base company shipping

in foroign bese company shipping
operations.

$100 $100

80 | 120| 80

(3) Excess (or shortfall) of ine (2)
| E———

over ko (1 | o) 20| @0

K bas a 1882 carryover amount of $20. All of
the $20 must be carried back ta 1981 and
exhausted. By virtue of the operation of the
rule of this subdivision (5], K's 1981 foreign
base company shipping income is excluded
from foreign base company income. No 1982
carryover amount is carried forward to 1883
(a= it was exhausted in 1981). If, however, the
rule in the immediately preceding subdivision
(o) had operated to exclude all $100 of K's
foreign base company shipping income from
foreign base compuny income for 1881, then
the 1982 carryover amount would not have
been carried back to 1981 and the entire
amount would have been carried forward to
198). In the latter case, the rule of this
subdivision (5) would have operated to
exclude all of K's 1983 foreign base company
shipping income from foreign base company
income. If in 1981 the rule in the immediately

preceding subdivision (o) bad operated o
exclude only $90 of the $100 foreign base
company shipping income, then the entire
1962 carryover amount would have to be
carried back and exhausted, as set forth
earlier in example (2), and no amount may be
carried forward to 1983,

(iil) Foreign base company sales and
services income. For s of this

paragraph, there will be considered to have
been no substantial reduction of income, war
profits, excess profits, or similar taxes with
respect (o an item of fereign base company
sales income described in § 1.954-3 or an
item of foreign base company services
income described in § 1.954-4 if the effective
rate of such taxes paid to a country or
countries for the taxable year in respect of
such item of income by the controlled foreign
corparation equals or exceeds 80 percent of,
oll; is not as much as 5 percentage points less
than—

(vii) lustrations. * * *

Example (3]. Controlled foreign corparation
A, incorporated under the laws of foreign
country X, is & wholly owned subsidiary of
domestic corporation M. Both corporations
use the calendar year as the taxable year. In
1976, A Corporation derived interest and rent
not excluded under section 954(c) (3) or (4).
With respect to the item of interest. A
Corporation paid an income tax to country X
in an amount effectively equal to 44 percent
of such item {after allocable deductions other
than income oz similar laxes) and, with
respect to the item of rent. paid an income
tax to country Y in an amount effectively
equal to 40 percent of such item (after
allocable deductions other that income or
similar taxes). No other income or similar tax

was paid by A Corporation with respect to
such (tems. In 19786, the highest rate
prescribed by section 11 for the taxable year
of M Corporation is 48 percent, the sum of the
normal tax rate and the surtax rate
(determined without regard to the surtax
exemption). Therefore, with respect to the
item of interest, there will be considered to
have been no substantial reduction of income
or similar taxes (44 being more than
90 percent of 48 percent), and such interest is
not included in foreign base income
of A Corporation. With respect to the item of
rent, however, there will be considered to
have been a substantial reduction of income
or similar taxes (40 percent being less than 80
percent of 48 percent), and the exclusion from
foreign base company income pravided by
section 954(b})(4) will not apply to such item
unless it is established in accordance with
subparagraph (b)(3)(i] of this paragraph that
both the creation or tion of A
Corporation under the laws of foreign country
X and the effecting through A Corporation of
the transaction which gave rise to such rental
income did not have as & significant

a substantial reduction of such taxes,

(c) Gross income and deductions to be
taken into account. For purposes of
section 954 and this section, foreign

holding company income as
defined in § 1.954-2, foreign base
company sales income as defined in
§ 1.954-3, foreign base company
services income as defined in §1.954-4,
and foreign base company shipping
income as defined in § 1.954-6 shall be
taken into account in determining
foreign base company income after
allowance for deductions properly
allocable to such categories of income.
* * * However, if the foreign base
company income of a controlled foreign
corporation exceeds 70 percent (as
determined under paragraph (d) of this
section) of gross income, the entire
expenses, taxes, and other deductions
shall be taken into account, except
expenses, taxes, and other deductions
properly allocable to amounts excluded
from foreign base company income
under the provisions of paragraph (4) of
section 954(b) and paragraph (b)(3) of
this section and expenses, taxes, and
other deductions properly allocable to
amounts excluded from subpart F
income under section 952(b) and the
regulations thereunder.

(d) Special rules where foreign base
company income is less than 10 percent
or more than 70 percent of gross income.

(2) More than 70 percent of gross
income. * * * Any amount included in
foreign base company by reason of
section 954(b)(3)(B) and this
subparagraph (2) shall be treated as
foreign base company shipping income
lfo thelextent allowed by the following

ormula:

Othar FBC shipping
FaCt umuumr.:-r. Income

All FBC) amount not
under sec. 954(b)(3)(8)

(3) Method of computation. See
§ 1.952-3 for rules relating to the method
of determining the percentage which
foreign base company income is of gross
lnl:nmr s under subparagraphs (1) and (2)
o

(4) Branches of controlled foreign
corporations treated as separate
corporations—{i) In generai. The 10~
percent and 70-percent tests described
in subparagraphs (1) and (2) of this
paragraph apply to the foreign base
company income of each controlled
foreign corporation. In addition, if a
branch or similar establishment of a
controlled foreign corporation is treated
as a separate wholly owned subsidiary
corparation of such corporation under
section 954{d)(2) and paragraph (b) of
§ 1.954-3, the 10-percent and 70-percent
tests apply separately to the income
allocated under such paragraph to such
branch or similar establishment, to ather
branches and similar establishments
similarly treated, and to the remainder
of the controlled foreign corporation.

(ii) Zlustration. The application of this
subparagraph may be illustrated by the
following example:

3 (.f) Classification of an item of income.

(3) Shipping classification applies
first. Foreign base company shipping
income (as determined under § 1.954-6)
of a controlled foreign corporation shall
not also be considered foreign personal
holding company income, foreign base
company sales income, or foreign base
company services income. See section
054[b)(6)(A). However, foreign base

shiping income may be treated
as foreign personal holding company
income under sections 551 through 558,
rather than as foreign base company
shipping income. See section 951(d}.

Par. 5. Section 1.954-2 is amended as
follows:

1. The first sentence of paragraph (a)
is amended by “section
954(b)(8){A),” immediately before
"“section 854(c) (3) and (4)", and by
striking out "{e)'"* and inserting “{f)" in
liew thereof.

2. A new paragraph (f) is added at the
end thereof to read as follows:

§ 1.954-2 Foreign personal holding
company incoma.

(f) Shipping income for taxable years
beginning after December 31, 1975. For
taxable years beginning after December
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31, 1975, foreign base company shipping
income of a controlled foreign
corporation (as determined under

§ 1.954-8) shall not also be considered
foreign personal holding company
income of that controlled foreign
corporation.

Par. 8. Section 1.954-3 is amended by
inserting "or foreign base company
shipping income under § 1,954-8"
immediately after “§ 1.954-2" inthe -
fourth sentence of pamgragh (a)(1) and
by adding & new paragraph (c) to read
as follows:

§ 1.954-3 Foreign base company sales
income.

(c) Shipping income for taxable years
beginning after December 31, 1975, For
taxable years beginning after December
31, 1975, foreign base company shipping
income (as determined under § 1.954-6)
of a controlled foreign corporation shall
not also be considered foreign base
company sales income of that controlled
foreign corporation.

Par. 7. Section 1.954-4(d) is amended
by deleting “or” at the end of
subparagraph (1), by deleting the period
at the end of subparagraph (2) and
inserting in lieu thereof *; or”, and by
adding a new subparagraph (3) at the -
end thereof to read as follows:

§ 1.954-4 Foreign base company services
Income.

(d) Items excluded. * * *

{3) For taxable years beginning after
December 31, 1975, foreign base
company shipping income {as
determined under § 1.954-8).

Par. 8. Immediately after § 1.954-5
new §§ 1.954-8 and 1.954-7 are added to
read as follows:

§1.954-6 Foreign base company shipping
Income.

(a) Scape—(1) In general. This section
prescribes rules for determining foreign
base company shipping income under
the provisions of section 954(f), as
,lumznded by the Tax Reduction Act of

g7s.

(2) Effective date. [i) The rules
prescribed in this section apply to
taxable years of foreign corporations
oeginning after December 31, 1975, and
to taxable years of United States
shareholders (as defined in section 851
(b)) within which or with which such
taxable years of such foreign
corporations end.

(ii) Except as described in paragraph
(b){1){viii) of this section, forelgnag;e
company shipping income does not
include amounts earned by a foreign
corporation in a taxable year of such
corporation beginning before January 1,

1976. See example (1) of paragraph (g)(2)
of this section for an illustration of the
effect of this subparagraph on
partnership income. See example (3) of
paragraph (f){4)(ii) of this section for an
illustration of the effect of this
subparagraph on certain dividend
income. See par?mpb (F)(5)(iii) of this
section for the effect of this
subparagraph on certain interest and
gains.

(b) Definitions—{(1) Foreign base
company shipping income. The term
“foreign base company shipping
income” means—

{i} Gross income derived from, or in
connection with, the fse (or hiring or
leasing for use) of any aircraft or vessel
in foreign commerce (see paragraph (c)
of this section),

(ii) Gross income derived from, or in
connection with, the performance of
services directly related to the use of
any aircraft or vessel in foreign
commerce (see paragraph (d) of this
section),

{iii) Gross income incidental to
income described in subdivisions (i} and
(ii) of this subparagraph, as provided in
paragraph (e) of this section,

{iv) Gross income derived from the
sale, exchange, or other disposition of
any aircraft or vessel used or held for
use (by the seller or by a person related
to the seller) in foreign commerce,

{v) In the case of a controlled foreign
corporation, dividends, interest, and
gains described in paragraph (f) of this
section,

(vi) Income described in paragraph (g)
of this section (relating to partnerships,
trusts, etc.),

(vii) Exchange gain, to the extent
allocable to foreign base company
shipping income [see § 1.952-
2(c)(2)(v](b), and

{viii) In the case of a controlled
foreign corporation and &t its option,
dividends, interes!, and gains
attributable to income derived from
aircraft and vessels (as defined in 26
CFR § 1.954-1(b)(2) (Rev. as of April 1,
1975}) by a less developed country
shipping company (described in § 1.955~
5(b)) in taxable years beginning after
December 31, 1062, and before January
1, 1876, The portion of a dividend,
interest, or gain attributable to such
income shall be determined by the same
method as that for determining the
portion of a dividend, interest, or gain
attributable to foreign base company
shipping income under paragraphs (f)
(4), (5), and (6) of this section, but
without regard to paragraphs (f)(6) (ii)
and (iv)(B).

(2) Foreign base company shipping
operations. For purposes of sections 851
through 964, the term “foreign base

company shipping operations' means
the trade or business from which gross
income described in subparagraph (1) (i)
and (ii) of this paragraph is derived.

(3) Foreign commerce. For purposes of
sections 951 through 964—

(i) An aircraft or vessel is used in
foreign commerce to the extent it is used
in transportation of property or
passengers—

(A) Between & port (or airport) in the
United States or possession of the
United States and & port (or airport) in a
foreign country, or

(B} Between a port (or airport) in a
foreign country and another in the same
country or between a port (or airport) in
a foreign country and one in another
foreign country.

Thus, for example, a trawler, a factory
ship, and an oil drilling ship are not
considered to be used in foreign
commerce. On the other hand, a cruise
ship which visits one or more foreign
ports is considered to be 8o used.
Notwithstanding subdivision (i)(B) of
this paragraph (b)(3), foreign base
company income does not include
income derived from, or in connection
with, the use of an aircraft or vessel in
transportation of property or passengers
between a port [or airport) in a foreign
country and another port (or airport) in
the same country if both the foreign
corporation is created or organized and
the aircraft or vessel is registered in that
country,

{if) The term "vessel" includes all
water craft and other artificial
contrivances of whatever description
and at whatever stage of construction,
whether on the stocks or launched,
which are used or are capable of being
used or are intended to be used as a
means of transportation on waler, This
definition does not apply for purposes of
section 956{b)(2)(G) and § 1.956-
2(b){1){ix).

(iii) The term “port” means any place
(whather on or off shore) where aircraft
or vessels are accustomed to load or
unload goods or to take on or let off
passengers.

(iv) Any vessel (such as a lighter or
beacon lightship) which serves other
vessels used in foreign commerce
(within the meaning of subdivision (i) of
this subparagraph) shall, to the extent sa
used, aiso be considered to be used in
foreign commerce.

(v) For the meaning of the term
“foreign country”, see section 838(2).

(4) Use in foreign commerce. For
purposes of sections 951 through 984, the
use of an aircraft or vessel in foreign
commerce includes the hiring or leasing
(or subleasing) of an alrcraft or vessel to
another for use in foreign commerce.
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Thus, for example, an aircraft or vessel
is “used in foreign commerce" within the
meaning of section 955(b)(1)(A) if such
aircraft or vessel is chartered (whether
pursuant to & bareboat charter, time
charter, or otherwise) to another for use
in foreign commerce.

(5) Related person. With respect to a
controlled foreign corporation, the term
“related person” means a related person
as defined in § 1.954-1(2)(1), and the
term “unrelated person” means an
unrelated person as defined in § 1.954-
1e)(2).

(c) Aircraft or vessel income— (1) In
general. The term "income derived from,
or in connection with, the use (or hiring
or leasing for use) of any aircraft or
vessel in foreign commerce” as used in
paragraph {b)(1)(i) of this section
means— )

(i) Income derived from transporting
passengers or property by aircraft or ,
vessal in foreign commerce and

(if) Income derived from hiring or
leasing an aircraft or vessel to another
for use in foreign commerce.

(2) Hllustrations. The application of
this paragraph may be illustrated by the
following examples:

Example (1). Foreign corporation C owns a
foreign flag vessel which it charters under a
long-term charter to foreign corporation D.
The vessel is used by D as a tramp which has
no fixed or regular schedule. The vessel
carries bulk and packaged cargoes, as well as
occasional passengers, under charter parties,
contracts of affreightment, or other contracts
of carriage. The carriage of cargoes and
passengers Is between a port in the United
States and a port in a foreign country or
between a port in one foreign country and
another port in the same or & different foreign
country. The charter hire paid to Cby D
constitutes income derived from the use of
the vessel in foreign commerce, but is not
foreign base company income 1o the extent
the charter hire is allocable to income
derived from the use of the vessel between
ports in the same foreign country in which
both C is incorporated and the vessel is
registered. The charter hire and freight and
passenger revenue (including demurrage and
dead freight) derived by D also constitute
income derived from the use of the vessel in
foreign commerce, but is not foreign base
company income to the extent the charter
hire and freight and passenger revenue are
allocable to the use of the vessel between
ports in the same foreign country in which
both D is incorporated and the vessel is
registerad.

Example {2). (a) Foreign corporation E
owns a foreign flag tanker which it charters
under a long-term bareboat charter to foreign
corporation F for use in foreign commerce. F
produces oil in a féreign country and ships
the oll to other foreign countries and to the
United States. The vessel, when not engaged
in carrying F's oil, is used to carry bulk
cargoes for unrelated persons in'foreign
commerce as opportunity offers. The charger
hire received by E constitutes income derived

from the use of the vessel in foreign
commerce. The income derived by F from
carrying bulk cargoes for unrelated persons
also constitutes income derived from the use
of the vessel in foreign commerce.

(b) F is forced to lay up the vessel as o
result of adverse et developments.
Pursuant to the terms of the charter, F
continues to pay charter hire to E during the
period of lay-up. The charter hire received by
E during the period of lay-up constitutes
income derived from the use of the vessel in
foreign commerce.

