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taxpayer may choose under which pro-
vision to include an item of income.

(4) Losses. (i) Generally, if a con-
trolled foreign corporation has losses
which are properly allocable to foreign
base company shipping income, the ex-
tent to which such losses are deduct-
ible from such income shall be deter-
mined by treating such foreign cor-
poration as a domestic corporation and
applying the principles of section 63.
See §§1.954-1(c) and 1.952-2(b). Thus for
example, losses from sales or ex-
changes of capital assets 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 obli-
gation would be treated (to any extent)
as foreign base company shipping in-
come, then loss from such sale, ex-
change, or other disposition is properly
allocable to foreign base company ship-
ping 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 deduct-
ible from foreign base company ship-
ping income, it is immaterial that such
loss is taken into account under
§1.955A-1(b)(1)(i1) as a reduction in the
amount of the decrease in (withdrawal
from) qualified investments in foreign
base company shipping operations.

(5) Hypothetical charges. Under para-
graph (d)(5)(i) of this section and
§1.955A-2(a)(4)(ii)(A), gross income may
be deemed to include hypothetical
arm’s length charges for services per-
formed by a controlled foreign corpora-
tion for itself. Under paragraph (d)(2) of
this section, certain of these hypo-
thetical charges may be treated as for-
eign based company shipping income.
Such hypothetical charges are deemed
to be income solely for purposes of ap-
plying the ‘“‘extent of use’ tests pre-
scribed by paragraph (d)(4) of this sec-
tion and §1.955A-2(a)(4). Charges for
services performed by a controlled for-
eign corporation for itself shall in no
event be included in income for any
other purposes.

[T.D. 7894, 48 FR 22523, May 19, 1983]
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§1.954-7 Increase in qualified invest-
ments 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 pur-
poses of section 954(b)(2) and paragraph
(b)(1) of §1.954-1, of any controlled for-
eign corporation for any taxable year
is, except as provided in paragraph (b)
of this section, the amount by which—

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

(i) Its qualified investments in for-
eign base company shipping operations
at the close of the preceding taxable
year.

(2) Preceding taxable year. For pur-
poses of this section, a taxable year
which begins before January 1, 1976,
may be a preceding taxable year.

(3) Cross-reference. See section 955 (b)
and §1.955A-2 for the definition of the
term ‘‘qualified investments in foreign
base company shipping operations’’.

(b) Election to determine investments at
close of following taxable year—(1) Gen-
eral rule. In lieu of determining an in-
crease in qualified investments in for-
eign base company shipping operations
for a taxable year in the manner pro-
vided in paragraph (a) of this section, a
United States shareholder of a con-
trolled foreign corporation may make
an election under section 955(b)(3) to
determine the increase for the corpora-
tion’s taxable year by ascertaining the
amount by which—

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

(i) Its qualified investments in for-
eign base company shipping operations
at the close of the taxable year imme-
diately preceding such following tax-
able 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 for-
eign corporation, the increase in such
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controlled foreign corporation’s quali-
fied investments in foreign base com-
pany shipping operations for the first
taxable year to which such election ap-
plies shall be the amount by which—

(i) Such corporation’s qualified in-
vestments 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 for-
eign base company shipping operations
at the close of the taxable year imme-
diately preceding such first taxable
year.

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

(4) Coordination with prior law. If a
United States shareholder makes an
election without consent under
§1.955A-4(b)(1) with respect to a con-
trolled foreign corporation, then such
corporation’s increase in qualified in-
vestments in foreign base company
shipping operations for the first tax-
able year to which such election ap-
plies shall be determined by dis-
regarding 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 con-
ditions exist:

(i) Such taxable year is the first tax-
able year of such corporation which be-
gins after December 31, 1975, and

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

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

Example 1. (a) Controlled foreign corpora-
tion X is a wholly owned subsidiary of do-
mestic corporation M. X uses the calendar
year as the taxable year. The amounts of X’s
qualified investments in foreign base com-
pany shipping operations at the close of 1975
through 1979 are as follows:

Qualified investments at December 31, 1975 ... $16,000
Qualified investments at December 31, 1976 ... 17,000
Qualified investments at December 31, 1977 ... 23,000
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Qualified investments at December 31, 1978 ... 28,000
Qualified investments at December 31, 1979 ... 30,000

(b) Assume that M properly files without
consent a timely election under §1.955A-
4(b)(1) to determine X’s increase for 1976 in
qualified investments in foreign base com-
pany shipping operations pursuant to this
paragraph, and that the election 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 ($23,000 minus $16,000) ... $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 ex-
ample 1, except that M never files an elec-
tion 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 ($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 ex-
ample 1, except that X’s qualified invest-
ments in foreign base company shipping op-
erations include an investment in less devel-
oped country shipping companies described
in §1.955-5(b) of $500 on December 31, 1975,
and $750 on December 31, 1976. Assume fur-
ther that M has made an election under sec-
tion 955(b)(3) (as in effect before the enact-
ment of the Tax Reduction Act of 1975) with
respect to X’s taxable year 1975. Then X’s in-
crease in qualified investments in foreign
base company shipping operations for 1976 is
$6,750 (i.e., $7,000 — $250).