Exomple (3). (a) A shipment of cheese is
loaded into a conlainer owned by controlled
foreign corporation S at the consignor's place
of business in Hamar, Norway. The cheese is
transported to Milan, Italy, by the following
routings:

(1) Overland by road from Hamar, Norway,
to Gothenburg, Sweden, by unrelated motor
carriers via Oslo, Norway,

{2) By sea from Gothenburg to Rotterdam,
Netherlands, by feeder vessel under foreign
flag, time chartered to S by unrelated owner,

(3) By sea from Rotterdam to Algeciras,
Spain, by feeder veasel under foreign flag.
timea chartered to S by unrelated owner.

{4) By sea from Algeciras to Genoa, ltaly,
by line-haul vessel under 1.8, flag, chartered
by S from related company, and

{5) Overland from Genoa to Milan, Italy, by
unrelated motor carrier,

(b) The consignor pays S total ohnmof
$1,710, and S pays $676 lo unrelated
parties, which amounts may be broken down
as follows:

1710 200

(c) Of the $1,710 amount billed to the
consignor and collected by S, $290 is
collected by S on behalf of unrelated third
parties. This $280 amount is not includable in
S's gross income, and is therefore not
includable in S's foreign base company
shipping income. The re $1,420
amount (Le., $1,710—-8§290) is includable in S's
foreign base company shipping income. The
$388 amount paid by S to unrelated third
parties and absorbed by S is deductible from
foreign base company shipping income under
§ 1.85¢-1(c).

(d) Services directly related—{1) In
general. The term “income derived from,

or in connection with, the performance
of services directly related to the use of
an aircraft or vessel in foreign
commerce”, as used in paragraph
{b}{1}(ii) of this section, means—

{i) Income derived from, or in
connection with, the performance of
services described in subparagraph (2)
or (8) of this paragraph, and

(ii) Income treated as foreign base
company shipping income under
subparagraph (4) of this paragraph.

(2) Intragroup services. The services
described in this subparagraph are
services performed for a person who is
the owner, lessor, lessee or operator of
an aircraft or vessel used in foreign
commerce, by such person or by a
person related to such person, and
which fall into one or more of the
following categories:

(i) Terminal services, such as dockage,

wharfage, storage, lights, water,

refrigeration, and similar services:

(ii) Stevedoring and other cargo
handling services;

(iii) Container related services
{including the rental of containers and
related equipment) performed either in
connection with the local drayage or
inland haulage of cargo or in the course
of transportation in foreign commerce;

(iv) Services performed by tugs,
lighters, barges, scows, launches,
floating cranes, and other similar
equipment;

(v) Maintenance and repairs;

(vi) Training of pilots and crews;

(vii) Licensing of patents, know-how,
and similar intangible property
developed and used in the course of
foreign base company shipping
operations;

(viii) Services performed by a
bogking. operating, or managing agent;
an

(ix) Any service performed in the
course of the actual transportation of
passengers or property.

(3) Services for passenger, consignor,
or consignee, The services described in
this subparagraph are services provided
by the operator (or person related to the
operator) of an aircraft or vessel in
foreign commerce for the passenger,
consignor, or consignee, such as—

(i) Services described in one or more
of the categories set out in subparagraph
(2)(i) through (iv) and (ix) of this

paragraph,

(ii) The rental of staterooms, berths, or
living accommodations and the
furnishing of meals,

{iii) Barber shop and other services to
passengers aboard vessels,

(iv) Excess baggage, and

(v) Demurrage, dispatch, and dead
freight.
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{4} The 70-percent test. At the option
of the foreign corporation all the gross
income for a taxable year derived by a
foreign corporation from any facility
used in connection with the performance
of services described in one or more of
the categories set out in subparagraph
(2)(i) through (ix) of this paragraph is
foreign base company shipping income if
more than 70 percent of such gross
income for either—

(i) Such taxable year, or

(ii) Such taxable year and the two
preceding taxable years,
is foreign base company shipping
income (determined without regard to
this subparagraph). Thus, for example, if
80 percent of the gross income derived
by a controlled foreign corporation at a
stevedoring facility is treated as foreign
base company shipping income under
subparagraph (2) of this paragraph, then
the remaining 20 percent is treated as
foreign base company shipping income
under this subparagraph.

(5) Rules for applying subparagraph
(4). (i) Solely for purposes of applying
subparagraphs (4] of this paragraph,
foreign base company shipping income
and gross income shall be deemed to
include an arm's length charge (see
paragraph (h)(5) of this section) for
services performed by the foreign
corporation for itself.

(if) In determining whether services
performed by a foreign corporation are
performed at a single facility or at two
or more different facilities, all of the
facts and circumstances involved will be
taken into account. Ordinarily, all
services performed by a foreign
corporation within a single port area
;vil_llbe considered performed al a single
acility,

(iii) The application of this
subparagraph and subparagraph (4) of
this paragraph may be illustrated by the
following example in which it is
assumed that the foreign corporation
has chosen to apply the 70-percent test
of subparagraph (4}:

Exampie, (a) Controlled foreign corporation
X uses the calendar year as the taxable year.
For 1976, X is divided into two operating
divisions, A and B, Division A operates a
number of vessels in foreign commerce.
Division B operates a terminal facility at
which it performs services described in
subparagraph (2)(i) of this paragraph for
vessels some of which are operated by
division A, some of which are operated by
pursons related to X, and-some of which are
operated by persons unrelated to X. For 1976,
X includes under subparagraph (5) as foreign
base company shipping income and
incame, for purposes of :ubpangmpg (4), an
arm’s length charge for services performed
for itself. For 1976, the gross income derived

by division B is reconstructed for purposes of
subparagraph (4) of this paragraph as
follows, based on the facts shown in the
following table:

(1) Gross income derived from per-
sons unrelated 10 X i

(2) Gross income derived from per-
sons related to X

(3) Actual gross income (line (1) plu
line (2))
(4) Hypothetical gross income de-
rived from division A (determined
by the application of subdivision
(i) of this subparagraph).....cwe. 70

{5) Total reconstructed gross income
(line (3] plus line (4)) i 100

(b) Since 80 percent of the reconstructed
gross income derived by division B would be
treated as foreign base company shipping
income under subparagraph (2] of this
paragraph, the entire $30 amount of the gross
income actually derived by division B is
trenled as foreign base company shipping
income under subparagraph (4] of this

paragraph.

(8) Arm'’s length charge. For purposes
of this section, the arm'’s length charge
for services performed by a foreign
corporation for itself shall be
determined by applying the principles of
section 482 and the regulations
thereunder as if the party for whom the
services are performed and the party by
whom the services are performed were
not the same person, but were
controlled taxpayers within the meaning
of § 1.482-1{a)(4).

(7) lllustrations, The application of
this paragraph may be illustrated by the
following examples:

Exampile (1). Controlled foreign corporation
A acts as a managing agent for foreign
corporation B, a related person which
contracts to construct and charter a foreign
Mlag vessel for use in foreign commerce. As
managing agent for B, A performs a broad
range of services relating to the use of the
vessel, including arrunging for, and
supervising of, construction and chartering of
the vessel, and handling of operating services
after construction is completed. The income
derived by A from its management and
operating services constitutes income derived
in connection with the performance of
services directly related to the use of the
vessel in foreign commerce.

Example {2). Controlled foreign corporation
C uses the calendar year as the taxable year.
During 1876, C is engaged in the trade or
business of acting as a steamship agent
solely for unrelated persons. C's activities as
steamship agent range from “husbanding”
(i.e.. arranging for fuel, supplies and port
services, and attending to crew and customs
matters) to the solicitation and booking of
cargo at a number of foreign ports. None of
C's other gross income for 1978 is foreign
base company shipping income, Under these
circumstances, C's gross income derived from

its steamship agency does not constitute
foreign base company shipping income.

(e) Incidental income—{1) In general.
Foreign base company shipping income
includes all incidental income derived
by & foreign corporation in the course of
its active conduct of foreign base
company shipping operations.

(2) Examples. Examples of incidental
income derived in the course of the
active conduct of foreign base company
shipping operations include—

(i) Gain from the sale, exchange or
other disposition of assets which are
related shipping assets within the
meaning of § 1.955A-2(b),

(ii) Income derived from temporary
investments described in § 1.955A~
2(b)(2) (1) and (jii),

{iii) Interest on accounts receivable
and evidences of indebtedness
described in § 1.955A-2(b)(2)(ii),

(iv) Income derived from granting
concessions to others aboard aircraft or
vessels used in foreign commerce,

(v) Income derived from stock and
currency futures described in § 1.955A-
2(b)(2) (vii) and (viii),

(vi) Income derived by the lessor of an
aircraft or vessel used in foreign
commerce from additional rentals for
the use of related equipment (such as a
complement of containers), and

(vii) Interest derived by the seller from
a purchase money mortgage loan in
respect of the sale of an aircraft or
vessel described in § 1.955A-2(a)(1){1).

(f) Certain dividends, interest, and
gain—{1) In general, (i) The foreign base
company shipping income of a
controlled foreign corporation (referred
to in subdivision (ii)(A) of this
paragraph (f)(1) as "first corporation™)
includes—

(A) Dividends and interest received
from foreign corporations listed in
subdivision (ii} of this paragraph {f){1),
and

(B) Gain recognized from the sale,
exchange, or other disposition of stock
or obligations of foreign corporations
listed in subdivision (ii) of this
paragraph (f)(1), ‘
but only to the extent that such
dividends, interest, and gains are
attributable to foreign base company
shipping income of the foreign
corporations listed in subdivision (ii) of
this paragraph (f)(1).

(i) The foreign corporations referred
to in subdivision (i) of this paragraph
(f)(1) are—

(A) Foreign corporations with respect
to which the first corporation (see
subdivision (i) of this paragraph (f)}{(1))
would be deemed under section 902(b)
to pay laxes,
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(B) Controlled foreign corporations
which are related persons (within the
meaning of section 954(d)(3)). and

(C) Less developed country shipping
companies described in § 1.955-5(b).

(2) Corporation deemed to pay taxes.
(i) For purposes of this paragraph, a
controlled foreign corporation would be
deemed under section 902(b) to pay
taxes in respect of any other foreign
corporation if such controlled foreign
corporation would be deemed, for
purposes of applying section 902(a) to
any United States shareholder of such
controlled foreign corporation, to pay
taxes in respect of dividends which
were received from such other foreign
corporation (whether or not such other
foreign corporation actually pays any
laxes or dividends). Solely for purposes
of this subdivision, each United States
shareholder (within the meaning of
section 951(b)) shall be deemed to be &
domestic corporation.

(ii) The application of subdivision (i)
of this subparagraph may be illustrated
by the following examples:

Example {1). Domestic corporation M owns
100 percent of the one class of stock of
controlled foreign corporation X, which in
turn owns 40 percent of the one class of stock
of foreign corporation Y. Y is not a controlled
foreign corporation. For purposes of
subdivision (1) of this subparagraph, X is
deemed 1o pay taxes in respect of Y.

Example {2). The facts are the same a5 in
example (1), except that United States
shareholder A, an individual, owns 80
percent of the stock of corporation X, and
United States shareholders B and C, parent
and child. own the other 20 percent in equal
shares. For purposes of applying this
paragraph 1o all three United States
shareholders (A, B, and C), X is deemed to
pay taxes in respect of Y.

(3) Obligation defined. For purposes
of this section, the term “obligation"
means any bond, note, debenture,
certificate, or other evidence of
indebtedness, and a debt recorded in the
books of account of both the creditor
and the debtor, In the absence of legal,
governmental, or business reasons to the
contrary, the indebtedness must bear
interest or be Issued at a discount,

(4) Dividends. (i) For purposes of this
paragraph and § 1.954-1(b)(2), the
portion of a dividend which is
attributable to foreign base company
shipping income is that amount which
bears the same ratio to the total
dividend received as the earnings and
profits out of which such dividend is
paid that are attributable to foreign base
company shipping income bears to the
total earnings and profits out of which
such dividend is paid. For purposes of
this subdivision, the source of the
earnings and profits out of which a
distribution is made shall be determined

under section 316(a), except that the
source of the earnings and profits out of
which a distribution is made by a
controlled foreign corporation with
respect to stock owned (within the
meaning of section 958({a)) by a United
Siates shareholder of such controlled
foreign corporation shall be determined
under § 1.959-3.

(ii) The application of this
subparagraph may be illustrated by the
following examples:

Example (1). Domestic corporation M owns
100 percent of the one class of stock of
controlled foreign corporation X, which in
turn owns 40 percent of the one class of stock
of foreign corporation Y. Y. which is not (and
has not been) either a controlled foreign
corporation or a less developed country
shipping company, makes a distribution of
$100 to X. Under section 316(a), such
distribution is made out of Y's earnings and
profits for 1978, Sixty percent of Y's earnings
and profits for 1978 are attributable to foreign
base company shipping income. As a result,
$60 of the $100 distribution constitutes foreign
base company shipping income to X under
subdivision (i) of this subparagraph,

Example (2). The facts are the same as in
example (1), except that under section 316(a)
$20 of the $100 dividend is paid out of Y's
eamnings and profits for 1979, and the other
$80 is paid out of Y's eurnings and profits for
1978, Thirty percent of Y's earnings and
profits for 1979 are attributable to foreign
base company shipping income. Since 60
percent of Y's earnings and profits for 1978
are algo attributable to foreign base company
shipping income, $54, i.e.

(.80 x $80) + .30 $20), of the $100 distribution
constitutes foreign base company shipping
income to X under subdivision (i) of this
subparagraph.

Example (3). The facls are the same a3 in
example (1) excep! that under section 316{a)
the $100 dividend is made out of Y's earnings
and profits for 1972. Since under paragraph
{a){2){ii) of this section foreign base company
shipping income does not include amounts
eamednf,-y a foreign corporation (not a less
developed country shipping company) in &
taxable year beginning before January 1,
1978, no amount of such $100 distribution
constitutes foreign base company shipping
income to X under subdivision (i) of this
subparagraph.

Example (4). Domestic corporation N owns
100 percent of the one class of stock of
controlled foreign corporation S, which in
turn owns 100 percent of the one class of
stock of controlled foreign corporation T. T
makes a distribution of $100 to S, of which
$80 Is allocable under § 1.959-3 to earnings
and profits for 1977 which are described in
§ 1.950-3(b)(2), and S20 is allocable to
earnings and profits for 1978 which are
described in § 1.950-3(b){3). The $80 amount
is excluded from S's gross income under
section 859(b) and therefore is not included in
S's foreign base company shipping income.
One hundred percent of T's earnings and
profits for 1978 described in § 1.959-3(b)(3)
were attributable to reinvested foreign base
company shipping income. As i result, the

entire $20 amount is included in §'s foreign
base company shipping income under this
paragraph. See § 1.954-1(b)(2) for the rule
that such $20 amount may be excluded from
the foreign base company income of S.

(5) Interest and gain. (i) Except as
provided in subdivisions (ii) and (iii) of
this subparagraph, the portion of any
interest paid by a foreign corporation, or
gain recognized from the sale, exchange.
or other disposition of stock or
obligations of a foreign corporation,
which is attributable to the foreign base
company shipping income of such
foreign corporation is that amount
which bears the same ratio
to such interest or gain as the
foreign base company shipping income
of such corporation for the period
described in subparagraph (8) of this
paragraph bears to its gross income for
such period.

(ii) Interest which is paid by a
controlled foreign corporation is
attributable to such corporation’s
foreign base company shipping income
to the same extent that such interest is
allocable (under the principles of
§ 1.954-1(c]) to its foreign base company
shipping income,

(iii) If interest is paid by a foreign
corporation, or if stock obligations of a
foreign corporation are sold, exchanged.
or otherwise disposed of, during a
taxable year of such foreign corporation
beginning before January 1, 1976, then
no portion of such interest or gain is
attributable to foreign base company
shipping income.

(iv) Solely for purposes of subdivision
{i) of this subparagraph, if a controlled
foreign corporation (the “first
corporation”’) owns more than 10
percent of the stock of another
controlled foreign corporation (the
“second corporation"), then

(A) The gross income of the first
corporation for any taxable year shall
be—

(1) Increased by its pro rata share of
the gross income of the second
corporation for the taxable year which
ends with or within such taxable year of
the first corporation, and

(2) Decreased by the amount of any
dividends received from the second
corporation; and

(B) The foreign base company
shipping income of the first corporation
for any taxable year shall be—

(1) Increased by its pro rata share of
the foreign base company shipping
income of the second corporation for the
taxable year which ends with or within
such taxable year of the firs
corporation, and :

(2) Decreased by the amount of any
dividends received from the second
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corporation which constitute foreign
base company income,

(v) Solely for purposes of applying
subdivision (i) of this subparagraph, the
district director shall make such other
adjustments to the gross income and the
foreign base company shipping income
of any foreign corporation as are
necessary to properly determine the
extent to which any interest or gain is
attributable to foreign base company
shipping income, including proper
adjustments to reflect any transaction
during the test period described in
subparagraph (6) of this paragraph to
which section 332, 351, 354, 355, 356, or
361 applies,

(6) Test period. (i) Except as provided
in subdivisions (i) and (iii} of this
subparagraph the period described in
this subparagraph with respect to any
foreign corporation is the 3-year period
ending with the close of such
corporation's taxable year preceeding
the year during which interest was paid
or stock or obligations were sold,
exchanged, or otherwise disposed of, or
such part of such period as such
corporation was in existence.

(1) The perlod described in this
paragraph shall not include any part of a
taxable year beginning before January 1,
19786.

(iii) If interest is paid by a foreign
corporation, or if stock or obligations of
a foreign corporation are sold,
exchanged, or otherwise disposed of
during its first taxable year, then the
period described in this paragraph shall
be such first taxable year.

(iv) For purposes of subdivision (iii) of
this subparagraph, the first taxable year
of a foreign corporation is the later of—

(A) The first taxable year of its
existence, or

(B) Its first taxable year beginning
after December 31, 1975.

(8) Income from partnerships, trusts,
ete—(1) In general. The foreign base
company shipping income of any foreign
corporation includes—

(i) Its distributive share of the gross
income of any partnership, and

(ii) Any amounts includible in its
gross income under section 652(a),
6a2(a), 671, or 691(a),
to the extent that such items would have
been includible in its foreign base
company shipping income had they been
realized by it directly.

(2) Uiustrations. TKe application of
subparagraph (1) of this paragraph may
be illustrated by the following examples:

Example {1). Controlled foreign
corporations X and Y are equal partners in
partnership P. The taxable years end on
December 31 for X, June 30 for Y, and March
91 for P. In the fiscal year ending March 31,
1978, P's sole business activity is the vse of a

vessel in foreign commerce. P derives gross
income of $200 from the use of the vessel, and
incurs expenses, taxes, and other deductions
of $160. Assume X's distributive share of such
$200 of P's gross income is $100, all of which
is includible in X's gross income. If X had
realized its distributive share of $100 directly,
then the amount which would have been
Includible in X’s foreign base company
shipping income under this paragraph is the
portion allocable to the months of January,
February, and March of 1876, Such amount,
$25 (i.e., ¥& X $200 X 3 months/12 months), is
included in X's foreign base company
shipping income for its taxable year ending
December 31, 1976. Sim{larly, X is entitled
under this paragraph to a deduction from
foreign base company shipping income of $20
file, Ya X$160X 3 mont!uf 12 months). Since
foreign base company shipping income does
not include amounts earned by a foreign
corporation {not & less developed country
shipping corporation) in a taxable year
beginning before January 1, 1978, Y has no
foreign base company shipping income
(under this paragraph or otherwise} for its
taxable year beginning on July 1, 1875,
Example (2). The facts are the same as in
example (1), except that P incurs expenses,
taxes, and deductions of $240 in its taxable
year ending on March 31, 1878, Accordingly,
$25 is includible in X's foreign base company
shipping income, and the smount deductible
thereform under this paragraph is $30 {i.e.,
% x $240 x 3 months/12 months).

(3) Other income. Except as expressly
provided in subparagraph (1) of this
paragraph, foreign base company
shipping income does not include any
amount includible in the gross income of
a controlled foreign corporation under
part I of subchapter J (section 841 and
following, relating to estates, trusts, and
beneficiaries), and gains from the sale or
other disposition of any interest in an
estate or trust. ~

(h) Additional rules—{1) Gross
income. For purposes of this section and
§ 1.955A-2, the gross income of a foreign
corporation {whether or not a controlled
foreign corporation) shall be determined
in accordance with the provisions of
section 952 and § 1.952-2. Thus, for
example, section 883 (relating to
exclusions from gross income of foreign
corporations) is inapplicable under
§ 1.952-2 (a)(1) and (c)(1). In addition,
the gross income of a controlled foreign
corporation shall be determined, with
respec! to a United States shareholder
of such controlled foreign corporation,
by excluding distributions received by
such corporation which are excluded
from gross income under section 959(b)
with respect to such shareholder,

(2) Earnings and profits. For purposes
of this section, the earnings and profits
of a foreign corporation (whether or not
a controlled foreign corporation) shall
be determined in accordance with the
provisions of section 964 and the
regulations thereunder.

(3) No double counting. No item of
gross income shall be counted as foreign
base company shipping income under
more than one provision of this section.
For example, If $200 of gross income
derived from the use of a lighter is
treated as foreign base company
shipping income under both paragraph
(b)(1)({) and paragraph (b){1)(ii) of this
section, then such $200 is counted only
once as foreign base company shipping
income. A taxpayer may choose under
which provision to include an item of
income.

{4) Losses. (i) Generally, if a
controlled foreign corporation has losses
which are properly allocable to foreign
base company shipping income, the
extent to which such losses are
deductible from such income shall be
determined by treating such foreign
corporation as a domestic corporation
and applying the principles of section 83,
See §§ 1.954-1(c) and 1.852-2(b). Thus
for example, losses from sales or
exchanges of capital assels are
allowable only to the extent of gains
from such sales or exchanges,

(ii) If gain from the sale, exchange, or
other disposition of any stock or
obligation would be treated (to any
extent) as foreign base company
shipping income, then loss from such
sale, exchange, or other disposition is
properly allocable to foreign base
company shipping income (to the same
extent).

(iii} In determining the extent to which
any loss on the disposition of a qualified
investment in foreign base company
shipping operations is deductible from
foreign base company shipping income,
it is immaterial that such loss is taken
into account under § 1.855A-1(b)(1)(ii)
as a reduction in the amount of the
decrease in (withdrawal from) qualified
investments in foreign base company
shipping operations.

(5) Hypothetical charges. Under
paragraph (d)(5){i) of this section and
§ 1.956A-2(a)(4){ii)(A), gross income
may be deemed to include hypothetical
arm'’s length charges for services
performed by a controlled foreign
corporation for itself. Under paragraph
(d)(2) of this section, certain of these
hypothetical charges may be treated as
foreign based company shipping income.
Such hypothetical charges are deemed
to be income solely for purposes of
applying the "extent of use" tests
prescribed by paragraph (d)(4) of this
section and § 1.8955A-2(a)(4).
for services performed by a controlled
foreign corporation for itself shall in no
event be included in income for any

other purposes.
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§ 1.954-7 Increase in qualified
investments in foreign base company
shipping operations.

(a) Determination of investments at
close of taxable year—{1) In general.
Under section 954(g), the increase in
qualified investments in foreign base
company shipping operations, for
purposes of section 854(b)(2) and
paragraph (b){1) of § 1.954-1, of any
controlled foreign corporation for any
taxable year is, except as provided in
paragraph (b) of this section, the amount
by which—

(i) The controlled foreign
corporation’s qualified investments in
foreign base company shipping
operations at the close of the taxable
year, exceed

(i) Itz qualified investments in foreign
base company shipping operations at
the close of the preceding taxable year.

(2) Preceding taxable year. For
purposes of this section, a taxable year
which begins before January 1, 19786,
may be a preceding taxable year.

(3) Cross-reference. See sgction 955
(b) and §1.955A-2 for the definition of
the term “qualified invesiments in
foreign base company shipping
operations".

(b) Blection to determine investments
at close of fellowing taxable year—{1)
General rule. In lieu of determining an
increase in qualified investments in
foreign base company shipping
operations for a taxable year in the
manner provided in paragraph (a) of this
section, a United Stales shareholder of a
controlled foreign corporation may
make an election under section 955(b)(3)
to determine the increase for the
corporation’s taxable year by
asceriaining the amount by which—

(i) Such corporation’s qualified
investments in foreign base company
shipping operations at the close of the
taxable year immediately following such
taxable year, exceed

(ii) Its qualified investments in foreign
base company shipping operations at
the close of the taxable year
immediately preceding such following
taxable year.

(2) Election with respect to first
taxable year. Notwithstanding
subparagraph (1) of this paragraph, if an
election is made without consent by a
United States shareholder under
§ 1.955A-4 (b)(1) with respect to a
controlled foreign corporation, the
increase in such controlled foreign
corporation’s qualified investments in
foreign base company shipping
operations for the first taxable year to
which such election applies shall be the

amount by which—

(i) Such corporation's qualified
investments in foreign base company
shipping operations at the close of the
taxable year immediately following such
first taxable year, exceed

(ii) Its qualified investments in foreign
base company shipping operations at
the close of the taxable year
immediately preceding such first tuxable
year,

(3) Manner of making election. For the
manner of making an election under
section 955(b){3), and for rules
pertaining to the revocation of such an
election, see §1.955A-4.

(4) Coordination with prior law. Il a
United States shareholder makes an
election without consent under
§ 1.955A-4(b)(1) with respect to &
controlled foreign corporation, then such
corporation's increase in qualified
investments in foreign base company
shipping operations for the first taxable
year to which such election applies shall
be determined by disregarding any
change which occurs during such
taxable year in the amount of such
corporation’s investments in stock or
obligations of a less developed country
shipping company described in § 1.955-5
(b) if both of the following conditions
exist:

(i) Such taxable year is the first
taxable yvear of such corporation which
begins after December 31, 19875, and

(ii) Such United States shareholder
has elected to determine the change in
such corporation’s qualified investments
in less developed countries for its last
taxable year beginning before January 1,
1976, under § 1.954-5(b) or § 1.955-3.

(5) Ilustrations. The application of
this paragraph may be illustrated by the
following examples:

Example (1). (a) Controlled foreign
corporation X is a wholly owned subsidiary
of domestic corporation M. X uses the
calendar year as the taxsble year. The
amounts of X's qualified investments in
foreign base company shipping operations at
the close of 1975 through 1879 are as follows:

Qualified investments at Dec. 31,

1y B R A L i A $18,000
Qualified investments at Dec. 31,

T 7 ervirtassssiostivoro anseononidasidopmommumpsdsoed 17,000
Qualified investments at Dec. 317

1977.... 23,000
Qualified investments at Dec. 31,

1978. 28,000
Quulified investments a! Dec. 31.

1979..... 30,000

(b) Assume that M properly files withou!
consent a timely election under § 1.955A~
4(b){1) to determine X’s increase for 1978 in

qualified investments in foreign base
company shipping operations pursuant to this
paragraph. and that the glection remains in
force through 1978, Then X's increases for
1976 through 1978 in qualified investments in
foreign base company shipping operations
are as follows: :

Increase for 1976 (823,000 minus

1B O00) S e $7.000
Increase for 1977 ($28.000 minus

$23,000) 5,000
Increase for 1978 ($30.000 minus

$28,000) : 2,000

Example (2). Assume the same facts as in
example (1); except that M never files an
election under § 1.955A-4(b)(1}. X's Increases
for 1976 through 1978 in qualified Investments
in foreign base company shipping operations
are as follows:

Increase for 1976 ($17.000 minus

$16,000) ... $1,000
Increase for 1977 (8§23.,000 minus

$17,000) 6.000
Increase for 1978 ($28,000 minus

$23,000) 5,000

Example {3). The facts are the same as in
example (1), except that X's qualified
investments in foreign base company
shipping operations include an investment in
less developed country shipping companies
described in § 1.955-5(b) of $500 on
December 31, 1975, and $750 on December 31.
1976. Assume further that M has made an
election under section 955(b)(3) (as in effect
before the enactment of the Tax Reduction
Act of 1975) with respect to X's taxable year
1975. Then X8 increase in qualified
investments in foreign base company
shipping operations for 1978 Is $8.750 {Le..
$7.,000 - $250).

(c) Hlustration. The application of this
section may be illustrated by the
following example:

Example. {a) Controlled foreign corporation
X uses the calendar year as the taxable year
On December 31, 1975, X's qualified
investments in foreign base company
shipping operations (determined ag provided
in § 1.955A-2(g)) consist of the following
amounts:

Cash $6,000
Readily marketable securities........... 1,000
Stock of related controlled foreign

corporations 4,000
Traffic and other receivables....... 14000
Marine insurance claims receiv.

ables... 1,000
Foreign income tax refunds re-

ceivable 1,000
Prepaid shipping expenses ano

shipping inventories ashore.......... 1,000
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Vessel construction funds

Vessels ...

Vessel plans and construction in
PTORTESS. :

Containers and chassis

Terminal property and equipment ...

Shipping office (land and build-
[ 7] [m——

Vessel spare parts ashore

Performance deposits

Deferred charges

Stock of less developed country
shipping company described in
§ 1-955-5(b)

{b) On December 31, 1976, X's qualified
investments in foreign basé company ship-
ping operations (determined as provided in
§1.955A-2(g)) consists of the following
amounts:

: $5,000
Readily marketable securities........... 2,000
Stock of related controlled foreign
corporations
Traffic and other receivables
Foreign income tax refunds re-
ceivable
Prepaid shipping expenses and
shipping inventories ashore
Vessel construction funds
Vessels
Vessel plans and construction in
progress
Containers and chassis......ueimws S
Terminal property and equipment ..,
Shipping office (land and build-
ngli..
Vessel spare parts ashore
Performance deposiis ...
Deferred charges
Stock of less developed country
shipping company described in
§ 1.855-5(D) i.cciaitecssissrsimmimrrriss

4.000

(c) For 1976, X's increase In qualified in-
vestments in foreign base company shipping
operations is $2.000, which amount is deter-
mined as follows:

Qualified investments al Dec. 31,
1976....
Qualified investmonts at Dec, 31,
1975, rrervrsssssssspsessssasssqasaassassassasseaseress - 1724000

2000

$174.000

Increase for 1976 .....ccovvieion:

Par. 9. A new paragraph (b) is added
10 § 1.955-0 to read as follows:

§1.855-0 Effective dates.

- » .

(b) Section 955 as amended by the
Tax Reduction Act of 1975. Except as
otherwise provided therein, §§ 1.955A-1
through 1.955A~4 are applicable to
taxable years of foreign corporations
beginning after December 31, 1975, and
lo taxable years of United States
shareholders (as defined in section .
851(b)) within which or with which such

taxable years of such foreign
corporations end.