(c) Illustration. 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 invest-
ments in foreign base company shipping op-
erations (determined as provided in §1.955A~
2(g)) consist of the following amounts:

Cash $6,000
Readily marketable securities ......................ccco.c.. 1,000
Stock of related controlled foreign corporations ... 4,000
Traffic and other receivables . 14,000
Marine insurance claims receivables 1,000
Foreign income tax refunds receivable ... 1,000
Prepaid shipping expenses and shipping

tories ashore 1,000
Vessel construction funds 0
Vessels ............. 123,000
Vessel plans and construction in progress . 3,000

Containers and chassis ...........cc....... . 0

Terminal property and equipment 2,000
Shipping office (land and building) 1,000
Vessel spare parts ashore . 1,000
Performance deposits .... 2,000
Deferred charges . 2,000
Stock of less developed country shipping com-

pany described in § 1-955-5(b) .......ccccececerreunnn 10,000
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172,000

(b) On December 31, 1976, X’s qualified in-
vestments in foreign base company shipping

operations (determined as provided in
§1.955A-2(g)) consists of the following
amounts:

Cash $5,000
Readily marketable securities .........c.cccccceeiinennnne 2,000

Stock of related controlled foreign corporations 4,000
Traffic and other receivables 16,000
Foreign income tax refunds receivable . 3,000

Prepaid shipping expenses and shipping inven-
tories ashore 2,000
Vessel construction funds .. 1,000
Vessels ..o 117,000
Vessel plans and construction in progress 12,000
Containers and chassis .............c....... 4,000
Terminal property and equipment . 2,000
Shipping office (land and building) 1,000
Vessel spare parts ashore . 1,000
Performance deposits .... 2,000
Deferred charges 2,000

Stock of less developed country shipping com-
pany described in §1.955-5(b) .......ccccceverrennne 0
174,000

(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 at Dec. 31, 1976 .... $174,000
Qualified investments at Dec. 31, 1975 ... 172,000
Increase for 1976 ......ccceeveevvieiieeciieeeenn 2,000

[T.D. 7894, 48 FR 22528, May 19, 1983]

§1.954-8 Foreign base company oil re-
lated income.

(a) Foreign base company oil related in-
come—(1) In general. Under section
954(g), the foreign base company oil re-
lated income of a controlled foreign
corporation (except as provided under
paragraph (b) of this section) consists
of the items of foreign oil related in-
come (““FORI’’) described in section
907(c)(2) and (3), other than such in-
come derived from a source within a
foreign country in connection with—

(i) Oil or gas which was extracted
from an oil or gas well located in that
foreign country (‘‘extraction excep-
tion™), or

(ii) Oil, gas, or a primary product of
oil or gas which is sold by the con-
trolled foreign corporation or a related
person for use or consumption within
that country or is loaded in that coun-
try on a vessel or aircraft as fuel for
the vessel or aircraft (‘‘use or consump-
tion exception’’).

26 CFR Ch. | (4-1-04 Edition)

A taxpayer claiming the use or con-
sumption exception must establish its
applicability on the basis of facts and
circumstances. For special rules for ap-
plying the extraction exception, see
paragraph (c) of this section.

(2) Source of income. The source of for-
eign base company oil related income
is determined generally under the prin-
ciples of §§1.861-1 to 1.863-5. See §1.863-
6. Thus, income from the performance
of a service generally is sourced in the
country where the service is performed.
See §1.861-4. Underwriting income from
insuring a foreign oil related activity
is sourced at the location of the risk.
See section 861(a)(7) and §1.953-2.

(3) Primary product. The term ‘“‘pri-
mary product’” of oil or gas has the
meaning given this term by §1.907(c)-
1(d)(5) and (6).

(4) Vessel. For the definition of the
term ‘‘vessel”’, see §1.954-6(b)(3)(ii).

(5) Foreign country. For purposes of
this section, the term ‘‘foreign coun-
try”’ has the same meaning as in sec-
tion 638 (relating to continental shelf
areas). Thus, for example, oil or gas ex-
tracted from a sea area will be deemed
to be extracted in the country which
has exclusive rights of exploitation of
natural resources with respect to that
area if the other conditions of section
638 are met.

(6) Country of use or consumption. For
rules for determining the country of
use or consumption, see §1.954-
3(@)(3)(ii).

(7) Insurance income. For purposes of
this section, income derived from or at-
tributable to insurance of section
907(c)(2) activities means taxable in-
come as defined in section 832(a) and as
modified by the principles of §1.953-4
(other than as the section is applied to
life insurance).

(8) Fuel product. For purposes of this
section, the term “‘fuel product’ means
oil, gas or a primary product of oil or
gas.

(9) Effective date. The provisions of
section 954(g) and this section are ap-
plicable to taxable years of foreign cor-
porations beginning on or after Janu-
ary 1, 1983, and to taxable years of
United States shareholders in which or
with which those taxable years of for-
eign corporations end.
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