Par. 10, Section 1.955-1(b) is amended
as follows:

1. Subparagraph (2}(i}(a) is amended
by inserting “(including prior taxable
years beginning after December 31,
1975)" immediately after “1862",

2. Subparagraph (2)(ii}(«) is revised.

3. A new subparagraph (3) is added.
The added and amended provisions
read as follows:

§ 1.955-1 Shareholder’s pro rata share of

amount of previously exciuded subpart F
income withdrawn from investment in less

developed countries.

{b) Amount withdrawn by controlled
foreign corporation. * * *

(2) Limitations applicable in
determining decreases. * * *

(ii) Treatment of earnings and profits.

(a)(7) Amounts which, for the current
taxable year, are included in the gross
income of a United States shareholder of
such controlled foreign corporation
under section 951{a)(1){A) (i) or (iii), or

(2) Amounts which, for any prior
taxable year, have been included in the
gross income of a United States
shareholder of such controlled foreign
corporation under section 951{a) and
have not been distributed: or

» - » - -

(3) Taxable years beginning after
December 31, 1975. (i) In the case of a
taxable year of a controlled foreign
corporation beginning after December
31, 1975, § 1.955-2(b)(5) must be applied
in determining the amount of its
qualified investments in less developed
countries on both of the determination
dates applicable to such taxable year.

(ii) The application of this
subparagraph may be illustrated by the
following examples:

Example (1). (a) Controlled foreign
corporation M uses the calendar year as the
taxable year. Throughout 1974 through 1976,
M owns 100 percent of the only class of stock
of foreign corporation N, a less developed
country shipping company described in
§ 1.955-5(b), and M owns no other stock or
obligations, The amount taken into account
under § 1.955-2(d) with respect to the stock of
N is $10,000 at the close of 1974, 1975, and
1976, The amount of M's previously excluded
subpart F income which is withdrawn for
1975 (a year to which § 1.955-2(b)(5) does not
apply) from investment in less developed
countries is zero, determined as follows:

(1) Qualified Investments in less
developed countries at the close

of 1974 $10,000

(2) Less: qualified investments in
less developed countries st the
Close Of 175 cccvrisisiisissminisnsiiine

{3) Balance

(Further computations similar to those set ont
in lines (iv) through (ix) of example (1) of
paragraph (d) of this section are unnecessary
because the balance in line (3] of this
example is zero.)

b} As a result of § 1.955-2(b}(5) (i), the
amount of M's previously excluded subpart F
income which is withdrawn for 1976 from
Investment in less developed countries is
zero, determined as follows:

(1) Qualified investments in less devel:
oped gountries al the close of 1975........ $0

(2) Less: qualified investments in less
developed countries at the close of
1976

(3) Balance

Example (2). The facts are the same as in
example (1), except that foreign corporation
N is a less developed country corporation
described in § 1.955-5(a). The amount of M's
previously excluded subpart F income
withdrawn for 1976 from investment in less
developed countries is zero, determined as
follows:

(1) Qualified investments in less
developed countries at the close
of 1875

(2) Less; qualified investments in
less developed countries at the
close of 1976

(3) Balance

Par. 11. Section 1.955-2 is amended by
revising paragraph (b)(4) and adding
new paragraphs (b)(5). (b)(6), and (d}(%)
thereto to read as follows:

§ 1.955-2 Amount of a controlied foreign
corporation's qualified investments in less
developed countries.

(b) Special rules, * * *

(4) Date of acquisition. For purposes
of paragraphs (a)(2) and (b}{5)(i) of this
section, stock or an obligation shall be
considered acquired by a foreign
corporation as of the date such
corporation acquires an adjusted basis
in the stock or obligation. For this
purpose, in a case in which a foreign
corporation acquires stock or an
abligation in a transaction (other than a
reorganization of the type described in
section 368(a)(1) (E) or {F)) in which no
gain or loss would be recognized had the
transaction been between two domestic
corporations, such corporation will be
considered to have acquired an adjusted
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basis in such stock or obligation as of
the date such transaction occurs.

(5) Taxable years beginning after
December 31, 1975, For taxable years
beginning after December 31, 1975,
qualified investments in less developed
countries do not include—

(i) Any property acquired after the
latest determination date applicable to a
taxable year beginning before December
31, 1975,

(ii) Stock or obligations of a less
developed country shipping company
described in § 1.955-5(b), and

{iii) Stock or obligations which were
nol treated as qualified investments in
less developed countries on the later of
the two determination dates applicable
to the preceding taxable year.

See § 1.955-1(b)(3) for rules relating to
the application of this subparagraph.
See § 1.955A-2(h) for rules relating to
the treatment of investments in stock or
obligations described in subdivision (ii)
of this subparagraph as qualified
investments in foreign base company
shipping operations.

(8) Determination dates. For purposes
of subparagraph (5) of this paragraph
and § 1.955-1(b)(3), the determination
dates applicable to a taxable year of a
controlled foreign corporation are—

(i) Except as provided in subdivision
{ii) of this subparagraph, the close of
such taxable year and the close of the
preceding taxable year, and

(i) With respect to a United States
shareholder who has made an election
under section 955(b)(3) to determine
such corporation’s increase in qualified
investments in less developed countries
at the close of the following taxable
year, the close of such taxable year and
the close of the taxable year
immediately following such taxable
year.

{d) Amount attributable to
pmp‘.‘”)'« L

(4) Taxable years beginning after
December 31, 1975, For taxable years
beginning after December 31, 1975, the
amount taken into account under
subparagraph (1) of this paragraph with
respect to any property which
constitutes a qualified investment in less
developed countries shall not exceed the
amoun! taken into account with respect
to such property at the close of the
preceding taxable year.

Par. 12. Section 1.955-3 is amended as
follows:

1. Paragraph (b)(2) is amended by
adding a new sentence after the second
sentence thereof.

2. Paragraph (c){3) is amended by
adding a new sentence after the fifth
sentence thereof.

3, Paragraph (c)(3)(1) is amended by
inserting “name, address, and taxpayer
identification number" in lieu of “name
and addresa”.

The added provisions read as follows:

§ 1.955-3 Election as to date of
determining qualified investments in less
developed countries.

(b) Time and manner of making
elections. * * *

(2) With consent. * * * Consent will
not be granted if the first taxable year of
the controlled foreign corporation with
respect to which the shareholder desires
to compute an amount described in
section 954(b)(1) in accordance with the
election provided in this section begins
after December 31, 1975.

(c) Effect of election. * * *

(3) Revocation. * * * The application
may also be filed in a taxable year
beginning after December 31, 1875.

Par. 13. The following new sections
are added immediately after § 1.955-6:

§ 1.955A~1 Shareholder’s pro rata share of

(a) In general. Section 955 provides
rules for determining the amount of a
controlled foreign corporation's
previously excluded subpart F income
which is withdrawn for any taxable
year beginning after December 31, 1975,
from investment in foreign base
company shipping operations. Pursuant
to section 951(a){1)(A)(iii) and the
regulations thereunder, a United States
shareholder of such controlled foreign
corporation must include in his gross
income his pro rata share of such
amount as determined in accordance
with paragraph (2 of this seclion.

(b) Amount withdrawn by controlled
foreign corporation—{1) In general. For
purposes of sections'951 through 964, the
amount of a controlled foreign
corporation's previously excluded
subpart F income which is withdrawn
for any taxeble year from investment in
foreign base company shipping
operations is an amount equal to the
decrease for such year in such
corporation’s qualified investments in
fareign base company shipping
operations. Such decrease is, except as
provided in § 1.955A—4—

(i) An amount equal to the excess of
the amount of its qualified investments
in foreign base company shipping
operations at the close of the preceding
taxable year over the amount of its
qualified investments in foreign base
company shipping operations at the
close of the taxable year, minus

(i) The amount (if any) by which
recognized losses on sales or exchanges
by such corporation during the taxable
year of qualified investments in foreign
base company shipping operations
exceed its recognized gains on sales or
exchanges during such year of qualified
investments in foreign base company
shipping operations,
but only to the extent that the net
amount so determined does not exceed
the limitation determined under
subparagraph (2) of this paragraph. See
§ 1.955A-2 for determining the amount
of qualified investments in foreign base
company shipping operations.

(2) Limitation applicable in
determining decreases.—{1) In general.
The limitation referred to in
subparagraph (i) of this paragraph for
any taxable year of a controlled foreign
corporation shall be the lesser of the
following two limitations: ;

(A) The sum of (7) the controlled
foreign corporation's earnings and
profits (or deficit in earnings and profits)
for the taxable year, computed as of the
close of the taxable year without
diminution by reason of any distribution
made during the taxable year, (2) the
sum of its earnings and profits (or
deficits in earnings and profits)
accumulated for prior taxable years
beginning after December 31, 1975, and
(3) the amount described in
subparagraph (3) of this paragraph; or

(B) The sum of the amounts excluded
under section 954(b)(2) (see
subparagraph (4) of this paragraph) from
the foreign base company income of
such corporation for all prior taxable
years beginning after December 31, 1975,
minus the sum of the amounts
(determined under this paragraph) of its
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations for
all such prior taxable years.

(C) For purposes of the immediately
preceding subparagrah (B), the amount
excluded under section 954(b})(2) for a
taxable year of a controlled foreign
corporation (the “first corporation”)
includes (2) an amount excluded under
section 854(b){2) by another corporation
which is a member of a related group (as
defined in § 1.855A-3(b)(1)) attributable
to the first corporation’s excess
investment (sce § 1.955A-3(c){4)) fora
taxable year beginning after December
31, 1983, (2) an amount excluded by a
corporation under § 1.954-1(b)(4)(ii)(5)
by reason of the application of the
carryover rule there set forth, and (3} an
amount equal to the first corporation’s
pro rata share of a group excess
deduction (see § 1.955A-3(c){(2)) of a
related group for a taxable year
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beginning after December 31, 1983 (but
not in excess of that portion of such pro
rata share which would reduce the first
corporation’s foreign base company
shipping income to zero). Such amounts
will not be treated as excluded under
section 954(b)(2) by any other
corporation.

(i) Certain exclusions from earnings
and profits. For purposes of determining
the earnings and profits of a controlled
foreign corporation under subdivision
(i)(A) (2) and [2) of this subparagraph,
such earnings and profits shall be
considered not to include any amounts
which are attributable to—

{A){2) Amounts which, for the current
taxable year, are included in the gross
income of @ United States shareholder of
such controlled foreign corporation
under section 951{a}{1){A)(i), or

{2) Amounts which, for any prior
taxahle year, have been included in the
gross income of a United States
shareholder of such controlled foreign
corporation under section 951(a} and
have not been distributed; or

(B)(7) Amounts which, for the current
taxable year, are included in the gross
income of & United States shareholder of
such controlled foreign corporation
under section 551(b) or would be so
included under such section but for the
fact that such amounts were distributed
to such shareholder during the taxable
yedar, or

(2) Amounts which, for any prior

axable year, have been included in the
gross income of 8 United States
shareholder of such controlled foreign
corporation under section 551(b) and
have not been distributed.
The rules of this subdivision apply only
in determining the limitation on a
controlled foreign corporation’s
( crease in qualified investments in
reign base company shipping
operations, See section 959 and the
regulations thereunder for rules relating
to m exclusion from gross income of
eviously taxed earnings and profits.
(3) Carryover of amounts relating to
nvestments in less developed country
shipping companies.—{i) In general. The
amount described in this subparagraph
for any taxable year of a controlled
loreign corporation beginning after
[h ember 31, 1975, is the lesser of—

(A) The excess of the amount
described in subdivision (ii) of this
subparagraph, over the amount
described in subdivision (iii) of this
subparagraph, or

(B) The limitation determined under
subdivision (iv) of this subparagraph.

(ii) Previously excluded subpart F
Income Invested in less developed

country shipping companies. The
amount described in this subdivision for
all taxable years of a controlled foreign
corporation beginning after December
31, 1975, is the lesser of —

{A) The amount of such corporation’s
qualified investments (determined under
§ 1.955-2 other than paragraph (b)(5)
thereof) in less developed country
shipping companies described in
§ 1.955-5(b) at the close of the last
taxable year of such corporation
beginning before January 1, 19786, or

(B} The limitation determined under
§ 1.955-1(b)(2)(i)(d) (relating to
previously excluded subpart F income)
for the first taxable year of such
corporation beginning after January 1,
1976,

(tii) Amounts previously carried over.
The amount described in this
subdivision for any taxable year of a
controlled foreign corporation shall be
the sum of the excesses determined for
each prior taxable year beginning after
December 31, 1976, of —

(A) The amount (determined under
this paragraph) of such corporation's
previously excluded subpart F income
withdrawn from investment in foreign
base company shipping operations, over

{B) The sum of the earnings and
profits determined under subparagraph
(2)(1)(A) (1) and (2) of this paragraph.

(iv) Exteat attributable to
accumulated earnings and profits. The
limitation determined under this
subdivision for any taxable year of a
controlled foreign corporation is the sum
of such controlled foreign corporation's
earnings and profits (or deficits in
eamnings and profits) accumulated for
texable years beginning after December
31, 1962, and before January 1, 1976, For
purposes of the preceding sentence,
earnings and profits shall be déetermined
by excluding the amounts described in
subparagraph (2){ii) (A) and (B) of this
paragraph.

(v) {llustration. The application of this
subparagraph may be illustrated by the
following example:

Example. (a) Throughout the period here
involved, A is & United States shareholder of
confrolled foreign corporation M. M is not a
foreign personal holding company, and M
uses the calendar year as the taxable year.

(b) The amount described in this
subparagraph for M's taxable year 1978 with
respect to A is determined as follows, based
on the facts shown in the following table:

1) A n loss dovolopod Country MvppIng
comparies on Decembor 31, 1675 (subdivision
(9(A) amount) .. e §Y0.000

mnmmmmh \OYOW
ously excipded subpart £ ncome Nt withavawn

om

P

mn less develop

f ey 4
(3) Subdivision (1) amount (lesssr of lines (1) and
@), -
!&Mmmimuunam
F

mmnmmmm
operabors, £3.000, over the sum of the amounts
determined under sutpamgraphs (23HA) (1) and
Dol trws paragraph, $1000

15) Excoss of e (J) over Wne (&) _._‘Q.N_I;
() Sum of M's-earnings and peofits acoumuisied
for nmmms dotormined on December

mAmou\l .
flosser of ine (5) ang ne (6])

{¢) For 1878, M's earnings and profits
{reduced as provided in § 1.955-
b)(2){ii)(a)(7)) are $19,000, and the amount
of M's previously excluded subpart F income
withdrawn from Investment in less developed
countries determined under § 1.955-1({b)) is
$42,000. Cousequently, $23,000 of M's
earnings and profits accumulated for 1962
through 1975 are attributable to such $42,000

. amount, and will therefore be excluded under

subparagraph (2){ii))(A)(2) of this paragraph
from M's eargings and profits accumulated
for 1962 through 1975, determined as of
December 31, 1979, No other portion of M's
earnings and profits accumulated for 1962
through 1975 is distributed or included in the
gross income of a United States sharcholder
in 1978,

(d) The amount described in this
aubparasruph for M's taxable year 1979 with
respect 10 A is determined as follows, based
onhthe additional facts shown in the following
table:

(1) Subdivison () amount (e (7) from paesgraph
). (D GNP it il
(23 Subdivision  (#) M(OE-uuhlﬂﬂ
from b (4) of paragrash () of thes examply .
) PR oxcoss for 1978 of M prow-
MP’ m m F mnma

bane ooum shoping m
$6,000, over the sum of the amounts
Ootorrmndd  undir  subparegraphs
gmcnmwuuw

(W) Subdvision (M) amount .
§3) Exoess of Ina (1) over e (2)W)

(4) Sum of N's ssrmings and proits scoumulsled
for 1562 through 1975, determinad on December
31, 1979 (526,000 mnus $23,000)

(5) Amount described in Bws subparagraph for 1079
flessor of Ino () and e (4) s

(4) Amount excluded. For purposes of
subparagraph (2)(i)(B) of this paragraph,
the amount excluded under section
954(b)(2) from the foreign base company
income of a controlled foreign
corporation for any taxable year
beginning after December 31, 1975, is the
excess of—

(i) The amount which would have
been equal to the subpart F income of
such corporation for such taxable year if
such corporation had had no increase in
qualified investments in foreign base
company shipping operations for such
taxable year, over
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(ii) The subpart F income of such
corporation for such taxable year.

(c) Shareholder's pro rata share of
amount withdrawn by controlled foreign
corporation~—{1) In general. A United
States shareholder’s pro rata share of a
controlled foreign corporation's
previously excluded subpart F income
withdrawn for any taxable year from
investment in foreign base company
shipping operations is his pro rata share
of the amount withdrawn for such year
by such corporation, as determined
under paragraph (b) of this section. See
section 995(a)(3). Such pro rata share
shall be determined in accordance with
the principles of § 1.195-1(e).

{2) Special rule. A United States
shareholder’s pro rata share of the net
amount determined under paragraph
{b)(2)(i}{B) of this section with respect to
any stock of the controlled foreign
corporation owned by such shareholder
shall be determined withou! taking into
account any amount attributable to a
period prior to the date on which such
shareholder acquired such stock. See
section 1248 and the regulations
thereunder for rules governing treatment
of gain from sales or exchanges of stock
in certain foreign corporations.

(d) filustrations. The application of
this section may be illustrated by the
following examples:

Example (1) A, a United States
shareholder, owns 60 percent of the only
class of stock of M Corporation, a controlied
foreign coporation throughout the entire
period here involved. Both A and M use the
caléendar year as a taxable year, The amount
of M's previously excluded subpart F income
withdrawn for 1978 from investment in
foreign base company shipping operations is
$40,000, and A's pro rata share of such
amount is $24,000 determined as follows
based on the facts shown in the following
table:

{a) Qualified investments in for-
eign base company shipping op-
erations at the close of 1977..........

(b) Less: qualified investments in
foreign base company shipping
operations ol the close of 1978 ...

(c) Balance

fd) Less: excess of recognlzed
losses ($15,000) over recognized
gains ($5.000) on sales during
1978 of qualified investments in
foreign base company shipping
operations

$125,000

50,000

[e) Tentative decrease in qualified
investment in foreign base com-
pany shipping operations for

(f) Eamings and profits for 1976,
1977, and 1978

{g) Plus: amount determined under
paragraph (b)(3) of this section ....

{h) Earnings and profits limitation...

{i) Excess of smount excluded
under section 954(b)(2) from for-
elgn base company income for
1975 (875,000) over amount of
previously excluded subpart F
income withdrawn for 1977
from invesiment in foreign base
company |h|ppmg operations
($25.000)

(i) M's amount of previously ex-
cluded subpart F Income with-
drawn for 1978 from investment
In foreign base “company ship-
ping operations (item (e), but
not to exceed the lesser of item
(b} or item (i)

(k) A’s pro rata shure of M Corpo.
ration's amount of previously
excluded subpart F in come
withdrawn for 1978 from invest-
ment in foreign base company
shipping operations (60 percent

Example (2). The facts are the same as in
example {1), excap! that M's earnings and
profits (determined under paragraph (b){2) of
this section) for 1976, 1977, and 1878 (item {f))
are $30,000 instead of $45,000. M's amount of
previously excluded subpart F income
withdrawn for 1978 from investment in
foreign base company shipping operations is
$30,000. A's pro rata share of such amount is
$18.000 (80 percent of $30,000).

Example (3). The facts are the same as in
example (1), except that the excess of the
asmoun! excluded under section 854(b)(2) for
1976 from M Corporation’s foreign base
company income over the amount of its
previously excluded subpart F income
withdrawn for 1877 from investment in
foreign buse company shipping operations
{item (1)) is $20.000 instead of $50,000. M's
amount of previously excluded subpart F
income withdrawn for 1978 from investment
in foreign base company shipping operations
is 520,000, A’s pro rata share of such amount
is $12.000 (80 percent of $20.000).

§ 1.955A-2 Amount of a controlied foreign
corporation’s qualified investments In
foreign base company shipping operations.

(8) Qualified investments.—{1) In
general, Under section 855(b), for
purposes of sections 951 through 964, a
controlled foreign corporation's
“qualified investments in foreign base
company shipping operations” are
investments in—

(i) Any aircraft or vessel, to the extent
that such aircraft or vessel is used (or
hired or leased for use) in foreign
commerce,

(ii) Related shipping assets (within the
meaning of paragraph (b) of this
section),

{iit) Stock or obligations of a related
controlled foreign corporation, to the
extent provided in paragraph (c) of this
section,

{iv) A partnership, to the extent
provided in paragraph (d) of this section,
and

(v) Stock or obligations of a less
developed country shipping company
described in § 1.955-5(b), as provided in
paragraph (h) of this section.

{2) Coordination of provisions. No
amount shall be counted as a qualified
investment in foreign base company
shipping operations under more than
one provision of this section. Thus, for
example, if a $10,000 investment in stock
of a controlled foreign corperation is
treated as a qualified investment in
foreign basé company shipping
operations under both subparagraph (1)
(iif) and (v) of this paragraph, then such
$10,000 is counted only once as a
qualified investment in foreign base
company shipping operations.

(3) Definitions. If the meaning of any
term is defined or explained in § 1.954-6,
then such term shall have the same
meaning when used in this section.

(4) Extent of use. (i) For purposes of
subparagraph (1)(i) of this paragraph
and paragraph (b)(i) of this section, the
extent lo which an assel of a controlled
foreign corporation is used during a
taxable year in foreign base company
shipping operations shall be determined
on the basis of the proportion for such
year which the foreign base company
shipping income derived from the use of
such asset bears to the total gross
income derived from the use of such
assel.

{ii) For purposes of determining under
subdivision (i) of this subparagraph the
amounts of foreign base company
shipping income and gross income of a
controlled foreign corporation—

{A) Such amounts shall be deemed to
include an arm’s length chargje (see
§ 1.954-6(h)(5)) for services performed
by such corporation for itself.

(B) Such amounts shall be deemed to
include an arm's length charge for the
use of an asset (such as a vesse! under
construction or laid up for repairs)
which is held for use in foreign base
company shipping operations, but is not
actually so used,

{C) Foreign base company shipping
income shall be deemed to include
amounts earned in taxable years
beginning before January 1, 1976, and

(D) The district director shall make
such other adjustments to such amounts
as are necessary to properly determine
the extent to which any asset is used in
foreign base company shipping
operations.

(b) Related shipping assets.—{1) In
general. For purposes of this section, the
term “related shipping asset” means any
assel which is used (or held for use) for
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or in connection with the production of
income described in § 1.954-6{b){1) (i) or
(ii), but only to the extent that such

asset is so used (or is so held for use).

(2) Examples. Examples of assets of a
controlled foreign corporation which are
used (or held for use) for or in
connection with the production of
income described in subparagraph (1) of
this paragraph include—

(i) Money, bank deposits, and other
temporary investments which are
reasonably necessary to meet the
working capital requirements of such
corporation in its conduct of foreign
base company shipping operations,

(ii) Accounts receivable and
evidences of indebtedness which arise
from the conduct of foreign base
company shipping operations by such
corporation or by a related person,

(ili) Amounts (other than amounts
described in subdivision (i) of this
subparagraph) deposited in bank
accounis or invested in readily
marketable securities pursuant to a
specific, definite, and feasible plan to
purchase any tangible asset for use in
foreign base company shipping
operations,

{iv) Amounts paid into escrow to
secure the payment of {A) charter hire
for an aircraft, vessel, or other asset
used in foreign base company shipping
operations or (B) a debt which
constitutes a specific charge against
such an asset,

(v) Capitalized expenditures (such as
progress payments) made under a
contract to purchase any asset for use in
foreign base company shipping
operations,

(vi) Prepaid expense and deferred
charges incurred in the course of foreign
base company shipping operations,

(vii) Stock acquired and retained to
insure a source of supplies or services
used in the conduct of foreign base
company shippin%uopmﬁon& and

(viii) Currency futures acquired and
retained as a hedge against
international currency fluctuations in
connection with foreign base company
shipping operations.

(3) Limitations.—{i) Vessels generally.
Notwithstanding any other provision of
|hi's paragraph, the term “related
shipping assets” does not include any
money or other intangible assets of a
controlled foreign corporation, to the
extent that such assets are permitted to
accumulate in excess of the reasonably
anticipated needs of the business.

(ii) Safe harbor. If a controlled foreign
corporation accumulates money or other
intangible assets pursuant to a plan to
purchase one or more vessels for use in
foreign commerce, and if—

(A) The amount so accumulated, plus

(B) The sum of the amounts
accumulated by other controlled foreign
corporations which are related
(within the meaning of section 954(d)(3))
pursuant to similar plans, does not
exceed 110 percent of a reasonable
down payment on each vessel planned
to be purchased within a reasonable
period, then such plan will be
considered to be feasible. For purposes
of the preceding sentence, a reasonable
down payment shall not exceed 28
percent of the total cost of acquisition.
The determination dates applicable to
the taxable year of a controlled foreign
corporation are those set forth in
paragraph (c)(2)(ii} of this section. In the
case of accumulation of assets which de
not come within the safe harbor
limitation of this subdivision (ii), in
determining whether such assets have
accumulated beyond the reasonably
anticipated needs of the business,
factors to be taken into account include,
but are not limited to, the availability of
financing to purchase a vessel and the
availability of a vessel suitable for the
purposes to which the vessel is to be

put.

(iii) Other assets. In determining
whether a plan to purchase any asset
other than a mserfor use in foreign
base company shipping operations is
feasible, principles similar to those
stated in subdivision (ii) of this
subparagraph shall be applied.

(4) Crass-reference. See § 1.954-7(c)
3.:: addil:ionul ilh;s&aﬁom beaﬁ;s on

application of this paragrap

(c) Stock and obligations.—{1) In
general. Investments by a controlled
foreign corporation (the “first
corporation”) in stick or obligations of &
second controlled foreign corporation
which is a related person (within the
meaning of section 954(d)(3) are
considered to be qualified investments
in foreign base company shipping
operations to the extent that the assets
of such second corporation are used (or
held for use) in foreign base company
shipping operations. See subparagraph
{2} of this paragraph. However, an
investment in an obligation of the
second corporation will not be
considered a qualified investment in
foreign base company shipping
operations if the obligation represents a
liability which constitutes a specific
charge (nonrecourse or otherwise)
against an asset of the second
corporation which is nol either—

(i) An aircraft or vessel used (or held
for use) to some extent in foreign
commerce, or

(ii) An asset described in paragraph
{a)(1) (ii) through (v) of this section.

(2) Extent of use. On any
determination date applicable to a

taxable year of the first corporation, the
extent to which the assets of the second
corporation are used in foreign base
company shipping operations shall be
determined on the basis of the
proportion which the amount of such
second corporation’s qualified
investments in foreign base company
shipping operations bears lo its net
worth, such proportion to be determined
at the close of the second corporation's
last taxable year which ends on or
before such determination date. For
purposes of the preceding sentence—

(i) A controlled foreign corporation’s
net worth is the total adjusted basis of
the corporate assets reduced by the total
outstanding principal amount of the
corporate liabilities, and

(ii) The determination dates
applicable to a taxable year of a
controlled foreign corporation are—

(A) Except as provided in (B) of this
subdivision, the close of such taxable
year and the close of the preceding
taxable year, and

(B) With respect to a United States
shareholder who has made an election
under section 955{(b)(3) to determine
such corporation’s increase in qualified
investments in foreign base company
shipping operations at the close of the
following taxable year, the close of such
taxable year and the close of the
taxable year immediately following such
taxable year.

(3) Illustrations. The application of
this paragraph may be illustrated by the
following examples:

Example (1). On December 31, 1976,
controlled foreign corporation X owns 100
percent of the single class of stock of
controlled foreign corporation Y. X and ¥
both use the calendar year as the taxable
year. On December 31, 1976, Y's assets
consist of a vessel used in foreign commerce,
related shipping assets, and other assets
unrelated to its foreign base company
shipping operations. On such date Y has
qualified investments in foreign base
company shipping operations (determined
under paragraph (g) of this section) of
$60,000, and & net worth of $100,000. If X's
investment in the stock of Y is $50,000, then
$30.000 of such amount, Le.,

$ 60,000
$100.000

X S50.000

is a qualified investment in foreign base
company shipping operations.

Example (2). The facts are the same as in
example (1), except that on December 31,
1976, Y's assets consist entirely of a vessel
used in foreign commerce and related
shipping assets, Y has qualified investments
in foreign base company shipping operations
{determined under paragraph (g) of this
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section) of $16,000 and (therefore) a net worth
of $16,000. If X's investmen! in the stock of ¥
is $50,000, then the entire $50.000. i.e.,

.$16.000 $50,000
£16,000

is & qualified investment in foreign base
company shipping operations.

Exumple (3). On December 31, 1980,
controlled foreign corporation | owns two
notes of controlled foreign corporation K,
which is & related person (within the meaning
of section 954(d){2)). Both | and K use the
calendar year as the tuxable year. |'s
adjusted basis in each of the two notes is
$100.000.The first note is secured only by the
general credit of K. The second note s
secured by (and, therefore, constitutes a
specific charge on) a hotel owned by Kin a
foreign country. On December 31, 1980, K has
qualified investments in foreign base
company shipping operations with an
adjusted basis of $500,000. The adjusted basis
of ull of K's corporate assets is $1,000,000. K's
only lisbilities are the two notes, The amount
of K’'s qualified investments in foreign base
company shipping operations (determined
under paragraph {g) of this section) is
$450,000. K's net worth is $800,000. The
amount of |'s qualified investment in foreign

base company shipping operations in respect

of the first note is $56,250, i.e,,

$450.000
$300.000

The amount of 's qualified investment in
respect of the second note is zero (see the
last sentence of puragraph (c)(1) of this
section).

(d) Partnerships—{1) In general. A
controlled foreign corporation's
investment in a partnership at the close
of any taxable year of such corporation
shall be considered a qualified
investment in foreign base company
shipping operations to the extent of the
proportion which such corporation's
foreign base company shipping income
for such taxable year would bear to its
gross income for such taxable year if—

(f) Such corporation had realized no
income other than its distributive share
of the partnership gross income, and ~

(ii) Such corporation's income were
adjusted in accordance with the rules
stated in paragraph (a)(4)(ii) (B) and (D)
of this section,

(2) Transitional rule, For purposes of
subparagraph (1)(i) of this paragraph.
the controlled foreign corporation’s
distributive share of the partnership
gross income shall not include any
amount attributable to income earned
by the partnership before the first day of

such corporation’s firs! taxable year
beginning after December 31, 1975,

(3) Cross-reference. See paragraph (g)
(4) of this section for rules relating to the
determination of the amount of a
controlled foreign corporation’s
investment in a partnership.

(e) Trusts.—{1) In general. An
investment in a trust is not a qualified
investment in a foreign base company
shipping operations.

(2) Grantor trusts. Notwithstanding
subparagraph (1) of this pargraph, if a
controlled foreign corporation is treated
as the owner of any portion of a trust
under Subpart E of Part 1 of Subchapter |
(relating to grantors and others treated
as substantial owners), then for
purposes of this section such controlled
foreign corporation is deemed to be the
actual owner of such portion of the
assets of the trust. Accordingly, its
investments in such assets (as
determined under paragraph (g)(5) of
this section) may be treated as a
qualified investment in foreign base
company shipping operations.

(3) Definitions. For purposes of this
section, the term “trust” means a trust
as defined in § 301.7701-4.

(f) Excluded property. For purposes of
paragraph (a) of this section, property
acquired principally for the purpose of
artificially increasing the amount of a
controlled foreign corporation's
qualified investments in foreign base
company shipping operations will not be
recognized; whether an item of property
is acquired principally for such purpose
will depend upon all the facts and
circumstances of each case. One of the
factors that will be considered in
making such a determination with
respect to an item of property is whether
the item is disposed of within 6 months
after the date of its acquisition.

(8) Amount attributable to property.—
(1) General rule. For purposes of this
section, the amount taken into account
under section 955{b)(4) with respect to
any property which constitutes a
qualified investment in foreign base
company shipping operations shall be its
adjusted basis as of the applicable
determination date, reduced by the
outstanding principal amount of any
liability {other than a liability described
in subparagraph (2) of this paragraph) to
which such property is subject on such
date including a lability secured only by
the general credit of the controlled
foreign corporation. Liabilities shall be
taken into account in the following
order:

(i) The adjusted basis of each and
every item of corporate property shall.
be reduced by any specific charge (non-
recourse or otherwise) to which such
item is subjec!. For this purpose, if a

liability constitutes a specific charge
against several items of property and
cannot definitely be allocated to any
single item of property, the specific
charge shall be apportioned against
each of such items of property in that
ratio which the adjusted basis of such
item on the applicable determination
date bears to the adjusted basis of all
such items on such date. The excess
against property over the adjusted basis
of such property shall be taken into
account as a liability secured only by
the general credit of the corporation.

(ii) A liability which is evidenced by
an open account or which is secured
only by the general credit of the
controlled foreign corporation shall be
apportioned against each and every item
of corporate property in that ratio which
the adjusted basis of such item on the
applicable determination date (reduced
as provided in subdivision (i) of this
subparagraph) bears to the adjusted
basis of all the corporate property on
such date (reduced as provided in
subdivision (i) of this subparagraph);
provided that no liability shall be
apportioned under this subdivision
against any stock or obligations
described in paragraph (h)(1) of this
section,

(2) Excluded charges. For purposes of
subparagraph (1) of this paragraph. a
liability created principally for the
purpose of artificially increasing or
decreasing the amount of & controlled
foreign corporation's qualified
investments in foreign base company
shipping operations will not be
recognized. Whether a liability is
created principally for such purpose will
depend upon all the facts and
circumstances of each case. One of the
factors that will be considered in
making such a determination with
respect to a loan is whether the loan
was both created after November 20,
1974, and is from a related person, as
defined in section 954(d)(3) and
paragraph (e) of § 1.954-1. Another such
factor is whether the liability was
created after March 29, 1975, in a
taxable year beginning before January 1,
1876. For purposes of this paragraph (g)
(2), payments on liabilities which are
represented by an open account are
credited against the account
transactions arising earliest in time.

(3) Statement required. If for purposes
of this section the adjusted basis of
property which constitutes a qualified
investment in foreign base company
shipping operations by a controlled
foreign corporation is reduced on the
ground that such property is subject to &
liability, each United States shareholder
shall attach to his return a statement
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setting forth the adjusted basis of the
property before the reduction and the
amount and nature of the reduction.

(4) Partnership interest. If a controlled
foreign corporation is a partner in a
partnership, its investment in the
partnership taken into account under
section 955(b}(4) shall be its adjusted
basis in the partnership determined
under section 722 or 742, adjusted as
provided in section 705, and reduced as
provided in subparagraph (1) of this
paragraph. (However, if the partnership
is not engaged solely in the conduct of
foreign base company shipping
operations, such amount shall be taken
into account only to the extent provided
in paragraph {d){1) of this section).

(5) Grantor trust. If a controlled
foreign corporation is deemed to own a
portion of the assets of a trust under
paragraph (e)(2) of this section then the
amount taken into account under section
955 (b){4) with respect to such assets
shall be determined as provided in
subparagraph (1) of this paragraph by
the application of the following rules:

(i) Such controlled foreign
corporation's adjusted basis in such
assets shall be deemed to be a
proportionate share of the trust’s
adjusted basis in such assets, and

(ii) A proportionate share of the
liabilities of the trust shall be deemed to
be liabilities of such controlled foreign
corporation and to constitute specific
charges against such assets.

(6) Translation into United States
dollars. The amounts determined in
accordance with this paragraph shall be
translated into United States dollars in
accordance with the principles of
§ 1.964-1(e)(4).

(h) Investments in shipping companies
under prior law.—{1) In general. If an
amoun! invested in stock or obligations
of a less developed country shipping
company described in § 1.955-5(b) is
treated ag a qualified investment in less
developed countries under § 1.955-2
(applied without regard to paragraph
(b}(5)(ii) thereof) on the applicable
determination date for purposes of
section 854(g) or section 955(a)(2) with
respect to a taxable year beginning after
December 31, 1975, then such amount
shall be treated as a qualified
investment in foreign base company
shipping operations on such
determination date. See section
955(b)(5).

(2) Effect on prior law. See § 1.955-
2(b)(5)(ii} for the rule that investments
which are treated as qualified
investments in foreign base company
shipping operations under subparagraph
(1) of this paragraph shall not be treated
as qualified investments in less

developed countries for purposes of
section 851(a)(1)(A)(ii).

(8) llustration. The application of this
paragraph may be illustrated by the
following example:

Example. (a) Throughout the perfod here
involved, controlled foreign corporation X
owne 100 percent of the single class of stock
of controlled foreign corporation Y, X and Y
each use the calendar years as tha taxable
year. At the close of 1875, X's $50,000
investment in the stock of Y is treated as a
qualified investment in less developed
countries under § 1.955-2 (applied without
regard to § 1.855-2(b)(5)(ii), and Y is a less
developed country shipping company
described in § 1.955-5(b).

{b) On December 31, 1978, Y is still a less
developed country shipping company and X's
$50,000 investment in the stock of Y is still
treated as a qualified investment in less
developed countries under § 1.855-2 (applied
without regard to § 1.955-2{b)(5)(ii). Under
subparagraph (1) of this paragraph X's entire
$50,000 investment in thestock of Y is treated
as u qualified investment in foreign base
company shipping operations.

[c) For 1877, Y's gross income is $10,000
and Y's foreign base company shipping
income is §7,500, Since Y fails to meet the 80-
percent income test of § 1.955-5(b){1). Y is no
longer a less developed country shipping
company described in § 1-855-5(b), and X's
investment in the stock of Y is no longer
treated as a qualified investment in less
developed countries under § 1.855-2 (applied
withou! regard to § 1.955-2(b)(5){ii). However,
assume that on December 31, 1877, Y's net
worth (as defined.in paragraph [c){2){1) of
this section] is $100,000, that Y's quslified
investments in foreign base company
shipping operations (determined under this
section) on December 31, 1977, are $75,000,
and that X's investment in the stock of Y {as
determined under paragraph (g) of this
section) continues to be $50,000. Then
$67.500, i.e..

$75,000
X $50,000
$100,000

of X's 850.000 investment in the stock of Y Is
treated as a qualified investment in foreign
company shipping operations under
paragraph (c) of this section.

(d} For 1978, all of Y's gross income is
foreign base company shipping income.
Although Y Is again a less developed country
shipping company described in § 1.855-5(b),
X's investment in the stock of Y {s no longer
treated as a qualified investment in less
developed countries under § 1.955-2(b)(5)(iii).
Thus, X's investment in the stock of Y is not
treated as a qualified investment in foreign
base company shipping operations under
subparagraph (1) of this paragraph. However,
X's investment in the stock of Y may be so
treated under another provision of this
section, as was the case in item (c) of this
example,

§ 1.955A-3 Election as to qualified
investments by related persons.

(a) In general. If a United States
shareholder elects the benefits of
section 955(b)(2) with respect to a
related group (as defined in paragraph
(b)(1) of this section) of controlled
foreign corporations, then an investment
in foreign base company shipping
operations made by one member of such
group will be treated as having been
made by another member to the extent
provided in paragraph (c)(4) of this
section, and each member will be
subject to the other provisions of
paragraph (c) of this section. For the
manner of making an election under
section 855(b)(2), and for rules relating
to the revocation of such an election, see
paragraph (d) of this section. For rules
relating to the coordination of sections
955(b)(2) and 955(b)(3). see paragraph (e)
of this section.

(b) Related group.—(1) Related group
defined. The term “related group” means
two or more controlled foreign
corporations, but only if all of the
following requirements are met:

(i) All such corporations use the same
taxable year,

(ii) The same United States
shareholder controls each such
corporation within the meaning of
section 954(d)(3) at the end of such
taxable year, and

(iii) Such United States shareholder
elects lo treat such corporations as a
related group for such taxable year.

(iv) If any of the corporations is on a
52-53 week taxable year and if all of the
taxable years of the corporations end
within the same 7-day period, the rule of
paragraph (b)(1)(i) of this section shall
be deemed satisified.

(v) An election under paragraph
(b)(1)(iii) of this section will not be valid
in the case of an election by a U.S.
shareholder (the “first U.S.
shareholder”) if—

(A) The first U.S. shareholder controls
a second U.S. shareholder,

(B} The second U.S. shareholder
controls one or more controlled foreign
corporations, and

(C) Any of the controlled foreign
corporations are the subject of the
election by the first U.S, shareholder,
unless the second U.S. sharecholder
consents to the election by the first U.S.
shareholder.

(2) Group taxable years defined. The
“group taxable year” is the common
taxable year of a related group.

(3) Limitation. If a United States
shareholder elects to treat two or more
corporations as a related group for a
group taxable year (the “first group
taxable year"), then such United States
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shareholder (and any other United
States shareholder which is controlled
by such shareholder) may not also elect
to treat two or more other corporations
as a related group for a group taxable
year any day of which falls within the
first group taxable year.

(4) Ilustrations. The application of
this paragraph may be illustrated by the
following examples:

Example (1), Domestic corporation M owns
100 percent of the only class of stock of
controlled foreign corporations A, B, C, D,
and E. A, B, and C use the calendar year as
the taxable year. D and E use the fiscal year
ending on Juna 30 as the taxable year. M may
elect to treat A, B and C as a related group.
Howaver, M may not elect to treat C, D, and
E as a related group,

Example (2). The facts are the same 8s in
example (1). In addition, M elects to treat A,
B, and C as a related group for the group
taxable year which ends on December 31,
1876. M may not also elect to treat D and E as
a related group for the group taxable year
ending on june 30, 1977,

Example (3). United States shareholder A
owns 60 percant of the only class of stock of
controlled foreign corporation X and 40
percent of the only class of stock of
controlled foreign corporation Y. United
States shareholder B owns the other 40
percent of the stock of X and the other 60
percent of the stock of Y. Neither A nor B
{nor both together) may elect to treat X and Y
as a related group.

(c) Effect of election. If a United
States shareholder elects to treat two or
more controlled foreign corporations as
a related group for any group taxable
vear then, for purposes of determining
the foreign base company income (see
§ 1.954-1) and the increase or decrease
in qualified investments in foreign base
company shipping operations (see
£§ 1.954-7. 1.955A-1, and 1.955A-4) of
each member of such group for such
year, the following rules shall apply:

(1) Intragroup dividends. The gross
income of each member of the related
group shall be deemed not to include
dividends received from any other
member of such group, to the extent that
such dividends are attributable (within
the meaning of § 1.954-6(f](4)) to foreign
base company shipping income. In
determining net foreign base compay
shipping income, deductions allocable to
intragroup dividends attributable to
foreign base company shipping income
shall not be allowed.

(2) Group excess deduction. (1) The
decuctions allocable under § 1.854-1(c)
to the foreign base company shipping
income of each member of the related
group shall be deemed to include such
member’'s pro rata share of the group
excess deduction.

(ii) The group excess deduction for the
group taxable year is the sum of the

excesses for each member of the related
group (having an excess) of—

(A) The member’s deductions
(determined without regard to this
subpargraph) allocable to foreign base
company shipping income for such year,
over

(B) The member's foreign base
company shipping income for such !year.

(iii) A member's pro rata share of the
group excess deduction is the amount
which bears the same ratio to such
group excess deduction as—

(A) The excess of such member's
foreign base company shipping income
over the deductions (so determined)
allocable thereto, bears to

(B) The sum of such excesses for each
member of the related group having an
exCcess.

(iv) For purposes of this subparagraph,
“foreign base company shipping
income" means foreign base company
shipping income (as defined in § 1.854-
8), reduced by excluding therefrom all
amounts which are—

(A) Excluded from subpart F income
under section 852(b) (relating to
exclusion of United States income) or

(B) Excluded from foreign base
company income under section 954(b)(4)
(relating to exception for foreign
corporation not availed of to reduce
taxes).

(v) The application of this
subparagraph may be illustrated by the
following example:

Exampie. Controlled foreign corporations
X, Y, and Z are a related group for calendhr
year 1876. The excess group deduction for
1976 is 80, X's pro rata share of the group
excess deduction is $6, and Y's pro rata share
is $3, determined as follows on the basis of
the facts shown in the following table:

x \ 4 Z

80 60
40 [ 3 [

—— ) S —

(3) Intragroup investments. On both of
the determination dates applicable to
the group taxable year for purposes of
section 954{g) or section 955{a)(2), the
qualified investments in foreign base
company shipping operations of each
member of the related group shall be
deemed not to include stock of any other
member of the related group. In
addition, neither the gains nor the losses
on dispositions of such stock during the
group taxable year shall be taken into
account under § 1.955A-1(b)(1)(ii) in
determining the decrease in qualified

investments in foreign base company
shipping operations of any member of
such related group.

(4) Group excess investment. (i) On
the later (and only the later) of the two
determination dates applicable to the
group taxable year for purposes of
section 954{g) or section 955(a)(2), the
qualified investments in foreign base
company shipping operations of each
member of the related group shall be
deemed to include such member's pro
rata share of the group excess
investment.

(ii) The group excess investment for
the group taxable year is the sum of the
excess for each member of the related
group (having an excess) of—

(A) The member's increase in
qualified investments in foreign base
company shipping operations
(determined under § 1.954-7 after the
application of subparagraph (3) of this
paragraph} for such year, over

(B) The member's foreign base
company shipping income for such year.

(iii) A member’s pro rata share of the
group excess investment is the amount
which bears the same ratio to such
group excess investment as—

(A) Such member’s shortfall, in
qualified investments bears to

(B) the sum of the shortfalls in
qualified investments of each member of
such related group having a shortfall.

(iv) If a member has an increase in
qualified investments in foreign base
company shipping operations
(determined as provided in § 1.954-7
after the application of subparagraph (3)
of this paragraph) for the group taxable
year, then such member's "shortfall in
qualified investments” is the excess of—

(A) Such member's foreign base
company shipping income for such year,
over

(B) Such increase.

{v) If a member has a decrease in
qualified investments in foreign base
company shipping operations

[(determined under § 1.955A-1(b)(1) or

§ 1.955A-4(a), whichever is applicable,
after the application of subparagraph (3)
of this paragraph) for the group taxable
year, then such member's “shortfall in
qualified investments" is the sum of—

(A) Such member's foreign base
corélpany shipping income for such year
an

(B) Such decrease.

(vi) For purposes of this subparagraph.
“foreign base company shipping
income" means foreign base company
shipping income (as defined in
subparagraph (2){iv) of this paragraph),
reduced by the deductions allocable
thereto under § 1.954-1(c) (including the
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additional deductions described in
subparagraph (2) of this paragraph).
{vii) The application of paragraphs (c)
(1), (3), and {4) of this section may be
illustrated by the following example;

Example. (a) Controlled foreign
corporations R, S, and T are a related group
for calendar year 1977, R and S do not gwn
the stock of any member of the related group.

{b) On December 31, 1877, T has qualified
investments in foreign base company
shipping operations {determined without
regard to paragraphs (c) (3) and (4)) of $105,
of which $15 consists of stock of §. After
application of paragraph (c)(3) (but before
application of paragraph (c){4)). on December
31, 1977, T has qualified investments in
foreign base company shipping operations of
$90, determined as follows:

(1) Cualfied investments (detormined without regard
1o paragraph (c)i3)) on Decomber 31, 1677

{2) Less aamwhmam
mambor of A relatad group (a8 Mequired by pera-
graph (c)3)) 15

5105

() NS e o 80

(¢) During 1977, T's foreign base company
shipping income is $180, determined without
regard to paragraph (c)(1). Included in the
$180 is 85 in dividends in respect of T's stock
in 8. During 1877, T has shipping deductions
of $m. Of T's shipping deductions. $1 is
allocable to the dividends from S. After
application of paragraph (¢)(1), T's net
shipping income during 1977 is $85,
determined as follows:

(1) Foremgn base company shipping income ..
(2) Loss nlum dwvidencs (as required by
parageaph (€)(1)) ... L S O —

13) Balance ........

(4) Shppang deducts

(%) Lese: deductions allocsbio 1o intragrodp
diwdengs (88 required by paragraph (k). 1

0 Balenoe i R

()No«l‘mm@mﬂ)mm
) ’

(d}) During 1977 {without regard to
paragraph (c) (4)), R's increase in qualified
investments in forclgn base company
shipping operations is $120; 8's decrease is
8§55; and T's increase is $35, determined on
the basia of the fects shown in the following
tuble. In all cases, the listed amounts of
qualified investments on December 31, 1676,
reflect any adjustments required by
paragraph (c){3) for 1076, but not any
adjustment required by paragraph {c){4) for
1676 {see §§ 1.955A-3 (c}(3) and (4)(i)).

1) Duattfied rvostments on December
31, 1677 (n the case of 7, takon
from i (3) of part (b) of this exsm-
pha)..

&) O-.a-»'mrmwnu-u\m
31, 1876 B O il T e VR B T

) lncrosse (decroase) (Ine (1) minus
o (2)),..

| $220

SRR ——V—— | 1

(e} In 1977, R's net shipping income is $100;
fS ? Is $95; and T's in $85, determined as
ollow | 4

.| $200

100
ey

(f) By application of paragraph (c)(4) for
1977, S's pro rata share of the group excess
investment is $15, and T's pro rata share is
$5, determined as follows:

200

grocp
(520 % $50/5200) .

{g) After application of paragraph (c)(4), for
purposes of determining their increase or
decrease in qualified investments in foreign
base company shipping operations for 1977,
on December 31, 1977, the amount of R's
qualified investments is $200; the amount of
S's is §165; and the amount of T's is $95,
determined as follows:

1) Cuakfied investmants on Decomber
31, 1977 (laken from e (1) of pant
) of this »

{2) Pus plo mia share of growp
oexcess nwesimant (as required by
parograph (ch4)) (ken from fnes
(ﬂ“ﬂdmmoﬂﬂlm
plo) -

3) Minux: E v
as invostments of relaled group
m«-mmnmum
1) of this i) L I

{4) Total quaifiod investments..__.....| 200 | 185

(h) After application of paragraph (c) (1),
(3), and (4), during 1977, R's increase in
qualified investments in foreign base
company shipping operations is $100; 8's
decrease is $40; and T's increase is $40,
determined as set forth in the table below. In
all cases, the listed amounts of qualified
investments on December 31, 1678, reflect
any similar adjustments required by
paragraph (c){3) for 1878, but not any
adjustment required by paragraph (c){4) for
1976 {see §§ 1.955A-3(c)(3) and (4)(i)).

(1) Guaitiad investments on Decomber
31, 1977 (taken trom line (4) of pant
(g) of e o) ...

(2) Quattiad invostments on Docember
31, 1976 (see Wne (2) of pant (d) of
LT SR ———— |+

{3) Incroase mm) (e (1) mnus
o () . e Ll CA RO

(5) Collateral effect. (i) An election
under this section by a United States
shareholder 1o treal two or more
controlled foreign corporations as a
related group for a group taxable year
shall have no effect on—

(A) Any other United States
shareholder (including a minority
shareholder of a memier of such related
group),

(B) Any other controlled foreign
corporation,

(C) The foreign personal holding
company, foreign base company sales
income, and foreign base company
services income, and the deductions
allocable under § 1.954-1(c) thereto, of
any member of such related group, and

(D) Any other taxable year. See
§ 1.952-1(c)(2){ii) for the effect of an
election under this section on the
computation of earnings and profits and
deficits in eamnings and profits under
section 952 (c) and (d).

(ii) The application of this
subparagraph may be {llustrated by the
following examples:

Example (1). United States shareholder A
owns 80 percent of the only class of stock of
controlled foreign corporations X and Y.
United States shareholder B owns the other
20 percent of the stock of X and Y. X and Y
both use the calendar year as the taxable
year. A elects to treat X and Y as a related
group for 1677, For purposes of determining
the amounts includible in B's gross income
under section 951(a) in respect of X and Y,
the election made by A shall ba disregarded
and all of B'8 computations shall be made
without regard to this section, as illustrated
in § 1.952-3(d).

Example (2). The facts are the same as in
example (1), In addition, the amount of X's
qualified investments in foreign base
company shipping operations on December
31, 1977, determined as provided in § 1.955A~
2 and modified as provided in paragraph (¢}
(3) and (4) of this section, is $1.000. A does
not elect to treat X and Y as a related group
for 1978. The amoun! of X's qualified
investments in foreign base company
shipping operations on December 31, 1678,
determined without regard to paragraph [c)
(3) adn (4) of this section, is $1,200. The
amount of X's qualfied investments in foreign
base company shipping operations on
December 31, 1977, determined without
regard to paragraph (c) {3) and (4) of this
section, is $900. X's increase in qualified
investments in foreign base company
shipping operations for 1978 is $300.

(d) Procedure.—~(1) Time and manner
of making election. A United States
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shareholder shall make an election
under this section to treat two or more
controlled foreign corporations as a
related group for a group taxable year
by filing a statement to such effect with
the return for the taxable year within
which or with which such group taxable
year ends. The statement shall include
the following information:

{i) The name, address, taxpayer
identification number, and taxable year
of the United States shareholder;

(ii) The name, address, and taxable
year of each controlled foreign
corporation which is to be a member of
the related group; and

{iii) A schedule showing the
calculations by which the amounts
described in this section have been
determined.

A consent to an election required by
paragraph [b)(1)(v) of this section shall
include the same information required
for the election statement.

(2) Revocation. (i) Except as provided
in subdivision (ii) of this subparagraph,
an election under this section by a
United States shareholder shall be
binding for the group taxable year for
which it is made.

(if) Upon application by the United
States shareholder (and any other
United States shareholder controlled by
such shareholder which consented
under paragraph (b)(1)(v) of this section
to the election), an election made under
this section may, subject to the approval
of the Commissioner, be revoked.
Approval will not be granted unless a
material and substantial change in
circumstances occurs which could not
have been anticipated when the election
was made. The application for consent
to revocation shall be made by mailing a
letter for such purpose to Commissioner
of Internal Revenue, Attentioh: T:C:C,
Washington, D.C. 20224, confaining a
statement of the facts which justify such
consenl.

[¢) Coordination with section
955(b)(3). If a United States shareholder
elects under this section 1o trea! two or
more controlled foreign corporations as
a related group for any taxable year,
and if such United States shareholder is
required under § 1.955A-4(c)(2} for
purposes of filing any return to estimate
the qualified investments in foreign base
company shipping operations of any
member of such group, then such United
States shareholder shall, for purposes of
filing such return, determine the amount
includible in his gross income in respect
f each member of such related group on
the basis of such estimate. If the actual
amount of such investments is not the
same as the amount of the estimate, the
United States shareholder shall

immediately notify the Commissioner.
The Commissioner will thereupon
redetermine the amount of tax of such
United States shareholder for the year
or years with respect to which the
incorrect amount was taken into
account. The amount of tax, if any, due
upon such redetermination shall be paid
by the United States shareholder upon
notice and demand by the district
director. The amount of tax, if any,
shown by such redetermination to have
beensoverpaid shall be credited or
refunded to the United States
shareholder in accordance with the
provisions of sections 6402 and 6511 and
the regulations thereunder. If a United
States shareholder elects under this
section and if the United States
shareholder has made an election under
section 955(b)(3) as to at least one
member of the related group, then the
qualified investment amoun!s necessary
for the calculations of paragraphs (c) (3)
and (4) of this section shall be obtained,
for each member of the related group, as
of the determination dates applicable to
each of the members.

() Hlustrations. The application of
this section may be illustrated by the
following examples:

Example (1}. (8} Controlled foreign
corporations X and Y are wholly owned
subsidiaries of domestic carporation M, X
and Y use the calendar year as the taxable
year. For 1977, X and Y are not export trade
corparations (as defined in section 971{a)),
nor have they any income derived from the
insurance of United States risks (within the
meaning of section 963{a)). M does nol elect
to treat X and Y as a related group for 1977.

(b) For 1877, X and Y each have gross
income (determined as provided in § 1.951-
6(h)(1)) of $1.000, X's foreign base company
income Is $20 and Y's foreign base company
imcome is 80, determined as follows, based
on the facts shown in the following table:

{1) Formgn Jease company shipping

[ SR IS e
(Z) Lesy: amounts excluded from sub-
part F incoma under section #52ib)

BL5(DI(4) (relating o corPOntion not
avedad of 10 reduce tees) ...

(3) Balance ...
(4) Less m M m
§195¢ oo balance |

(5) Romminieg bal

0
1,000
800
200

(6) Less: Incroase in Quakted iovost-
manis in foreign bass company ship-
ping op 180

(7) Foreign base company mcome . ) e

(¢) For 1977, Y has a withdrawal of
previously excluded subpart F income from
investment in foreign base company shipping
operations of $20, detegmined as follows, on

the basis of the facts shown in the following
table:

(1) Quaifed invostmeonts in foreign base company
shipping operations at Dec. 31, 18768 ...

(2} Loss: qualfed iwestmants in loreign base
compary shipping operations st Dec. 31, 1977,

$1.210

(6) Limitation descrived in § 1 @55A- 10D
7) Y's smount of previously excluded
" withdrawn from

base pany shipping op
Soos (5) and (6))

Example (2). (a) The facts are the same as
in example (1), except that M does elect to
treat X and Y as a related group for 1977,

{b) The group excess deduction, which is
solely attributable to Y's net shipping loss, is
$40 (i.e.. $1,040 —81,000). Since X is the only
member of the related group with net
shipping income, X's pro rata share of the
group excess deduction is the entire $40
amount,

(¢) X's foreign base company income for
1877 is zero, determined as follows:

(1) Prohminary not forsign base company shppng
ncome (Ine (B) (5) of example (1)) .
(2) Loss X's pro rata share of m wacoss
BOOUCTON oo

() DD oyt i it
(4) Less: incroase in qualified investments in for-
8GN bass company SHPOING Cperations. ...

(5) Foroign base v i

(d) The group excess investment, which is
solely attributable to X's excess investment,
is $20 {i.e.. $180 minus $160). Since Y is the
only member of the related group with a
shortfall in qualified investments, Y's share
of the group excess investment is the entire
$20 amount.

{e) During 1978 and 1977, Y owns no stock
of X. Y's withdrawal of previously excluded
subpart F income from investment in foreign

base company shipping operationa for 1977 is
zero, determined as -

(1) Quaifiod investments &t Dec. 31, 1078 ..

(230 Qualifiod nwestmonts at Dec, 31, 1977 (de-

terrmined without regasd 10 paragragh (o) (4) of

thes saction)

(lflmnnmdmmm
mont

$1.210

1470

(M) Totsl qualtiod Wwestmords at Dec. 31,
1977 (Line () plam Wve 00— 1,190

(3) Balance (ine (1) miows ine (2 (8) 20
{4) Loss: axcuss of jossas over recog-
nzed gang On sales durng 1977 of qualdied
vestmenta in foreign base company sWpRINg

Y

(5) Decrose in quaitiod invostmants for 1877 ...
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§ 1.955A-4 Election as to date of
determining qualified investment in foreign
base company shipping operations.

(a) Nature of election. In lieu of
determining the increase under the
provisions of section 954(g) and § 1.953-
7(a) or the decrease under the provisions
of section 855(a)(2) and § 1.955A-1(b) in
a controlled foreign corporation’s
qualified Investments in foreign base
company shipping operations for a
taxable year in the manner provided in
such provisions, a United States
shareholder of such controlled foreign
corporation may elect, under the
provisions of section 955{b)(3) and this
section, to determine such increase in
accordance with the provisions of
§ 1.954-7(b) and to determine such
decrease by ascertaining the amount by
which—

(1) Such controlled foreign
corporation’s qualified investments in
foreign base company shipping
operations at the close of such taxable
vear exceed its qualified investments in
foreign base company shipping
operations at the close of the taxable
year immediately following such taxable
year, and reducing such excess by

(2) The amount determined under
§ 1.955A-1(b){1)(ii) for such taxable
year subject to the limitation provided in
§ 1.995A-1(b)(2) for such taxable year,
An election under this section may be
made with respect to each controlled
foreign corporation with respect to
which a person is a United States
shareholder within the meaning of
section 951{b), but the election may not
be exercised separately with respect to
the increases and the decreases of such
controlled foreign corporation. If an
election is made under this section to
determine the increase of a controlled
foreign corporation in accordance with
the provisions of §1.954-7(b),
subsequent decreases of such controlled
foreign corporation shall be determined
in accordance with this paragraph and
not in accardance with § 1.955A-1(b).

(b) Time and manner of making
vlection—{1) Without consent. An
election under this section with respect
to a controlled foreign corporation shall
be made without the consent of the
Commissioner by a United States
shareholder's filing a statement to such
effect with his return for his taxable
year in which or with which ends the
lirst taxable year of such controlled
ioreign corporation in which—

(1) Such shareholder is a United States
shareholder, and

(i1} Such controlled foreign
Corporation realizes foreign base

company shipping income, as defined in
§ 1.954-8,

The statement shall contain the name
and address of the controlled foreign
corporation and identification of such
first taxable year of such corporation.

(2) With consent. An election under
this section with respect to a controlled
foreign corporation may be made by a
United States shareholder at any time
with the consent of the Commissioner.
Consent will not be granted unless the
United States shareholder and the
Commissioner agree to the terms,
conditions, and adjustments under
which the election will be effected. The
application for consent to elect shall be
made by the United States shareholder’s
mailing a letter for such purpose to the
Commissioner of Internal Revenue,
Washington, D.C. 20224. The application
shall be mailed before the close of the
first taxable year of the controlled
foreign corporation with respect to
which the shareholder desires to
compute an amount described in section
954(b)(2) in accordance with the election
provided in this section. The application
shall include the following information.

(i) The name, address, and taxpayer
identification number, and taxable year
of the United States sharcholder;

(ii) The name and address of the
controlled foreign corporation;

(iii) The first taxable year of the
controlled foreign corporation for which
income is to be computed under the
election;

{iv] The amount of the controlled
foreign corporation’s qualified
investments in foreign base company
shipping operations at the close of its
preceding taxable year; and

{v) The sum of the amounts excluded
under section 954(b)(2) and § 1.954-
1(b)(1) from the foreign base company
income of the controlled foreign
corporation for all prior taxable years
during which such shareholder was a
United States shareholder of such
corporation and the sum of the amounts
of its previously excluded subpart F
income withdrawn from investment in
foreign base company shipping
operations for all prior taxable years
during which such shareholder was a
United States shareholder of such
corporation.

(c) Effect of election.—{1) General.
Except as provided in subparagraphs (3)
and (4) of this paragraph, an election
under this section with respect to a
controlled foreign corporation shall be
binding on the United States
shareholder and shall apply to all
qualified investments in foreign base

company shipping operations acquired.
or disposed of, by such controlled
foreign corporation during the taxable
year following its taxable year for which
income is first computed under the
election and during all succeeding
taxable years of such carporation.

(2) Returns. Any return of a United
States shareholder required to be filed
before the completion of a period with
respect to which determinations are to
be made as to a controlied foreign
corporation’s qualified investments in
foreign base company shipping
operations for purposes of comput
such shareholder’s taxable income shall
be filed on the basis of an estimate of
the amount of the controlled foreign
corporation's qualified investments in
foreign base company shipping
operations at the close of the period. If
the actual amount of such investments is
not the same as the amount of the
estimate, the United States shareholder
shall immediately notify the
Commissioner. The Commissioner will
thereupon redetermine the amount of
tax of such United States shareholder
for the year or years with respect to »
which the incorrect amount was taken
into account. The amount of tax, if any,
due upon such redetermination shall be
paid by the United States shareholder
upon notice and demand by the district
director, The amount of tax, if any,
shown by such redetermination to have
been overpaid shall be credited or
refunded to the United Stales
shareholder in accordance with the
provisions of sections 6402 and 6511
and the regulations thereunder.

(3) Revocation. Upon application by
the United States shareholder, the
election made under this section may,
subject to the approval of the
Commissioner, be revoked. Approval
will not be granted unless the United
States shareholder and the
Commissioner agree lo the terms,
conditions, and adjustments under
which the revocation will be effected.
Unless such agreement provides
otherwise, the change in the controlled
foreign corporation’s qualified
investments in foreign base company
shipping operations for its firs! taxable
year for which income is computed
without regard to the election previously
made will be considered to be zero for
purposes of effectuating the revocation.
The application for consent lo
revocation shall be made by the United
States shareholder's mailing a letter for
such purpose to the Commissioner of
Internal Revenue, Washington, D.C.
20224. The application shall be mailed
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before the close of the first taxable year
of the controlled foreign corporation
with respect to which the shareholder
desires to compute the amounts
described in section 954{b)(2) or 955(a)
without regard to the election provided
in this section. The application shall
include the following information:

(i) The name, address, and taxpayer
identification number of the United
States shareholder:

(ii) The name and address of the
controlled foreign corporation;

(ili) The taxable year of the controlled
foreign corporation for which such
amounts are to be computed;

(iv) The amount of the controlled
foreign corporation’s qualified
investments in foreign base company
shipping operations at the close of its
preceding taxable year;

{v) The sum of the amounts excluded
under section 854(b)(2) and § 1.954-
1(b)(1) from the foreign base company
income of the controlied foreign
corporation for all prior taxable years
during which such shareholder was a
United States shareholder of such
corporation and the sum of the amounts
of its previously excluded subpart F
income withdrawn from investment in
foreign base company shipping
operations for all prior taxable years
during which such shareholder was a
United States shareholder of such
corpordtion; and

{vi) The reasons for the request for
consent o revocation.

(4) Transfer of stock. If during any
taxable year of a controlled foreign
corporation—

{i) A United States shareholder who
has made an election under this section
with respect to such controlled foreign
corporation sells, exchanges, or
otherwise disposes of all or part of his
stock in such controlled foreign
corporation, and

(ii} The foreign corporation is &
controlled foreign corporation
immediately after the sale, exchange, or
other disposition,

then, with respect to the stock so sold,
exchanged, or disposed of, the change in
the controlled foreign corporation’s
qualified investments in foreign base
¢ompany shipping operations for such
taxable year shall be considered to be
zero. If the United States shareholder's
successor in interest is entitled to and
does make an election under paragraph
(b)(1) of this section to determine the
controlled foreign corporation's increase
in qualified investments in foreign base
company shipping operations for the
taxable year in which he acquires such

stock, such increase with respect to the
stock so acquired shall be determined in
accordance with the provisions of
§ 1.954-7(b)(1). If the controlled foreign
corporation realizes no foreign base
company income from which amounts
are excluded under section 954(b)(2) and
§ 1.954-1(b)(1) for the taxable year in
which the United States shareholder's
successor in interest acquires such stock
and such successor in interest makes an
election under paragraph (b)(1) of this
section with respect to a subsequent
taxable year of such controlled foreign
corporation, the increase in the
controlled foreign corporation's
qualified investments in foreign base
company shipping operations for such
subsequent taxable year shall be
determined in accordance with the
provisions of § 1.954-7(b}(2).

(d) Hlustrations. The application of
this section may be illustrated by the
following examples:

Example (1). Foreign corporation A is a
wholly owned subsidiary of domestic
corporation M. Both corporations use the
calendar year as a taxable year. In &
statement filed with its return for 1977, M
makes an election under section 955(b)(3) and
the election remains in force for the taxable
year 1978. At December 31, 1978, A's
qualified investments in foreign base
compuny shipping operations amount 1o
$100,000; and, at December 31, 1979, to
$80,000, For purposes of paragraph {2)(1) of
this section, A Corporation's decrease in
qualified investments in foreign base
company shipping operations for the taxable
year 1978 is $20,000 and Is determined by
ascertaining the amount by which A
Corporation's qualified investments in foreign
base company shipping operations at
December 31, 1978 [$100,000) exceed its
quelified investments in foreign base
company shipping operations at December
31, 1979 {$80,000).

Example (2). The facts are the same as in
example (1) except that A experiences no
changes in qualified investments in foreign
base company shipping operations during its
taxable years 1980 and 1981, If M's election
were (o remain in force, A's acquisitions and
dispositions of qualified investments in
foreign base company shipping operations
during A’s taxable year 1962 would be taken
into account in determining whether A has
experienced an increase or a decrease in
qualified investments in foreign base
company shipping operations for its taxable
vear 1881, However, M duly files before the
close of A's taxable year 1981 as application
for consent to revocation of M Corporation’s
election under section 855(b)(3), and.
pursuant to an agreement between the
Commissioner and M, consent is granted by
the Commissioner. Assuming such agreement
does nol provide otherwise, A's change in
gualifed investments in foreign base
company shipping operations for its taxable
year 1961 is zero because the effect of the

revocation of the election is to treat
sequisitions and dispositions of qualified
investments in foreign base company
shipping operations actually occurring in 1882
us having occurred in such year rather than

in 1961,

Example [3). The facts are the same as in
example (2] except that A’s qualified
investments In foreign base company
shipping operations at December 31, 1982,
amount to $70,000, For purposes of paragraph
[(b)(1)(3) of § 1.955A~1, the decrease In A's
qualified investments in foreign base
company shipping operations for the taxable
year 1962 is $10,000 and is determined by
ascertaining the amount by which A’s
qualified investments in foreign base
company shipping operations at December
31, 1961 ($80,000) exceed its qualified
investments in foreign base company
shipping operations at December 31, 1962
($70,000).

Example {4). The facts are the same as in
example (1). Assume further that on
September 30, 1979, M sells 40 percent of the
only class of stock of A to N Corporation, &
domestic corporation. N uses the calendar
year as o taxable year. A remains a
controlled foreign corporation immediately
after such sale of its stock. A’s qualified
investments in foreign base company
shipping operations at December 31, 1980,

/amount to $90,000, The changes in A

Corporation’s qualified investments in foreign
base company shipping operations occurring
in its taxable year 1079 are considered to be
zero with respect to the 40-percent stock
interest acquired by N Corporation. The
entire $20,000 reduction in A Corporation’s
qualified investments in foreign base
company shipping operations which occurs
during the taxable year 1979 is taken into
account by M for purposes of paragraph (c){1)
of this section in determining its tax Hability
for the taxable year 1878. A's increase in
qualified investments in foreign base
company shipping operations for the taxable
year 1979 with respect to the 80-percent stock
interest retained by M is $6,000 and is
determined by ascertaining M's pro rata
share (60 percent) of the amount by which
A’s qualified investments in foreign base
company shipping operations al December
31, 1980 ($90,000) exceed its gualified
investments in foreign base company
shipping operations at December 31,1979
{$80,000). N does not make an election under
section 955(b)(3) in its return for its taxable
year 1980. Corporation A's Increase In
qualified investmants in foreign base
company shipping operations for the taxable
year 1080 with respect to the 40-percent stock
interest acquired by N is $4.000,

PART 9—{AMENDED]

§9.2 [Removed]
Par. 14. Section 8.2 of the Temporary
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Regulations under the Tax Reduction

Act of 1975 is removed.

Roscoe L. Egger, Jr.,

Commissioner of Internal Revenue.
Approved: April 26, 1983,

John E. Chapoton,

Assistant Secretary of the Treasury.

[FR Doc. 83-12815 Flied 5-11-83; 200 pmn|

BILLING CODE 4530-01-M

DEPARTMENT OF THE INTERIOR

Office of Surface Mining Reclamation
and Enforcement

30 CFR Part 942

Tennessee Permanent Regulatory
Program; Informal Conference on
Status

acency: Office of Surface Mining
Reclamation and Enforcement (OSM),
Interior.

acTioN: Notice of informal conference.

SUMMARY: On August 10, 1982, the
Secretary of the Interior approved
Tennessee's program under the Surface
Mining Control and Reclamation Act of
1977 (SMCRA) (See 47 FR 34724). On
April 8, 1883, the Director, OSM, notified
Tennessee's Governor that OSM had
reason to believe that serious problems
exist which are adversely affecting the
effective implementation,
administration, maintenance and
enforcement of Tennessee's approved
regulatory program {See “Supplemental
Information” below).

Under the provisions of OSM's
regulations at 30 CFR 733.12(c), the
Director may hold an informal
conference to discuss the facts
surrounding the Director’s natification if
such an informal conference is
requested by the State. By letter dated
April 18, 1983, the Governor of
Tennessee requested that the Director
hold an informal conference.
Accordingly, the Director hereby notifies
Tennessee and the public that OSM will
hold an informal conference on May 24,
1983, at the address shown below under
"ADDRESSES.” All interested persons
may attend the informal conference.
0ATE: OSM has scheduled an informal
conference on May 24, 1983, to be held
il the address below.

ADDRESSES: The informal conference
will be held on May 24, 1983, beginning
61 1:00 p.m. at the Knoxville Hilton, 501
W. Church Street, Knoxville, Tennessee
37602, Meeting Rooms 1 and 2.

Copies of Administrative Record
documents referenced in this notice are
available for public inspection and
copying during normal business hours

at: Office of Surface Mining, 530 Gay
Street, S.W., Suite 400, Knoxville,
Tennessee 37902; Telephone: (615) 524~
7648.

FOR FURTHER INFORMATION CONTACT:
Mr. James Curry, Knoxville Field Office
Director, Office of Surface Mining
Reclamation and Enforcement, 530 Gay
Street, S.W., Suite 400, Knoxville,
Tennessee 37902; Telephone: (615) 524
7648,

SUPPLEMENTARY INFORMATION: On
February 3, 1982, the State of Tennessee
resubmitted to the Department of the
Interior its proposed permanent
regulatory program under SMCRA. This
followed an initial approval in part and
disapproval in part of the proposed
program which was published in the
Federal Register on October 10, 1980 (45
FR 67372-67395).

The Secretary reviewed the State’s
submisgsion, provided the public an
opportunity to review it, and
conditionally spproved the program on
August 10, 1982 (47 FR 34724).

On April 8, 1983, the Director, OSM,
notified the Governor of Tennessee that
OSM had reason to believe that serious
problems exist which are adversely
affecting the effective implementation,
administration, maintenance, and
enforcement of Tennessee's approved
permanent regulatory program under
SMCRA.

Since the approval of Tennessee’s
program; and in keeping with its policy
of working closely with the State, OSM
has had numerous discussions with
offictals from the Tennessee Division of
Surface Mining (DSM) about the State's
performance. Recent discussions and
investigations have centered on
inadequacies of DSM's implementation
of the approved program in the area of
permitting.

A review of all permitting information
provided by DSM to OSM's Knoxville
Field Office indicates that DSM issued
at least 164 permanent program permits
between August 10, 1982 and March 30,
1883. Only four of the 164 permits
appear to have been issued in
accordance with the permitting
procedures of Tennessee's approved
program. The remaining 160 appear to
have been issued with one or more of
the following deficiencies:

{1) Without public notice and agency
coordination,

(2) Without written findings of permit
adequacy.

{3) Without complete information from
the applicant.

{4) Prior to technical review and
approval.

{5) Prior to expiration of the public
comment period.

{6) Without pre-mine inspection.

(7) With existing violations on the
site.

(8),Without review of the bond
adequacy.

OSM’s review focused on the above
problem areas. Other problems. such as
deficiencies in the technical adequacy of
the permit applications may exist. The
164 permits issued fall into the following
three categories: ‘

(1) Eighty administrative updates of
permanent program permits were issued
which DSM indicated to Tennessee coal
mine operators were permanent
program permits. These permits were
issued without requiring the operators to
submit complete applications. Each
permit in this category was deficient for
some or all the eight reasons listed
above, and none of them appears to
have been properly issued.

(2) Forty-six renewals of interim
program permits were issued which the
State indicated to the operators were
permanent program permits. The State
issued these permits after receiving
applications from the operators. Only
three of these permits appear to have
been issued without most or all of the
eight deficiencies listed above. It
appears that none of these 43 permits
was properly issued.

(3) Thirty-eight permanent program
permits were issued for new mining
areas. Only one of these permits
appears to have been issued without
any of the deficiencies listed above.
None of the other 37 permits appears to
have been properly issued.

In addition to these 164 permits, OSM
has concerns relating to the permitting
of 78 tipples and processing plants.
Under the 1980 Tennessee Coal Surface
Mining Law (TCSML), tipples, coal
slorage and processing plants were
required to have a coal surface mining
permit in order to operate. However, the
State made no attempt to permit or
regulate the majority of these
operations. Shortly after primacy the
State issued a letter to tipple operators
advising them that their (NPDES) permit
would be temporarily recognized as
meeting the permit requirements of DSM
and that these operators had until May
15, 1983, to submit complete
applications. These permitting
instructions given by DSM to tipple
operators, which later may have been
revoked, were in viclation of the State
program requirement that operators who
expect to continue operations after the
eighth month following primacy, submit _
a complete program application within
two months after primacy. Apparently
there are no current instructions from
DSM to the tipple operators.




